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Abstract

We consider amodel of commercial television market, where private broadcasters
coexist with a public television broadcaster. Assuming that the public TV station
follows a policy of Ramsey pricing whereas the private stations are profit maximizers,
we consider the equilibriain this market and compare with a situation where the public
station is privatized and acts as another private TV broadcaster. A closer scrutiny of
the market for commercial television leads to a distinction between target rating points,
which are the prime unit of account in TV advertising, and net coverage, which is the
final goal of advertisers. Working with net coverage as the fundamental concept, we
exploit the model s of competition between public and private price and quantity in order
to show that privatization of the public TV station entails a welfare loss and results in
TV advertising becoming more expensive.

Keywords: TV broadcasting, imperfect competition, Ramsey pricing, welfare compar-
ison.

JEL classification: L11, L82, L33

1. Introduction

Duringthelast decades, the European marketsfor commercial television broadcasting
has undergone profound changes. In many countries, public television stations with little
if any income from advertising have lost their monopoly status through the opening up of
competitionfromcommercia TV stations, and former budget financing of TV broadcasting
has now been supplemented or replaced by commercial financing. As a consequence, the
market for TV broadcasting services has obtained several characteristics of the American
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market; the concern for number of viewershas cometo theforefront, with its consequences
for choices of program profile and program quality, and the market for TV advertisement
has developed into a complex one with its own specia features. On the other hand,
most European countries still retain some presence of public activity in thisfield, and the
resulting mixture of public and private activity adds new features to the market.

Commercia TV broadcasting is an example of afixed cost technology; the program
structure has to be established, with its ability to catch and retain audiences, before
advertising time can be sold. Asis well known to the academic profession, fixed cost
technologies have the drawback that textbook models of competition work poorly, and we
should expect some kind of imperfect competition in such markets. Moreover, attempts
to establish perfect competition in this market are futile due to the purely technological
conditions.

It might be added that TV markets display other forms of unusual performance; since
commercial TV broadcasting involves the general public which are important as potential
audiences but are not paying for what they are viewing, we may run into the situations
originally investigated by Steiner (1952), where amonopoly broadcaster isableto provide
a better program profile to the totality of viewers than competitive broadcasters having
to their disposal the same number of channels. We shall not involve this type of welfare
problem in the present investigation, since we do not introduce any measure of program
diversity, but such problems clearly add to the caveatsin connection with privatizing public
TV stations.

In the paper, we begin our discussion with a treatment of markets with both public
and private television broadcasters by concentrating on the particular form of imperfect
competition prevailing, so that the peculiarities of the specific field of business, TV
broadcasting, is kept in the background. This leads to the concept of Ramsey-Cournot or
Ramsey-Bertrand competition, where public firms are guided by Ramsey pricing whereas
private firms are profit maximizers. When moving to the Ramsey-Bertrand situation (in
Section 3), we add the particular feature of the TV markets that production decisions
(choice of programs) have to be made before the sales can take place.

As might be expected, the presence of a public firm whoose choices are guided by
consumer welfarerather than by profits has considerableinfluence on the outcome; it might
however be argued that Ramsey pricing remainsatheoretical construction and that real life
public TV stations can hardly be assumed to follow principles that they have never heard
about. We show in Section 4 that replacing Ramsey pricing by other objectives (“viewer
satisfaction”) does not change the results in a fundamental way.

In the sections to follow we turn to a more detailed consideration of the specific
features of commercial TV broadcasting, the production of audiences with the purpose
of putting them to the disposal of advertisers. While most of the literature on imperfect



competition in TV broadcasting has used standard functional forms for cost and demand
functions, we have included the specific features of the sector to derive production and
cost functions which are relevant for the questions at hand. In Section 5 we discuss the
fundamental unit of account in TV advertising, thetarget rating point (TRP), aswell asthe
concept of net coverage which is not directly observable (as the TRP) but is what matters
to advertisers. Then, in Section 6 we return to the consideration of the market, showing
that with the specific properties of the market added to the general structure as described
inthe earlier sections, the conclusions get enforced so that the changes from public/private
tofully private TV broadcasting emerges as having negative consequencesfor all involved
parties except the existing private broadcasters. We conclude in Section 7 by indicating
some directions of further investigation.

2. Ramsey-Cournot equilibria

In this section, we consider a situation where three firms, one public firm (indexed
by i = 1) and two profit maximizing private firms (indexed by : = 2, 3), compete in the
market for aconsumption good. We assume that the public firm is suggested to supply the
good to the public in such away that consumer welfare is maximized under the constraint
that the cost incurred should be covered by incomes from selling to the public. Thiswould
be a standard case for Ramsey pricing (which of coursein thisinitial case with asingle
good reducesto asimple pricing rule), except for the existence of private firms competing
for market shares.

