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The Economic Regulation of

Broadcasting Markets

New technology is revolutionising broadcasting markets. As the cost of bandwidth
processing and delivery fall, information-intensive services that once bore little
economic relationship to each other are now increasingly related as substitutes or
complements. Television, newspapers, telecoms and the internet compete ever more
fiercely for audience attention. At the same time, digital encoding makes it possible to
charge prices for content that had previously been broadcast for free. This is creating
new markets where none existed before. How should public policy respond? Will
competition lead to better services, higher quality and more consumer choice — or to a
proliferation of low-quality channels? Will it lead to dominance of the market by a few
powerful media conglomerates? Using the insights of modern microeconomics, this
book provides a state-of-the-art analysis of these and other issues by investigating the
power of regulation to shape and control broadcasting markets.

“These essays are indispensable to anyone involved in either broadcasting policy or
media strategy. They offer a rigorous analysis of the issues facing regulators and
politicians in the face of the rapid evolution of both the technologies and the shape
of broadcasting markets, and they set out the empirical evidence available now as well
as highlighting some important research gaps. The book provides a truly impressive
overview of our state of knowledge on the regulation of this important and sensitive
industry.”

Diane Coyle, member of the UK Competition Commission and Visiting Professor at the Institute for Political
and Economic Governance, University of Manchester
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respective roles, the vertical integration problem, and the difficult problem of two-
sided market issues in the media industry. It is a major contribution to the analysis of a
field that has become ever more important because of the convergence between media
and telecommunication sectors. Both researchers and practitioners should read these
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1 Introduction: the future of
economic regulation in
broadcasting markets

JURGEN VON HAGEN AND
PAUL SEABRIGHT

H1s book is about how the dramatic technical changes impacting
the nature of broadcasting are affecting, and should affect, our
ideas on the role of public economic regulation of the markets in

which broadcasting transactions take place. Broadcasting used to be

considered a classic public good, in that it was impossible to exclude
viewers who had not paid.! There were two solutions to the public
good problem: one was public provision, nearly always by a publicly
owned and funded organisation such as the BBC; the other, often
coexisting with the former, was private provision funded by advertising
revenue. In addition, scarce spectrum capacity and high fixed costs
of programme making ensured that in many countries there was little
competition between channels. And there was little direct competition,
likewise, between broadcasting and other forms of information
transmission, such as newspaper publishing or the commercial cinema.

The rapid evolution of broadcasting technology, and especially the
move from analogue to digital means of processing and transmission,
has transformed the landscape of broadcasting beyond recognition.

The main features of the new landscape are as follows:

e Broadcasting signals can now be encrypted, meaning that exclusion
of non-payers is possible for the relatively small cost of a set-top box.
Radio broadcasting remains free but that is because of listeners’
relatively low willingness to pay; television broadcasting has to all
intents and purposes ceased to be a public good, except where the
authorities (or private benefactors) choose to supply it on terms
appropriate to a public good.

e Digitisation of the signal has enabled much greater compression of
content into the available spectrum. Spectrum scarcity is no longer a
significant constraint upon entry into broadcasting markets.

e Digitisation has also enabled the characteristics of the content that
viewers care about — quality, timeliness, richness of multi-media
representation and so forth — to depend less on the particular
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4 The Economic Regulation of Broadcasting Markets

platform by which the content has been transmitted. Satellite trans-
mission competes directly with cable; the same content can be trans-
mitted to television receivers, to computers and increasingly to
mobile telephones. Internet sites make available multi-media content
that is increasingly similar to that available from traditional broad-
casters —and indeed more and more broadcasting channels use their
websites as portals both to attract viewers and to provide them with
complementary sources of content.
¢ Processing and transformation of content by final consumers has
become much more sophisticated as computers and other kinds of
digital processing equipment (DVD recorders, for instance) have
become widely available to households. This means that copying is
easier, which raises issues about piracy (so that just as exclusion of
non-paying viewers at time of first transmission is becoming easier,
exclusion of non-paying viewers at subsequent times is becoming
more difficult). It also means that some kinds of bundling of
content are becoming harder — specifically those that rely on bund-
ling attractive content with unattractive content such as advertising.
Consumers who wish to view a programme without viewing the
advertising can increasingly find ways to do so, which renders infeas-
ible certain ways of financing content production and transmission.
e Finally, the falling costs of computing and other forms of information
processing have dramatically lowered the purely technical costs of
programme making - those that arise from the cost of equipment
required to take and manipulate sounds and images. This does not
mean that the total costs of making programmes of a given type have
necessarily fallen, since the total includes two other kinds of costs:
first, the remuneration of the artists and the other subjects (such as the
locations) and second, the costs of special effects and other pro-
gramme elements whose novelty often requires an escalation of
sophistication that compensates for the falling costs. However, it
does mean that the basic entry barriers to certain kinds of programme
making (art-house movies, quiz shows) have fallen significantly.
These changes have important implications for regulators. First,
there is no longer any case for treating broadcasting as a pure public
good. If certain kinds of broadcast (radio, for instance) are still pro-
vided like public goods, it is because the broadcasters have not thought
it worth investing in technologies of encryption; when the value of the
content to consumers is high enough, encryption technologies will be
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The future of economic regulation in broadcasting markets 5

used. Second, due to the fall in certain kinds of entry barriers (the

technical cost of making basic programmes and the cost of spectrum

acquisition) and to the increasing substitutability between content

delivered by different platforms, all countries can expect to see a

more competitive and diverse market for broadcast content than has

been possible at any previous time. However, this does not mean that
regulators now have nothing to worry about. There are several reasons
why they should be concerned:

1. Encryption works well for some kinds of content but not for all.
Specifically, encryption works well for content whose value to the
consumer decays rapidly with time: football matches between lead-
ing clubs, for instance. The longer the content retains its value,
the more likely it is that consumers will find ways to copy it and
re-transmit it to others. This is likely to reduce the rents that can be
appropriated by the producers of content with lasting value and
increase the value that can be appropriated by producers of ephem-
eral content.

2. The fact that it is increasingly difficult for producers to exploit
market power arising from the ownership of physical means of
transmission does not mean that market power is no longer an
issue; rather, it may be an issue when it concerns producers that
can corner the market in certain kinds of scarce content — the kinds
that consumers are willing to pay for. Also, some kinds of content
are strongly complementary to others (for instance, it is said that
the willingness of viewers to pay high subscriptions to cable
services depends on the bundles containing a certain amount of
such premium content as top-league football matches and recently
released Hollywood movies), which can give the owner of the
complementary content a good deal of market power. These con-
siderations mean that the authorities may need to be vigilant about
market power coming from different sources to those that have
traditionally been of concern.

3. Even though producers may be able to use exclusion technologies to
appropriate more of viewers’ willingness to pay, their customers’
viewing decisions may have significant consequences for other pro-
ducers due to scale economies, or for other consumers due to a
broad range of externalities (which we consider in point 4 below).
Scale economies may imply that when a large number of consumers
choose to watch a certain broadcast or subscribe to a certain
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6 The Economiic Regulation of Broadcasting Markets

channel, its producers can invest more in certain quality compo-
nents (such as special effects) which make it harder for small-scale
producers to compete. As a result, it may be difficult for more than a
few producers to have a conspicuous presence in the market, even if
technically it is possible for many producers to be present in it. In
turn this can lead to the emergence of some new kinds of market
power — for instance, viewers may have a large choice of pro-
grammes, but the fact that they bunch in their choices may mean
that advertisers have few channels to choose between.

4. 'The viewing decisions made by consumers may have all kinds of
external effects on behaviour and welfare of society at large. They
may affect how consumers vote, take part in political debates,
approach their education and their absorption of other sources of
information, behave towards each other on an everyday level, con-
tribute to the broader welfare of their communities or nations, or
feel about outsiders (such as immigrants or residents of foreign
countries with whom their own country has important commercial,
political or military relations). These kinds of effects are potentially
very important but extremely hard to pin down in a specific empiri-
cal way. There is no shortage of convinced and often convincing
advocates of theories about the systematic effects of broadcasting
viewers’ decisions (see Sunstein, 2001, for one particularly influen-
tial argument to the effect that the internet and the increasing
competition among information media are breaking down the sense
of community that is necessary to the happy functioning of political
and social life). These arguments will no doubt continue for a long
time, though there is too little hard evidence about the nature of
such external effects for anything like a system of broadcasting
regulation to be based upon them. The best we can say is that
their likely importance, as well as the high degree of uncertainty
surrounding them, means that the evolution of broadcasting mar-
kets, and the nature of broadcasting regulation, will be watched and
discussed in our political and social life with an enthusiasm and a
passion that exceeds what we can expect from almost all of the other
markets in which economic regulation is a concern.

This book makes a contribution to that discussion. Without any
pretence to comprehensiveness, we have collected essays from a range
of distinguished contributors, both academic researchers and competi-
tion policy practitioners, on important topics relating to the future of
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The future of economic regulation in broadcasting markets 7

broadcasting regulation. The focus is upon economic regulation rather
than the regulation of other aspects of broadcasting such as regulation
of content. We have not sought to cover all of the externalities men-
tioned in item 4 above — not because we believe them to be unimpor-
tant but because we ourselves do not have the evidence that would
enable us to deal with them adequately.

Chapter 2, by Colin Rowat, undertakes a comparative summary of
the state of broadcasting regulation in the OECD, considering both
economic and non-economic criteria. It then outlines some of the
heterogeneity in adoption rates of new communications technologies
across the OECD (such as the penetration of broadband internet access
and high-definition television). Finally, it offers some hypotheses to
explain the substantial variation in both investment and penetration
observable across OECD countries. The chapter underlines just how
much variety there is in the regulation experience of different countries
and, therefore, how much we can learn from the experience of those
countries about the merits and shortcomings of the various approaches
to the regulation of this complex and fast-evolving sector.

The remaining chapters are divided into two broad groups. The first
consists of chapters examining questions of principle in broadcasting
regulation. Chapter 3, by Paul Seabright and Helen Weeds, considers
where the scarce assets are located in the broadcasting sector and what
are the lessons for public interventions to prevent the abuse of market
power. It focuses on what makes broadcasting different from other
sectors and on the way in which recent technological developments
such as digitisation may be changing the nature and distribution of
scarcity rents. The chapter goes on to look at a number of challenges for
competition policy, including such issues as market definition, exclu-
sionary practices and bundling, matters that have been brought to the
fore in recent antitrust developments. It suggests that the risks atten-
dant on these practices may be somewhat different from those that
have traditionally been emphasised and proposes rules of thumb to
help identify the circumstances under which they are most likely to lead
to a consolidation of market power.

Chapter 4, by Mark Armstrong and Helen Weeds, looks at the
impact of technological changes in broadcasting on the rationale for
public service broadcasting, along the lines exemplified by the tradi-
tional Reithian model for the BBC. It argues that the case for this model
of public service broadcasting has largely disappeared. This is partly
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8 The Economic Regulation of Broadcasting Markets

because there is less need for public service broadcasting in a world
where encryption enables broadcasters to appropriate more of the
benefits created by their activity. It is also because even if it would be
desirable for viewers to watch a different mix of programmes from
those a competitive market would provide, public service broadcasting
may be an increasingly ineffective means of making them do so. Public
provision may ensure that programmes are made but it cannot ensure
that anybody watches them. Nevertheless, the chapter identifies a
number of areas in which market competition may fail to deliver
desirable outcomes in broadcasting and discusses public service broad-
casting and some alternative policies as responses to such failures.
Chapter S, by Michele Polo, considers a particular source of concern
about the outcomes of unregulated market competition — namely
whether this process does enough to ensure pluralism in the viewpoints
represented in the media. It proposes a double definition of pluralism
with respect to political opinions and viewpoints: there is external
pluralism, when the market as a whole displays a sufficiently diverse
set of views, and internal pluralism, when individual media firms provide
access to a sufficient diversity of views. The chapter concludes that
unregulated competition may fail to provide adequate safeguards for
pluralism under either definition and discusses some possible regulatory
mechanisms that may compensate for this failure. It argues that author-
ities independent of the government are necessary to ensure pluralism.
Chapter 6, by Simon Anderson, looks at the role of advertising in
funding broadcasting and examines the nature of and rationale for
regulation of television advertising. Such regulation typically covers
both the time devoted to commercials and restrictions on the commod-
ities or services that can be publicised to various audiences (stricter
laws often apply to children’s programming). Time restrictions
(namely advertising caps) may improve welfare when advertising is
overprovided in the market system. Even then, such caps may reduce
the diversity of programming by curtailing revenues from programmes.
They may also decrease programme net quality (including the direct
benefit to viewers). Restricting advertising of particular products (such
as cigarettes) probably reflects paternalistic altruism, but restrictions
may be less efficient than appropriate taxes. Overall, Anderson’s chap-
ter is a timely reminder that even if advertising may be perceived by
some as a nuisance, it exists in a market framework because it makes
possible other benefits (such as investment in programming quality).
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The future of economic regulation in broadcasting markets 9

Proposals to limit advertising therefore need to consider alternative
ways of funding investment or at least to examine carefully the con-
sequences for overall quality and quantity of programming if such
revenue sources are no longer to be relied upon.

Chapter 7, by Elena Argentesi and Marc Ivaldi, is the last in the
section on general principles of broadcasting regulation. It considers
the issue of how to define markets (and consequently how to evaluate
the effect of the presence of substitute products on the existence of
market power) when the markets in question are what is sometimes
called two-sided. Many broadcasting markets are two-sided in the
sense that the attraction of a programme to advertisers depends on
how many viewers are likely to be watching, just as the attraction of a
programme to viewers may depend (probably negatively) on how many
advertisements there are. The chapter presents an econometric metho-
dology which will be of considerable importance in enabling competi-
tion authorities to define markets and assess market power. Though the
particular data are drawn from the print media, the methodological
issues are broadly similar to those in broadcasting and the chapter will
be an important reference for future empirical work in this area.

The last section of the book, on institutional approaches, contains
three chapters. Chapter 8, by Peter Alexander and Keith Brown, exam-
ines broadcasting regulation in the United States, with particular refer-
ence to the role of the Federal Communications Commission in
pursuing public interest objectives. It has interpreted this role as imply-
ing the balancing of three, sometimes conflicting, objectives: competi-
tion, localism and diversity. The authors illustrate with a rich range of
cases the kinds of conflict that can arise between these objectives and
the authorities’ different responses to these conflicts over recent years.

Chapter 9, by Pierre Buigues and Valérie Rabassa, examines the
role of the European Union in regulating the media, focusing particu-
larly on the way in which the European Commission regulates competi-
tion in the media, subject to various public interest objectives which
concern the Member States. The Commission has been particularly
alert to concerns about exclusionary conduct in the market for certain
kinds of content and the history of Commission intervention illustrates
a significant evolution in the arguments and justifications that have
been advanced for regulatory action. -7

Finally, Chapter 10, by Einar Hope, looks at the relationship
between general competition regulation and sector-specific regulation
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10 The Economic Regulation of Broadcasting Markets

at a national level, with particular emphasis on the approach adopted
by the authorities in Norway. The chapter presents a broadly optimistic
view arguing that general competition regulation can gradually replace
many of the diverse interventions that have historically been undertaken
in pursuit of objectives that are specific to the broadcasting sector.
Whether or not its readers are persuaded, this chapter focuses on what
is at stake when considering whether the general tools of competition
regulation can do what is needed for broadcasting regulation.

What exactly is needed for broadcasting regulation remains, of
course, one of the important unsettled questions in this area. There is
much less agreement about what would constitute a healthy broad-
casting sector than there is about other sectors of the economy such as
manufacturing industry, financial services or even agriculture. In fact,
of all the sectors in which questions of economic regulation arise,
perhaps only the health care sector is characterised by as much funda-
mental questioning of aims and values as is routine in discussions of
broadcasting. We have not done more than scratch the surface of these
questions in this volume, but we hope to have illustrated that even the
modest tools of economic analysis can yield real insights when applied
carefully and rigorously to this important area of social activity.

This book presents the results of a research project that was made
possible by a grant from the Center for European Integration Studies at
the University of Bonn, which we gratefully acknowledge. We also thank
the Center for Economic Policy Research (CEPR) for its technical support
of the project and the Institut ’Economie Industrielle at the University of
Toulouse for organising a conference on media regulation in October
2004 at which preliminary versions of this work were presented. We are
grateful to Cambridge University Press, and in particular to Chris
Harrison, Lynn Dunlop, Jackie Warren and Vivienne Church, for excel-
lent editorial work. We hope that this book will stimulate a lively policy
debate about the future of media regulation in Europe and beyond.

Reference

Sunstein, Cass (2001) Republic.com, Princeton, Princeton University Press.

Note

1. In principle the authorities could prosecute those who had purchased a tele-
vision set without a licence, but exclusion by programme was not possible.
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2 Technological and regulatory
developments in broadcasting:
an overview

COLIN ROWAT™

2.1 Introduction

[ coined the word cyberspace in 1981 ... At the time, [ didn’t have a very clear
idea of what [ was going to try to make it mean ... Actually [ think it was
probably more fun for me when [ was still able to look at it and wonder what
it meant ... When started writing . . . the absolute top of the line professional
writing machine in the world was an IBM Selectric with a couple of type
balls, and that’s what everybody aspired to. But I could never have afforded
one of those things. Today those things are like landfill. Literally. I've seen
fifty working Selectrics piled up like dead cockroaches in the back of a
university clearance warehouse. (Gibson, 1996)

William Gibson’s achievement — discovering cyberspace from a 1933
typewriter while dreaming of a Selectric — is nothing more than that
constantly required of those regulating communications today. When a
sexually explicit film made on a mobile phone in Delhi is sold over the
Indian subsidiary of eBay and burned onto CDs around the world, who
is responsible for its regulation and what standards should they apply?'
And this is an easy question: we can describe it; it involves technology
already in existence. Regulators have always faced the problem of
regulating for a future that does not yet exist, but that future is upon
them much more quickly than it has been in the past.

One particular challenge for regulators has been platform
convergence — the increasing substitutability between platforms for
data delivery, whether ‘plain old telephone service’ (POTS) lines, cables
originally laid for television or even mobile platforms. This has obvious
implications for regulators: regulation that is stricter for one platform
will simply be ignored by users, who will switch to more leniently
regulated platforms. It also raises the threat that a monopolist on one
platform may be able to dominate a unified market as well.

This chapter first surveys telecommunications and broadcasting
regulation across the Organisation for Economic Co-operation and

11
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12 The Economic Regulation of Broadcasting Markets

Development (OECD). It then turns to the extent to which new tech-
nologies have been adopted across the OECD and attempts to explain
these by reference to their regulatory environment.

2.2 Broadcasting regulation

Regulatory issues arising in broadcasting may be divided into economic
issues, often related to competition, and non-economic issues of public
policy. These latter include issues of content (e.g. promotion of public
service or cultural messages, protection of minors, controls on adver-
tising) as well as access (typically universal access). This section out-
lines key features of each within the OECD. In both cases, in spite of
considerable national variation, two international organisations have
been driving harmonisation within the OECD, the European Union
and the WTO.

