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S U M M A R Y 

1. Whether advertising tends to raise or lower prices is of 
considerable importance in appraising policy measures 
such as the imposition or lifting of restrictions on ad
vertising. 

2, The arguments that advertising is costly, unnecessary or 
wasteful fail to appreciate that advertising conveys in
formation which consumers find relevant, thereby 
enabling them to pay less or obtain a more desired 
product. Advertising may also enable larger markets to 
be reached, thereby reducing costs and prices via 
economies of scale. 

3. It has been argued that advertising increases market 
power, and hence prices, by "capturing" customers, 
increasing concentration, and raising barriers to entry. 
There is no convincing evidence that advertising 
significantly affects consumption patterns. I t is not clear 
whether advertising is positively associated with con
centration and profits rate, but in any case, there is no 
convincing argument that heavy advertising is the cause 
of either concentration or high profits. Finally, ad
vertising seems more likely to facilitate than hinder the 
entry of new firms and products. 

4. The above studies do not shed much light on the likely 
effects of encouraging or discouraging advertising. 
However, the effects of relaxing prohibitions on ad
vertising by lawyers and opticians in the USA have 
unambiguously been to lower prices, suggesting that 
advertising is an important means of competition. 

7 



I I N T R O D U C T I O N 

Advertising is "big business". Total advertising expenditure 
in the UK amounted to £2,818 million in 1981; in the USA the 
comparable figure was over £40 billion. Moreover, advertising 
is a growth industry: during the last decade advertising ex
penditure has been maintained at a more or less constant 
proportion of GNP (about 1.3 per cent in the UK, about 2 per 
cent in the USA). Experience in other countries has been 
similar. (Advertising Association, 1982)'. 

Advertising has not been short of critics, however. I t is 
claimed that much advertising is wasteful, and the source of 
increased costs; it is also alleged that advertising moulds the 
opinions of consumers and erects a barrier to competition, 
thereby generating market power. The combined effect of 
increased costs and increased market power is to increase 
prices. Thus, according to this argument, the increase in ad
vertising expenditure is against the interests of consumers, 
and largely to be deplored. 

The defenders of advertising put forward a contrary view. 
Advertising is seen as a means of lowering costs via the 
provision of information and large scale production; it is also a 
means of promoting new products and entering new markets, 
thereby challenging the market power of existing products and 
producers. Lower costs and lower market power lead to lower 
prices. In this view, then, the growth of advertising is held to 
be in the interests of consumers, and therefore to be welcomed. 

Does it really matter which of these two opposing views is 
correct, or most nearly correct? Are there any important 
implications for public policy? Professor James Meade (1975, 
p.49)2 a Nobel prizewinner in economics, has argued for "a 
substantial tax on advertisement" in order to reduce its in
fluence. In 1966 the Monopolies and Mergers Commission 
required certain companies to reduce the volume of advertising 
on household detergents. On the other hand, in the 1970s the 
Commission argued that professional bodies should relax their 
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restrictions on advertising by members. Even more recently, 
the Office of Fair Trading has been investigating the 
prohibition of advertising by opticians, following the ruling by 
the U.S. Federal Trade Commission that advertising in this 
area should be allowed. Whether advertising is perceived as 
harmful or beneficial will surely influence public policy on all 
these issues. 

How is one to decide between the opposing views? There is a 
large literature on the subject which, broadly speaking, ap
proaches the problem in three ways. There are theoretical 
arguments based upon assumptions (or "models"} of how 
firms, consumers and markets behave. Second, there are case 
studies of particular firms and industries. Finally, there are 
large scale statistical studies of "the evidence" across many 
firms and industries. Unfortunately, much of this literature 
involves complex economic theories and econometric 
techniques, and is largely inaccessible to the layman. Several 
helpful surveys are available, but these too are lengthy, and 
almost as technical e.g. Comanor and Wilson (1979)^, Chiplin 
and Sturgess (1981)", Albion and Farris (1981>5 and the debate 
between Brozen (1974)13 and Mann (1974)7 in Goldschmid et. 
al. (1974)B. 

The purpose of this monograph is to provide a brief and non
technical discussion, for the general reader, of the opposing 
theories and evidence on one central issue: the relationship 
between advertising and price. We shall examine the 
relationship between advertising and cost in section 2, and the 
relationship between advertising and market power in section 
3. We then consider in section 4 the effects of differences or 
changes in legal restrictions on advertising. 

I I I S A D V E R T I S I N G C O S T L Y ? 