For reasons to become clearer in the following sections, we assume that there is
Cournot competition in the market, i.e. that the strategic variables in the market are the
guantities ¢, g2, g3 supplied by the three firms. Actualy this is in line with most of
the recent contributions to the literature on competition among TV broadcasters, cf. e.g.
Masson e.a. (1990), Papandrea (1997), Nilssen and Sgrgaard (2000), Bourreau (2003),
Mangani (2003). Let the demand of the consumers be given by

q = D(p),

where p isthe market price of the good, ¢ istotal quantity demanded, and D(-) is assumed
to be strictly decreasing, so that itsinverse D! iswell-defined. Asis usual in models of
market behaviour, we measure consumer welfareat the price p with associated consumption
q = D(p) by consumer surplus

Sw)= [ D@,
p
Then we may formulate a Ramsey-Cournot equilibrium in this market as a triple

3



(42,49, q9), withtotal supply ¢° = ¢ + ¢5 + ¢ and associated pricep® = D=1 (¢"), such
that
(i) ¢¥ maximizes S(p®) under the budget constraint

D7 (¢")q} — C1(49) > 0,

(if) fori = 2,3, ¢ maximizes profits D" (q; + 3" ;e (1 .37\ 14y 459 — Ci(a:)-
Asmentioned above, the public pricing rule becomesvery simpleindeedinthe present
case: The choice ¢ by the public firm should satisfy the first order condition

1 1
1(—1(,0 _ —1(,0 0 (0 —
where )\ isthe Lagrange multiplier associated with the budget constraint, or, after inserting
S’ (pY) = —¢° and rearranging

o_ r¢,,0
PP -Cile) _ 1 11 (1)

pY e Ae
wheree = —pD’(p)/D(p) isthe elaticity of demand, and

pD'(p)  _  pD'(p)
D(p) — a8 — a8 0

€1 — —

is the elasticity of (perceived) demand for firm 1. For the profit maximizing firms, first

order conditions are .

D' (p°)
which transform to the well-known condition
0 /(0
p’ — Cilq; 1
P Cila?) _ 1 )

p° €;

D) + ¢ —Ci(¢)) =0

where again ¢; = —pD’(p)/q; is the elasticity of perceived demand of firm i (given the
quantities supplied by the other firms).

Using that ¢; = (q/q;)e we see from (1) and (2) that the mark-ups are proportional
to (di — ,da,ds), where d; = ¢? /q° isthe market share of firm i. Thissimple result is
formulated as a proposition.

PRroPOSITION 1. Themark-up M; = p° — Ci(q?),for i = 1,...,m, satisfies
17 ¢ q° .
My=—\|d+>| L my=——L g4, i=23
1 [ v A] D" D
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If marginal cost functions are identical and constant, then
1
dy =dy — X
We note that with identical and constant marginal cost, the market share of the public
firm must be smaller than that of each of the private firms, which consequently is smaller
than 1/3. Alsoitisseenthat if al threefirmsareactiveintheequilibrium, then A > 1; since,
the Lagrange multiplier expresses the marginal benefit, in terms of consumer surplus, of
aninfinitesimal budget increase, this meansthat increasing the budget of the public station
and alowing it to supply more units according to this budget increase will lead to a
price reduction so that the gain to the consumersis greater than the cost of producing the
additional supply, once more reflecting the small market share of the public station.
If variable cost differs between firms, the market shares may be different; indeed, for
asmaler M; in the private firms we may have that

i M 1

dy My Ay
becomessmaller than 1. Thismay happen for exampleinthe case wherethere are different
choices of technique, and where the public firm has chosen a technique with high fixed
cost and small marginal costs, whereas the private firms have chosen low fixed cost and
high marginal cost. That such a choice may indeed be a rational one from the point of
view of the profit-maximizing firms, is seen when we extend the model in the next section
to take capacity cost into consideration.

Before doing so, we notice that if the public firm is turned into another private firm,
thus transforming the market to a standard case of Cournot competition, one might expect
that consumer welfare (as measured by consumer surplus) will not increase (since the
Ramsey-Cournot equilibrium maximizes consumer welfare). However, this reasoning
does not take into consideration the special structure of the equilibrium, according to
which each firm must choose optimally given the quantities of the others. In this context,
turning to another allocation such asthat of a Cournot-Nash equilibrium, the market shares
of the firms may have become more equal which may initsturn have an effect on the price
level. In the following example, thisisindeed what happens.

ExXAMPLE 1. Let p = 1 — ¢ be the demand function, and assume that the common cost
function is given by C'(q) = ¢ (so that marginal cost is0). In asymmetric (with respect
to private firms) Ramsey-Cournot equilibrium the price p and the quantity ¢, supplied by
the public firm must satisfy

bq1 = Co, (3)
and the optimal choice ¢, of the private firm 2 (equal to g3 by symmetry) satisfies
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where we have inserted (3). From this equation and the demand relationship
D fog=1-p
p

we get that
1 1 Co

pr— pr— :—:i: —_— — —
P=q2 =43 6 36 3 (5)

for ¢y < 11—2; for a Ramsey-Cournot equilibrium to exist we must further demand that
p-qe = p*> > cg. Forcg = 0, the public firm does not supply anything, turning the
equilibrium into a Cournot-Nash equilibrium with two firms. For ¢g = X, we get a

E!
Ramsey-Cournot equilibrium with

1
P:(J1:(J2:(J3:Z,

and it isseen that for values of ¢, greater than 1,/16 we would get asmaller price, meaning
that profits of private firms cannot cover the fixed cost.