Within the EU,” three bodies of law are relevant: generic competi-
tion law, sector-specific competition regulation and content regulation.
This last is particularly relevant to broadcasting.

The principal basis for the EU’s generic competition law is Articles 81
and 82 of the EC Treaty. These are largely reactive ex post instruments
designed to be applied to market conduct. As such, they are ‘hands-off’,
light regulatory instruments. The exception to this are the merger
control provisions: given the huge costs associated with mergers,
these contain more interventionist ex ante provisions.

Article 81 disallows any agreements which, either by design or
otherwise, restrict or distort trade. These include agreements on pri-
cing, exclusionary or shared access to facilities (including technical
standards) and market sharing. The Article also allows exemptions,
as well as for the Commission to assess the merits of individual cases.
For example, in 2002, T-Mobile and VIAG Interkom successfully
appealed to the Commission to allow them to share infrastructure in
order to help them more rapidly provide new services to consumers.

Article 82 prohibits the anti-competitive abuse of a dominant market
position. In addition to prohibiting pricing strategies such as predatory
pricing and cross-subsidisation, Article 82 requires that access to
‘essential facilities’ — those without close substitutes — be granted.
This, clearly, is particularly relevant to broadcasters, often dependent
on expensive infrastructure.
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Technological and regulatory developments in broadcasting 13

In addition to these generic rules are ex ante sector-specific provi-
sions for fostering competition. These develop from a process begun
in the 1980s to foster a single, competitive telecommunications market
in Europe. At the time, only the UK had taken even partial steps to
liberalise a sector otherwise dominated by national monopolies. Thus,
from the 1987 Green Paper on Telecommunications, the EU has issued
directives on harmonisation and liberalisation that have transformed
the industry. Responsibility for these goals has largely fallen within the
ambit of the Information Society and Competition Directorates-
General, respectively.

Liberalisation was then introduced a sector at a time over the next
decade. This gradualism was designed to maintain both stability within
the liberalising sectors and universal service provision, This process ended
with full liberalisation on 1 January 1998; the directives passed to this
point formed the regulatory framework (RF), Structurally, one of their
key elements was the establishment of national regulatory authorities
(NRAs), independent of the operational bodies that they regulated.

More recently, in March 2002, existing directives on liberalisation
and harmonisation were consolidated as the new regulatory frame-
work (NRF). As these came into force in July 2003, they are also
referred to as the ‘2003 regime’ (Walden, 2005b). Recognisant of
rapid technological change, one of the objectives of the NRF was to
regulate in a technologically neutral fashion.

A second objective was the rolling back of the ex ante provisions of
the RF: once the state monopolies were broken up, it was argued, the
need for more interventionist ex ante controls would be reduced,
allowing competition to be maintained by generic ex post competition
law. However, consultations with new entrants led the Commission to
conclude that entrants still faced entrenched incumbents, thus warrant-
ing the retention of ex ante controls (Walden, 2005a). Nevertheless, the
expectation remains that periodic reviews of the ex ante controls will
lead to their gradual roll-back in favour of pure competition law.

As the ex ante and ex post measures to foster competition have devel-
oped separately, the NRF also sought to align their operational terms.
The NRF therefore redefined the concept of ‘significant market power’
(SMP), which serves as the threshold for ex ante regulatory intervention,
in terms of competition law’s concept of ‘dominance’,

Structurally, the NRF consists of a Framework Directive and four
more specific directives. The Access Directive is of most interest from
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14 The Economic Regulation of Broadcasting Markets

the point of view of competition law. It specifies more detailed mea-
sures to guarantee access to essential facilities, thus complementing the
provisions of Article 82. These are broadly defined to include:

access to network elements and associated facilities, which may involve the
connection of equipment, by fixed or non-fixed means (in particular this
includes access to the local loop and to facilities and services necessary to
provide services over the local loop); access to physical infrastructure includ-
ing buildings, ducts and masts; access to relevant software systems including
operational support systems; access to number translation or systems offer-
ing equivalent functionality; access to fixed and mobile networks, in parti-
cular for roaming; access to conditional access systems for digital television
services; access to virtual network services. (Art. 2(a))

The Access Directive therefore limits vertical concentration. In spite of
its breadth, the development of new technologies prevents the Directive
specifying an exhaustive list (Schulz, 2004).

Alongside this, the Framework Directive provides the interpretative
framework for interpreting and implementing the Access Directive,
including whether an undertaking possesses SMP. Its scope explicitly
includes wholesale broadband access, unbundling of the local loops to
do so and broadcasting transmission services (McCormack, 2005).

In spite of these common provisions, the degree of competition still
varies across EU countries. In December 2004, the EU’s Communication
Commission expressed concerns that ‘competition in broadband access
is still weak in certain countries’, so that ‘broadband penetration varies
considerably’ (Commission of the European Communities, 2004).

One platform capable of providing broadband internet services is
the public switched telecommunications network (PSTN); the form
of broadband then provided is generally referred to as xDSL (digital
subscriber line, where x indicates the particular technology used).

As the infrastructure for the PSTN was typically developed by mono-
polists, there has been a hope that, in the long run, entrants would
compete by investing in their own infrastructure. In the short run,
regulators have sought to open the existing PSTN to competition.
These efforts have focused on granting entrants access to incumbents’
‘local loop’ — the copper wires running between subscribers’ premises
and the incumbents’ distribution frame (Umino, 2003).

Nevertheless, the Commission noted that ‘developments . . . relating
to rollout of local loop unbundling are patchy across the [EU15]
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member states’ (Commission of the European Communities, 2004).
Table 2.1 shows how entrants access the local loop. Under full local
loop unbundling (LLU), the incumbent retains ownership over the local
loop and responsibility for its maintenance; otherwise, it is the
entrant’s to use as desired. Line sharing is slightly more restrictive for
the entrant, which now shares the line with the incumbent, which
retains ownership. Bitstream access is more restrictive yet, granting
the entrant only the right to transmit over the local loop, but not to use

Table 2.1: New entrants’ DSL lines by type of access

Full LLU  Line sharing Bitstream Resale

Austria 41% 0% 59% 0%
Belgium 1.70% 1.30% 57.50% 39.60%
Cyprus

Czech Repubtic 0% 100%
Estonia 71% 0% 0% 29%
Denmark 31% 25% 44% 0%
Finland 47% 19% 34% 0%
France 3% 45% 49% 4%
Germany 79% 0% 0% 21%
Greece 7% 3% 90% 0%
Hungary 0% 0% 100% 0%
[retand 1% 5% 94% 0%
[taly 38% 3% 59% 0%
Latvia 11% 2% 52% 34%
Lithuania 0% 0% 100% 0%
Luxembourg 0% 0% 0% 0%
Malta 0% 0% 0% 100%
Netherlands 10% 90% 0%
Poland

Portugal 19% 0% 81% 0%
Slovak Republic

Slovenia 0% 0% 100% 0%
Spain 10% 5% 86% 0%
Sweden 7% 52% 1% 40%
United Kingdom 0% 1% 13% 86%

Source: Communications Committee (2005)
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16 The Economic Regulation of Broadcasting Markets

its own hardware (Umino, 2003). Finally, under resale the entrant can
retail only services purchased wholesale from the incumbent.

Bitstream access has therefore been the most popular means of entry
for new DSL service providers: in eleven of the EU25 countries, a
majority of entrants’ DSL lines were supplied this way. Resale has
been heavily used in the large UK market, while new German operators
have entered with full LLU and the Dutch have shared lines.

Finally, the third body of EU regulation relevant to broadcasting
concerns not its competitive provision but its content. The goals asso-
ciated with this regulation tend to be non-economic, such as fostering a
pluralistic discourse while protecting national identity, protecting minors
and guaranteeing universal access to services. As some of these are
‘cultural activities’, they fall outside the aegis of Community legislation.

Nevertheless, some Community legislation applies to broadcasting.?
For the most part, the NRF has little relevance for content regulation,
as its scope excludes services that provide content, such as radio and
television. Instead, EU activity has largely come under the heading of
the Television Without Frontiers (TWF) Directive.

TWF was initially adopted in 1989 and was subsequently revised in
1997. It sought to apply harmonised standards to television broad-
casting intended for European audiences. Thus, TWF is platform inde-
pendent, applying equally to cable, free-to-air and satellite television
(as broadcasting refers to the provision of a predetermined schedule of
programmes simultaneously to more than one recipient, it does not
apply to video on demand).

Key features of the TWF are as follows. First, it allows national
authorities to ensure that ‘major events’ (often sporting events) are
carried on free-to-air television. Second, it requires a majority of the
discretionary transmission time on national networks to be reserved
for ‘European works’. Similarly, at least a tenth of the discretionary
time is to be devoted to independently produced European works,
particularly recent works. In both cases, the requirements do not
apply to local television, can be gradually attained and are qualified
by the term ‘where practicable’, which has allowed latitude to Member
States. Third, the TWF Directive controls advertising and teleshopping,
including content restrictions (e.g. no tobacco or prescription medicines,
controls on alcohol) and provisions to protect minors. Finally, Member
States may apply more stringent controls to protect minors or prevent
incitement to hatred than those adopted at the Community level.
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The European content requirements, however flexible, are in conflict
with the most favoured nation (MFN) requirements of the General
Agreement on Trade in Services (GATS), which prohibit discrimination
against foreign members. Thus, the European Union notified the World
Trade Organisation (WTO) of its intention to exempt itself, for unlim-
ited duration, from these requirements when they clash with the TWF
Directive. Negotiations during the TWF’s revision left the content
requirements largely unchanged. Such exemptions are not uncommon:
the WTO Services Database generates a 72-page list of exemptions for
the film, radio and television sectors.

Since the WTO’s establishment in 1995, it has come to play an
important role in spurring liberalisation internationally. As regards
communications and broadcasting, its fourth protocol (adopted in
1997), the Agreement on Basic Telecommunications (ABT), is the
most relevant. The ABT, however, was largely limited to statements
of principle. Thus, while it has spurred an agenda to reform in many
countries, it has not served as a good model of regulation. Buckingham
and Williams (2005) therefore claim that the EU’s approach to
encouraging competition has become the de facto global standard.

The US model is perhaps the most obvious alternative. US regulation
is dominated by the country’s federal structure. This has both divided
jurisdiction for sector-specific regulation between the Federal
Communications Commission (FCC) and state bodies and led to the
granting of local rather than national broadcast licences. To guard
against concentration, the FCC has imposed limits on the ownership
of licences. However, demonstrating a further feature of the US federal
structure, responsibility for competitive practices also falls within the
domain of both the Department of Justice and the federal courts; the
latter frequently overturn FCC decisions and indeed have struck down
the FCC’s concentration limit (Speta, 2004). US programme suppliers
are also restricted in their ability to dictate broadcast affiliates’ pro-
gramming decisions.

In general, Buckingham and Williams conjecture that judicial inter-
vention has done more to promote competition in the USA than has the
FCC. In consequence, they conclude that there has been less progress
both in fostering competition and in adopting technology-neutral
reforms in the USA than in the EU. Speta (2004) agrees that US regula-
tion has been lighter than the EU’s Access Directive but believes that
this may be justified: platform convergence may allow cross-platform
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18 The Economic Regulation of Broadcasting Markets

competition rather than regulation to address the problem of bottle-
necks in essential facilities; when this does not, the discretionary ability
to intervene remains.

Finally, the FCC has adopted measures with respect to international
programme suppliers. In an example of ‘second-best’ regulation, its
1997 Benchmark Order for International Settlements established a
country-by-country payment schedule that removed from US operators
the right to negotiate their international settlements themselves. Against
this disadvantage, it aimed to ensure that foreign monopolists could not
extract surplus from US operators and consumers (Walden, 2005a).

Another alternative model is that pursued by New Zealand until
2001. This relied exclusively on its general competition law regulator,
spurning sector-specific controls. This approach was not regarded as a
success: dispute resolution through the courts was slow and did not
indicate appropriate forms of behaviour. Thus, in 2001, a sector-
specific regulator was created. Nevertheless, Buckingham and Williams
note that the level of liberalisation achieved compares well with that in
other jurisdictions. This approach obviously requires efficient generic
competition institutions, something that more newly industrialised
countries are still developing.

Competition in Japan’s communications sector is the joint respon-
sibility of the Fair Trade Commission (JFTC) and the sector-specific
Ministry of Internal Affairs and Communications (MIC).* The former
upholds Japan’s general ex post rules, while the latter applies sector-
specific ex ante regulations, largely under the Telecommunications
Business Law (TBL) and the Nippon Telegraph and Telephone
Corporation (NTT) law (Moussis, Ishida and Shiroyama, 2004).
Relative to the EU, Moussis et al. report that Japan makes more use of
ex ante regulation. It also relies more heavily on structural measures, such
as the 1999 division of NTT into three entities. Overall, Japan has had
less success in fostering competition than has the EU in spite of its early
start; Moussis et al. attribute this in part to the JFTC’s quasi-ministerial
status, which forced it to negotiate with other ministries with different
agendas.

In Korea, responsibility for competition is also divided between the Fair
Trade Commission (KFTC) and the Korea Communications Commission
(KCC) in the Ministry of Information and Communications. The WTO’s
most recent trade policy review of Korea concluded that ‘KCC therefore
appears to fall short of being an independent regulator ... The precise
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Technological and regulatory developments in broadcasting 19

anti-competitive and regulatory roles of the MIC and the KFTC are
unclear’ (WTO, 2004). In broadcasting, Korean content requirements
are more stringent than those in the EU: free-to-air television is limited
to 20 per cent foreign content; on cable, the limit is 50 per cent.

Domestic or other public service content requirements are fulfilled in
a number of different ways across the OECD. Historically, the most
popular means has been for the national state broadcaster to deliver the
required content directly. The development of commercial broadcasters
has opened up new possibilities. Armstrong and Weeds (2006) distin-
guish between two ways of compensating commercial broadcasters for
carrying public service content. The first, licensing, grants broadcasters
concessions on spectrum in return for carrying public service content;
the UK has adopted this approach. The second, commissioning, is more
targeted, commissioning individual programmes on the basis of com-
petitive bidding; New Zealand and Singapore both commission. As
Armstrong and Weeds note, the arguments for public service broad-
casting weaken as spectrum becomes less scarce, as occasioned by the
growth of digiral. Digitisation also has implications for protection of
minors regulation: whereas countries like the UK previously used
‘watersheds’, allowing material deemed unsuitable for children only
after 9pm, digiral television allows content to be labelled in advance
and access to it controlled. This possibility has driven recent interest in
harmonising content labelling across platforms as diverse as video
games, internet pages, broadcast television and film.

A brief overview of regulatory authorities in OECD countries 1s pre-
sented in Tables 2.2 and 2.3. Both show considerable diversity. Even
nominally, Table 2.2 shows that nine telecommunications regulators also
retain postal services. Another eleven use the more modern ‘communica-
tions’ title, including the US FCC which ~ founded in 1933 — is the oldest
of them. Increasingly, both telecommunications and broadcasting
authorities are the same: this is the case for ten of the countries listed.

More significantly, regulators may be structured as autonomous
quasi-judicial commissions (as the US FCC), independent office inside
or outside of a government ministry (as in Sweden and France, respec-
tively) or non-autonomous government ministries (Walden, 2005a).
Among the OECD countries, only Denmark and Japan indicate that
their telecommunications regulators are not autonomous.

In Belgium, separate bodies regulate broadcasting to the Flemish and
Walloon communities; in New Zealand this is the case with English
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Table 2.2: Regulatory authorities in OECD countries

Country

Telecommunications regulator Broadcasting authority (if different)

Australia (2004)
Austria (2004)
Belgium (2003)

Canada (2005)

Czech Republic (2005)
Denmark (2004)
Finland (2004)

France (2003)

Germany (2004)
Greece (2005)

Hungary (2005)
Iceland (2001)
Ireland (2005)

[taly (2002)

Japan (2004)

Korea (2003)
Luxembourg (2004)
Mexico (2004)

Australian Communications and Media Authority?

Austrian Regulatory Authority for Broadcasting and Telecommunications (RTR-GmbH)

Belgian Institute for Postal Services and Conseil Supérieur de I’Audiovisuel, Vlaams
Telecommunications Commissariaat voor de Media

Canadian Radio-television and Telecommunications Commission

Czech Telecommunication Office Council for Radio and Television Broadcasting

National IT and Telecom Agency Radio and Television Board (Ministry of Culture)

Finnish Communications Regulatory Authority (FICORA)

Autorité de Régulation des Communications
électroniques et des postes

Regulatory Authority for Telecommunications
and Posts

National Telecommunications and Post
Commission, Greece

Conseil Supérieur de I’Audiovisuel
State media authorities, broadcasting councils
Ministry of Press and Mass Media

National Radio and Television Commission
Post and Telecom Administration Broadcasting Commission (Utvaprsréttarnefnd)
Commission for Communications Regulation Broadcasting Commission of Ireland

Autorita per le Garanzie nelle Comunicazioni (AGCOM)

Ministry of Internal Affairs and Communications
Korea Communications Commission

Institur Luxembourgeois de Régulation

National Communications Authority

Korean Broadcasting Commission
Conseil National des Programmes

Comisién Federal de Telecomunicaciones Secretaria de Comunicaciones y Transportes
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Netherlands (2004)

New Zealand (2004)

Norway (2004)
Poland (2005)

Portugal (2004)
Slovak Republic (2005)
Spain (2005)

Sweden (2003)

Switzerland (2005)
Turkey (2005)

United Kingdom (2004)
United States (2004)

Onafhankelijke Post en Telecommunicatie
Autoriteit
Commerce Commission

Norwegian Post and Telecommunications
Authority

Office of Telecommunications and Post
Regulation

National Communications Authority (Anacom)

Telecommunication Office

Comision del Mercado de las Telecomunicaciones

National Post and Telecom Agency

Office Fédéral de la Communication (Ofcom)
Telecommunications Authority

Office of Communications {Qfcom)

Federal Communications Commission

Commissariaat voor de Media

Broadcasting Standards Authority (Ministry for
Culture and Heritage), Te Puni Kékiri,
Ministry of Economic Development

Mass Media Authority (Statens medieforvaltning)

National Broadcasting Council

Council for Broadcasting and Retransmission

Ministerio de Ciencia y Tecnologia, councils in
Catalonia, Navarra

Radio and TV Authority (licensing), Swedish
Broadcasting Commission (content)

Radio and Television Supreme Council (RTUK)

Note: “ formed July 2005 from the ACA and the ABA
Sources: ITU World Telecommunication Regulatory Database, Leonardi (2004), European Audiovisual Observatory IRIS MERLIN database
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Table 2.3: Sources of telecommunications regulatory authorities’ budgets, in percentages

Contributions
from regulated
telecoms
Mobile  Licence Government  Numbering Spectrum based on Regulatory Fines, Financial
Country licences  fees appropriation  fees fees turnover fees penalties income Other

Australia

(2004)
Austria

(2004) 70.5 29.5
Belgium

(2003) 2 7 6 81 4
Canada

(2005) 100
Czech

Republic

(2005) 100
Denmark

(2004) 65 35
Finland

(2004) 18 13 22 47,34,9,4
France

(2003) 100
Germany

(2004) 100
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Greece
(2005)
Hungary
(2005)
Iceland
(2001)
Ireland
(2005)
Italy (2002)
Japan (2004)
Korea (2003)
Luxembourg
(2004)
Mexico
(2004)
Netherlands
(2004)
New
Zealand
(2004)
Norway
(2004)
Poland
(2005)
Portugal
(2004)

0.48

19

61

35

0.0014

60

100

100

100

4.71 8.55
12 56
44
10 41
97
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12.34 0.41
13
30
39
0.2-0.3
0.0004

0.64

0.0007

72.87
18
35

2,4

14

2.9



Table 2.3 (cont.): Sources of telecommunications regulatory authorities’ budgets, in percentages

Contributions
from regulated
telecoms
Mobile  Licence Government  Numbering Spectrum  based on Regulatory Fines, Financial
Country licences  fees appropriation  fees fees turnover fees penalties income  Other
Slovak
Republic
(2005) 100
Spain (2005) 0.15
Sweden
(2003) 56 7 37
Switzerland
(2005) 100
Turkey
(2005) 88 9 3
United
Kingdom
(2004) 19 59 15 7
United States
(2004) 36 96.4

Source: ITU World Telecommunication Regulatory Database
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and Maori. In federal Germany, responsibility for broadcasting is
decentralised; public service broadcasters ZDF and ARD each have
their own independent management council. The former’s is composed
exclusively of state representatives while the latter’s also involves
members of civil society (Leonardi, 2004).