The most obvious a"nd elementary argument put forward 
against advertising is that it costs money, and "someone has 
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to pay". That "someone" is, of course, the consumer. Would he 
not be able to purchase a whole range of products more cheaply 
if he did not have to pay to be subjected to a barrage of un
wanted advertisements? Since advertising expenditure 
amounts to nearly 2 per cent of total consumer expenditure 
(Advertising Association, 1982)1, can it not be argued that a 
complete ban on advertising would lead to an average 
reduction in prices of about 2 per cent? 

In this section we examine two main counter-arguments to 
this view, as well as two more sophisticated versions of the 
argument. 

i) Advertising and information 

In its simplest form, the "advertising is costly" argument 
ignores the fact that advertising conveys information. Con
sumers do not have complete knowledge of the whole range of 
products available to them, nor of the many attributes of each 
product. In the absence of adequate information, consumers 
would frequently end up paying a high price for a product, not 
knowing it was on sale more cheaply elsewhere; or buying "last 
year's model" not realising that a new improved version was 
now or soon to be available; or simply spending money in 
familiar ways without discovering that advances in technology 
are constantly opening up new and different and better op
portunities for achieving satisfaction. Some empirical evidence 
on the extent of consumer ignorance in the absence of ad
vertising will be presented a t the beginning of section 4. 

From the manufacturer's point of view, advertising is but 
one means of informing potential consumers and attracting 
them to his product. Other techniques of marketing are 
available: door-to-door salesmen, free gifts, expensive 
packaging, in>shop and window displays, extensive 
showrooms, entertainment of customers, house magazines, 
specially trained retailers, etc. Advertising is thus to be seen 
as one possible "factor of production" which has numerous 
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substitutes. The manufacturer will at tempt to choose the most 
effective and economical marketing mix for each product: if he 
is prohibited from advertising then he will have to employ 
some alternative method, which may be less satisfactory and 
more costly. 

To illustrate, Unilever gave evidence to the Monopolies 
Commission showing that advertising and sales promotions 
accounted for 16 per cent of the retail price of detergents but 
only 6 per cent of the retail price of ice cream; however, the 
proportions were reversed for other selling costs, being 8 and 
20 per cent, respectively (quoted in Reekie, 1979, p.40)'J. 
Presumably the methods used to sell ice cream are inap
propriate for detergents, and to restrict detergent advertising 
could actually increase costs and prices. 

Steiner (1973)111 has described how toy prices fell dramatically 
in the USA after Mattel began to advertise on television. He 
notes the important link with the growth of mass mer
chandising techniques, especially discount stores. In effect, by 
using discount stores the manufacturer is substi tuting ad
vertising for trained salespeople and showroom space: this 
reduces costs and thereby allows prices to be cut. 

Finally, from the consumer's point of view, advertising is 
an alternative to engaging in direct search and comparison. 
Reading, watching or listening to advertisements is generally 
a cheaper, quicker, less tiring and more entertaining way of 
informing oneself than telephoning, writing, walking, driving 
or taking public transport. Advertising may also reduce the 
need for expensive professional advice: Brozen (1974 , p,134)(l 

observes that instead of paying $14 for a visit to a doctor and a 
prescription, a consumer may now be sufficiently informed to 
buy a cough syrup from a chemist for $2. Advertising thus 
reduces the money price and/or the "real price" which the 
consumer pays. 

To summarise, the argument that advertising represents an 
unnecessary expense assumes that the customer is already 
adequately informed. This is typically not the case, and the 
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cost of informing him is no less essential than the more 
familiar costs of manufacturing and distribution. The option of 
choosing from the same range of products at lower prices with 
no advertising simply is not available. Thus, to the extent that 
advertising provides information which the consumer deems 
relevant, it leads to a reduction rather than an increase in the 
real price he pays. 

ii) Advertising and persuasion 
Most critics of advertising accept that advertising can, in 
principle, convey information, but they object that advertising 
is often designed not to inform but to persuade. 

"Of course, much advertisement of an informative 
nature is necessary and desirable. But much ad
vertisement is not of this kind. A tax on advertisement 
would increase the incentive for firms to seek markets by 
cutting prices rather than by persuasive bam-
boozlement. Moreover, persuasive advertisement may 
irrationally bind particular customers to particular 
brands of a product produced by a particular firm." 
(Meade, 1975, pp.49-50)2 

I have argued elsewhere (Littlechild 1982)" that whether one 
interprets advertising as information or persuasion will largely 
depend upon one's view of consumer psychology. If one 
believes that, at any point in time, consumer tastes and 
preferences are completely formed, then advertising will ap
pear to be an at tempt to change those preferences; if, instead, 
one believes that consumer tastes and preferences are con
tinually in a state of flux, then advertising will appear merely 
as one input to the continuing process of preference formation. 
Furthermore, whether the "persuasive" aspect of advertising 
is to be condemned will depend upon how far one believes the 
"pre-advertising" preferences to be "correct", and whether the 
alternatives to advertising (e.g. experience and opinions of 
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family, friends and neighbours, and possibly a greater role for 
government) are believed to exert influences for better or 
worse. 