Incidentally, this equilibrium corresponds to the symmetric Cournot-Nash equilib-
riumwith 3firms. If fixed costsare smaller than 11—6, then the Ramsey-Cournot equilibrium
has a higher price and the public firm a smaller market share, meaning that private profits
are higher, and consumer welfare lower, than in the Cournot-Nash equilibrium. O

3. Ramsey-Bertrand equilibria and capacity choice

The somewhat unintuitive feature of Ramsey-Cournot equilibria, according to which
equilibria with welfare optimizing behaviour from some of the actors in the market may
result in lower welfare than profit maximization, may to some extent be a consequence
of the rigid structure of the model, where the fixed cost is not open to choice. We now
open up for this possibility, using the well-known two-period framework where capacity
ischosenat ¢t = 0, market priceat ¢t = 1. Thisslight extension of the model will also shed
some light on the question of whether smaller private market shares could be expected in
Some cases.

Suppose that at time ¢ = 0, each firm chooses a technique, formalized as a triple
(co, c,y), Where ¢ isafixed cost, ¢ isthe associated unit cost of production at ¢ = 1, and
y is capacity, meaning that production of firm ¢ must satisfy ¢; < y; thereis a given set
T of techniques available to all the firms. We assume that firms choose pricesat ¢t = 1,
and that consumers choose the firm with lowest price and turn to sellers with higher price
only if demand is rationed at the lowest price. For simplicity, we assume that there is no
discounting between periods.



In this context, Ramsey pricing by firm 1 implies a choice (cp1,c1,91) @t = 0,
and aprice p; att = 1, such that the resulting consumption pattern at ¢ = 1 maximizes
consumer welfare given the prices chosen by the two other firmsat ¢ = 1. For the private
firmsi, i = 2,3, the choice of technique (cy;, ¢;, y;) and the price p; should be such that
profits are maximized.

To characterize the Ramsey-Nash equilibrium in this two-period game, we begin by
analyzing the situation at ¢ = 1. First of all we notice that all firms produce at capacity,
i.e.q; = y; forali;ifi = 2,3, thisfollowsimmediately from profit maximization and the
fact that reduced y; allowsfor asmaller cq;. For the public firm, reducing unused capacity
makes it possible to lower prices so that capacity is used up, and since some consumers
get lower prices and no consumers get higher (this follows from Bertrand competition
between the two private firms given their capacities and cost) this is an improvement for
the public firm.

It remains to find the equilibrium choices at ¢ = 0, given that the capacity will be
used up in the next and final period. The cost of capacity y isthe smallest number » such
that r = ¢o + cy and (co, ¢, y) € 7; defining the cost function

C(y) = min{co + cy | (co,c,y) € T}, (6)

we see that the equilibrium choice of technique at ¢ = 0 and price at ¢ = 1 corresponds
to achoice of capacity, thus reducing the model to one of quantity choicesin aone-period
setting. Thisisnot surprising given that the extension to two periods follows the classical
interpretation of Cournot equilibria as subsequent choice of capacity and price (cf. e.g.,
Tirole(1988)). What isnew isthat the Ramsey-Bertrand equilibrium givesanother solution
than the one found previously, since in the present setup all costs are variable.

In order to analyze Bertrand competition in the market considered, we need to specify
how consumers react on non-identical prices charged by the firms. For this we make the
standard assumption that consumers share the supply of the cheapest firms and only then
move to the more expensive, so that if prices charged are p = (p1, p2, p3) and capacities
aey = (y1, Y2, ys), then demand is

) 1
Dz(pay) =M § Yi, 777, 7 maX{()?D(pz) - Z yh} )
1 (p1)] hel_(ps)
where I(p;) = {j | p; = pi} and I_(p;) = {j | p; < pi}. Thus, firms sell to
capacity unless the consumers have already been served by firms charging lower prices.
To define consumer surplus in a situation with non-identical prices, we similarly assume
that consumers are served by lowprice firmsfirst, so that if e.g. pricesarep;, < p;, < pi,

7



for some permutation (i1, 72, 73) of (1,2, 3), and al three firms are active, then
Yiq 1
S(p,y) =/ (D™ (q) — pi,] dg
0

Yiy iy ) >, Di(p1.p2.p3) .
+ / DY (q) - pi,)dg + / D\(q)da.

Yiq Yiq +yi2

The formulation of S(p;, , pi,, pi,) iN cases where fewer than three firms are activeis | eft
to the reader; they are not of central importance since in equilibrium, prices charged by
the firms will be the same.

We have the following result.

PROPOSITION 2. Anarray ((c8;,c?,49), (cds, 3, 48); p, q1, g2) iSa symmetric Ramsey-
Bertrand equilibrium if and only if (9,9, Y) is a Ramsey-Cournot equilibrium in the
one-period model with cost function C'(y) givenin (6), and ¢, + ¢y supports C(y) at 3?.

PrOOF: If (¢, 0, yY), (S, 3, 49); p, q1, q2) isasymmetric Ramsey-Bertrand equilib-
rium, then by the reasoning above, all firmssell at capacity, i.e., q1 = 4, g2 = 9. Iffirm1
could increase consumer surplusor if any firm: = 2, 3 could increase profits by choosing
another quantity with resulting market price (given that the others sell at capacity) and
cost according to C'(y), then this would imply that another technique (cf;, ¢}, ;) would
be better, given the techniques of the others, contradicting equilibrium. The converseis
shown by asimilar argument. O

ExamMpPLE 2. The impact of our change of model framework can be assessed if we
reconsider Example 1 in the present context. We assume that marginal cost ¢ is O for any
choice of technique, but that thereis asimple linear connection

1

00:63/

between ¢y and y in any (co,0,y) € 7. Thus, capacity at t = 1 can be acquired at ¢ = 0,
but at alinear cost.