Table 2.2’s focus on national regulators should be qualified by
noting ‘a shift to self-regulation’ arising partly from increasing tech-
nical complexity in the broadcasting sector (Leonardi, 2004). In prac-
tice, this involves higher-level authorities establishing general
guidelines to be followed by independent lower-level bodies - often
those responsible for the content itself. For example, the regulatory
framework adopted by Australia in 1997 encouraged ‘self-regulation. ..
in all areas, including access, technical standards, interconnection
standards, and consumer and customer service standards’. If self-reg-
ulation was not ‘working effectively’, government could intervene
(Australian Communications and Media Authority, 2005). In the UK,
the Internet Service Providers’ Association (ISPA) and the Association
for Television on Demand (ATVOD) are self-regulating.®

Outside the OECD, Buckingham, Bustani, Satola and Schwarz
{(2005) note that most poor countries that have yet to reform their
communications sector use a ‘PTT office - for posts, telegraph and
telecommunications. This tends to be a parastatal or state entity, that
serves both to set policy and to provide services. Some of the exceptions
to this rule were English-speaking Caribbean islands, which had given
a private monopoly to Cable & Wireless.

Table 2.3 shows that funding for regulatory authorities is also
diverse. The most common funding model is that in which the tele-
communications regulator receives a majority of its budget from a
direct government appropriation; this is the case for eleven OECD
countries. The only other two countries receiving any direct appropria-
tions, Sweden and the USA, receive very small sums.

The only funding source responsible for shares as high as direct
government appropriations is regulatory fees. Canada’s Radio-television
and Telecommunications Commission (CRTC) and the USA’s FCC
both receive almost all their income this way; the FCC’s share is
estimated to have climbed to 99 per cent in 2005 (FCC, 2005). Austria’s
RTR receives all of its income directly from the organisations that it
regulates, in this case as turnover-based fees. The income under ‘other’
refers to regulated broadcasters.
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Other regulators report their revenues in a more disaggregated fash-
ion. Belgium, Hungary, Portugal and Turkey depend on spectrum fees
for the bulk of their income. This may grow in other countries as
spectrum auctions gain popularity: the UK’s Ofcom aims to allocate
70 per cent of its spectrum by market mechanisms by 2010, up from 6
per cent in 2004 (Foster, 2005).

In Sweden and Ireland, a majority of the regulator’s budget comes
from licence fees; Finland, Iceland and the UK each receive about a fifth
of their income directly from licence fees. Other countries receive
licence fees which are not indicated in the ITU database; these include
Germany and Finland, whose FICORA received almost half its income
as a refund for collecting television licence fees. (A further third came
from domain name fees.)

Greece is unusual in receiving almost three-quarters of its income
from previous years’ reserves. Luxembourg’s Institut Luxembourgeois
receives a seventh of its income from energy and postal regulation.

To close this section, we present two measures of telecommunica-
tions regulation in the OECD. The first is constructed by editing the
International Regulation Database.® The second is taken from the
European Competitive Telecommunications Association (ECTA).

The OECD regulation database used a survey to produce sixteen
low-level regulatory indicators, each ranging from 0 (least regulated) to
6 (most). These were then weighted to produce a single measure of
product market regulation (PMR) with the same range (Conway,
Janod and Nicoletti, 2005). We edit this to focus on telecommunica-
tions by removing information specific to other sectors. Thus, the result
still reflects general product market regulation but has been purged of
information specific to other sectors, especially the road freight and
airline industries.

Table 2.4 displays the high-level indicators resulting from this mod-
ification. A plot of the original and modified PMR scores is depicted in
Figure 2.1. The figure also includes the best-fit line, defined by

mod = (1.02 x PMR) + 0.05

Thus, on the whole, the modified regulation score is higher than the
original one. This suggests that telecommunications and broadcasting
across the OECD are slightly more highly regulated than the economy
as a whole. Further, as the coefficient on the original PMR indicator is
just greater than 1, the modified score varies more than does the
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Table 2.4: Modified high-level product market regulation indicators

Product market Inward-oriented Outward-oriented Administrative Economic
regulation policies policies regulation regulation

PMR mod PMR mod PMR mod PMR mod PMR mod

Australia 0.9 1.3 0.9 1.1 0.9 1.5 1.0 1.2 0.9 1.3
Austria 1.4 1.6 1.8 2.0 0.8 1.1 1.9 1.5 1.5 2.1
Belgium 1.4 2.0 2.0 33 0.5 0.2 1.9 1.9 1.8 3.7
Canada 1.2 0.8 1.2 0.8 1.2 0.8 0.8 0.7 1.4 1.6
Czech Republic 1.7 2.2 2.2 2.8 1.1 1.2 24 2.4 2.0 34
Denmark 1.1 0.8 1.3 1.0 0.9 0.5 1.1 1.3 1.4 0.7
Finland 1.3 1.4 1.7 1.6 0.8 1.1 1.3 1.3 1.9 2.1
France 1.7 2.1 2.1 2.6 1.1 1.4 1.6 1.6 2.3 3.6
Germany 1.4 1.4 1.9 2.1 0.8 0.5 1.9 2.0 1.8 3.0
Greece 1.8 23 22 2.7 1.3 1.6 1.9 1.7 22 25
Hungary 2.0 21 24 2.4 1.5 1.7 1.5 1.4 2.7 3.1
Iceland 1.0 1.4 1.4 1.8 0.4 0.8 1.8 1.8 1.1 2.5
Ireland 1.1 1.4 1.4 2.2 0.6 0.2 1.1 1.3 1.5 1.3
Italy 1.9 1.0 2.3 1.2 1.3 0.7 1.6 1.5 2.6 1.3
Japan 1.3 2.0 1.5 2.5 1.0 1.4 1.7 1.5 1.4 2.1
Korea 1.5 1.0 1.7 1.0 1.3 1.0 1.8 1.8 1.6 0.7
Luxembourg 1.3 1.4 1.6 1.6 0.8 1.1 1.6 1.9 1.5 1.9
Mexico 22 1.8 2.1 1.8 2.3 1.8 2.0 1.7 2.1 1.6
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Table 2.4 (cont.): Modified high-level product market regulation indicators

Product market Inward-oriented Outward-oriented Administrative Economic
regulation policies policies regulation regulation

PMR mod PMR mod PMR mod PMR mod PMR mod

Netherlands 1.4 1.6 1.8 1.8 0.8 1.1 1.9 2.1 1.6 1.8
New Zealand 1.1 0.9 1.3 1.1 0.9 0.5 1.4 1.5 1.1 0.8
Norway 1.5 1.5 1.9 1.7 0.9 1.1 1.0 1.1 2.3 31
Poland 2.8 2.7 2.9 2.8 2.5 2.7 2.9 2.6 2.7 2.7
Portugal 1.6 1.5 2.0 1.8 0.9 1.2 1.5 1.4 2.2 3.2
Slovak Republic 1.4 1.7 1.3 1.4 1.5 2.1 1.5 1.4 1.1 1.9
Spain 1.6 1.6 2.1 2.3 0.9 0.7 2.0 1.8 21 1.7
Sweden 1.2 1.6 1.5 1.9 0.9 1.2 1.1 1.2 1.7 1.9
Switzerland 1.7 1.8 2.1 2.2 1.1 1.2 2.2 2.5 2.0 2.8
Turkey 2.3 3.0 2.6 3.7 1.8 1.9 3.0 3.0 2.1 3.7
United Kingdom 0.9 0.6 1.2 0.8 0.5 0.3 0.8 0.9 1.4 0.9
United States 1.0 0.5 1.2 0.7 0.8 0.2 1.1 1.1 1.3 0.5

Sources: OECD PMR (Conway, Janod and Nicoletti, 2005) and author’s calculations
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Figure 2.1. Modified and original PMR

original. Unsurprisingly, regulation in newer, high-technology sectors
such as telecommunications and broadcasting seems to vary more than
that in the economy as a whole.

The two vertical lines in Figure 2.1 roughly divide the countries into
the ‘relatively liberal’, ‘middle of the road’ and ‘relatively restrictive’
groups identified by Conway et al. (2005). These are on the left, middle
and right of the graph, respectively. The differences between these
groups have decreased since 1998 when the data were first collected.
Changes between 1998 and 2003 allowed Iceland to join the common
law countries and Denmark among the ‘relatively liberal’.

The second regulatory measure, provided by ECTA, was tailored to
the telecommunications sector from the outset. It divided sixty-six cri-
teria into five sections: ‘general powers of the NRA, effectiveness of the
dispute settlement body, application of access regulations, availability of
key access products and implementation of the NRF’ (ECTA, 2004). The
ECTA’s disadvantage is that it provides a measure for only ten European
countries. Of these, the UK, Denmark and Ireland score highest.

2.3 Results of regulation: investment and access

Figure 2.2 displays the association between these two regulatory mea-
sures and per capita investment by public telecommunications
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Figure 2.2. PTO investment and regulation

operators (PTOs) in 2001.” The solid circles plot the modified PMR
measure while the hollow triangles plot the ECTA scorecard measure.
The solid line is a best-fit line for the PMR measure and the dashed line
for the ECT A measure. Thus, it may be seen that the general measure of
product market regulation, even tailored as it is, trends only weakly
with investment. Regressing the PMR measure, gross domestic product
(GDP) per capita and population density on per capita investment
shows all three regressors to be insignificant. Replacing the PMR mea-
sure with the ECTA measure reduces the sample to ten countries but
makes the competition measure significant at the 5 per cent level and
with the expected sign; adjusting for the number of regressors, these
explanatory variables account for just over 60 per cent of the variance in
investment.® As few of the countries in the sample are multi-lingual, we
do not explore the role of a common language on investment.
Fostering competition while still allowing returns on the massive
investments required to adopt new broadcasting technologies, such as
digital, is not a trivial task. Thus, while Figure 2.2 shows that some
countries seem to be doing this successfully, throughout Europe ‘most
of the digital platforms and thematic channels are still heavily loss-
making’, although concentration may reverse this (Lange, 2003).
Penetration of new technologies may be a more relevant outcome of
regulatory effectiveness than is expenditure. Table 2.5 displays the
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Table 2.5: Percentage of population subscribing to technologies

Widescreen (as

Standard Dial-up Other per cent of TV
access lines internet DSL lines Cable TV Cable modem broadband households)

Country (2001) (2001) (2002 (2001) internet (2002)  (2002) (2001)
Australia 51.4 21.0 0.9 3.9 0.9 0.9

Austria 35.7 17.0 2.2 15.4 4.0 3.6 5.9
Belgium 39.0 9.6 5.0 37.2 3.2 4.2 14.4
Canada 65.2 13.8 5.3 25.3 6.5 8.8

Czech Republic 374 4.3 0.0 9.4 0.2 0.1 2.0
Denmark 51.7 33.3 5.7 20.1 2.5 4.5 2.3
Finland 54.0 17.0 4.4 19.2 1.0 1.3 3.1
France 53.8 10.8 2.4 5.7 0.5 1.0 11.3
Germany 37.2 15.7 3.9 26.5 0.1 2.4 5.5
Greece 52.8 3.3 0.0 0.0 - 0.0 2.2
Hungary 36.7 2.7 0.3 15.3 0.3 0.3 2.0
Iceland 49.2 55.3 8.3 1.8 - 3.7

Ireland 41.4 15.6 0.1 16.0 0.1 0.0 2.9
ltaly 38.8 13.7 1.5 0.2 - 0.7 2.8
Japan 40.1 16.7 4.4 10.2 1.5 2.2

Korea 57.0 314 13.5 229 7.8 17.2

Luxembourg 43.4 17.9 1.3 27.4 0.0 0.3 14.5
Mexico 13.9 2.0 0.1 2.5 0.2 0.0
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Table 2.5 (cont.): Percentage of population subscribing to technologies

Widescreen (as

Standard Dial-up Otbher per cent of TV
access lines internet DSL lines Cable TV Cable modem broadband households)
Country (2001) (2001) (2002) (2001) internet (2002) (2002) (2001)
Netherlands 42.4 21.7 2.2 38.8 5.0 3.4 171
New Zealand 45.8 16.0 1.4 0.7 0.1 0.7
Norway 34.4 25.5 3.3 18.6 11 1.9 3.4
Poland 29.5 7.7 0.0 111 0.1 0.0 0.6
Portugal 354 17.2 0.5 11.1 2.1 1.0 54
Slovak Republic 28.9 1.9 - 13.5 0.0 0.0 0.6
Spain 43.3 7.9 2.4 1.4 0.6 1.2 5.3
Sweden 63.7 26.6 4.8 23.7 1.7 5.4 3.4
Switzerland 44.8 28.9 2.7 371 3.6 1.9 11.7
Turkey 27.6 4.9 0.0 1.3 0.0 0.0
United Kingdom 53.0 221 1.0 6.0 1.3 0.6 15.2
United States 63.1 22.7 2.3 24.2 4.0 4.5
OECD 45.6 15.8 2.6 14.3 2.0 2.9

Sources: OECD DSTIICCP/TISP(2003) 1/FINAL - http://www.oecd.org; OECD Telecommunications Database 2003; OMSYC, ‘World
Audiovisual Market’ (2002)
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Table 2.6: Explaining broadband subscription rates

Coefficient Standard error  t Stat P-value

Modified PMR ~0.0607 0.0245 ~2.48  0.0206

PTO investmeny/ 2.82x10°  1.73x10* 0.163  0.872
capita ($US)

GDP/capita ($US) —1x107¢ 1.31x10°%  —0.802 0.430

Population density 3.28 x 10 * 9.89x10°  3.31 0.00291
(cap/kmz)

Heating degree 216x10°°  1.05x10°  2.06 0.0503
days

Constant 0.0741 0.0652 1.14 0.267

R?=0.467  adj.R?=0.356 F=4.21 Significance
of F: 0.007

Source: World Resources Institute (heating degree days)

penetration of various technologies in the OECD. The first six columns
indicate the number of subscribers as a fraction of the total population
rather than the fraction of the population with access to a particular
technology. The final column is normalised by television-owning
households.

The top adopters of broadband are a mixed bag: Korea leads the
pack with 39 per cent of its population subscribing to some form (DSL
line, cable modem and ‘other’ broadband), followed by Canada (21 per
cent), Denmark (13 per cent) and Sweden and Belgium (12 per cent
each). Some of the factors associated with broadband adoption are
indicated by the linear regression presented in Table 2.6.

The modified PMR indicator is now seen to be significant and of the
expected sign: a one-unit decrease in a country’s regulatory burden is
associated with a 6 per cent increase in its broadband adoption rate.
Due to the modified PMR measure’s negative correlation with per
capita investment in PTOs and per capita GDP (—0.46 in both cases),
its inclusion leaves the income and expenditure measures insignificant
in this regression. The significant positive sign on population density
may be interpreted as a measure of returns to investment: a kilometre of
cable connects more subscribers in a densely populated country.
Practically, however, this effect is very small.
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Table 2.7: Global distribution of Skype users

Per cent of overall/

bn pop Per cent of overall users

Israel 375.98 2.36
Taiwan 340.69 7.8

Denmark 318.46 1.73
Netherlands 211.49 3.47
Poland 203.70 7.87
Switzerland 189.60 1.42
Belgium 188.14 1.95
Sweden 179.96 1.62
France 92.65 5.62
Germany 73.48 6.06
Australia 70.18 1.41
Canada 67.67 2.22
Spain 61.10 2.64
United Kingdom 57.91 3.5

ltaly 32.87 1.91
Brazil 31.43 5.85
United States 30.76 9.13
Japan 24.88 3.17
Turkey 22.82 1.59
China 5.17 6.75

Source: Euro Telcoblog, 12 April 2005

Heating degree days (HDD) are calculated by first determining how
much colder (in “C) a daily average temperature is than 18°C and then
summing over the whole year. Thus, colder countries have higher HDD
scores. This too helps explain broadband uptake, although interpreting
the effect is more complicated: a 365-degree increase in HDD is asso-
ciated with just under a 1 per cent decrease in its broadband prevalence.
However, increasing HDD by 365 degrees generally requires more than
a 1'C daily temperature increase as temperature rises on days warmer
than 18°C do not increase HDD. This effect seems consistent with
harsh winters decreasing the - literal - outside option. While television
viewing might also be expected to become more attractive as the
weather became harsher, HDD is negatively correlated with average
viewing across the OECD. Even so, there is some international
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evidence that viewing increases during cold seasons (CSM Media
Research, 2001). Market research does suggest that broadband inter-
net use and television viewing are substitutes (BBC, 2004).

Within Europe, broadband adoption has been the subject of concern
since at least 2000, when the EU saw itself as falling behind the USA
(McCormack, 2005, pp. 230-231).

Asto widescreen television adoption in Europe, countries with a high
level of 16:9 widescreen broadcasting output also have high levels of
widescreen television ownership, and vice versa. The Netherlands, the
UK, Belgium and Luxembourg all enjoy high adoption rates; in the first
three cases this reflects pro-active policy by, largely, public service
broadcasters to encourage adoption (Eurostrategies, 2004).

Finally, more recent technologies yet enjoy still different patterns
of adoption. The global distribution of users of Skype, the voice-
over-internet (VoIP) software, is displayed in Table 2.7. While adop-
tion rates are positively correlated with 2001 broadband access, other
factors are clearly also at work: the list’s top two countries are
famously ‘high tech’; the advantages of free internet telephony depend
on the cost of standard telephony. A feature of VoIP technology is that
it requires no further infrastructure than that already provided for an
internet connection, whether dial-up or broadband.

2.4 Conclusion

Lessons for students: what have we learned?