A discussion of these issues lies beyond the scope of the 
present monograph, but one specific point requires further 
comment. Meade refers to advertising as creating an 
"irrational" attachment to a product or firm. Other critics also 
feel that a great deal of advertising conveys no relevant or 
valuable information about the product. Professor Mann 
observes that 

"much advertising directs itself at trying to find some 
way of attracting attention which is not false, but 
doesn't reveal anything about performance, availability 
or price. 

1 find it difficult to know why the attribute of being a 
member of the Pepsi Generation tells me anything 
significant about Pepsi-Cola. Yet, Pepsi seems to think 
that this is a message and an attribute it can give to the 
particular product which will at tract sales and hold 
customers." 
{Goldschmidetal, 1974, p. 157}* 

No doubt many people would share this view about the 
irrelevance of the Pepsi message. For example, after a 
strenuous game of tennis, they might feel that any type of cola 
— indeed, almost any type of drink — might suffice to provide 
refreshment. But for a teenager a t a disco, it might be a matter 
of great concern whether he perceives his drink to be 
fashionable. Economists have always argued that, unless one 
takes the arbitrary view that certain preferences, or the 
preferences held by certain people, are not to count, the value 
of advertising must be judged by the preferences of consumers 
themselves. If, by an appropriate choice of message, ad
vertising can "create value" in the eyes of certain consumers, 
then it must be appraised in the same way as a physical 
product improvement — that is, as comparable to a reduction 
in the "real price" of the product. 
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iii) Advertising as wasteful 
One further version of the argument needs to be mentioned 
because of its prevalence in the theoretical literature. It is 
suggested that under certain circumstances, notably when 
there are relatively few firms in an industry, rivals may engage 
in competition via advertising instead of via price. If buyers 
are simply enticed from one firm to another, with no net in
crease in the total market, then the result is that all consumers 
are worse off, since the higher advertising costs are necessarily 
reflected in higher prices. 

"At some concentration level, oligopolistic in
terdependence should take hold and encourage a non-
price means of competing like advertising. A likely 
outcome is that advertising expenditures will rise 
beyond joint profit-maximizing levels because 
oligopolists fail to co-ordinate their promotion effects. 
The essential reason for this failure lies in what William 
Fellner calls 'inventiveness' — the belief of each firm 
that it can adopt a non-price strategy which will increase 
its relative strength in the group. The outcome of this 
kind of oligopolistic struggle for market position may be 
diminished profits for everyone 'because the rival firms 
may copy the measures of the initiating firm, and the 
intended benefit at the expense of the rivals may not 
materialise.' The result is waste — higher costs than 
necessary, in the sense that competing oligopolists 
would jointly reduce advertising outlays if such 
co-operation were feasible and permissible. This potential 
for wasteful escalation is central to any case against 
levels of advertising expenditure. ' ' 
(Mann, 1974, p. 140f 

Three difficulties with this argument may be noted. The 
first is to explain why firms should refrain from price com
petition or why new price-cutting firms do not enter the in
dustry. I t is notable that the industries where this behaviour is 
sometimes alleged to occur — such as airlines — are charac-
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terised by government-supported price fixing and restrictions 
on entry. (Similarly, those professional bodies in Britain which 
have brought forward this argument against advertising also 
limit entry and have professional codes of behaviour which 
discourage price competition.) 

The second difficulty is to explain why the process described 
fails to generate benefits. If some firms expand at the expense 
of others — or even if customers switch firms while main
taining constant each firm's total business — this indicates 
that the customers themselves believe it is beneficial to switch 
suppliers, and these benefits are attributable to the ad
vertising rivalry. 

The third difficulty is to explain why firms should per
sistently fail to misjudge the reactions of their rivals. There is 
no doubt tha t mistakes are frequently made, but can there be 
any sales manager who fails to realise that "rival firms may 
copy the measures of the initiating firm"? In the absence of 
government-supported constraints on competition, the 
evidence for the existence of such wasteful advertising 
remains to be presented. 

iv) Advertising and production costs 
The second main counter-argument to the "advertising is 
costly" argument is that advertising enables a larger market 
to be reached, so that production can take place on a larger 
scale, thereby reducing unit costs and prices. In some cases, it 
is claimed, only the ability to advertise has made it possible to 
produce the product a t all. 