To find the Ramsey-Bertrand equilibrium in the two-period model, the simplest
approach is to use the computations in Example 1, which involve only the fixed cost
of firm 1. The highest consumer surplusis achieved at the smallest price satisfying (5) for
somecy. Thisvalueisseentobep = % obtained by setting cg; = % The corresponding
capacity isy; = q1 = 3.

For the two other firms, optimal capacity choiceisys = y3 = % which requires a
period O investment of cos = co3 = % Incidentally, thisinvestment is exactly recovered
by the salesrevenueat t = 1.

It might be instructive to compare this equilibrium with the equilibrium which we
expect to be the outcomeif thethreefirmsall aimed at maximizing profits; the equilibrium
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isthesameasin Examplel, withp = ¢ = ¢2 = q3 = %, and thetotal period O investment
is 1
Co = 3= ==

(e

1
4 8
which is smaller than the investment in the Ramsey-Bertrand equilibrium, whichis

L, L _5
chn = — —_— = —
712 36 36’
an observation which will be useful at a later stage. Finally, consumer surplus changes
from
(Y2 1 1)y _09
2 6) 72 2 4) 32
Thetotal profits have changed fromOto 2 — 3.1 -1 = L. O

For the following, we need a generaization of the model which points to the
application to commercial television broadcasting. For this, we must introduce some
interdependency of firms in their choice of capacity and its associated cost, reflecting
the specific way of producing audiences through television broadcasting. The capacity
(interpreted asnumber of viewersavailablefor advertisers) dependsonthe program profiles
chosen by the broadcaster in question and the program profiles of the other broadcasters.
Therefore, capacity is not chosen directly by the firm but emerges as a result of the joint
strategy choices of all broadcasters.

Thus, for each i we let X; be an abstract set of strategies for firm ¢, and we let
Y =3Y1 xY¥yxX3 Lt K; : ¥ — Ry and¢; : ¥ — R, be the capacity and cost
mappings, sothat if o = (01, 02, 03) isthearray of strategies chosen by the public and the
private broadcasters, then the capacities are (K (o), K5(o), K3(0)) and the associated
costs (¢1(K1(0)), ca(Ka(0)), c3(K3(0))).

Aspreviously, we shall assumethat at t = 1, firms compete by choosing priceswhen
selling the available capacity, and equilibrium (to be referred to as a Ramsey-Bertrand
equilibrium) obtains when each firm i chooses strategy ¢! at ¢t = 0 and pricep? at t = 1
so that

(1) the public firm maximizes consumer surplus under a budget constraint, that is
S(p, K (o)) ismaxima at ¥, p? (over dl o1, p; given o?,p¥, i = 2, 3) under
the constraints

p1D1(p, K(0)) — c1(K1(0)) 2 0, Di(p, K(0)) < Ki(0),

(2) theprivatefirmsmaximizep;D;(p, K (o)) — c;(K;(c)) over o;, p; giveno;, p;,
under the constraint D;(p, K (o)) < Ki(0),j # 1,1 = 2,3.
An Edgeworth-Bertrand equilibrium in this model is an array (¢, p°) such that all the
choices of the firms satisfy (2) above.



The game runs over two periods as previously, so that the strategy choices determine
capacity, whereas the second period this capacity is sold under price competition up to
capacity; for simplicity, we assume that period 2 cost is zero. Since the basic decision
variables are not capacities but strategies which in their turn determine capacities of all
firms, the standard approach using marginal revenue and cost with respect to capacity
changes will not work, and we need another way of assuring that equilibria exist in this
model.

To formulate the basic existence result, we need some more notation: Let
Ri((pj)j#i, 0, (07)i) betherevenueto firm ¢ given prices and strategies of the others,
when the pricefor firm i is such that capacity K;(o;, (0;) ;i) issold; for given pricesand
strategies of the others, thisis afunction of the strategy o; alone (since the priceis given
by the demand condition); it corresponds to the total revenue function in classical partial
monopoly models.

ProrosiTiOoN 3. Assumethat for each i, X, is convex and compact, and that for each i,
(i) K;isconvexin o; for fixed valuesof o;, j # 1,
(if) cisaconvex function of capacity,
(iii) R; isaconvex function of o; for fixed values of p; and o ;;
Then there exist Ramsey-Bertrand and Edgeworth-Bertrand equilibria in the model, and

these equilibria are such that p{ = p§ = p9 if all firms produce nonzero quantities of
output.