In spite of the size and maturity of some parts of the broadcasting
industry, and the drive towards harmonisation within the EU, a single
standard for broadcasting regulation has yet to arise. This is true
even as regards competition policy: the communications sector is, on
average, more heavily regulated than other sectors within the OECD,
but also displays higher variance. While Buckingham and Williams
(2005) argue that the EU approach to competition has become a de
facto standard globally, the US federal model — with its divided jurisdic-
tions — is an important alternative.

As regards content and access regulation, there is less international
consensus on the appropriate criteria than there is for competition
regulation. This lack of a shared normative framework and the rapidity
of change in the sector make it unsurprising that a uniform regulatory
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model has yet to develop. By contrast, within the power sector in the
OECD, an agreement on the goals of regulation is accompanied by a
trend to using generic competition regulation, at least for large custo-
mers (Al-Sunaidy and Green, 2006).

Lessons for researchers: what do we still need to know?

One of the tasks for researchers in this area may be to help define the
appropriate criteria for effective regulation. Can, for example, the
relative merits of the US federal and the European Access Directive
approaches be more precisely compared? How robust are the results
suggested above about the importance of regulation for investment by
telecoms operators and in explaining broadband and high-definition
television penetration? Does the investment result hold on a larger set
of countries? Do these results persist if the regulatory process is seen as
endogenous? If these results are robust, what explains them? The
chapters to follow outline yet more open questions for researchers.

Lessons for policymakers: what are the priorities for policy
in this area?

Finally, policymakers should be aware that there is a real choice between
regulatory models, with the jury still out on which better serves citizens.
Further, even within the framework of EU directives, much scope remains
for tailoring regulation. Finally, the absence of consensus on non-
economic regulatory goals does not imply that a competitive sector is
not a high priority. The results presented here suggest that a competition
measure designed for the communications sector helps explain most of
the variance in per capita investment by telecommunications operators,
albeit in a small sample. Even the general-purpose competition measure
helps explain the penetration of broadband. Thus, a more competitive
economy will adopt new communications technologies more quickly —
requiring vigilance from policymakers to ensure that their definitions of
competition are not left behind by the rapid changes in this sector.
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Appendix 2.1: Editing the product market regulation
(PMR) database

We use ten of the sixteen low-level indicators without modification (see
Table 2.8). One, a measure of administrative burden in the road freight
and retail distribution industries, we delete as irrelevant. We also delete
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the measures specific to other sectors from the ‘use of command and
control regulation’ and ‘price controls’ indicators, scaling up the
remaining questions proportionately. As no OECD country is recorded
as maintaining price controls in the telecommunications sector, this
measure becomes unable to explain variance in adoption of new tech-
nology within the OECD.

In the original dataset, the ‘scope of public enterprise sector’ and the
‘legal barriers to entry’ indicators average over a number of sectors. As
that of most relevance to this study is ISIC (Rev 3.1) 642, which covers
telecommunications (including broadcasting, but not the production of
radio or TV programmes), we exclude the others, reducing this indi-
cator to a dummy variable.

We modify the ‘foreign ownership barriers’ indicator in two steps.
First, we have inferred weights and rescaling in cases in which the PMR
dataset contains qualified information without explaining how it is to
be scored. This yields an interim indicator. Second, we exclude the
airline sector, producing our final indicator.

France and Spain have ownership caps in the telecommunications
sector that apply only to non-European investors. While PMR does
not explain how it takes this into account, halving the value usually
assigned to majority ownership restrictions in the airlines sector repli-
cates their results. Thus, we follow this practice for France and Spain’s
ownership restrictions. Japan restricts foreign ownership only in NTT
rather than in telecommunications more generally. Reducing by one
the regulation score that would result were the restriction applied to the
whole sector replicates the PMR results; we therefore do so as well.
Countries whose governments do not have special voting rights
(‘golden shares’) are not concerned by the question of whether those
rights can be exercised in the event of share purchases by foreigners;
these countries receive a zero score. The above allows us to produce our
interim indicator of foreign ownership regulation; this matches the
PMR measure in sixteen of the thirty countries and exceeds the PMR
measure by between 0.2 and 0.5 in the remaining fourteen.

Finally, we remove the airlines measure for the ‘foreign ownership
barriers’ indicator by scaling up the remaining questions and replacing
the government ownership weight with the ‘scope of government own-
ership’ dummy mentioned above.

To form the medium- and higher-level indicators PMR derived
weights using principal components analysis (see Table 2.9). While the
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Table 2.8: Low-level product market regulation indicators

State control Barriers to entrepreneurship
Scope of . Use of
. Direct
public . command ) o
X Size of control Licence Communication
enterprise ) and control o
public over . X and and simplification
sector . ) regulation  Price controls .
—  enterprise business permits  of rules and

PMR mod sector enterprise. PMR mod  PMR inod system  procedures

Australia 2.8 3 0.1 0.0 0.4 0 0.0 0 2.0 0.2
Austria 3.5 6 4.0 0.0 223 1.3 0 0.0 0.5
Belgium 1.8 6 3.3 1.5 4.5 6 1.0 0 4.0 0.3
Canada 28 0 2.1 0.8 1.3 0 2.0 0 0.0 1.0
Czech Republic 3.8 6 3.2 2.3 23 3 1.3 0 4.0 0.5
Denmark 2.5 0 2.3 0.8 14 0 0.0 0 4.0 0.0
Finland 35 6 3.2 2.9 1.4 0 0.3 0 2.0 0.3
France 4.5 6 4.1 1.9 3.0 3 0.3 0 2.0 0.3
Germany 3.3 6 3.2 2.3 1.8 0 0.5 0 4.0 0.3
Greece 3.0 6 3.8 0.9 5.1 6 2.3 0 0.0 1.1
Hungary 3.5 6 3.0 4.8 2.3 3 2.0 0 0.0 0.5
Iceland 2.3 6 2.8 0.7 0.0 0 0.3 0 4.0 0.7
Ireland 2.5 0 2.6 0.8 3.8 6 0.8 0 4.0 0.2
Italy 4.5 0 3.7 3.5 1.9 0 2.0 0 0.0 0.5
Japan 2.0 6 0.0 0.6 3.0 6 2.5 0 2.0 0.3
Korea 20 0 2.8 1.0 1.1 0 2.0 0 2.0 0.0
Luxembourg 3.5 6 1.2 2.9 1.5 0 0.0 0 2.0 0.0
Mexico 3.0 0 3.6 0.9 1.7 3 1.0 0 0.0 0.3
Netherlands 2.8 6 2.8 2.0 .7 0 0.3 0 4.0 0.9
New Zealand 2.3 0 0.8 2.6 0.8 0 0.0 0 4.0 0.3
Norway 48 6 4.0 2.4 220 0.8 0 2.0 0.2
Poland 5.8 3 4.6 3.0 3.5 3 1.6 0 2.0 0.8
Portugal 3.8 6 1.7 3.8 2.0 0 1.8 0 0.0 2.6
Slovak Republic 1.6 6 0.0 3.5 00 0 0.4 0 0.0 1.4
Spain 35 0 2.5 2.3 44 6 0.8 0 0.0 0.6
Sweden 37 6 2.7 0.7 2.3 3 1.0 0 2.0 0.0
Switzerland 3.8 [3 0.9 2.6 1.2 0 2.6 0 6.0 0.0
Turkey 4.8 6 43 1.0 4.4 6 0.6 0 6.0 0.5
United Kingdom 0.8 0 1.6 ) 2.3 0 0.4 0 2.0 0.2
United States 2.5 0 0.6 0.8 1.5 0 0.8 0 2.0 0.4

* = estimated indicator due to too many missing data points
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Qutward-oriented policies

o . Foreign
Administrative g
. ownership .
Administrative burdens for i i Discrimi- Regulatory
Legal barriers barriers .
burdens for sole proprietor ——____ Antitrust natory barriers Tariffs
corporation firms PMR mod PMR mod exemptions procedures
1.3 1.3 1.6 0 1.5 24 40 0.0 0.0 1.0
3.0 2.5 0.3 0 1.0 1.5 2.7 0.3 0.0 1.0
1.8 1.5 1.6 6 0.0 0.3 0.0 0.0 0.0 1.0
0.8 1.3 0.9 6 0.6 2.9 1.7 0.5 0.0 1.0
3.0 2.0 1.4 6 0.0 20 27 0.7 0.0 1.0
1.0 0.0 1.4 0 1.9 1.2 0.0 0.5 0.7 1.0
1.3 1.8 1.4 0 0.0 1.5 2.7 0.0 0.0 1.0
2.0 2.0 2.2 6 1.1 2.3 35 0.5 0.0 1.0
2.3 1.3 1.4 6 0.0 0.3 00 0.7 0.7 1.0
2.3 3.3 1.6 0 0.0 1.3 27 2.0 0.7 1.0
2.3 3.0 1.6 0 0.9 1.9 27 1.2 0.0 3.0
1.3 1.3* 2.3 6 0.0 1.1 27 0.0 0.0 0.0
0.8 0.3 0.9 0 0.0 1.2 0.0 0.0 0.0 1.0
2.8 2.8 1.9 0 0.0 28 1.3 0.7 0.0 1.0
1.5 2.3* 1.4 0 0.3 24 3.7 0.3 0.0 1.0
2.7 2.3 1.9 0 0.6 22 1.0 0.0 0.0 3.0
2.5 3.0 0.3 0 0.0 1.5 27 0.3 0.0 1.0
3.3 3.3 1.9 0 3.5 2.8 1.0 1.4 0.0 6.0
2.0 1.3 1.9 0 0.0 1.2 27 0.5 0.0 1.0
1.0 0.8 0.3 0 0.4 23 1.0 0.0 0.0 1.0
1.0 1.0 2.2 6 0.0 1.9 27 0.3 0.7 0.0
4.3 3.3 0.6 0 0.0 3.7 4.0 0.3 1.6 4.0
1.5 1.8 1.4 6 0.0 1.6 2.7 0.7 0.0 1.0
2.0 2.3 0.6 0 0.0 2.3 4.0 1.1 1.6 1.0
2.8 4.0 1.1 0 0.0 0.8 0.7 0.3 0.7 1.0
1.0 1.8 2.0 0 0.0 LS 27 0.7 0.0 1.0
2.3 1.8 2.2 6 0.0 20 2.7 1.1 0.0 1.0
2.3 3.0 1.4 6 0.0 3.1 37 0.7 0.0 3.0
0.8 0.5 1.4 0 0.0 0.3 0.0 0.3 0.0 1.0
0.8 1.3 1.4 0 1.6 1.8 0.0 0.0 0.0 1.0
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Table 2.9: Medium-level product market regulation indicators

Domain Sub-domain Domain Sub-domain Domain Sub-domain
Explicit
Involvement Administrative Regulatory and Barriersto  barriers to
State Public in business Barriers to burdens on administrative  Barriersto  tradeand  trade and Other
control ownership  operation  entrepreneurship startups opacity competition  investment investment  barriers

PMR mod PMR mod PMR mod PMR mod  PMR mod PMR mod PMR mod PMR mod PMR mod PMR mod

Australia 06 1.0 08 1.8 0.3 0.0 1.1 1.2 1.0 1.3 1.2 1.2 1.5 Lt 09 15 14 21 02 00
Austria 1.9 30 22 30 1.6 3.0 1.6 1.1 2.8 2.8 0.4 0.2 0.8 07 07 1.1 1.0 te 02 0.0
Belgium 24 45 22 34 26 6.0 1.6 2.0 1.7 1.6 2.2 2.3 0.6 .8 03 02 05 03 01 0.0
Canada .7 05 1.7 1.0 1.5 0.0 0.8 1.0 0.9 1.0 0.5 0.5 07 22 11 08 1.7 12 04 00
Czech 25 34 30 37 1.9 3.0 1.9 2.3 2.3 2.6 2.3 2.4 05 1.8 09 12 14 1.7 03 00
Republic
Denmark 1.3 05 1.7 t0 0.8 0.0 1.2 1.5 0.5 0.6 2.1 2.2 1.7 1.3 08 05 10 04 07 0.7
Finland 2.3 22 32 39 1.3 0.0 1.1 1.0 1.3 1.5 1.2 1.2 04 00 06 1.1 1.0 LS 02 0.0
France 2.7 34 33 3.8 1.9 3.0 1.6 1.8 1.9 2.0 1.3 1.2 1.4 26 10 14 15 20 03 0.0
Germany 22 20 28 3.7 1.5 0.0 1.6 2.1 1.6 1.8 2.2 2.3 0.5 1.8 06 05 06 05 07 07
Greece 20 45 24 33 33 6.0 1.6 1.0 2.6 2.7 0.6 0.5 0.5 0.0 1.2 16 14 20 10 0.7
Hungary 33 39 38 46 26 3.0 1.4 1.0 2.3 2.6 0.4 0.2 1.1 0.6 14 1.7 2t 24 06 00
Iceland 1.1 1.6 1.8 29 0.3 0.0 1.6 2.0 1.4 1.3 2.4 2.5 0.7 18 03 08 05 1.2 01 0.0
Ireland 20 32 18 1.1 2.1 6.0 0.9 1.2 0.5 0.5 2.1 2.3 03 00 05 02 08 03 02 00
Iraly 32 14 38 25 23 0.0 1.4 0.9 2.4 2.8 0.4 0.2 06 00 11 07 17 11 04 00
Japan 1.5 38 08 20 24 6.0 1.4 1.2 1.9 1.8 1.2 1.2 06 02 09 14 14 20 03 0.0
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modified data presented here are a subset of the PMR dataset, we
nevertheless use its weights when possible; this facilitates both calcula-
tion and comparability. Exceptions to this rule are as follows. First, as
there is no variation in the modified ‘price controls’ low-level indicator,
we give all the weight in the ‘involvement in business operation’ mea-
sure to the remaining low-level indicator. Second, as we have deleted
the low-levcl sector-specific administrative burden indicator, we main-
tain the relative weights on the remaining two components of the
medium-level ‘administrative burdens on startups’ indicator.

The summary measures of ‘economic regulation’ and ‘administrative
regulation’ are also formed by adopting the PMR weights and rescaling
to compensate for omitted low-level indicators.

Notes

a

The author thanks Rob Elliotr, Esperanza C. Magpantay, Becket
McGrath, Paul Seabright and Helen Weeds for generously sharing their
time and expertise.

1. In May 2005, Australia issued content codes applying classifications from
film and computer games to mobile phone content as well.

2. Unless otherwise specified, our discussion of EU regulation relies on
Garzaniti (2003).

3. See Garzaniti (2003), Chapter II.

4. In September 2004, the English name of the Ministry of Public
Management, Home Affairs, Posts and Telecommunications was changed
to the MIC.

5. The term ‘co-regulation’ is also used (Palzer, 2003).

6. See Appendix 2.1 for details.

7. A public relecommunications operator is public in the sense of being
licensed to offer services to the public.

8. ECTA reports that the fit is best for investment as a share of gross fixed

capital formation, 90 per cent of which is explained by scorecard perfor-

mance and the inflation rate.
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Questions of principle in broadcasting regulation




3 Competition and market power
in broadcasting: where
are the rents?

PAUL SEABRIGHT AND HELEN WEEDS¥

3.1 Introduction

This chapter considers where the scarce assets are located in the broad-
casting sector and what are the lessons for public interventions to
prevent the abuse of market power. It focuses on what makes broad-
casting different from other sectors and on the way in which recent
technological advances such as digitisation may be changing the nature
and distribution of scarcity rents.

It considers two hypotheses in particular: first, that falls in the cost of
reproducing and transmitting information have greatly reduced entry
barriers in broadcasting, meaning that market power is less of a con-
cern, and second, that rents in broadcasting will increasingly come
from control of scarce content rather than from control over means
of transmission. Both hypotheses contain elements of truth but the
situation is more complex than either implies on its own. The chapter
goes on to look at a number of challenges for competition policy,
including such issues as market definition, exclusionary practices and
bundling, matters that have been brought to the fore in recent antitrust
developments. It suggests that the risks attendant on these practices
may be somewhat different from those that have traditionally been
emphasised and proposes rules of thumb to help identify the circum-
stances under which they are most likely to lead to a consolidation of
market power.

We begin with a summary of technological changes in broadcasting
and an assessment of their impact on the nature of competition in
broadcasting markets.

3.2 The changing nature of broadcasting

‘Digitisation’ is a broad term encompassing a number of technological
changes. Replacing analogue signals with digital format economises on

47
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processing, storage and transmission capacity, reducing costs and
expanding capabilities. The impact of digitisation is felt across the
broadcasting industry, with the following developments:
e digital recording and production techniques;
e use of digital compression in transmission, alongside proliferation in
transmission platforms (terrestrial, cable, satellite and broadband);
e digital set-top boxes and encryption technologies; and
e digital personal video recorders.
Digital production lowers the cost of recording and editing television
content and permits major quality improvements. With video footage
in digital format, scenes can be edited and modified using computer-
aided imaging techniques; backgrounds can be altered easily and
characters may even be created. Such modifications can be achieved
more cheaply, and with better results, than using older production
techniques. Moreover, digital video equipment is relatively inexpen-
sive, assisting the growth of small, independent movie producers.
Digital recording and transmission, including the use of satellite
video links, improves the speed and quality of news gathering and
sports reporting. Other things being equal, digitisation reduces the
cost of programme production — although in recent years greater
spending on special effects and higher costs of certain content rights
(e.g. popular sports) may have offset this trend.

Digital compression allows many more channels to be transmitted
for a given bandwidth allocation, reducing the unit cost of transmis-
sion. With analogue technology, limited transmission capacity (result-
ing from the scarcity of spectrum or other transmission media)
constrains the number of channels that can be broadcast. By allowing
much more information to be transmitted over a given bandwidth,
digital format greatly increases the number of channels that can be
broadcast: digital terrestrial transmission (DTT) supports several
dozen channels, while digital satellite and cable platforms can support
hundreds. Alongside this development, the number of transmission
platforms available to viewers has proliferated with the rollout of
satellite and cable (where this did not previously exist) and the growth
in broadband connections. '

With the distribution of digital set-top boxes containing decoder
slots, encrypted television signals can be used, overcoming the non-
excludability property of traditional broadcasting. Viewers can then be
charged directly for watching television, by means of subscription or
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pay-per-view. Sophisticated charging schemes, such as channel bund-
ling and tiering, may be tailored to viewer demands, boosting subscrip-
tion and increasing revenues.> With viewer charging, broadcasters
show programmes that match the viewers’ desires rather than maxi-
mising the audience available to advertisers and sponsors. Although
pay-TV might not be used for all programmes — it may remain desirable
for some material to be provided free-to-air — it is likely to be the
dominant model for highly valued, ‘premium’ programming such as
movies and popular sports.

Digital personal video recorders (PVRs) such as TiVo and the Sky+
box give viewers far greater control over their viewing than older video
recorders did. As well as recording huge quantities of programming,
PVRs allow the viewer to pause and rewind live TV and to skip
unwanted material such as advertising. Although uptake of PVRs is
low at present, as their use becomes widespread this development has
two important implications. First, viewer avoidance behaviour is likely
to undermine advertising as a dominant source of revenue, increasing
the trend towards pay-TV. This does not mean that advertising
will disappear entirely, however: broadcasters are likely to find that
viewers are prepared to watch some advertisements if these are suffi-
ciently entertaining or if they are sufficiently unobtrusive, as with
product placement. But it will change the exclusive dependence
on advertiser revenues that has been the dominant broadcasting
model up to now. Second, greater time-shifting ability increases the
degree of competition between programmes shown at different
times, replacing head-to-head competition between contemporaneous
channels.’