Reekie gives a number of case studies to illustrate this 
point. One of the most striking describes the introduction of 
Marvel dried milk, which at the time of writing sold 6,000 tons 
a year at a price of 25p per tin. A representative of the com
pany commented as follows: 

"If we were to reduce advertising, we confidently predict 
that sales would fall to 4,000 tons. The cost per tin then 
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needed to justify investment would be 26p: and at 2,000 
tons the cost would rise to 29p. At this level the whole 
operation would have to be cancelled. 
In short, if we stopped advertising the price would have 
to rise; had we attempted to introduce the produce 
without advertising we would either have been forced 
into charging an uneconomic price or have been faced 
with a non-viable pay-back period on the investment. 
Advertising is essential to create and maintain a 
satisfactory level of demand. Consumers benefit from 
the economies of scale, which the capital investment 
achieves, provided the plant is fully utilised." 
(Reekie, 1979, p.14f 

We referred earlier to Steiner's (1973)'" study of the television 
advertising of toys. He found that marketing expenses of toy 
makers increased from 3 to 5 per cent from 1956 to 1973, but 
that consequent increases in the scale of production (of the 
order of ten-fold) led to savings of 7 to 10 per cent in 
manufacturing costs, creating a probable net cost saving of the 
order of 5 per cent. A higher turnover also enabled the retail 
distribution margin to be reduced by one-third (from 49 per 
cent in the mid 1950s to 33 per cent in the early 1970s). 
Finally, Steiner explores the claim that "in addition to its 
ability to reduce trade mark-ups by increasing the rate of 
turnover, advertising has another effect — the creation of 
product recognition or identity — which also depresses 
distribution margins1'. He found the distribution margin was 
about 25 percentage points lower for televised than for non-
televised toys. Similar evidence was available from Canada. 
That the lower margin was not due simply to turnover dif
ferences was suggested by the fact that, in the Canadian case, 
the difference in margins between televised and non-televised 
toys was greater than that between faster sellers and slower 
sellers. 

Certain reservations concerning the economies of scale 
argument must be noted, however. If the total market is 
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relatively constant, advertising may increase sales for one 
product at the expense of others. Economies of scale may be 
achieved in one plant or shop at the expense of higher costs in 
others. But against this is the possibility that the lower-
volume higher-cost producers and retailers may simply 
withdraw from the market, so that lower costs are achieved 
throughout. (The possible effects of higher concentration of 
sellers will be discussed in section 3 below.) 

Second, to the extent that advertising causes more rapid 
obsolescence of products, it may prevent standardisation and 
the benefits of scale economies, (cf. Doyle 1968 , quoted in 
Chiplin and Sturgess 1981, pp.127-8)'. But if this happens, it 
is presumably because consumers judge that the benefits of 
more rapidly improved products exceed the benefits of lower 
prices due to standardisation. 

Finally, it would be misleading to suggest that advertising 
guarantees economies of large scale production. Advertising 
enables a firm to "put its case" to a large number of potential 
consumers who would otherwise be unaware of the existence 
or merits of the product in question. I t enables a firm to 
compete more effectively, but it cannot guarantee success. 
Nevertheless, as we shall see in the next section, advertising 
may stimulate more active competition in the industry and 
thereby lead to a reduction in costs of production by means 
other than economies of scale. 

v) Conclusions 

Let us now summarise the conclusions we have reached in 
this section, (i) The "naive" claim that advertising is costly 
fails to appreciate that advertising conveys information and 
thereby reduces real prices, (ii) The claim that advertising 
conveys worthless information depends upon the un
warranted assumption that certain preferences or values 
ought not to count, (iii) The claim that "advertising wars" are 
wasteful fails to appreciate the benefits of changes in con-
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sumer buying patterns, and in the absence of government 
restrictions, the evidence for the existence of such conduct as 
a substitute for price competition remains to be documented, 
(iv) Advertising may enable larger markets to be reached, 
thereby achieving lower costs and prices via economies of 
large scale production. 

In a competitive economy, where prices broadly reflect 
costs of production and distribution, and where advertising 
enables marketing costs to be reduced, or makes possible new 
techniques of production and distribution, it seems entirely 
reasonable to suppose that prices will fall as a result of the 
use of advertising. Such empirical evidence as is available 
seems to support this conclusion. 