The proof of Proposition 3 relies on standard fixed-point techniques.
ProoF oOfF ProrosITION 3: For i = 1,2,3, define the correspondences ¢; :
¥ x [0, P]? — ¥; by

wi(o,p) = {07 | Ri((pj)jis 07, (07) ) — c(Ki(0}, (07) ) > mi(o,p)},

where
mi(o,p) = piMin{K;(c), Di(p)} — c(Ki(0)),

and where R;((p;) i, 05, (05)j2i) 1S the revenue to firm ¢ given prices and strategies
of the others, when the price for firm 7 is such that capacity is sold. Next, define
i 1 X x [0,P]® — [0, P] by

Ai(o,p) = {pi | Di(p}, (ps)ji) > Ki},
and let ; : ¥ x [0, P]*> — [0, P] be given by

AP € Ni(o,p) | Py > pi} i p; € c)i(o,p)
viovp) = { Ai(o,p) otherwise.
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Fori = 1, wedefiney; : X x [0, P]> — X by

m(o,p) = {0 | prmin{K7, Di(p)} < c(K7)}

and K1 : 2 X [0,?]3 — 2 by

S(p, K1, K2, K3)} if o1 € clyi(o,p),

{0/1 S ,}/1<0'7p) ‘ S(pa K{7K§7K{’>) >
ki(o,p) =
71(0,p) otherwise.

where we have used shorthand notation K = K;(0},09,03), K; = K;(0),i=1,2,3.
It iseasily checked that each of the correspondences ¢;, v;,i = 1,2, 3, aswell asthe
correspondences x 1, have convex (possibly empty) values and open graph. Moreover, they
areirreflexivein the sense that for al (o, p), 0y & wi(o,p), pi & Vi(o,p), o1 ¢ K1(0, D).
We now proceed to exhibit arrays (o, p) where all relevant correspondences have empty
values, and study their properties:
Edgeworth-Bertrand equilibrium: Consider the correspondence

©1 X 2 X 3 X Y1 X Yo X P3: X x [0, P> — ¥ x [0, P]>.

By thefixed point theorem of Ky Fan (seee.g. Borglinand Keiding, 1976) thereis (o, p°)
such that ¢; (%, p°) = 0, and ¥;(c°,p") = 0, i = 1,2,3. From the latter property, we
have that D;(p°) = K;(c"), and since o;(c°,p°) = 0, we have that there is no other
strategy o for firm i which would increase profits. Thus, the array (o9, p°) satisfies the
conditions for an Edgeworth-Bertrand equilibrium.

Assume that there are i # j with p? > pg.’ and both firms active. Then we would
have a contradiction to ¢; (¢, p) = 0 or D;(p") = K,(c°) since consumers will want
to buy more at the lower price before using the seller with a higher price. We conclude
that p{ = p§ = pY if Al firms are active.

Ramsey-Bertrand equilibrium: Here we work with the correspondence

/{1X(ngngX’gZ)lX¢2X¢3IEX[O,?]3—>ZX[O,F]g,

for which there is (o*,p*) such that k1 (c*,p*) = 0, ¢;(c*,p*) = 0, i = 2,3, and
vi(o*,p*) = 0,7 = 1,2,3. Reasoning as above, we have that the profit maximization
conditions are satisfied for each private firm. For i = 1, we have from ¢, (o*,p*) = ()
that D;(p*, K(0*)) = K;(c*) and that o7 maximizes consumer surplus given p; and
of, i # 1, which are the conditions for a Ramsey-Bertrand equilibrium. The fact that
pi = p5 = pj if dl firms are active follows by the same reasoning as above. O

The interdependence of the production decisions of the firms — the strategy chosen
by one firm affects not only its own capacity, but also those of the other firms —makes the
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situation dlightly different from standard partial models of incomplete competition, and
therefore we have chosen to give the full proof of the proposition. We shall make use of
the proposition in Section 6 where the programming outlays of the broadcasters take the
role of the strategies, and where the program quality of one broadcaster affects the sizes
of not only its own audience but also of the audiences of the competing broadcasters.

4. The case of a non-welfare-maximizing public firm

In the previous sections, we have been considering Ramsey-type equilibria where
the public firm is guided in its choice by the welfare of its costumers. While important
as a benchmark for pricing decisions in public enterprises, this equilibrium may not be
convincing as a description of actual market behaviour, given that the agents may have
dlight if any knowledge of the welfare of its consumers. Nevertheless, some of theinsights
gained in previous sections may still hold provided that the public firm acts sufficiently
different from ordinary profit maximizing behaviour (in which case we would be back in
the standard Cournot oligopoly). Here we consider the assumption of maximizing output,
also an objective which could hardly be defended as the objective of a public enterprise,
but on the other hand it has been used freely in the literature (which makes it non-exotic
as an assumption of behaviour), and in the application which we have in mind, that of
commercial television, it may even turn out to be a reasonably good approximation to
what public TV stations actually do.

Thus, in the present section, we retain the model of the previous section, where
decisions about capacity are taken at ¢ = 0 and where prices are chosen and sales take
placeat t = 1. There is one public firm and n > 1 private firms, al with access to
the same technology 7; in the present case, we allow for the case of only one private
competitor to the public firm. As in the previous section, private firms are assumed
to maximize (intertemporal) profits, while the public firm maximizes output, or, what
amounts to the same in the present model, capacity. A symmetric equilibrium with public
output maximization is an array ((KY,c0,49), (K9,¢9,48);p, q1,q2) (Where, as before,
subscript 1 indicates variables related to the public firm and subscript 2 variables related
to the private firms), such that

(i) thereisno alternative strategy choice ((K1,c1,y1),p’) withq] > q1, (K1,c1,y1) €

7 and (p — ¢1)q; — K71 > 0, where ¢; (¢}) isthe sale of firm 1 given the strategy

(K9, Y, y3) of the private firms and the price p (p'),

(ii) each private firm maximizes profits by choosing ((K7Y,¢3,49), p), given the choices
of the other firms, public or private.