In analogue broadcasting, transmission capacity forms a major bar-
rier to entry. Most viewers have access to a single transmission plat-
form, which has limited capacity. The number of channels is restricted
by spectrum availability, with commercial broadcasters earning large
scarcity rents as programme revenues (typically from the sale of adver-
tising airtime) far exceeding costs. Depending on national broadcasting
regulation and spectrum licensing policies, rents do not always appear
as excess profit: broadcasters may be required to meet costly public
service obligations, implicitly funded out of spectrum rents, or rents
may be extracted through licence fees levied on broadcasters for their
use of spectrum.* Moreover, if the available transmission capacity
is controlled by a small number of operators (perhaps even a single
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broadcaster), competition will be weak.®> Exploitation may then occur
upstream, where buyer power results in low prices for content produ-
cers, and downstream, where monopolisation of output markets leads
to high prices and poor service to consumers (both viewers and adver-
tisers). With digital transmission, however, spectrum constraints on the
number of channels are effectively removed and scarcity rents are
eliminated. Existing transmission capacity is sufficient to meet
demands (at current and anticipated futurc levels) and there is a strong
incentive to utilise spare capacity that militates against using access to
transmission as a barrier to entry.

This discussion would seem to imply that following digitisation,
barriers to entry are eliminated and competition concerns fall away.
However, other parts of the broadcasting value chain must also be
considered before such a conclusion can be drawn. In particular, it is
unclear how the economics of programme production are affected by
digitisation. Although film recording and processing costs are reduced,
production involves a number of other inputs — and in these areas
expenditure may rise. Costs may be endogenous: for example, produ-
cers can decide how much to spend on high-quality locations and
special effects, with more authentic sets and spectacular effects raising
costs substantially. If producers compete by raising quality and spend-
ing more on special effects, total production costs may not fall by as
much as would be implied by the fall in filming costs per se and might
even rise, and entry may be correspondingly reduced.®

In addition, the cost of premium content rights and talents, such as
popular sports events and top movie stars, is determined by economic
processes that are affected by industry structure and technology.
Alongside the growth in multi-channel television, the price of key broad-
casting content — for example the right to televise live Premier League
football matches in the UK — has increased dramatically. If rights acqui-
sition is included in the cost of programming, total expenditure has
increased significantly in these premium niches. Moreover, if key content
rights are scarce, these rather than transmission capacity accrue scarcity
rents and become potential sources of market power.” If so, competition
concerns in the industry do not fall away but simply change in their
origin and nature, raising new and different issues for regulators. To
assess this question, the next section addresses the economics of content
creation and the impact of digitisation on this process.
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3.3 Content, superstars and the impact of digitisation

If the scarcity of means of production and transmission of information
is being rapidly overcome due to digitisation, what can be said of the
scarcity of content? Two very different views have been expressed
about the impact of digitisation on content creation. One is that con-
tent is becoming more abundant as it becomes easier to create and
transmit, so that rents to scarce content are falling. The scarcity is
rather on the side of viewers, listeners and readers, who are submerged
in content, not all of which they want and which they are increasingly
able to avoid - as a consequence of this, advertisers find it more and
more difficult to gain viewer attention.® Furthermore, it is becoming
easier for viewers with niche interests to find content that corresponds
to their preferences, since falling costs of worldwide transmission mean
that a film or programme can reach more easily the critical mass of
viewers that makes it economically viable.

The second view is that digitisation, far from reducing rents to scarce
content, is increasing them, a development attested by the rising real
prices paid for such premium content as top-flight football broadcast-
ing rights. For example, annual payments for live rights to Premier
League football matches in the UK rose from £38.3 million over the
period 1992-1997 to £167.5 million in 1997-2001 and £370 million in
2001-2004 — almost a ten-fold increase — although annual payments
for 2004-2007 are slightly lower at £341 million and cover a larger
number of matches. Relatedly, certain kinds of popular programme are
growing to dominate broadcasting markets at the expense of less
popular but arguably higher-quality programmes. Hollywood and
Bollywood movies are driving out arthouse movies and those in lan-
guages other than English and Hindi; Big Brother and other reality-TV
shows are not only taking vast audiences but are spawning copy-cat
initiatives that further reduce the variety of available programmes.
Bestsellers are driving quality books off the shelves and superstars —
bland and omnipresent — are driving out mere stars.

Which of these two views is more accurate? The first thing to note is
that they are not in fact incompatible. Indeed, it is quite possible that
there are more types of content available in total than ever before and
simultaneously that viewer attention is more concentrated upon a
narrow range of content types than before. For these things both to
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be true would require only that the viewers’ attention be increasingly
skewed towards a small subset of the types of available content, so that
the increasing numbers of content types are available but all except a
very few of these have to share a decreasing proportion of total viewers
(or, strictly speaking, of viewer time). Likewise, it is possible for the
rents to some kinds of premium content to be increasing while the rents
to the remaining kinds are falling: all this means is that the distribution
of rents is becoming more skewed over time.

Evidence on this is patchy and hard to evaluate on a consistent basis,
though this possibility seems consistent with at least the bulk of the
anecdotal evidence. Robert Frank describes the process in his book
Luxury Fever:

Winner-take-all markets have proliferated in part because technology has
greatly extended the power and reach of the planet’s most gifted perform-
ers. At the turn of the century, when the state of lowa alone had more than
1,300 opera houses, thousands of tenors earned adequate if modest livings
performing before live audiences. Now that most music we listen to is
prerecorded, however, the world’s best tenor can be literally everywhere
at once. And since it costs no more to stamp out compact disks from
Luciano Pavarotti’s master recording than from a less renowned tenor’s
most of us now listen to Pavarotti. Millions of us are each willing to pay a
little extra to hear him rather than other singers who are only marginally
less able or well known; and this explains why Pavarotti earns several
millions of dollars a year even as most other tenors, many of them nearly
as talented, struggle to get by.”

Can we say anything systematic about the economic mechanisms
involved? Several different economic models explain some of these
developments, though there is as yet, to our knowledge, no encompass-
ing model that can explain them all. The first and best-known model
is that developed by Sherwin Rosen (1981) in ‘The economics of
superstars’. This is a model of vertical differentiation between
producers — that is, producers are located along a continuous measure
of quality or ‘talent’ and all consumers agree as to their ranking by this
measure. Both price and the amount sold at that price are functions of a
producer’s talent, with the more talented selling more in equilibrium
even though their price is higher. Indeed, it is the fact that price and
quantity sold can both be increasing in talent that gives rise to the
potential skewness of revenue as a function of talent, whereby small
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differences in talent are magnified into large differences in income. For
instance, if both price and quantity sold are linear, then revenue is a
quadratic function of talent.

This result is due to a property of imperfect substitutability in pre-
ferences: low talent is an imperfect substitute for high talent. Thus a
viewer who might wish to watch a high-quality programme but finds
the price too great would not be consoled with the offer of three lower-
quality programmes instead. Technically this is ensured by assuming a
fixed cost of consuming each unit of consumption (this can be inter-
preted as the time that has to be devoted to watching each programme).
On its own this is enough to yield skewness in revenues, though it does
not by itself explain the concentration of output in the hands of a few
sellers. This comes from an assumption about technology, namely that
there are economies of scale in production. If the technology were one
of pure public good production, with zero marginal cost, then in
equilibrium only one seller would serve the entire market.

So, to capture greater realism, Rosen supposes that there are sources
of positive (and increasing) marginal cost even while average costs of
production fall with scale. The first source is an internal diseconomy:
there are costs to the seller of producing higher output. The second is an
external diseconomy: the quality of the service produced by the seller
declines (as perceived by the buyer) when more units are sold. Rosen
uses as an example a famous opera singer giving a concert in a football
stadium: this is bound to be of lower quality than in a concert hall. This
decline in quality compensates for the fact that low-quality producers
are otherwise unable to produce substitutes for high-quality output.
However, Rosen assumes the decline in the quality of the output with
quantity is smaller when the output is of higher quality (a high-talent
opera singer is less challenged by singing in the Yankee Stadium than
one of lesser talent would be), so that in equilibrium low- and high-
quality output substitute for each other only at greatly asymmetric
levels of output. These assumptions together ensure that sellers of
higher talent charge only slightly higher prices than those of lower
talent, but sell much larger quantities; their greater earnings come
overwhelmingly from selling larger quantities rather than from charg-
ing higher prices.

The model has interesting and intuitive comparative-static proper-
ties, beginning with the fact that increases in demand (or in the size of
the overall market) tend to raise incomes but do so proportionately
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more for high-talent producers. Reductions in internal and external
diseconomies tend to reduce prices, which makes consumers better off
but has ambiguous effects on sellers’ incomes, these being positive if
demand for the service is sufficiently elastic. However, the distribution
of rents between sellers is highly sensitive to whether the reductions in
internal or external economies are more important. If it is mainly
internal economies, low-talent sellers benefit and more sellers enter
the market. If it is predominantly external economies, high-talent
sellers become even more dominant and some low-talent sellers can
even exit.

Applying the Rosen model to broadcasting, the fact that pro-
grammes are typically bundled into channels, and channels into larger
packages, means that prices for individual programmes or genres can-
not generally be observed. However, the hypothesis that the higher
return to talent results much more from a quantity than from a price
effect can be tested by examining relative values and audience sizes for
programmes of different qualities. In the UK, both Premier League (top
division) and Football League (lower divisions) football matches are
broadcast live on the Sky Sports channels and thus have the same
potential audience. At the time of writing, payments per live match
are around £2.5 million and £0.3 million for Premier League and
Football League respectively — an eight-fold difference — while viewing
figures differ by a factor of between three and four.'® Thus the greater
earnings of the Premier League are partly, but not entirely, accounted
for by higher consumption; the implicit price paid per viewer for
Premier League matches is at least double that for the lower divisions.

Moreover, as a representation of broadcasting markets the Rosen
model is not entirely suitable. There are three main respects in which
the fit is imperfect. First of all, the significance of both external and
internal diseconomies seems negligible in broadcasting. The quality of
the broadcast perceived by the ten millionth viewer is surely no lower
than that perceived by the millionth viewer (so no external diseco-
nomies), while the technical cost of broadcasting to the ten millionth
is surely no higher (so no internal diseconomies). In fact, broadcasting
appears to display something close to a pure public goods production
technology (though it differs from the case of pure public goods by
being able to exclude non-paying consumers through encryption tech-
nology). Yet, though there is striking concentration in production, it is
far from being dominated by a single producer.

WorldRadioHistory




Competition and market power in broadcasting 55

The explanation lies in the second way in which the model fails to fit
the circumstances of broadcasting. This is that consumer preferences
involve a great deal of variety in tastes, covering a range of genres
including news and current affairs, drama, movies, comedy, arts and
sport — what industrial economists call ‘horizontal’ rather than ‘verti-
cal’ product differentiation. Technically, products are vertically differ-
entiated if, at identical prices, all consumers can agree which they
prefer and variety persists in equilibrium only because consumers find
they can afford different levels of quality. Products are horizontally
differentiated, in contrast, when different consumers would make dif-
ferent choices even in the absence of any difference in price — some like
classical music, some prefer rock. The impact of technical changes such
as digitisation on market concentration will depend importantly on the
relative significance of these two types of differentiation in broadcast
programmes. In the presence of vertical differentiation, cost reductions
create a strong tendency towards market concentration to the extent
that they enable sellers to produce at higher quality without a signifi-
cant increase in price. But in the presence of horizontal differentiation,
cost reductions allow new entrants into the market to offer services that
more closely match the preferences of particular niches of viewers. The
latter is the conclusion of the well-known model of Steven Salop
(1979), for instance.

A third important feature of broadcasting markets that is not ade-
quately captured by the Rosen model is that quality is not just a
matter of talent. As we discussed in Section 3.2, it is also a matter of
investment — of the amount that producers spend.'' They may spend to
improve programme quality partly by paying directly for more attrac-
tive content (better writers and actors, or broadcast rights to more
popular films and sporting events) and partly by investing in expensive
techniques such as special effects, location shooting, larger networks of
correspondents for news gathering and so on. The important thing
about such investments is that they typically add to the fixed costs of
programme making and so are more attractive the larger the audience
the programme can expect to attract. For this reason, reductions in the
cost of reaching additional viewers that increase potential audience
size — such as when more people take up cable or broadband — may
thereby lead to increases in endogenous fixed costs, thus increasing
market concentration (or causing it to fall by less than might otherwise
be expected). Furthermore, this may be true even in the presence of
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horizontal differentiation, thereby complicating the effects shown in
the Salop model.

In order to compare the effects of vertical and horizontal differentia-
tion, and of the endogenous character of product quality due to invest-
ment in programming, we present in Appendix 3.1 an extension of
Salop’s model. This allows for both vertical and horizontal product
differentiation and allows the vertical dimension to depend endogen-
ously on investment. The equilibrium number of firms in the marker is
determined by a free-entry (zero-profit) condition, on the assumption
that firms position themselves at equal intervals around a unit circle
representing the ideal preferences of viewers for horizontally differen-
tiated programme types. The ‘distance’ of a consumer from any given
producer can be interpreted as how different is the type of programme
broadcast from the type that the viewer would ideally prefer: this
distance imposes a reduction in utility that behaves analytically just
like a transport cost.

In this model, we show that reductions in costs of programme mak-
ing have an ambiguous effect on the number of firms in equilibrium and
hence on variety, depending on whether they take the form of reduc-
tions in the exogenous fixed cost per programme or in the cost of
investments in programme quality. The former tend to increase the
number of firms (lower fixed costs raise the number of firms which can
enter and still make non-negative profits), while the latter tend to lower
the number of firms (since firms invest more in raising quality and
therefore spend higher fixed costs overall). It is important to note,
though, that variety and quality are inversely related in equilibrium:
when variety increases, average quality declines and vice versa.

Furthermore, in this model reductions in variety increase not just
quality but the overall utility of both average consumers and marginal
consumers (the latter being those furthest away in tastes from what is
provided by firms and therefore most likely to lose out from reduced
variety).'? The reason is that increases in quality benefit consumers not
only directly but also indirectly, as a fall in the number of firms reduces
the extent of duplication of fixed costs ~ and competition ensures that
these cost savings are passed on to consumers, thereby benefiting them
by more than the decline in variety has harmed them (although prices
nonetheless rise overall, reflecting higher quality). This conclusion is
important as it suggests that some of the suspicion with which digitisa-
tion is viewed may be misplaced: reductions in variety, if they occur,

WorldRadioHistory




Competition and market power in broadcasting 57

may be an important means by which quality improvements take place
to the benefit of viewers. Conversely, high levels of variety can some-
times coexist with poor quality of individual programmes.'?

What about the effect on content rents? With its variable quality,
programme content contributes to the vertical differentiation element in
the model: greater expenditure on quality translates into higher content
rents, as the return to talent is bid up.'* Once again this effect depends
on the source of the cost savings. Reductions in the fixed costs of
programme making reduce expenditure and hence rents, but reductions
in the cost of making quality improvements increase them. Under the
latter circumstances, programme prices are higher, though this reflects
quality improvements: consumers (of all tastes) are better off overall,

We also explore the effect of reductions in the transport cost of
horizontal differentiation — the cost to consumers of having to consume
varieties that do not perfectly match their own preferences. Such
reduced costs might come from two sources. First, they might represent
intrinsic shifts in preferences that occur, typically as a by-product of
habituation (itself a product of trade and globalisation), as consumers
who initially find a type of broadcast culturally unfamiliar come to
familiarise themselves with it and to enjoy it more. Second, they may
result from reduced costs to producers of adapting their broadcasts to
match the preferences of certain groups of consumers — for instance, by
dubbing or subtitling movies, or making versions of situation comedies
for foreign audiences using local actors. What the model shows is that
reductions in these costs have qualitatively the same impact as a reduc-
tion in the cost of improving quality: this reduces the equilibrium
number of firms while raising quality, prices and viewer utility.

It is worth noting also that different types of programme have
different intrinsic transport costs: action movies, for instance, appeal
more easily across cultural and linguistic boundaries than do those that
depend on subtleties of social and linguistic observation. This fact has
been used to account for the strong dominance of Hollywood movies in
world markets, as well as for the fact that the leading challenger to
Hollywood’s dominance, at least in terms of sheer audience numbers, is
the Indian film industry. Tyler Cowen cites a Bombay movie producer,
Romu Sippy, on the reasons why India produces mostly action movies:

Mythological films are not popular, because they offend the Muslim people.
Regional films are okay, but they cannot appeal to people who do not speak
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the language. If you make a dacoit | bandit] movie, you miss out on the south,
where they don’t have dacoits. Westernized movies may be popular among
the educated people of the cities, but what about the rickshaw wallah,
the small vendor, the villager? If you get an adult certificate you miss out
on the young audience. If you make a good clean film, it may be well received
by the critics but commercially it will do nothing. Even a lirtle sex is likely to
offend the orthodox Hindu in Uttar Pradesh who goes to see a film first to
find out if it is suitable for his daughters. The only thing that all people can
relate to and understand is action.'*

Our model has clear findings, therefore, but it has significant limita-
tions too, though these are not the same as those of the Rosen model.
First, and most obviously, we do not incorporate differences in talent,
so the question of whether rents to talent are changing does not arise.
Indeed, the framework of the Salop model has the important limitation
that firms are symmetric: they all use the same technology and in
equilibrium they are all the same size and charge the same price.
Incorporating the insights of the Salop and Rosen models into a single
encompassing framework has not been achieved to date to our knowl-
edge and remains an important task for further research.

Second, our model ignores the distinction between the number of
firms and the number of programme types. Indeed, we simply equate
the two, meaning that each programme type is produced by just one
producer. This may be a disadvantage in portraying a world in which
there may exist multiple studios producing rather similar types of
content; once again, an adequate model of such a process awaits
further research.

Finally, we assume that viewers pay for individual programmes,
ignoring the fact that programmes are typically bundled into channels
and channels are sold together in larger packages. To the extent that
channels bundle together a variety of types of content, and different
channels do so to different degrees (some channels being very specialised,
while others incorporate substantial variety in programme types), this is
a significant limitation. As traditional modes of broadcasting are
replaced by video streaming over the internet, however, our model
might be more suitable. We discuss some issues to do with bundling in
Section 3.4, but note again that a proper model of broadcasting market
interactions that incorporates this distinction has yet to be undertaken.

In practice, and with all respect for these limitations of the available
models, what kinds of change do we expect to predominate in
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broadcasting markets? The effect of falling reproduction and transmis-
ston costs seems likely to lead to market consolidation and possibly to
the emergence of rents to certain kinds of premium content, while
probably encouraging an increase in overall variety of content types
available. The result is likely to be more niche programmes, with a
smaller audience share for each, and an increasing dominance of a
minority of ‘superstar’ content that gains very large audience shares —
1.e. greater skewness of returns to talent.

