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As a child of Berkeley in the sixties, I was taught to hold advertising in pretty low esteem.  Advertising was a tool used by capitalist running-dogs to exploit the proletariat.

We read J.K Galbraith’s The New Industrial State, and Vance Pakard’s Hidden Persuaders. Advertising distorted consumer tastes, causing us to desire the products that capitalists had decided to sell us. Advertisers employed subversive psychological methods—subliminal ads linked sexual gratification, success, and joy to their products, and these were usually bad products like smoking, alcohol, and unnecessary drugs like coffee and aspirin. At best, advertising was a waste of money spent by powerful cola companies, so we would chose Coke or Pepsi. To cover these gratuitous costs, producers raised prices. The implications were that most of what we were consuming was either bad or superfluous and that goods would be cheaper were it not for advertising. Advertising was a “bad” not a “good.”

Now along comes Leonard Nakamura and tells me that not only do advertising expenditures contribute to GDP, but we should count it in GDP twice, once as an investment and once as a subsidy to television, radio, newspapers, and magazines!  It never occurred to me in the sixties that advertisers were subsidizing my entertainment—I guess I just didn’t appreciate those benevolent advertisers who were subsidizing my watching Howdy Dowdy on Television.

Of course that was Berkeley and that was the sixties. Now, that all seems a little quaint. The Soviet Union collapsed, capitalism won, and I now agree with Leonard. Advertising does contribute to GDP and it contributes twice—once as an investment and once more through the media. Leonard makes a convincing case. 

Nakamura’s argument has two components.  First, he sees advertising expenditures as an input into a firm’s production function. Advertising is a cost of doing business. Consumers need to know the advantages of a product if they are going to purchase it. Advertising, from this admittedly capitalist point of view, assists the consumer in assessing the marginal utility of purchasing an increment of the good.
 Letting Q be output, k physical capital services, L the labor input, and α advertising services, the production function is:


(1)
Q = F(k, L, α)

The capital and advertising inputs are flows not the stocks of capital K and advertising A. The capital service flow is not the flow of new capital acquired in the current period, which is investment expenditures, I, deflated by an investment price index. Likewise, the advertising service flow in equation (1) is not current expenditures on advertising, E, or the “quantity” of advertising undertaken in the current period. 

To obtain k and α, one would have to deflate the flows of investment and advertising expenditures with appropriate indexes to construct real quantities of new capital and new units of advertisements acquired in the current period. Then one has to amortize the services from these stocks over time to obtain the flow quantities of capital and advertising services. These are not trivial exercises for physical capital goods and certainly quite difficult for advertising, not to mention other intangibles. Still, if all you are interested in is getting the portion of E that enters GDP then all you need do is add E into GDP, as you would I, and then construct a deflator as you would for any other component of GDP.

Second, Nakamura reports on empirical research. Bronwyn Hall (1993), indicates about one third advertising expenditures enhances the future image of the firm or its products rather than bolstering current sales. If this is about right, then accountants should treat a third of advertising expenditures like an investment good by the firm. Like any current period investment good, 33 percent of advertising provides its service flow to producing future output. Nakamura shows that this level of advertising investment contributed about $5.6 billion in 1969 to investment expenditures. Deflating amounts like this and amortizing them over time could result in a significant contribution to production, and thus correct a large error in current capital accounting. Nakamura thinks we should make these corrections.

That is not the end of Nakamura’s analysis of advertising’s contribution to GDP. Advertising makes another distinct contribution. Nakamura argues that the prices of some final products, like newspapers and magazines, radio broadcasts and television shows, that enter GDP are lower as a result of advertising. He is not referring to the radios or the television sets. He is referring to the value of the entertainment and news shows that we watch that are under-priced by the market.

The benefits to me of watching Howdy Dowdy exceed the cost of producing the Howdy Dowdy show—renting a studio, using cameras and sets, paying Buffalo Bob and Clarabelle Clown. Valuing the contributions of these shows by production costs biases downward their contribution to GDP. This downward bias reflects failure to account for the fact that advertisers pay part of the cost of the shows in order to advertise on them. Nakamura concludes that advertisers “subsidize” television shows. The value of this subsidy should be added to show production costs to get the correct total contribution to GDP of entertainment services. Newspapers, magazines, and radio broadcasts are similarly subsidized by advertisers.  

Nakamura comes up with a very clever way of estimating the extent of the advertising‘s subsidy to enjoying television shows. With the advent of cable TV, consumers had the option of buying various packages of cable shows without advertising. The price increment consumers were willing to pay to see shows without advertising is a measure of
the extent to which show costs had undervalued television entertainment paid for in part  by advertisers, the subsidy.

Here while I agree with him, advertising through the media contributes to GDP independent of the investment flows, I do not entirely buy his model for reaching this conclusion. I think he could build a little more direct model. If I think advertising is a pure subsidy that adds to the social benefits of the show, then don’t I have to regard the advertisements as enjoyable? I don’t think most viewers think of advertising as enjoyable. Of course, some famous advertisements are great. Who can forget Apple Computer’s remarkable TV ad in which a brainwashed 1984 audience, mesmerized by a grainy movie screen of Big Brother’s harangue, is blasted to its senses by the lone person who races down the center isle, spins around, and flings a hammer into the air that crashes into and explodes the screen. Apple computer had announced that it was attacking IBM. Who wouldn’t want to buy a computer from these young rebels?

Most of the time, though, advertising is a drag—a distraction from the show. I mean, if advertising is so great, then how do you explain why municipal water supplies are depleted during Super Bowl half times? An on going battle in the US is between viewers trying to avoid ads by racing to the refrigerator or bathroom and advertisers who jumble time slots to keep the audience watching beer ads.

No, Leonard, ads are a cost to the viewer, not a benefit, so I would not use the subsidy model. Still, I do agree that advertising is a current period product. I would model the problem by assuming that newspapers, magazines, radio stations and television studios produce two complementary products; one is shows, movies, news, and entertainment. Call this information. The other product these businesses sell is advertising. 

I have spent a portion of my career trying to teach economics to journalists, unsuccessfully as it turns out. But one thing I learned was that while reporters, producers, and actors view ads the way consumers do—an evil necessity—business managers, accountants and senior personnel know the business is selling two products—information and advertising. A big part of the business of newspapers, magazines, radio stations, and television studios is to sell advertising. The ads they sell are goods and services that should be counted in GDP. Ads are not only investment goods in a production function they are also a product of the media business. 

I am more comfortable thinking about advertising as a joint product of the media than I am as a subsidy to the media. However, I think the numbers Nakamura constructs would come out the same. Certainly Nakamura’s main point, that advertising should be counted twice, once as an investment good and once again as part of the media’s output, is sustained. This paper makes a very good contribution to national income accounting and is a call to arms to estimate these contributions to GDP.

� Whether this is fooling the consumer into wanting the good or informing him of its value to him is a philosophical and psychological point not taken seriously by Nakamura or by literature he cites.  I don’t take it too seriously either, but obviously many people do.     
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