The following is an obvious and well-known consequence of the sales-maximizing
behaviour of the public firm, and we omit the proof.
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PROPOSITION 4. Inany symmetric equilibrium with public output maximization total
sales exceed that of an Edgeworth-Cournot equilibrium.

ExamMpLE 3. Let us find a symmetric equilibrium with public output maximization
in the specia case considered in Example 2 of the previous section, for which we have
aready found the Edgeworth-Cournot equilibrium, which was symmetricwith K = 1/24,
g=1/4,andp =1/4.

To find the equilibrium where the public firm maximizes its output, we may use (5)
once again, since maximizing ¢ under the relevant constraints corresponds to finding the
maximal feasible value of K, which isthe same value 1/12 that we found in the previous
section, something which is due to the extreme simplicity of the example and will not
be the case in general. But at least here we obtain that the otherwise rather irrationally
behaving public firm will achieve a welfare maximum that would not be realized if the
firms were al private and maximized profits. O

It might benoticed that apart from the effects considered above, the output maximizing
publicfirmwill beinduced to keep cost down, both that of capacity building and the current
cost at t = 1. Indeed, if these costs were to increase due to organizational slack, then this
would have reverse effects on output, and the competing private firmswould increase their
market shares.

5. Thecost structure of atelevision broadcaster

In the present section we begin a closer investigation of the cost structure of a
commercia television broadcaster. The aim of this is not only to justify the model of
market competition and pricing discussed in the previous sections, but al so to obtain some
more insight with regard to the cost structure and its impact on the market behaviour.
Shortly speaking, the costs of atelevision broadcaster is connected with the programs that
are broadcasted (we are here neglecting administration costs, which in rea life are by no
means negligible, but which do not enter into our argumentsin away different from what
is completely standard), but the output of the television broadcaster, to which these costs
should be ultimately assigned to get a model of the type considered above, are audiences
created by these programs and delivered to advertisers. We begin our discussion with these
latter aspects of the production process.

Asiswell known, what is sold by television broadcasters to the advertisers (or rather,
to the agents commissioned by the advertisers to take care of their advertising program)
istarget rating points (TRP), usually measured as 1 percent of the relevant population. In
real markets, TRPs may be distinguished as to age, sex and other characteristics, and the
broadcasters sell several productswhich are derived from the basic TRPs; we shall assume

13



here that thereis only one type of TRP sold in the market.

We assume that a television broadcaster has a total capacity of M spots, advertise-
ments which for ssimplicity are assumed all to have the same length in time. In order to
sell a certain number 7 of TRPs, the advertisement may have to be shown severa times.
If 7 isthe proportion of al television viewers watching the channel, then the number of
times the advertisement must be shown to reach the proportion 7 is

k=rt1/m (7)

(which for = small compared to 7 may be considered as integer valued). When buying
TRPs, the advertiser obtains gross coverage in the sense that some viewers may have seen
the spot several times. Clearly, the proportion of viewers becomes a crucial parameter
when selling TRPs. The advertisers may buy more than 100 TRP (as a matter of fact, they
most often do) for several reasons, the simplest being that they are interested in sending
repeated messages to the viewers.

Matters are, however, slightly more complicated than that; the advertiser on her side
isnot merely interested in TRPs, which are the units purchases, but is oriented towards the
net coverage obtained, which is different from the gross coverage expressed by 7. Indeed,
if m expresses the probability that a television viewer watches the given channel, and the
event of watching a channel isindependent over days, then the probability of having seen
the advertisement after £ broadcastsis

v(k)=1-(1-m)", (8)

which gives us the net coverage in this particular situation.

Let p bethe price of a TRP. Using (7) we get that the cost of reaching v per cent of
the population, whereby all the reached individuals are different, is found by solving the
equation

1—(1—7m)7 =v (9)

for 7 and multiplying by p, the price of TRPs with the channel considered. We obtain the
expression
_log(1—-v)
Clw) = pwlog(l — )
for the cost function as seen from the view of the advertiser. If, as assumed in the present
model, 7 is a constant, then the cost to the advertiser of buying television audiencesis not
linear in the size of the audience but has the shape of log(1 — ) which isaconvex function
of v.
In this calculation, we have taken the price of a TRP as given and computed a non-
linear payment scheme for net coverage. Alternatively, we might also take the viewpoint
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that what the advertiser buysis net coverage, and comparing the cost of advertisement in
different competing channels, what should matter isthe cost of net coveragerather than the
somewhat irrelevant cost of TRP. If the television channel s are responsiveto this advertiser
behaviour, then they should operate with aprice of net coverage and then work back to the
TRP price. Indeed, if p isthe price per percentage of net coverage, then the implicit price
per TRP connected with a purchase of net coverage v is

plog(l —m v

plv) = (77 : log(1—v)

Clearly, the function p(v) isnon-linear, with a price per unit decreasing in v, and inserting
(8), we get a price schedule by which the price paid per TRP depends on the number of
TRPs purchased, alowing for substantial rebates when this number is large.

