E312. Lecture 26
Tuesday Decmber 6 2005

Assignments: 
Collect Problem 11 


Do Problem 12



Reading: Chapter 6 and 7




Review_________________________________



b. (Multi-unit Auctions) Sequential Auction formats.. 
G. Collusion on the Internet


The administrator of an auction must take care to guard against Shills, Bid Withdrawals and  ex post bid shopping. 
Preview_________________________________

VI. Internet Advertising (Chapter 6)


A. Introduction.  

1. Unique features of internet advertising 

2. Kinds of Goods. Products can be broadly divided into two groups

3. Kinds of Advertising


B. 
Lecture_____________________________________
VI. Internet Advertising (Chapter 6)


A. Introduction.  Internet advertising started seriously in 1996 when Amazon.com starting posting Banner Ads on AOL sites.  (Subsequently Amazon severed it’s relationship with AOL and AOL went with BarnesandNoble.com  )

Advertising: The act of distributing information intended to promote a consumer’s purchase of a product. 
Internet advertising has skyrocketed in recent years.  For example industry advertising expenses were $250 million in 1996, and increased to $9 billion by 2001. Certainly, you can discern this effect on your computer screens (although pop-up adds are in some respects a little less invasive now that they were a couple of years ago).

Importantly, however, internet advertising is a fairly small portion of total (about 3%, compared to 56% in direct marketing, and 18% in TV ads.)

1. Unique features of internet advertising 


Traditionally there have been two approaches to advertising

a. Direct Marketing: Advertising targeted at specific consumers, typically in the form of postal mailings, telephone calls, or e-mail messages.

b. Mass Marketing: Advertising intended to reach as many consumers as possible, typically through television, newspaper, radio, or magazine ads.

More recently a third type of advertising has gained some currency 
c. Interactive Marketing: Advertising that permits a consumer to follow up directly by searching for more information and placing direct product orders. 
Example: A marketing booth staffed by an employee of a credit card company.  Most internet advertising is interactive. (In fact, the banner ad is the most typical)

Pros and Cons of Internet Advertising

	Advantages
	Disadvantages



	Easy updates
	Need frequent content changes to maintain consumer interest

	Can establish direct customer relationship
	Interactivity requires consumers to initiate contact

	Always available
	Can’t measure effectiveness absent clicks

	Targeted advertising is possible
	Fixed costs of developing effective ads may be high

	Response rates can be measured and updated
	Hard to judge response rates (only click ratios and sales)

	Economies of scale
	Hard to determine average cost per consumers




Some big Advantages:

1) Ads can be quickly updated

2) “Click ratios” are easily collected

3) Huge Economies of scale

Some big Drawbacks

1) Ads can be irritating

2) Consumers must initiate response

3) Click rates are an imperfect measure of interest

Here we consider what to advertise on the internet how much to advertise, and what restrictions to place on internet ads.

2. Kinds of Goods. Products can be broadly divided into two groups

Search goods: A product with characteristics that enable an individual to evaluate the product’s quality in advance of a purchase.

Experience goods: A product that an individual must consumer before the product’s quality can be established.

This delineation comes from the old brick and mortar days.  Apparel is an example of the former, as are continued purchases of items with which you are familiar (contact lens liquid and other “commodities).  

Experience goods are those you must own to assess.  

3. Kinds of Advertising

Informational Advertising: Advertising that emphasizes the transmission of knowledge about the features of a product.

Persuasive Advertising: Advertising that is intended to alter a consumer’s tastes and preferences and induce the consumer to purchase a particular product

So all those Ukrop’s ads you get in the paper are examples of informational advertising.  Beer commercials at Football games are persuasive advertising.

On the internet, you see both.  Persuasive advertising attempts to engage consumers. One way to do this is via standard mass marketing techniques Online variants include Spam (enlarge your whatever, increase your Sex Drive, lose weight etc.)  Spam has fallen into such disfavor that few legitimiate customers use it (they do, however, send directed ads) 

Banner ads are persuasive as well informational, although they do try to elicit responses.

B. Which kind of advertising works best on the internet?
The short answer is that interactive advertising requires interest on the part of the user.  Thus, at present, the internet is probably best suited to informational advertising for search goods.  This raises two questions: First, under what circumstances will such advertising be successful?  Second, rom a Social Perspective, Do sellers advertise too much?  

1. When will advertising be successful? Informational advertising will work well only if the firm is able to distinguish its product from rival products.  If the effect of the ad is to emphasize how easily sellers can substitute between products, the advertising may actually reduce profits.
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Notice that a key for successful informational advertising is the extent to which your product differs from rival products.  So what would you expect to promote effectively over the internet?  A product that is not easily copied, or for which you have a particularly low price, and  about which some consumers have interest:  E.g., collectables, overstocked items, etc.
Persuasive Advertising.  An online advertiser could you can take out the price information, and go for image. The problem is that image is a little harder to push online. 

As an alternative, companies have tried to interest consumers in find “play around” sites for entertainment.  There is some promise that this may work for young children, but it does not work at all for teens and adults. 
2. Can Sellers Advertise too Much?  A broader question is whether or not sellers have an incentive to advertise more than the socially optimal level.  The argument is as follows.  Through advertising, Sellers shift the demand curve out from D to D’.  As a result they increase their earnings by the sum of the Dark grey area (A), the yellow area (B) and the little white area F between the grey and the yellow areas.  Competitive sellers are motivated to advertising until the marginal cost of an advertising campaign equals the marginal benefits.  Thus, they will advertise unitil A+B+F = the cost of advertising C.  However the social benefit of advertising is only the yellow area B.  Thus sellers are motivated to advertise too much. 
[image: image1.emf]      A          

F

       B D'

MR'

MR D



E


Cirtics of this asserting argue that the shift in the demand curve creates additional consumer surplus, the light grey area E.  The debate thus turns on whether the stimulation in demand created by advertising is real or artificial.  (Notice, that on the internet, it is at least arguably the case that the advertising that is viewed effects a genuine demand increases. The argument is more problematic for persuasive advertising. 

VII. Chapter 7.  Innovation, Intellectual Property Rights and the Internet.

1. Intellectual property rights, as well as protecting those right is a critical feature of virtual products, and their transmission over the internet.  We close the semester with a brief discussion of the importance of these rights. 
The basic problem.  In a static view of a a perfectly competitive economy total social well being is maximized only by allowing the free distribution of ideas.
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Allowing a seller to hold a monopoly right to a process, product or idea will cause that seller to produce to the point were MR = MC.  The seller will earn the profits illustrated by area A.  However, society would be better off if price were reduced to marginal costs.  In that case, the area labeled C would also be extracted from the economy.  

To the extent we are concerned about consumer welfare, notice also that with the free dissemination of intellectual property, consumer surplus would increase from B to B+A+C.

The problem with this scenario, however, is that absent some reward for developing new products innovators will have neither the incentive nor the capacity to fund the development process.
Importantly, the development process is very costly and risky.  Of 5000 ideas only about 500 receive serious scrutiny. Only about 100 develop into a small study project, only 1 or 2 will result in a product launch, and half of those will fail.

The question for a public policy planner is to erect laws that allow innovators  to effectively gain a reward for the development of their new product, and then to set the time which sellers receive this reward as sufficiently long for innovators to gain from their efforts, but no longer.

Products are protected through copyrights (for music and movies) patents (for innovatins)

Virtual products create special problems with respect to intellectual property, as intellectual products are particularly easy to copy.

1. Inventors are calling for the patenting of new sorts of ideas Some process patents have been allowed

2. Virtual products are extremely easy to copy.