We now turn to the argument that advertising may have 
different effects in a "non-competitive" sector of the 
economy, and indeed that advertising may itself be a source 
of reduced competitiveness. 

I l l D O E S A D V E R T I S I N G C R E A T E 
M A R K E T P O W E R ? 

The argument that advertising creates or increases market 
power takes three main forms: 
i) Advertising enables firms to "capture" consumers and 

raise prices. 
ii) Advertising leads to higher concentration in an industry, 

which in turn leads to higher profits at the expense of 
consumers, 

iii} Advertising increases barriers to new entry, thereby 
allowing higher prices to be charged. 

Although these arguments are frequently put forward in
dependently, a moment's consideration will suggest that each 
argument ultimately depends upon the succeeding ones. If one 
firm increases both advertising and price, why is it not ad
vantageous for its rivals to compete by cutting price? 
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Presumably because there are so few rivals that all benefit 
from the higher prices. But then why do new firms not enter 
with lower prices? Presumably because the advertising creates 
a barrier to entry. The key argument thus seems to be the last 
one. But each argument has been criticised in its own right. 

i) The capture of consumers 
The belief that advertising generates a captive market is 
reflected in the Monopolies Commission report on Breakfast 
Cereals, which claimed that advertising and promotion "helps 
to maintain the kind of market in which it is possible . . . to 
have substantial freedom to determine . . . prices" (HC 2, 1973 
para 88, as quoted in Reekie, 1979, p.7)hJ.In the USA, the FTC's 
chief economist is reported to have stated in 1972 that "once 
advertising persuades customers, price can be raised and sales 
not lost to lower-price products" (Brozen 1974, pp. 133-4)*. 

Marketing writers are generally sceptical about this 
argument. Thus, Foxall (1980, p,192)1:i points to the fact that 
about 90 per cent of new products fail despite the use of 
advertising, and observes that it is clearly impossible for a 
customer to be "captured" by all those who would like to do 
so. The growing consensus seems to be that consumers are 
not mere put ty , to be moulded as advertisers see fit, but that 
consumers actively discriminate between those messages that 
they do and do not want to hear. 

Empirical studies of the effects of advertising on sales have 
been surveyed by Chiplin and Sturgess (1981, pp.30-33)'. They 
find that the results of Cowling et al I1975)14 "suggest that 
advertising has some effect on the level of [aggregate] con
sumption" in the UK. On the other hand, an American study 
by Ashley et al (1980)'r' "confirms the association between 
consumption and advertising but the results suggest that the 
causation, at least for the United States, went from con
sumption to advertising rather than the other way around". 
Recent research by Kyle (1982)Hi and Sturgess (1982)17 confirms 
Ashley's results for the U.K. At the industry level, Sch-
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malensee (1972)'* surveyed five studies executed over the 
period 1933 to 1981 and reported only one that showed any 
evidence of a significant effect on market demand. In con
trast, the major study by Comanor and Wilson (1974)19 did find 
considerable evidence that the effects of advertising may 
well be important at the market level. Chiplin and Sturgess 
conclude that "where the industry represents a fairly broad 
aggregate which is reasonably distinct, the demand for the 
industry's product appears relatively insensitive to ad
vertising. The more narrowly the market is defined, the 
greater the advertising elasticity". Thus, the statistical 
evidence on this topic does not suggest that advertising has a 
very significant effect on consumer buying patterns. 

There have been a few attempts to assess more directly the 
effects of advertising on price sensitivity. In their survey of 
seven such studies, Farris and Albion (1980)^" found that "with 
a single exception, those studies reporting that advertising 
increases price sensitivity looked at consumer prices and 
those studies reporting that advertising decreases price 
sensitivity examined factory prices". One possible ex
planation is that manufacturers may increase the demand for 
their product by appropriate advertising to consumers, hence 
are able to charge a higher price to retailers, but the retailers 
in turn find that consumer market demand is more elastic 
because of the competition between retailers and increased 
awareness of consumers. However, Farris and Albion con
clude that "the outcome of manufacturer advertising on the 
absolute price level of a product category is ambiguous". 