However, these changes will probably be tempered by simultaneous
technological developments that have increased both the number of
platforms (terrestrial broadcasting, cable, satellite, broadband) and the
number of channels within each platform. These relax the constraint of
spectrum scarcity, make it cheaper to enter the market and fragment
the available audience. As we noted above, this problem already con-
cerns advertisers, who struggle to gain audience attention, and it will
increasingly preoccupy superstars and would-be superstars as well. In
effect, it underlines that there is more to gaining an audience than
transmission and reproduction costs of programming; gaining atten-
tion requires increasing amounts of ingenuity and novelty. If audiences
fragment, there is likely to be less investment in quality and the return
to premium content may fall. However, if the cost of investing in
quality is itself reduced by digitisation, this effect may be mitigated or
even reversed.

Another possible countervailing factor may be the presence of net-
work externalities in viewer preferences. It has long been a common-
place that stardom in the film and musical world is driven to an extent
by social network effects — individuals have a preference for viewing
and listening to those who are already popular with others, either out
of simple conformism or because this aids social interaction. (The latter
is known as the ‘water cooler’ effect, since it appeals to the fact that
stars provide a topic of conversation when individuals meet.)
Broadcasting has traditionally played an important role by making it
common knowledge what programmes or stars are likely to have been
watched by others. It remains to be seen whether these network effects
will survive an era of channel proliferation.

It must be emphasised, however, that content is not homogeneous.
Different programme types have different features, including the nat-
ure of their costs of production and the strength of associated network
effects. It seems likely, therefore, that there will be a wide range of
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outcomes - more ‘niche’ content and more premium content too —
lower rents for most producers of content, but lower costs of produc-
tion too, and the possibility of a very lucrative stardom for a fortunate
few. A further point to be stressed is that few conclusions can be drawn
from current observations: being in a period of transition between
analogue and digital, it is unlikely we are observing an equilibrium
outcome. For example, high returns to certain types of programming
might be a temporary phenomenon, to be eroded in the future by entry
and audience fragmentation, or could be u lasting featurc of the mar-
ket. At this stage predictions are highly speculative.

What does all this imply for competition in broadcasting? What are
the implications for competition policy?

3.4 Challenges for competition policy

This section discusses the challenges facing competition authorities and
regulators as the broadcasting industry is reshaped by technological
change. We consider a number of propositions, assessing their validity
and drawing out implications for policy.

Content rights replace transmission bottlenecks as
sources of market power

The introduction to this chapter raised two hypotheses concerning
market power in the broadcasting industry:
o first, that the falling cost of reproducing and transmitting informa-
tion has greatly reduced entry barriers, lessening market power; and
e second, that rents increasingly come from control of scarce content
rather than from control over means of transmission.
Starting with the first hypothesis, the enormous expansion in transmis-
sion capacity and the rollout of multiple broadcasting platforms have
relaxed transmission bottlenecks. With plentiful capacity, there is little
reason for this to be concentrated in the hands of just a few broad-
casters. Nonetheless, concern remains that control over certain key
assets might confer market power over broadcasting platforms: terres-
trial transmission sites,'® satellite conditional access services'” and
electronic programme guide (EPG) listings.'® These assets display
economies of scale and are expensive to duplicate (often prohibitively
so), akin to essential facilities. Regulators appear concerned that
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platform operators may exploit control over these assets by raising
prices to (other) channel operators or excluding them entirely. Thus,
concern over transmission bottlenecks has not fallen away; merely,
their location has shifted from transmission capacity itself to related
areas.

In expressing these concerns, regulators tend to consider each plat-
form on its own, regarding control over a single platform as conferring
dominance in a distinct economic market. This approach may become
more questionable in the future as uptake grows and households
become familiar with multiple platforms. In time, these trends may
result in platform convergence, with different transmission methods
forming part of the same economic market. The precise extent of
substitution berween platforms is a matter for empirical investigation
and further evidence is needed on this point before firm conclusions can
be drawn. However, inter-platform competition — if and when this
develops sufficiently —lessens concerns on the viewer side of the market
and provides strong incentives for platform owners to bring attractive
content on board, constraining incentives to restrict access. In view of
this, access regulation might no longer be required and competition
authorities might adopt a more relaxed approach to intra-platform
mergers than has historically been the case.!®

Broadcasting is a two-sided market and competition authorities need
to consider both sides. Although viewers may in future benefit from
inter-platform competition, it does not necessarily follow that the other
side of the market — e.g. advertisers seeking access to audiences —
cannot be exploited. If each viewer joins just a single platform, then
each platform holds a monopoly over access to its subscribers, thus
gaining a degree of market power vis-a-vis advertisers and programme
makers.?? It should be noted that such a monopoly does not necessarily
benefit platform owners: the result will be fiercer competition for
viewers — the eyeballs that generate advertising profits — and it is view-
ers, not platforms, that gain rents. Although this situation may be
desirable from the perspective of viewers, it is unlikely to achieve
allocative efficiency. When there is multi-homing — each viewer joining
several platforms — the monopoly problem is mitigated; this outcome
may become more prevalent as viewers become accustomed to multiple
platforms. Nonetheless, conditions on each side of the market, and
interactions between them, must be carefully assessed before any con-
clusion is reached.
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We now turn to the second hypothesis, that rents in broadcasting
increasingly come from control of scarce content, with this becoming
the new source of monopoly power. High returns to premium content
rights might suggest market power, but the discussion in Section 3.3
would query whether this is a permanent phenomenon. Depending on
the precise nature of cost savings from digitisation, competition in
programme production may either become more intense or may fall
and returns to talent may become more or less skewed. The long-run
outcome of these changes is unpredictable and observations at an
intermediate stage may be misleading. Although control over live
top-flight football matches has been an important part of the develop-
ment of pay-TV in several countries, with high revenues being gene-
rated for broadcasters and football clubs, market power conferred by
these rights may be weaker in the future.

Viewer markets replace advertiser markets

In analogue free-to-air broadcasting, economic markets are typically
defined in relation to advertisers — the paying customers — not view-
ers.?! Advertising-funded broadcasting is one example of what econo-
mists describe as a two-sided market. A broadcaster shows attractive
programmes to build an audience; access to this audience is sold to
advertisers, thus generating the revenues out of which broadcasts are
funded. The two sides of the market — viewers and advertisers — are
interdependent and the broadcaster must get both sides on board.
These network effects complicate the estimation of demand elasticities
and market definition is not straightforward (for such an analysis of
printed media see Chapter 7 in this volume). Moreover, regulation of
one aspect must take into account effects on the other (e.g. advertising
restrictions affect the quality of programming offered to viewers, an
effect emphasised in Chapter 6 by Simon Anderson in this volume).
With the growth of pay-TV, competition must be assessed in relation
to subscribers as well as, or even instead of,>* advertisers. Substitutes
are very different for the two groups: in place of one programme or
channel, an advertiser would switch to any other (perhaps a combina-
tion) that delivers an audience of a similar size, but this need not consist
of the same individuals. Thus, to an advertiser, popular soaps and
comedies would substitute for a football match. From the viewer’s
perspective, however, these programmes are unlikely to be close
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substitutes: notably, premium programming such as live football
matches and Hollywood movies appear to form narrow product mar-
kets.?? Furthermore, substitutes outside television also differ: while an
advertiser might instead advertise on a billboard or in newspapers, a
television viewer would seek alternative entertainment, perhaps going
to a pub or reading a book.

In advertising-funded broadcasting, network effects resulting from
the two-sided nature of the market are important. If advertising
declines, such concerns may fall away — only to be replaced in a
viewer-driven market by social network externalities. As noted in
Section 3.3, individuals benefit from the social interactions that are
made possible when they watch the same programmes and can discuss
them ‘around the water cooler’. Even in a world of channel prolifera-
tion, network effects may permit some programmes to retain a large
audience share and gain a higher return.

Exclusivity over premium content may be anticompetitive

In a viewer-defined broadcasting market, programming with particular
appeal to viewers and few, if any, substitutes forms a narrow product
market which is extremely valuable to broadcasters. Live top-flight
football matches might form such a class: fans are willing to pay large
sums to watch live matches and regard other sports, and even lower
football leagues, as poor substitutes. Competition authorities have in
recent years expressed great concern over the sale of premium content
rights on an exclusive basis.>* With the value of a monopoly exceeding
the sum of oligopoly profits, broadcasters will be willing to pay a
premium for exclusivity, making this attractive to the seller.?* Even
when rights are sold as several packages so that multiple winners are
possible, these may nonetheless be bought by a single bidder.
Complementarities are important in broadcasting. When pro-
grammes form part of a series, such as a soap or sporting champion-
ship, watching one episode or event raises the attraction of watching
the next. Values increase when the programmes are offered and con-
sumed together, generating super-additivity.?® Even when values
are merely additive, bundling — of programmes into channels and of
channels into packages — is more profitable than supply on a stand-
alone basis, generating economies of aggregation.?” For these reasons,
broadcasters are typically willing to pay more for combinations of
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rights than the sum of their stand-alone values: thus, a premium may be
offered for multiple or exclusive holdings. Such bidding tends to result
in more concentrated holdings - in the limit, full exclusivity.

The challenge for competition authorities is that combinatorial bid-
ding may reflect either intrinsic complementarities or market power.
On the one hand, if exclusivity maximises viewer surplus or allows
pricing efficiencies to be realised, it is socially as well as privately
beneficial. But these values are difficult to quantify. If such bidding
reflects the higher value of a monopoly, on the other hand, a concen-
trated outcome is detrimental to consumers. With true motivations
being hidden from the competition authority, the two are observation-
ally equivalent, making policy difficult to formulate.

Exclusionary behaviour is difficult to identify

Like other information industries, broadcasting has a distinctive
cost function. Fixed costs — of programme production, transmission,
encryption and reception - are high, but once a programme has been
made and broadcast the cost of supplying an additional viewer is zero.
Although revenues must of course be raised in some way, any price
above zero is profitable at the margin.

This characteristic makes exclusionary behaviour difficult to identify
and prosecute. The Areeda-Turner test?® states that a price below
marginal cost is exclusionary, while prices above this level are permis-
sible. In broadcasting, this rule carries no weight at all. Yet by charging
very low prices for additional channels within a bundled pricing
scheme, a multi-channel broadcaster may exclude a single-channel
competitor (this firm being unable to match the incremental price and
operate profitably) while still recouping its own costs overall. The
likely outcome is that competition in pay-TV will primarily be between
multi-channel operators which compete in offering attractive bundles
of channels to subscribers, with competition constraining average
prices so that excess profits are curtailed.

Bundling is essential to broadcasting

Although in some contexts competition authorities are intrinsically
suspicious of bundling — the sale of two products for a single price
lower than the price at which the products may be purchased
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separately, if they are available separately at all - in broadcasting
markets bundling is inescapable. Indeed, bundling is the source of
much of the value added produced in the sector: different scenes are
bundled in one programme, different programmes are bundled in one
series, different series are bundled in one channel and different chan-
nels are bundled in one subscription. The reasons that may lead broad-
casters to bundle content in this way are many and various, and some
have a clearer role in creating value than others.

For instance, the broadcaster may put together material for reasons
associated with artistic or thematic creativity. The sequence of scenes in
a drama, of episodes in a series or matches in a tournament may aim at
creating suspense, attachment to characters or situations, an interesting
degree of variety, a growing familiarity on the part of the viewer with
the material (such as the setting of a drama or the characteristics of a
sporting tournament) or simply aesthetic unity in a complex story. This
kind of bundling creates value added from complementarity and typi-
cally presupposes that viewers watch all the bundled material. Another
possibility is that the types of content bundled together are alternatives
and are therefore substitutes rather than complements — much as a chef
will bundle together meals in a menu to create an interesting and varied
selection for the diner. Moreover, with a huge quantity of programmes
competing for viewer attention, a trusted broadcaster plays an impor-
tant role in making an initial selection from which the viewer may then
choose. This reduces search costs for the viewer, as well as the cost of
making mistakes (which are not the same thing). Such benefits may
arise either from the reputation of the broadcaster (which, for familiar
reasons, tends to display scale economies) or from the presence of
positively correlated preferences for the elements of the bundled
material.

There is some uncertainty as to what the impact of digitisation is
likely to be on the extent of bundling in the broadcasting sector. Lower
filming and editing costs increase the volume and range of programme
content from which broadcasters may select in creating their channel
output. Meanwhile, greater transmission capacity increases the
amount of programming that they are able to distribute to viewers. In
one sense this may strengthen the role of broadcasters in selecting and
packaging material to make it attractive and accessible to viewers, for
example as themed channels. The need for efficient means of revenue
generation, which channel bundling tends to be, could heighten this
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role. However, other developments would seem to reduce the need for
broadcasters to act as intermediaries between programme creators and
viewers. Producers can make their outputs directly accessible to view-
ers, for example by posting them on websites, while viewers can use
search engines to find programmes of interest and make their
selections.

Two distinct issues arise in considering the competition impact of
such bundling. First there is the question of selection: a broadcaster
chooses what material to include in the bundle, which implies choosing
not to include certain potential alternative material. Selection is both
desirable and inescapable and indeed is one of the principal ways in
which broadcasters exercise their judgement and creativity for the
benefit of viewers. However, selection entails refusing to carry other
content. Imagine if every broadcaster of films were obliged to allow
viewers to choose among alternative competing endings for the films
supplied by rival film makers, and every series to allow viewers to
choose among competing episodes at each stage. More bizarrely still,
imagine if every news programme were obliged to allow viewers to
choose between rival news stories filed by competing correspondents —
the very suggestion highlights the fact that selecting news and enforcing
the quality and reliability of reporting is one of the central functions of
news organisations.

The issue of selection extends beyond the choice of film endings and
the composition of news bulletins. The selection of programmes to
form a channel, whether this is varied or themed, and the combination
of channels into a bundle that appeals to a large number of subscribers
are important parts of a broadcaster’s role. As a channel packager, the
broadcaster must exercise creative and commercial judgement to
decide which programmes and channels to include in its offering.
Although anticompetitive motives might sometimes be present, it is
almost impossible to regulate vertical relations between broadcasters
and content providers in such a way as to rule out the possibility of
exclusionary foreclosure. Such foreclosure may happen, but no realistic
rules could prevent it from happening without stifling quality and
creativity in broadcasting. Indeed, it is doubtful that workable rules
could even be specified. Obliging platform owners to grant equal access
to (other) broadcasters is a policy that sometimes made sense when
platforms were the bottleneck in broadcasting. But it is neither
practical nor realistic to impose analogous obligations on channel
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packagers, giving equivalent rights to independent producers and chan-
nels, now that it is bundles of content that increasingly represent scarce
assets in the industry.

The second issue is pricing. As Mark Armstrong and Helen Weeds
emphasise in Chapter 4 in this volume, bundling implies charging a
low or even zero price for additional components of a bundle to a
viewer who is already consuming the rest of the bundle. This can be
efficient, though it need not always be so, and even when efficient is
likely to make it difficult for new channels to enter the market (and may
even create a tendency towards natural monopoly or oligopoly). At any
rate, without detailed knowledge of viewer preferences of the kind that
is typically unavailable to competition authorities, there is no way to
formulate rules that adequately track the difference between efficient
and exclusionary bundling practices.?’ The best that can be hoped for is
that in certain circumstances where complementarities between com-
ponents are widespread (as between some components of transmission
rights for sporting events, as in the TPS—Canal Plus case discussed in
Box 3.1), competition authorities will adopt an approach that is more
favourable to bundles that embody these natural complementarities
than to those that deny them. In other words, the presence of plausible
natural complementarities of viewer preference should be considered a
sufficient defence against suspicion of exclusionary intent.

To summarise, bundling is ubiquitous and in many circumstances
entirely desirable. Elements of market power that arise through own-
ership of scarce physical assets (such as broadcasting platforms) may
indeed provide an argument for regulatory intervention, for example to
ensure access to third parties. But it is likely that through digitisation
physical assets will become less scarce over time, while scarcities deriv-
ing from the ownership of content assets are much less susceptible to
interventions of this kind. The easiest cases to deal with may be in
acquisitions markets, where mergers (for example) may be motivated
purely by the wish to establish a monopoly over certain kinds of
content. A restrictive attitude to mergers of this kind will be just as
warranted as for mergers where more traditional, physical assets are at
stake. But competition authorities need to be careful not to adopt
overly restrictive attitudes to other industry practices, such as bundling
(or other forms of non-linear pricing), that may have a pro-competitive
rationale in terms of either the creativity of the broadcasting sector or
its role in providing trusted content for viewers in an age that is
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Box 3.1: The TPS—Canal Plus case

In 2002 the French Football League organised a first-price sealed-bid
auction for the transmission rights for matches in the First Division.
There were two main participants in the auction: the broadcaster TPS

(a subsidiary of the private broadcaster TF1) and Canal Plus (a sub-

sidiary of Vivendi Universal). Three main lots were up for auction and

bidders could specify whether they wanted the lots exclusively or non-
exclusively, the value of the latter being significantly lower. The lots were:

o the live broadcast to all subscribers of the first-choice match in each
week and the third-choice match in each week;

o the live broadcast to all subscribers of the second-choice match in
each week and the weekly magazine, consisting of a round-up of all
the highlights of the previous week; and

e all matches broadcast on a pay-per-view basis.

In the event TPS submitted bids of €260 million, €238 million and

€113 million for the three lots, with an additional €9 million if the

second and third lots were on an exclusive basis. Canal Plus submitted
bids of €150 million, €20 million and €20 million, plus a large bonus of
€290 million if it could obtain all three lots exclusively (all sums repre-
sented annual payments). Canal Plus was awarded the contract, but

TPS complained that this bid was effectively exclusionary and would

drive it out of the pay-TV market. The case was referred to the French

Competition Council and after arbitration the parties agreed to annul

the auction.

An important feature of the case was that Canal Plus had previously
enjoyed the rights to the first-choice live broadcast and to the magazine
(which it had pioneered). It argued that these two components were
strongly complementary, since many football fans derived much greater
pleasure from following the league systematically than from watching
isolated matches. It further argued that this complementarity (rather
than any exclusionary intent) was what justified the large bonus bid for
all three lots together.

An interesting question arises if it is true that such complementarities
exist (which there is no reason to doubt). For in that case, if the League
had divided the lots differently, with the first-choice match and the
magazine allocated to the same lot and the second- and third-choice
matches together in a different lot, Canal Plus could have bid for the
former and TPS for the latter. But the prices would almost certainly
have been much lower, since the bidders would have had different target
lots and would not have been strongly competing against each other.
The result of the auction can be seen as the direct consequence of the
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Box 3.1 (cont.)

League’s decision to divide up the rights among lots in such a way as to
set the bidders competing fiercely against each other. There is no reason
to think that the League was unaware of the consequences of its method
of dividing the lots, innocent as it may have looked at the time.

increasingly characterised by information overload rather than infor-
mation scarcity.

3.5 Conclusion

We conclude with some key messages from this analysis for students,
researchers and policymakers.

Lessons for students: what have we learned?

Technological changes in broadcasting will lead to diminishing scar-
city of physical assets (such as transmission platforms), but may
increase the scarcity of certain kinds of premium content.