Thistheoretical price schedule correspondsrather well —the extreme simplicity of the
underlying assumptions taken into account — to the price structure seen in real television
advertising markets. The non-linear price structure arises, at least in the present model,
from alinear price structure on the commaodity that isreally traded. Thefact that purchases
are made in terms of TRP is connected with the observability problem: TRPs may be
verified (statistically), while net coverage cannot be verified, at least not at the current
state of the technology. Since net coverage is what the advertisers want, the competition
among TV broadcasters must be phrased in terms of prices on net coverage rather than on
TRPswhich anyway are not easily comparable between broadcasters.

6. Programming outlays and market equilibria

In order to get the full picture of the cost structure of the television broadcaster, we
need to take the program cost into account. Programs are used to attract audiences which
thenareput into thedisposal of advertisers. The seminal model by Steiner (1952) of viewer
choicesemphasizesthat viewershavedifferent preferenceswith respect to different typesof
programs, and that the choi ce of the broadcaster refl ectsthese differences; thispoint of view
has been further developed in the literature, see e.g. Spence and Owen (1977), Owen and
Wildman (1992). For our present study, we shall be satisfied with amuch more simplistic
way of representing the strategic aspects of program choice: We assume that there is a
simple way of attracting viewers, namely by choosing more expensive programs, so that
the probability 7; that the representative viewer is watching the programs of broadcaster
j isgiven by A

0;
T = < = for (Sj > o, (10)
2 hes On

and; = 0foré; < dp. Here J isthe(finite) set of broadcasters, d;, isthe program cost of
broadcaster h, h € J,and ), = max{do, oy, }; weassumethusthat thereisaminimal outlay
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0o which is necessary in order to perform broadcasting, and that viewers are attracted to
the different broadcasters actually in businessin proportion to their programming outlays.
Throughout the following, we shall assumethat §; > 4§, for al j.

Needless to say, thisformalization of the relationship between program cost and size
of audience does away with many interesting aspects of real life, such as the complicated
choice of program profile and program qualities (as discussed e.g. by Papandrea (1997),
Bourreau (2003) and Mangani (2003). On the other hand, it may be considered a first
approximation, and similar approaches have been found useful in the treatment of related
problems (such as patent races, see e.g. Reinganum (1989), where the relative amounts of
money spent on research are assumed to determine the probability of getting the patent).

In order to relate the cost of attracting audiences to the entities which are sold to
advertisers, wemust usetheformalism devel opedin the previoussection. Wehaveassumed
that thereisagiven number M of broadcastsavailable (typically fixed by rulesdetermining
the maximal amount of advertisement admissible) which is common to all broadcasters,
which by (7) corresponds to the TRP capacity M. Thistotal number of broadcasts can
then be divided into a number & of campaigns; these are sold to the advertisers, and the
viewer probability 7; determinesthe number 7°(7; ) of campaignsand hencethe capacity of
the broadcaster in the following way: Assume that there is fixed value v, of net coverage
to be attained by a campaign. Given the probability =;, we find the number k(7;) of
broadcasts by solving for & in

1—(1—7Tj)k = 1,

which givesus
_ log(1 — 1)
k) = log(1l — ;)
The capacity of broadcaster j may now be found as T'(w;) = M /k(m;), and conversely,
we may find the viewer probability 7; associated with a capacity T as

S

m=1—(1— ). (11)
To find the cost associated with building capacity 7; we use (10) to determine the

programming outlays ¢; of broadcaster j needed to achieve viewer probability 7; given
the outlays §;, for h # 7,

C5(T;) = ((1 ) — 1) Y 6. (12)



It may be noticed that cost of capacity depends linearly on the outlays of the other
broadcasters; in our model broadcaster competition works on several planes, not only
through the prices (here the price of campaignsyielding the standardized net coverage) but
also through the cost externality — a broadcaster increasing the outlays on programming
to obtain a larger capacity automatically increases capacity costs of al the competing
broadcasters. Since k = (1 — 1)~ /M isaconstant, the expression in the bracket takes
the form x5 — 1 which shows that cost is exponential in capacity 7 for any given level
of programming outlays of the other broadcasters.

With the structure of production and cost as outlined above, the model fits into the
framework developed in Section 3. Strategy sets of the broadcasters are programming
outlays determining capacity together with price decisions when capacity is sold. We
need the revenue assumption from Proposition 3: Define R;((p;); i, 9;, (9;);i) asthe
revenue for broadcaster i« when the competitors have chosen prices p; and outlays ¢,
j # 4. Theassumption that this function is convex in ¢/ is basically an assumption on the
well-behavedness of the demand function and will be satisfied for simple specifications of
demand as those of the examplesin previous sections. The remaining assumptions of the
proposition follow from the specific properties of the model. Application of Proposition
3 then gives us the following:

PROPOSITION 5. Assume that R;((p;);=i,0;,(0;)2:) is convex in 6;. Then there
are Edgeworth-Bertrand and Ramsey-Bertrand equilibria, and all such equilibria are
characterized by equal pricesfor all active firms. O

Whileexistenceof equilibriaisreassuring, it doesnot tell usmuch about the properties
of each type of equilibrium and how they compare. For this, we need some additional
assumptions. The one which we use is a counterpart — for the present model with
interdependent supply — of classical conditions that margina revenue is smaller than
demand and hence smaller than marginal consumer surplus. Note that revenue and
consumer surplus are both homogeneous of degree zero in 6 = (41, d2, d3), depending
only on the distribution of programming outlays but not on its overall level.