An important difficulty concerning the interpretation of 
such empirical studies must be noted. In a seminal paper on 
the firm's advertising decision, Dorfman and Steiner showed 
that the optimal ratio of advertising to sales would be in
versely proportional to price elasticity of demand (see Chiplin 
and Sturgess 1981 pp.41-51)Vro the extent that the Dorfman-
Steiner model is valid, one would expect to find high ad
vertising expenditure associated with low elasticity of demand 
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— not because advertising reduces elasticity, but because low 
elasticity makes high advertising worthwhile. In any empirical 
work, therefore, there will be a serious problem of identifying 
the direction of causation between advertising expenditure 
and elasticity of demand. 

ii) Advertising, concentration and profits 
The argument that advertising leads to higher con
centration and hence to higher profits has been espoused by 
several economists. Thus Mann (1974, p.144 fn.25}7 cites some 
half-dozen studies finding a positive and significant 
relationship between advertising and concentration, and refers 
totheworkbyComanorandWilson(1967)- iandWeiss(1969pas 
showing that industries engaging in heavy advertising earn 50 
per cent higher profits. His view is that "The accumulated 
evidence strongly points to the following conclusion: con
centration, advertising intensity and profitability are all 
positively associated with one another. The combination 
suggests diminished price competition." (Mann, 1974 p. 148}'. 

This conclusion has been strongly challenged in several 
respects. There is, for example, considerable debate between 
economists as to whether concentration is an adequate 
measure of market power, whether there is in fact a positive 
statistical association between concentration and profit rates, 
and whether differences in concentration are a cause or con
sequence of differences in profits. (See the papers by Weiss and 
Demsetzin Goldschmid et al 1974|s. That debate is beyond the 
scope of this monograph, however. We shall concentrate here 
on two aspects more directly relevant to the present topic: (1) 
whether, on theoretical grounds, one should expect a positive 
relation between advertising and profit rates, and (21 whether 
in fact there exists such a positive relationship when profit is 
calculated' 'correctly ". 
(1) Mann's initial argument is that "the general adoption of 
advertising in some initial size distribution [of firms in a 
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consumer goods industry] is likely to destabilise market 
shares" (1974 p. 140)7. He cites evidence by Telser{ 1964 pp.547-
51)a:f to the effect that "vigorous advertising effort fails to 
protect products from instability in their market positions 
(1974, p. 145)7. (We may note in passing that such evidence 
challenges the assertion discussed above that advertising 
provides the manufacturer with more control over the con
sumer.) I t is not at all clear, however, why such destabilisation 
should lead to a significant and permanent increase in con
centration. 

Mann himself does not pursue this point, however, and 
expresses doubt about the direction of causal relationships. 
Indeed, the explanation he eventually finds most convincing is 
that of Schmalensee (1972)1*: high concentration leads to high 
profitability, which in turn makes advertising more profitable 
(in order to capture more profitable marginal sales). But if this 
is the case, advertising is the consequence and not the cause of 
concentration. By the same token the alleged higher prices are 
the consequence of concentration, not of advertising. 

Comanor and Wilson (1974, pp.130-1)19 take a similar line. 
They argue that "advertising in this analysis acts as a proxy 
for product differentiation, or, more specifically, for the 
product and market characteristics that permit heavy ad
vertising expenditures to differentiate effectively the products 
of a firm from those of its rivals. Although these product and 
market characteristics are not easily measured, they are 
typically characterised by heavy advertising expenditures". 
Thus, it is the characteristic of the product which calls forth 
both heavier advertising and higher profits. As the authors 
later admit, the finding of "a large and statistically significant 
effect of advertising [on profit rates] did not imply that firms 
could increase profits simply by spending more on ad
vertising" (Comanor and Wilson, 1979 p.459^. 
(2) Comanor and Wilson treat outlays for advertising as a 
current expense instead of as a capital expenditure, despite 
recognition that the current position of a firm in the market 
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depends upon past advertising outlays. The assets of firms 
which advertise heavily are consequently understated, and 
their rates of return thereby overstated, Weiss attempted to 
correct for this, but assumed the economic life of advertising 
was identical in all industries, and no more than 5 years. In 
contrast, Ayanian (1974)21 found a great variation in rates of 
depreciation of advertising "stock" and no association bet
ween advertising and "corrected" profit rates. Similarly, a 
study by the FTC, cited by Mann, had found a positive 
relationship between advertising and profit in 97 food 
manufacturing firms. When Bloch {1974)a!ireworked the study, 
making appropriate corrections, he found that the claimed 
relationship disappeared. I t has therefore been argued, notably 
by Brozen (1974)6, that the observed relationship between 
advertising and profit rates is a mere statistical artifact at
tributable to incorrect accounting procedures. 