Lower entry costs mean that the overall number of channels and
types of programme in the market can increase, broadening diversity
of provision, while the audience share (and income) of the leading
channels and programmes also increases. Thus niche programming
can coexist with an increasing dominance of superstars.

The ability to raise quality at lower cost, resulting from digitisation,
may increase investment in endogenous programme costs, an effect
which tends to limit the expansion of channel numbers.

Lessons for researchers: what do we still need to know?

We need to understand better the effect of differences in talent
among producers in a world in which there is also horizontal differ-
entiation of viewers’ tastes. A comprehensive model encompassing
the Rosen (1981) and Salop (1979) models has yet to be developed.
We need to develop a better understanding of the circumstances in
which bundling can be exclusionary and to establish rules of thumb
for recognising such circumstances in practice, especially when pos-
sible efficiency and exclusionary motives coexist.
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Lessons for policymakers: what are the priorities
for policy in this area?

e Scarcity of transmission capacity is diminishing in importance.
Combined with competition between platforms, this reduces the
need to regulate platform access.

e Viewer markets are likely to grow in importance relative to adver-
tiser markets for competition policy.

e Control over scarce content may be a means of anticompetitive
conduct, but aside from concentration of content via mergers,
authorities should be wary of adopting a restrictive attitude
to practices such as bundling and non-linear pricing, which play an
important part in the creation of value in the broadcasting sector.

Appendix 3.1: Digitisation and entry

In Section 3.2 we described the impact of digitisation in reducing fixed
costs of programme provision (such as video storage, editing and
transmission) and generating cheaper and more effective ways of rais-
ing a programme’s appeal to viewers (better special effects, speedier
news reporting, etc.). Then, in Section 3.3, we argued that digitisation
might reduce the ‘transport cost’ of horizontal differentiation — the cost
to consumers of having to consume varieties that do not perfectly
match their preferences. These changes can be characterised as: (1) a
fall in the exogenous fixed cost of programme provision, (ii) a reduc-
tion in the cost of raising programme quality, which affects endogenous
costs, and (iii) a reduction in the unit transport cost.

The appendix presents a model that combines these features.® The
Salop (1979) model of entry into a differentiated product market is
augmented by incorporating endogenous programme quality, where
higher quality increases viewer surplus and raises programme costs,
Using this framework we examine the impact of the three features
noted above on the equilibrium number (and hence diversity) of pro-
grammes,”' programme quality and the prices paid by consumers.

Salop model with endogenous quality

Viewers (with measure 1) are uniformly distributed around a circle
of circumference 1 and incur a per-unit transport cost . Viewer
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utility (ignoring transport costs) from watching programme i is
given by

uj = vj — p; (1]

where

v;> 0 is programme #’s quality and

pi> 0 is the price charged for programme i.?

Each firm provides a single programme type. Once a programme has
been made, the marginal cost of supplying an additional viewer is zero.
The cost C of providing a programme of quality v has two elements, an
exogenous cost K and an endogenous, quality-related term

2

C=K+%'yu2 2]

where

K >0 is a fixed cost (for a programme of minimal quality) and

7> 0 is a parameter representing the cost of raising quality.

Firms are located at equal intervals around the circle and entry
occurs until it is no longer profitable. Existence of competitive equili-
brium with a positive number of firms requires 2¢y > 1; this is assumed
henceforth. For the market to be covered, the marginal consumer
(located equidistant between two firms) must obtain non-negative
utility, which requires 3#y <2 (this can be seen from expression [9]
below).*? Together these conditions entail the following parameter
restriction:

6ty € (3,4)]. 3]

Equilibrium
Solving the model, the equilibrium number of firms (and hence pro-
gramme diversity) is given by

hty—1
=/ 7_ [4]
V29K
Equilibrium quality and price, respectively, are given by
1
Y= 'y_N N
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and

(6]

Z| ~

Comparative statics
We can now study the impact of a reduction in (i) the exogenous
programme cost, K, (ii) the cost of raising quality, 7, and (iii) the unit
cost of transport, ¢.

(1) Exogenous programme cost, K

From expression [4], a reduction in K increases the equilibrium number
of firms, N, increasing diversity; this is the same result as is found in
Salop (1979). Greater competition entails a reduction in equilibrium
quality per programme, v, and a lower equilibrium price, p (from
expressions [5] and [6] respectively). This is the ‘audience fragmenta-
tion’ effect, whereby greater entry shrinks each programme’s audience
share and quality falls.

(i) Cost of raising quality, v

From [4], a reduction in 7 reduces the equilibrium number of firms,
lowering diversity.?* From [6], the reduction in competition increases
equilibrium price, p. Equilibrium quality provision increases, both via
the direct effect of lower v and indirectly through the reduction in N.
Substituting for N we can write

2K ,
Y=\ ren -1y 3

It can be seen from this expression that a reduction in « increases
equilibrium quality. So: a reduction in the cost of raising quality results
in a smaller number of programmes in equilibrium, each of which
charges a higher price and provides higher quality. Note that higher
quality raises endogenous programme costs, increasing C.

(1ii) Unit transport cost, t

From [4], a reduction in ¢ reduces the number of firms, N, and therefore
(from [5]) raises quality, v. Its impact on price is ambiguous since it
lowers both the numerator and the denominator of [6]. For parameter
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values within the range given by [3], however, p is decreasing in £, so we
can conclude that a reduction in ¢ increases the price. Note that the
directions of the comparative static results are the same as those in .

Viewer welfare
In addition to considering the impact of these changes on the number of
firms, we may be interested in their impact on the welfare of consu-
mers.>® Noting that utility of a given consumer is given by the equili-
brium quality minus the price and transport cost, we can write
t

uj =V = pi— 55 7]
for the utility of the marginal consumer — the one furthest in preferences
from the varieties supplied by the firms. This is the consumer with
‘niche’ tastes who is often cited as the most likely to lose out from the
homogenisation of market standards brought about by digitisation.
The most ‘mainstream’ consumer is the one whose tastes are precisely
equal to the variety supplied by the firm and whose utility is therefore
just equal to #;=v; — p;. The average consumer therefore has a utility
given by the mean of these two types. Substituting equations [S] and [6]
we can therefore write

[8]

[9]

for the utility of the marginal consumer.

The Salop (1979) model exhibits excess entry and a similar result is
found in this model. Thus, any change in parameter values that reduces
the number of firms increases utility, with both average and marginal
utility displaying the same qualitative responses. A reduction in K
reduces the utility of both marginal and average consumers because
the increase in the number of firms reduces quality by more than it
reduces prices and (marginal or average) transport costs. However, a
reduction in either 7 or ¢ increases utility because the reduction in the
number of firms gives them an incentive to invest in higher quality that
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Table 3.1: Comparative statics

Equilibrium outcome

Variable N v p u
K - + + +
Y + - - -
t + - - -

more than offsets the increase in price and (marginal or average)
transport costs.”

Comparative static results for the key variables are summarised in
Table 3.1.

The impact of digitisation

The analysis demonstrates that digitisation may have very different
effects according to the precise mechanism through which it works: a
fall in exogenous programme costs and a fall in the cost of raising quality
have very different effects, for instance. The impact of digitisation on
programme diversity, quality and prices is sensitive to the precise nature
and degree of the changes it induces, making it difficult to anticipate.

If digitisation reduces both K and ,”® the overall impact depends
upon which of the two mechanisms dominates. If the exogenous cost
effect is stronger, the number of channels increases and price falls,
while programme quality may decrease, remain unchanged or
increase.’® If the endogenous cost effect dominates, programme num-
bers fall while both prices and quality increase.

The analysis also demonstrates that a change resulting in a reduction
in programme numbers is typically good for viewer welfare, even the
welfare of those niche consumers whose preferences are furthest from
what the remaining programmes provide. This is because quality
improves and there is less duplication of programme costs — savings
that are passed on to viewers through the effect of competition
(although prices rise overall due to higher-quality provision).
However, one caveat should be noted: these welfare results are linked
to the excess entry property of equilibrium, which arises in this model
as in Salop (1979). The excess entry result is not always present in other
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models of horizontal differentiation;*” thus, it is unclear whether these

results would carry over to alternative formulations.
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Notes

* The authors would like to thank Mark Armstrong for helpful comments.
The views expressed and any errors are those of the authors.

1. In the UK, for example, terrestrial coverage is near universal, satellite is
accessible to the majority of households and cable networks pass around
50 per cent. If broadband becomes ubiquitous, virtually all households will
have access to at least two platforms and many will have the possibility of four.

2. For literature on the use of bundling and price discrimination to reduce
allocative inefficiency see Adams and Yellen (1976), McAfee, McMillan
and Whinston (1989), Armstrong (1999a) and Bakos and Brynjolfsson
(1999). Bundling is considered at length in Section 3.4.

3. This trend is further increased when television programmes are made
available for internet download.

4. For example, ITV plc, the largest of the UK’s commercial public service
broadcasters, estimates the cost of its public service obligations at around
£250 million per annum. This consists of programming costs of £180
million plus the opportunity cost of not showing more popular pro-
grammes, which ITV plc estimates to be £70 million (cited in The
Independent, 9 March 2006). The other public service broadcasters —
the BBC, Channel 4 and Five - also incur costs. In addition, the UK’s
commercial analogue broadcasters (the Channel 3 licensees, the largest of
which is ITV plc, and Five) collectively paid £230 million in licence fees in
2004. This amount is falling, however, with total licence payments in
2005 estimated to be around £90 million, reflecting falling spectrum rents
as digital competition intensifies.

5. Monopoly control of transmission platforms has given rise to detailed
regulation to open up access and prevent excessive pricing, such as the EU
regulatory framework for electronic communications networks and ser-
vices introduced in 2003. In some countries terrestrial transmission net-
works are publicly owned (though this does not necessarily imply open
access) or capacity is franchised to a number of broadcasters.

6. Sutton (1991) develops the endogenous sunk costs paradigm, which
explains the persistence of high concentration in food and beverage
industries, for example. Motta and Polo (2003) apply a similar frame-
work to consider concentration and entry in the broadcasting industry.
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7.

10.

12.

13.

Our analysis focuses on reallocation of rents between broadcasting plat-
forms and holders of content rights. With the advent of pay-TV, rents
may also shift from viewers — who now pay directly rather than indirectly
by watching advertisements — to rights-holders, such as top-flight foot-
ball leagues. Evidence on whether viewers gain or lose overall is unclear:
they pay more for certain programmes but receive additional ones that
were previously unavailable, and quality may also rise. Moreover, in
practice wide-scale intervention in the market, such as the historic role of
public broadcasters and the ‘listing’ of major sporting events to ensure
free-to-air availability, further complicates the picture. The model in the
appendix draws implications for viewer welfare within the context of
pay-TV.

. This may increase advertisers’ willingness to pay for forms of advertising

that are effective in reaching a large audience, although empirically this
effect, if present, is difficult to distinguish from broader trends and
influences. For example, the UK Competition Commission’s 2003 report
on the merger of Carlton Communications and Granada, forming ITV
plc, commented that ITV’s share of television advertising revenue had
held up relatively well as its audience share had fallen since the mid-
1990s, resulting in a widening ‘ITV premium’. Alongside this, concern
has been expressed that television ‘impacts’ are falling, especially with
the growing use of PVRs (such as TiVo and Sky+) and some advertisers
are abandoning television advertising in favour of other media such as
the internet and mobile phones.

Frank (1999), p.38. A previous book by the same author and Philip
Cook (Frank and Cook, 1996) was devoted entirely to such markets
and their effects on society.

Estimate based on Broadcasters’ Audience Research Board (BARB) TV
viewing figures for September—October 200S5.

. In the Rosen model, quality is also strictly speaking endogenous in the

sense thar it depends on the extent of external diseconomies. However, it
does not depend on investment — it is just a function of talent and
demand.

This result is a consequence of the excess entry property, which is found
here as in the Salop model. Other models of horizontal differentiation,
such as Dixit and Stiglitz (1977), have ambiguous results.

Those nostalgic for the supposed former glories of public service broad-
casting bodies such as the BBC often overlook how poor, by contempor-
ary standards, was the quality of much of the day-to-day programme
making (sceptics might like to consider viewing some of the very first
episodes of that science fiction classic Dr Who, to say nothing of run-of-
the-mill situation comedies and quiz programmes from the 1950s and
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14.

15.

l6.

17.

18.

20.

21.

22,

23.
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early 1960s). It is not appropriate to compare the average quality of
contemporary programming with only the best of the past.

The model simplifies vertical differentiation into a single term. In reality
quality has many dimensions and outcomes may differ depending on
how digitisation affects the cost of each element. This extension is left for
further research.

Cited in Cowen (2002).

The UK communications regulator Ofcom found “significant market
power” (SMP) arising from the site and mast networks of rerrestrial
transmission operators and imposed access requirements.

Oftel (the former UK telecoms regulator, now merged into Ofcom)
imposed a ‘fair, reasonable and non-discriminarory’ (FRND) condition
on the pricing of technical platform services (including conditional
access) offered by SSSL, a subsidiary of BSkyB. Ofcom (which replaced
Oftel in 2003) published its draft guidelines on interpretation of the
FRND condition in April 2006. Regulated platform access was among
the remedies imposed in the merger of Italian sarellite operators Stream
and Telepil to create Sky Italia, approved by the European Commission
in 2003.

EPG listing arrangements have been the subject of several disputes, with
independent channels arguing for greater prominence.

. The merger of the Italian satellite broadcasters, Stream and Telepiu, to

form Sky Iralia in 2003 was permitted only in view of the enormous
losses being incurred by both operators and the likelihood that one
would imminently exit; even then it was subject to a wide-ranging set
of underrakings. In Germany, where cable is the major means of trans-
mission, the Bundeskartellamt prohibited the acquisition by Kabel
Deutschland (KDG) of three other regional cable operators, [sh, lesy
and Kabel Baden-Wiirttemberg (KBW), in 2004, although it subse-
quently permitted the proposed merger of (the smaller operators) Ish
and lesy in 2005.

A similar issue concerns the ‘competitive bottleneck’ in call termination
on telephone networks: even with strong rerail competition, each net-
work controls access to its own subscribers for incoming callers.

For example, in the UK Competition Commission’s 2003 inquiry into
the merger of two free-to-air terrestrial broadcasters, Carlton
Communications and Granada, the analysis focused primarily on the
impact on advertisers.

As PVRs become widespread, avoidance behaviour may eliminate adver-
tising altogether.

In its investigation of the UK satellite broadcaster BSkyB in 2002, the
Office of Fair Trading (OFT) defined premium sports and movie
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24,

25.

26.

27.

28.
29.

30.

31.

channels as distinct product markets, separate from other programming.
See Decision of the Director General of Fair Trading, BSkyB investiga-
tion: alleged infringement of the Chapter 11 prohibition, 17 December
2002.

The UK Office of Fair Trading challenged collective selling of football
rights by the Premier League but lost this case at the Restrictive Practices
Court in 1999. Under pressure from the European Commission, the
League agreed to offer the rights as several packages so that there
might be multiple winners, but successive auctions in 2000 and 2003
ended with all live packages being acquired by BSkyB. In March 2006
the Premier League agreed to a rule change that would prevent a single
bidder from winning all packages of live rights, up until June 2013. In
May 2006 the outcome of the first auction held under the new rules was
announced. Of six packages, each conferring live rights to twenty-three
matches for the three seasons from 2007-2008, two were won by
Setanta, an Irish pay-TV channel, for a total payment of £392 million.
The other four were won by BSkyB, with payments totalling £1.3 billion.
Armstrong (1999b) discusses private and social incentive for signing
exclusive contracts.

Super-additivity entails that the combined value of two goods exceeds
the sum of their individual values.

Bakos and Brynjolfsson (2000) discuss the role of bundling in creating
economies of aggregation for information goods, such as those distrib-
uted on the internet, and assess their competitive implications.

Areeda and Turner (1975).

In its Competition Act investigation of BSkyB in 2002, the UK’s Office of
Fair Trading applied an ‘incremental price’ test which compared the
incremental price of an additional channel in a bundled pricing scheme
to its incremental cost of supply, regarding an incremental price below
incremental cost as anticompetitive. This approach is not entirely robust,
however, as it ignores additional revenues from new subscribers who are
brought into the market by the larger bundle, not merely upgrading from
the smaller one.

This model is the same as one developed by Helen Weeds in joint
ongoing work with Mark Armstrong (2005), though the implications
of digitisation for cost parameters and the distinction berween niche
and mainstream viewers are new to this chapter. Another paper which
independently endogenises quality in the context of a Salop-type
model, albeit with a different focus, is Crampes et al. (2004).

We refer to ‘programmes’ throughout: these are best thought of as
distinct series or genres (e.g. the soap EastEnders or FA Premier
League football matches) which are differentiated from one another
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32.

33.

34.

35.
36.

37.

38.

39.

40.
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rather than individual programmes that are very similar in content (e.g. a
single EastEnders episode or football match).

This assumes that the programme is financed from viewer subscription
alone. Advertising funding (and the viewer disutility it causes) can be
incorporated without altering the results presented here.

Alternatively v; could be regarded as the viewer’s valuation of quality
above some base level vp, conferred by the minimum investment K,
where this is sufficient to ensure participation.

Note that taking the limit as y— oc the expression collapses to
N = /t/K, the usual Salop formula.

As long as the existence condition 2#y > 1 continues to hold.

Note that welfare outcomes are identical to consumer outcomes since,
with free entry, profit always equals zero.

Note that a reduction in ¢ nonetheless increases both average and mar-
ginal transport costs (given by #/4N and /2N respectively), as the
indirect effect via lower N more than offsets the direct effect of lower .
Or ¢, which has a similar impact to 4.

There are parameter values for which N increases, yet the combined
effect (of higher N and lower ) results in higher v.

For example, Dixit and Stiglitz (1977).
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4 Public service broadcasting in
the digital world

MARK ARMSTRONG AND HELEN WEEDS™

4.1 Introduction

The concept of public service broadcasting (PSB) is for many people
summed up by the mission given to the BBC by its first Director
General, John Reith, in the 1920s: to ‘inform, educate and entertain’.
This broad statement encompasses several elements, some clearly
appealing to viewers themselves (to entertain), others with wider social
purposes (to educate and inform).'* The aims of public service broad-
casting would therefore appear to encompass two main strands: that
television should give people the programmes that they want to watch
and that it should also satisfy wider social purposes such as education
and the promotion of ‘citizenship’. Reflecting these strands, in this
chapter we discuss two broad questions concerning the provision of
television broadcasting:®
e Will the television broadcasting market give people what they want

to watch?
e Should people be allowed to watch only what they want to watch?
The first question investigates the traditional ‘market failure’ argu-
ments for public intervention in broadcasting. These hold that the
commercial broadcasting market will fail to meet viewers’ demands
in a number of important respects. Advertising-funded broadcasters
will produce a bland diet of low-quality programmes, appealing to
mass-market tastes and ignoring niche interests. We explore the basis
for these arguments by assessing market provision of television broad-
casting. Specifically, we consider whether audience numbers will be
efficient, whether the level of advertising is appropriate and whether
the right mix of programmes, in terms of diversity and quality of
content, will be produced.