PROPOSITION 6. Supposethat at all § = (41, d2,d3) and all prices p (common to all
broadcasters)

0 0
8—515@7 T1(6),T2(0),T5(5)) — 8—51R1(P, 91,02, 63)

is positive, and that both quantities are decreasing in d,/(d2 + d3). Let (6%, p*) be a
Ramsey-Bertrand equilibrium. Then there is an Edgeworth-Bertrand equilibrium (5°, p°)
with max; 69 < max; §; and p® > p*.
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PROOF: Let 6" = 65 = §3; by our assumption on the quantity in (12), we have that
0" < &7. Define R(t) fort > 1 as

R(t) = D™ (3T (t5*, 15, t5™)) T (t5*, t5* , 18*),

that is the revenue to any of the broadcasters at the programming outlay (t0*,t6™,t6™),
and let MR(¢) bethe partia derivative of R(t) with respect to programming outlay of any
broadcaster, evaluated at (t6™, t6*,t6™). Clearly,att = 1, marginal revenuefrom changing
programming outlays, M R(1) exceeds the cost of increasing programming outlays by a
small unit, whichis 1. Next, let 3~ = 47; then at the programming outlays (5,3 ,9 ),
we would have that margina revenue with respect to programming outlays is smaller
than marginal cost, so that MR(6 /6*) < 1, and it follows by continuity that there is a
symmetric Edgeworth-Bertrand equilibriumwith outlays (t°6*, t°6*, t°6*) and some price
pY. Since MR(t") equals marginal revenue w.r.t. capacity multiplied by the derivative of
capacity with respect to programming outlay at (6%, 6%, §°), and the latter is higher at 5°
than at §*, we conclude that marginal revenue w.r.t. capacity is higher at 5° than at §*, so
that p* < p°. O

7. Concluding comments

In the preceding sections, we have treated a model of imperfect competition between
commercial television broadcasters. The specific feature of the model has been the
presence of one broadcaster under public control, which consequently acts according
to other objectives than the purely private broadcasters. Given this situation, we have had
to investigate not only the workings of the market for commercial television broadcasting,
but also the consequences in terms of equilibrium concepts of the presence of both public
and private firms with each their specific objectives.

The latter problem has been confronted by considering the notion of a Ramsey
equilibrium, wherethe public firm chooses Ramsey pricesfacing residual demand fromthe
private firms, which on their side maximize profits on their residua demand schedules. In
the present paper we have added a feature which seems central to markets for commercial
television broadcasting, namely that cadacity (total amount of possible audiences to be
exposed to commercials) must be established before the sale can take place and cannot be
changed without unreasonable cost once it is put into place. This means that the markets
are more properly studied in the context of a two-period model with an initial decision
on capacity-building followed by a second period where the given capacity is sold, now
under price competition.

Clearly, many simplifications have to be accepted in order to keep the model tractable;
among these simplificationsis our assumption that there are only standardized campaigns
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for sale, where the standard is a given percentage of the population actually reached (in
terms of net coverage). On the other hand, with this assumption we can specify amodel of
production of commercial television broadcasting whichreflectsthe basic facts of the sector
in amore direct way than most contributions which are satisfied with abstractly specified
demand and cost schedules not derived from the underlying technological conditions.

The outcome of our modellingisthat productionisinherently interrel ated; theamount
of advertising campaigns that can be sold depends on the attractiveness of programs to
viewers and this again depends on programming outlays; increasing program quality not
only increases your audience but at the same time diminishes those of your competitors.
Thisinterrelationship is not entirely standard in the industrial organization literature, and
therefore we have felt that it was necessary to check the existence of the equilibriawhich
we study, even though we deal with simple partial models.

The ultimate goal of this modelling was of course to compare the situation sketched
initially, where one broadcaster was public and the remaining private, with the situation
after privatization. Even if such a comparison has not really been on the agenda in
connection with political decision making, given that the received wisdom prescribes
privatization as a means towards increased competition and thereby to enhanced welfare
and effectiveness, it neverthel ess seems worthwhile to see what would emerge from using
economictheory. Andindeedtheresultsarenot quitein linewith the conventional wisdom:
Privatization will lead to higher prices for advertising and to lower quality of television
programs. Shortly speaking, this privatization issueisfor once avery clear-cut case, since
everybody |ooses except the existing private television broadcasters (and possibly the new
oneif thiswill not be one conglomerate of the existing ones).

There are of course several reasons why it works this way, but none of them are
particularly subtle. For one thing, the commercial television broadcasting market is not
one of perfect competition. In smaller countries, the market is so small that only a few
broadcasters can operate with profits, and it is sufficiently complicated that competition
authorities havelittle chance of tracing what isactually going on; even so, tacit agreements
would tend to send the prices towards a monopoly level. This situation is on the other
hand upset by the presence of anon-profit organization, which under suitablecircumstances
will create competition as a by-product of its activities. Eliminating this organization or
turning it into a standard profit maximizer, the effects disappear and the market turnsinto
a traditional oligopolistic one, with all the well-known effects for prices and consumer
welfare.
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