The calculations by Ayanian and Bloch have, in turn, been 
challenged by Comanor and Wilson (1979 p.463-6)1 They 
argue that the former authors assumed implausibly low rates 
of advertising depreciation, compared to independent 
statistical estimates of advertising effectiveness. Their con
clusion is that "when reasonable estimates of depreciation 
rates of advertising are used to adjust rates of return, the 
finding that advertising has a significant, positive impact on 
profitability is supported". 

Pending more generally accepted research findings, we can 
not conclude tha t a positive empirical relationship between 
advertising and profit has been either established or 
disproved. However, even those authors who claim that ad
vertising is associated with diminished price competition do 
not assert that advertising is the cause of higher profit rates: 
rather, they believe that both advertising and profit rates are 
determined by underlying conditions of market structure. 
Advertising cannot therefore be held responsible for in
creasing prices via its effect on concentration or collusion. 
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iii) Advertising as a barrier to entry 
The final argument to consider is that advertising deters new 
entry. Meade (1975 p.50)2 considers that advertising, by 
"irrationally binding" customers to products, "may make 
competition by a newcomer to the industry more difficult and 
thus impede the competitive growth of more efficient 
newcomers7'. Mann (1974 p.141)7 claims that, "To the extent 
that advertising stabilizes consumer purchasing habits, 
potential entrants face a significant obstacle to attracting 
sales." Or finally, the Price Commission suggested in 1978 
that " . . . H i g h levels of [advertising] expenditure act as a 
restraint on competition by presenting a formidable barrier to 
new suppliers" (quotedin King 1980. p.6f\ 

Defenders of advertising make the quite opposite argument: 
that advertising is a means of entry rather than a barrier to it. 
This is simply a corollary of the argument outlined earlier, that 
advertising is seen as a means of competing more effectively, 
rather than a means of restricting competition, and it is this 
more effective competition which, directly or indirectly, leads 
to a reduction in prices. Reekie (1979)9 gives a number of 
striking case studies where advertising strategy proved the 
key to entry or survival, such as the Marvel case mentioned 
earlier. 

Whether advertising on balance favours new or established 
firms is impossible to establish on purely theoretical grounds. 
Some would argue that the first firm with a new product is 
likely to capture the market, but others suggest that the 
advertising of this first product effectively "prepares the way" 
for its later rivals. 

Brozen (1974)** has suggested a number of ingenious em
pirical tests of the "barriers to ent ry" theory: 

a) If advertising were a barrier to entry, the rate of return in 
industries with above-normal profits would decline more 
slowly for industries that are advertising-intensive; 
however, research in progress suggests there is no 
significant difference here. 
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b) If advertising maintains loyalty among existing 
customers, as the barrier would imply, the largest firms in 
each industry would spend at least as much as the others 
on advertising: in fact they do not, which is more con
sistent with the view that advertising is directed to 
creating disloyalty (i.e. to attracting customers from 
other firms). 

c) The fact that new products are advertised more in
tensively than old suggests that advertising is primarily 
intended to obtain a new market rather than to hold an 
existing one. Brozen (1974, p.128)6 concludes that "With
out advertising — an inexpensive means of communi
cating with large numbers of people among whom there 
may be prospective customers — new and old firms 
offering new products would hae to resort to more 
expensive means of finding customers. This would 
increase the cost of entry." 

iv) Conclusions 
To summarise this section, the critics of advertising charge 
that it increases market power, and hence leads to higher 
prices, by increasing customer loyalty, increasing con
centration and raising barriers to entry. The defenders of 
advertising dispute both theory and evidence behind these 
propositions. We have found no convincing evidence that 
advertising significantly affects consumption patterns or 
elasticities of demand. Even the critics admit that observed 
positive associations between advertising and profit rates do 
not imply that advertising causes higher profits, and it is by 
no means clear that there is in fact such a positive association 
when profit rates are properly adjusted for advertising 
depreciation. Finally, it seems more likely that advertising is a 
means of facilitating rather than hindering new entry. The 
argument that advertising creates market power thus seems 
unpersuasive. 
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I V T H E E F F E C T S O F G O V E R N M E N T P O L I C Y 

We began by indicating some of the important issues in public 
policy for which the effects of advertising on price would be 
relevant. Yet what is striking about the enormous literature 
we have surveyed is its unsuitability for answering such 
questions. 

The empirical studies we have so far examined have not 
been able convincingly to distinguish between cause and ef
fect. However the performance of an industry is measured —-
whether in terms of costs, prices, profits or rate of entry — it is 
not clear whether advertising has contributed to that per
formance, or been determined by it, or whether the precise 
level of advertising is largely irrelevant to performance. 
Consequently, it is not clear from this evidence whether either 
encouraging or discouraging advertising would raise prices, 
lower prices or leave them unaffected. 

It is therefore of particular importance to examine the 
experience where public policy with respect to advertising has 
actually changed, or where policy differs in otherwise similar 
situations, in order to estimate the likely consequences of 
future or postulated changes in policy. A handful of such 
policy changes or differences have been reasonably well 
documented, and shed strikingly clear light on the effects of 
advertising. 

In many countries there are restrictions on the advertising 
of tobacco and alcohol, and the effects of these have been 
frequently studied. It is clear that advertising bans do not 
effect total consumption of these products, but there is 
evidence that they slow down the rate of conversion to filter 
and low-tar cigarettes (Waterson 1982)27. Presumably this is 
because smokers are less well informed about the advantages 
or significance, or even the existence, of such cigarettes. 

Until 1977, attornies in the USA were prohibited from 
advertising. A recent empirical study by Cox et al (1982)^ found 
that , under such conditions, "the Phoenix market for legal 
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services in 1978 was characterised by astonishing variation in 
fees charged for four relatively routine services, suggesting a 
high degree of consumer ignorance in the market" 

These two studies thus support the view, discussed in 
section 2 above, that advertising is an important source of 
information about product characteristics and prices, helping 
consumers to choose goods and services more suited to their 
needs and at lower prices. 

Effects of ending the advertising ban on legal services in the 
USA have apparently been quite dramatic. According to The 
Economist {9 December 1978) "In the legal profession, the use 
of unpolished and homemade advertising by no more than 3 
per cent of lawyers has been enough to start a small revolution 
in the practice of law. Prices for simple procedures, such as 
wills and uncontested divorces, have been cut by half". More 
thoroughly documented evidence is also becoming available. A 
new study by Cox2ii (forthcoming) shows that areas in America 
with the strictest regulations had the least amount of ad
vertising and, more importantly, that "the level of fees at
torneys charge for each of four routine legal services . . . was 
found to vary inversely with the relative restrictiveness of a 
state 's regulations on attorney advertising practices". 

The US optometry profession has been even more 
thoroughly studied. In a now classic cross-sectional study, 
Benham (1972)'"' found that eye-glass prices were systemati
cally higher in states enforcing advertisingprohibitions. Where 
advertising was proscribed by regulation, prices for com
parable goods averaged $33 compared to a mean price of $26 
elsewhere. Moreover, the mean price in the most restrictive 
state was $37, over twice the corresponding figure of $18 in the 
least restrictive state. 

Several more recent studies have confirmed and extended 
this finding. In a report for the FTC, Bond et al (1980)" found 
that the average price for an eye examination and glasses was 
$94 in restrictive cities compared to $70 in non-restrictive 
cities. Within the latter, average prices were $73 for non-
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advertisers, $63 for advertisers and $61 for large chains of 
optical firms. 

Maurizi et al (1981);,::: studied two counties in California in 
1977, one year after it was announced that the prohibition on 
advertising of eyewear prices would no longer be enforced. 
They concluded that "while prices of conventional component 
lenses did not vary significantly between advertisers and non-
advertisers, survey data indicate that those few eyewear 
providers who engaged in advertising have offered their clients 
savings of 17 per cent on contact lenses ". 

The FTC has subsquently ruled that advertising by op
tometrists should be allowed in order to encourage price 
competition. In an extensive study for the US Department of 
Health and Human Services, Begun and Feldman (1981, p.51)33 

concluded that "our best estimate of the probable effect of the 
recent FTC ruling against such bans (on advertising) is that it 
will reduce the mean price by 11 per cent". 

Finally, studies in two quite different markets deserve 
mention. Maurizi and Kelly (1978);i4 found that allowing price 
information to be posted does reduce retail gasoline prices, 
while Cady (1976)a& found that advertising restrictions increase 
the retail price of prescription drugs (by about 5 per cent on a 
1970 index). 

As yet, there are regrettably few studies of this kind. But 
their findings are all consistent with the view that advertising 
is an important means of competition. When advertising is 
allowed, consumers are better able to search for lower prices, 
while producers have a greater incentive to reduce costs, find it 
more profitable to cut prices, and can take better advantage of 
economies of scale. These studies of policy changes thus in
dicate, more clearly and convincingly than all the econometric 
studies of advertising expenditures, that the effect of imposing 
restrictions on advertising is to raise prices, and conversely 
that the effect of relaxing restrictions is to reduce prices. 
Where public policy is concerned, these are absolutely crucial 
findings. 
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