The second question relates to issues that go beyond the desires of the
individual viewer. It encompasses two broad concerns. First, that
(some) viewers do not necessarily choose what it is in their best interests
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to watch. Second, television viewing may have effects on the wider
population that are ignored by the individual viewer (this is sometimes
described as the ‘citizen’ rationale for PSB).* The first concern might
justify controls on the broadcasting of certain harmful content, espe-
cially to protect children, while the latter would provide a basis for
intervention to promote socially beneficial programmes and to restrict
those causing social detriment. We examine the possible foundations
of these concerns and their relevance in the modern broadcasting
environment.

[tis particularly important to subject the basis for public intervention
in television to rigorous economic analysis at the present time. The
sector is changing enormously due to the adoption of digital technol-
ogies. Digital signals relax spectrum constraints, greatly increasing the
number of channels that can be broadcast. Encryption technologies
facilitate charging of viewers, rather than (just) advertisers, making
commercial broadcasters directly responsive to viewer demands. In
addition, devices such as the personal video recorder give viewers
greater control over what they watch. These developments have critical
and wide-ranging impacts on television broadcasting.

In light of these developments, the rationale for public intervention
needs to be re-examined. Regulation that was appropriate to the ear-
lier, analogue era may become unnecessary, and even undesirable,’® in
the digital world. Although everyone would presumably agree that
the mission to ‘inform, educate and entertain’ is a highly laudable
one, and in this sense supports public service broadcasting,® it needs
to be questioned whether public intervention is still required to fulfil
these aims. As was well expressed by Gavyn Davies (who subsequently
served as chairman of the BBC from 2001 to 2004):”

Some form of market failure must lie at the heart of any concept of public
service broadcasting. Beyond simply using the catch-phrase that public
service broadcasting must ‘inform, educate and entertain’, we must add
‘inform, educate and entertain in a way which the private sector, left unre-
gulated, would not do’. Otherwise, why not leave matters entirely to the
private sector?

We argue that digital broadcasting greatly mitigates traditional market
failures and, in this context, the marker will give people broadly what
they want to watch. In this sense, the ‘market failure’ basis for public
service broadcasting falls away. A coherent rationale remains for more
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limited intervention to control the broadcasting of harmful material
and to promote educational and other programmes generating social
benefits.

The implementation of public service broadcasting also calls for
re-examination in light of digital broadcasting. Funding sources for
existing systems of provision come under serious pressure in the digital
world, threatening their long-term viability. At the very least, these
systems need to adapt to survive. Moreover, in this world of viewer
sovereignty, with a vast and varied range of programmes to choose
from, the ability of ‘worthy’ public service content to gain audience
attention is greatly diminished. This challenge calls for more innovative
techniques to be used in reaching viewers if public service messages are
to be conveyed. An alternative view is that, given declining benefits and
major costs of intervention, the time has arrived when wide-ranging
intervention is no longer appropriate.

The chapter proceeds as follows. In Section 4.2 we describe the
structure and characteristics of the broadcasting industry. Section 4.3
investigates the first question posed above: will the market give people
what they want to watch? Section 4.4 explores the second question:
should people be allowed to watch only what they want? Alternative
systems of provision are described in Section 4.5. Drawing on this
analysis, we then assess the rationale for, and provision of, public
service broadcasting in the analogue era (Section 4.6) and in the digital
world (Section 4.7). A case study of the UK’s system of provision and
challenges for its future is given in Section 4.8. Section 4.9 concludes
with a set of messages for students, researchers and policymakers.

4.2 The broadcasting industry

The broadcasting industry consists of a number of vertical stages, by

means of which television programming is created, packaged and trans-

mitted to viewers and revenue is generated. Broadcasters are typically

vertically integrated,® with some outsourcing of programme production.
The four main elements of the broadcasting supply chain can be

described as follows:

e programme production, e.g. making a movie or drama, filming a
sports event and news reporting;

e channel packaging: scheduling programmes into channels, packages
and pay-per-view offerings;
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e transmission to the viewer via terrestrial, satellite, cable or other
platforms;

e revenue generation through licence fee collection, subscription and/
or the sale of advertising airtime,

We examine the features of each stage in turn.

Programme production

Programme production incurs costs that do not vary with the number
of viewers: once a programme has been created, it can in principle be
viewed by an unlimited number of viewers. Television content is
highly differentiated, consisting of a wide range of programme types
(or ‘genres’) such as news and current affairs, documentaries, coverage
of sports and cultural events, movies, dramas, comedies and so on.
Production of higher-quality programmes typically incurs greater
expenditure (e.g. better special effects in movies, authentic period
dramas, comprehensive news reporting), though production costs
also vary considerably between genres.

Channel packaging
Individual programmes are usually packaged into channels that are
broadcast as a continuous television feed. A channel might focus on a
single type of programming that appeals to a specific interest group or
it may contain a range of genres. Channels may themselves be com-
bined into packages (or ‘bouquets’) that are supplied as a bundle.
Alternatively, programmes may also be shown on a ‘pay-per-view’
basis rather than as part of a channel.

In the future, programme downloads from the internet may become
a popular viewing method. Video download departs from the tradi-
tional model of ‘linear’ broadcasting by giving the viewer, rather than
the broadcaster, control over the timing of reception. In this case the
role of channel packaging, as such, becomes redundant since the
viewer, rather than the provider, determines the selection and timing
of viewed content. Instead, the organisation and presentation of con-
tent libraries becomes an important role for providers.!°

Transmission

Programmes can be transmitted to the viewer using many technologies.
Historically in the UK and many other countries, radio and television
broadcasters used terrestrial (airwave) transmission,'' but recent
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decades have seen the emergence of cable and satellite distribution
platforms. Analogue broadcasting requires each channel to have a
dedicated frequency band. In digital broadcasting signals are converted
into a digital format and, by means of compression and multiplexing
techniques, this allows many more channels to be transmitted in the
same bandwidth. Broadband networks, based on fixed or mobile tele-
phone connections or emerging wireless technologies, may be used to
deliver services similar to broadcasting (e.g. video downloads). With
the growth of broadband, broadcasting, traditionally a one-way, one-
to-many, passive activity, is likely to become increasingly interactive
and personalised.

Transmission systems have substantial set-up costs, to build the trans-
mission network and enable viewers’ reception capability.'* Once infra-
structure is in place, costs do not increase significantly with the number
of programmes delivered, consisting only of the power required to
broadcast the signal. Moreover, once broadcast, a signal can be picked
up by anyone with the necessary receiving equipment: there is no incre-
mental cost of transmitting a programme to an additional viewer. The
viewer makes an initial investment in receiving equipment, after which
no additional cost is incurred in receiving further broadcasts. Effective
transmission capacity varies with signal type. Analogue transmission is
relatively inefficient in its use of spectrum,'? placing a tight constraint on
the number of programmes that can be broadcast simultaneously, while
digital signals are much more efficient.

Revenue generation

In principle, four methods of revenue generation may be used to fund

broadcasting activities:

o direct government grant funded from taxation;

e a compulsory licence fee levied on all television viewers;'

e direct viewer charges on a subscription or pay-per-view basis (‘pay-
TV’); and

o the sale of airtime to advertisers.

Broadcasting services funded from a licence fee or the sale of advertis-

ing alone are often described as ‘free-to-air’. Government grants draw

on funds raised from a wide tax base, but the amount given will be

subject to political acceptability and budgetary priorities. Throughout

this chapter we mostly ignore government grants as a source of funding

for broadcasting.
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A licence fee appears straightforward but, in the absence of an
effective exclusion mechanism, incurs significant enforcement costs. '’
Pay-TV requires the installation of a conditional access system to
exclude non-payers: the signal is broadcast in an encrypted format
and authorised viewers use a set-top box containing a decoder (or
‘smart card’) to convert it for viewing.'® Subscriber acquisition and
management services, including a sophisticated billing system for levying
charges that vary according to the channels taken, must also be set up.

Television advertising is a two-sided market in which the broad-
caster shows attractive programming to draw in viewers, and access
to this audience is sold to advertisers and sponsors. Although viewers
may receive the programmes for free, they must tolerate, and be
responsive to, advertisements placed between and within programmes.
Disutility from the presence of adverts can be regarded as the implicit
‘price’ to viewers of advertising-funded broadcasting. Viewers can
adopt a number of measures to reduce this disutility: switching channel
during advertising breaks ~ the invention of the remote control was a
major step in this direction — or skipping adverts during playback from
a VCR. The ability to eliminate adverts is further heightened by the
invention of the personal video recorder. This is a new type of record-
ing device offering high-quality recording, much larger capacity and
greater sophistication than the VCR.!” Such avoidance behaviour,
however, reduces the impact of adverts and, if widespread, ultimately
undermines the sale of advertising airtime as a source of funding for
broadcasters.'®

4.3 Will the market give people what they want to watch?

In this section we address the question, ‘will market provision give
people the programmes they want to watch?’ There are several aspects
to this. First, taking the set of programmes as given, will the efficient
level of viewing be achieved? Revenue is needed to cover broadcasters’
production and transmission costs and so must be generated somehow,
while viewing is sensitive to the method used. We assess the efficiency
of market outcomes, considering in turn the television licence fee,
advertising funding and pay-TV. A strand of this analysis concerns
advertising: advertisers, as well as viewers, are consumers of television
services, and the two sides of the market are interdependent although
not always aligned in their interests. Viewer and social welfare are
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affected by the level of advertising as well as programme viewing, and
both aspects must be assessed.

Turning next to production, we examine whether this is likely to be
efficient. For production of a programme to be efficient the surplus it
generates must exceed its cost. We note the role played by market prices
in this context. A further aspect is whether the market will deliver
the ‘right’ set of programmes, in terms of diversity and quality, that
viewers want to watch. We examine programme selection under
alternative funding systems to assess the diversity of genres produced
in each case. Finally we assess quality provision and investment in
innovation.

Throughout this section market outcomes are assessed against view-
ers’ demands, ignoring any effects of television viewing beyond the
individual viewer. Thus, ‘social optimality’ refers here to outcomes that
maximise viewers’ utility in the absence of externalities. In addition,
the viewer is taken to be capable of determining what is in his or her
own interests and making this selection for themselves; thus the possi-
ble concern that (some) viewers do not choose what is in their best
interests to watch is ignored. These two issues are deferred until
Section 4.4,

Charging and consumption

As described above, the broadcasting industry is characterised by sub-
stantial fixed costs while marginal, per-viewer costs are negligible.
Programme production costs are independent of the number of viewers
and, once transmission and reception capacity are in place, the mar-
ginal cost of transmitting the programme to an additional viewer is
zero. Television viewing is a non-rivalrous form of consumption: view-
ing by one individual leaves unaffected the ability of others to view the
same output. These characteristics are fundamental to the economics of
broadcasting, with important implications for efficient production and
consumption,

Efficient viewing of programmes

Once produced, allocative efficiency dictates that a programme should
be viewed by all individuals whose consumption generates positive
surplus. Since an existing programme can be supplied to an additional
viewer at no incremental cost, this requires the programme to be
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provided to all viewers with a positive valuation of it, however small.
Such an outcome can be achieved by setting the price of viewing equal
to marginal cost — i.e. at zero. At this price all individuals with a
positive valuation view the programme and consumption is at the
efficient level. A source of revenue is needed, however, since produc-
tion and transmission costs must somehow be covered for the industry
to be viable. Appeals to allocative efficiency are often used to support
funding in the form of a licence fee or out of the public purse (though
taxation elsewherc typically also creates distortions).

However, the zero price argument applies only to an existing set of
programmes. It ignores the effect of such a policy on the incentive to
develop desirable programmes in the future. A production function
with high fixed and very low marginal costs is found in many other
creative and innovative industries — books, software and pharmaceu-
ticals, for example — yet these products are not supplied at marginal
cost. Marginal cost pricing (even with a subsidy to cover fixed costs)
gives poor incentives for high-quality provision, innovation and cost
efficiency. Balancing these arguments, some means of revenue genera-
tion must be found that minimises allocative inefficiency while also
allowing costs to be covered and providing good incentives to
producers.

Efficient level of advertising

The issue of allocative efficiency also arises on the advertising side
of the market. However, the interests of advertisers and viewers are
somewhat opposed. Advertisers benefit from the viewing of their
advertisements, while viewers typically suffer some disutility from
the disruption and delay imposed on the viewing of their desired
programme.

The extent to which advertiser surplus enters into the social welfare
function is important here. The welfare effect of advertising is a con-
tentious issue. Advertising may be designed to provide information,
change preferences or steal business from rivals, and the welfare assess-
ment varies according to its purpose. In the case of informative adver-
tising without business stealing, the advertiser’s surplus should count
fully in social welfare. Then, if an advertiser is willing to pay an amount
w per viewer to reach an audience while each viewer incurs a disutility
d from the presence of the advert, the advert should be provided
whenever w exceeds d. If this condition is violated, allocative
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inefficiency arises on the advertising side of the market. If advertising is
socially wasteful, however, welfare is closer to viewer surplus plus
broadcaster profits.

We now assess the efficiency of alternative methods of revenue
generation, taking account of both viewing and advertising levels.

Television licence fee

Once the licence fee has been paid any programme may be viewed at no
further charge.'”? The fact that viewing is free at the point of consump-
tion is often taken to entail that allocative efficiency is always achieved.
However, allocative inefficiency may nonetheless arise in a number of
ways.

The licence fee excludes consumption of all television services by
individuals whose willingness to pay for television as a whole is less
than this amount (and who do not simply evade the fee). Although this
could in principle be a source of allocative inefficiency, almost univer-
sal coverage implies that such exclusion is not significant in practice
(and some of those who choose not to have a television set may actively
dislike television, thus their failure to watch is not inefficient).

More significant inefficiency can arise if a commercial broadcaster
(say, pay-TV)*® operates alongside the licence fee-funded (public)
broadcaster. The uptake and revenues of pay-TV are likely to
be distorted, to the detriment of social welfare. Note that this would
also be the case if the public broadcaster’s channels were provided for
free (e.g. if it is funded from taxation): even the availability of public
television affects viewer choices, to the detriment of commercial
operators.*'

An individual who wants to watch any television — even pay-TV
alone — must pay the licence fee. This alters his or her choice set by
removing the option of taking only pay-TV. If choices were uncon-
strained, the pay-TV operator would gain a subscription from any
viewer whose valuation of its offering, taken either on its own or in
addition to the public channels, exceeds its subscription charge. But
with a compulsory licence fee the viewer’s choice is restricted to either
paying the licence fee and watching only public channels or paying a
subscription charge in addition to the licence fee and having both
services. With this constrained choice, the viewer subscribes to pay-
TV only if his or her net surplus from the second option exceeds that
of the first.

WorldRadioHistory



90 The Economic Regulation of Broadcasting Markets

Box 4.1: Pay-TV and the licence fee

Case (i): Exclusion of pay-TV

Consider a situation in which a single pay-TV operator (for simplicity)
offers a single bundle of channels. Suppose that a viewer’s ranking of net
surplus (gross surplus minus the relevant charges) is given by:

S(pay) — P > S(public) — L > S(public + pay) —L - P >0

where S(.) denotes gross surplus from viewing public and/or pay-TV, P
is the subscription charge for pay-TV and L is the licence fee. This
viewer prefers pay-TV to the public broadcaster’s service and has
diminishing marginal utility of additional channels such that it is even
less desirable for him to take both services given the charges involved.

The viewer’s unconstrained choice would be to take pay-TV alone.
But with the compulsory licence fee this choice is unavailable. Since his
incremental valuation of pay-TV is negative — i.e. his net surplus from
taking both services is less than that of having the public broadcaster’s
channels alone — he will not subscribe to pay-TV.

Case (ii): Diversion of surplus

Suppose that a viewer has a strong preference for pay-TV and a negative
net surplus from public broadcasting, such that:

S(pay) — P > S(public + pay) — L — P > 0 > S(public) — L.

Again, the unconstrained choice would be pay-TV alone, but the con-
strained choice is to take pay-TV in addition to public broadcasting.
The viewer pays the licence fee simply in order to take pay-TV, even
though her valuation of the public broadcaster’s output implies that she
would not choose this under a voluntary system. Part of the viewer’s
surplus is diverted to the public broadcaster, even though her net
valuation of its channels is negative.

Some simple representations of preferences and choices are given in
Box 4.1. The first example suggests that subscription to pay-TV may be
inefficiently low in the presence of the compulsory licence fee. In the
second example, subscription is unaffected but the licence fee diverts
part of the viewer’s surplus to the public broadcaster. In fact, the actual
situation may be more complicated than this, since the subscription
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charge is likely to be lower when the pay-TV operator competes against
the compulsory licence fee.?? If so, pay-TV revenue (as well as viewer
surplus) is diverted to the public broadcaster.>* With lower revenue
and tougher competition for viewers, it is likely that the output and
quality of programming offered by pay-TV will be lower.?*

Adpvertising funding

Advertising funding avoids the need to levy subscription or licence fees
on viewers to cover broadcasting costs. In the direct, monetary sense
the price of a programme equals its marginal cost and allocative effi-
ciency would appear to be achieved. However, advertising imposes on
viewers a kind of ‘hedonic’ price given by their disutility from seeing
adverts. Viewers must tolerate advertisements placed between and
within programmes, imposing on them the disutility of disruption
and delay. Given that the programmes have already been made and
could be viewed without interruption, this is inefficient from the view-
ers’ perspective. When transmission capacity is limited, advertising
takes up valuable airtime that could otherwise be used to show more
desirable programming.?’

To the extent that broadcasters have market power over providing
access to their audience, advertising rates may be set above the efficient
level, but this is not necessarily so. Anderson and Coate (2005) analyse
whether too much or too little advertising is supplied in equilibrium,
for both free-to-air and pay-TV.%¢ In the case of free-to-air, the welfare
outcome is ambiguous: advertising may be either overprovided (if its
nuisance cost is high) or underprovided (if this cost is low).?” As the
market for viewers becomes competitive, advertising may be under-
provided since broadcasters compete for viewers by lowering advertis-
ing levels.

If viewers can avoid advertisements, e.g. by switching channel or using
recording devices to skip over them, the scope for inefficiency is greater.
A viewer will avoid adverts as long as the average cost incurred in doing
so is less than d, the disutility of watching adverts. Even if the value to
advertisers of viewer attention exceeds d, and advertisers would therefore
be willing to compensate viewers for their disutility, no effective mechan-
ism exists to pay viewers to watch. If widespread, avoidance behaviour
could undermine advertising as a funding source for commercial televi-
sion. The only viable advertising strategies would then be ones that are
intertwined with the programme itself, e.g. programme sponsorship,
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product placement and advertisements captured by the programme (e.g.
logos on Formula 1 cars, billboards in football stadiums).

Pay-TV

With conditional access, viewers may be charged directly for their
consumption. However, even if feasible, direct viewer charges at the
level necessary to recoup broadcasting costs may exclude a number of
individuals whose consumption would be efficient. In particular, uni-
form average cost pricing, levied on a per-programme or per-channel
basis, could be expected to exclude many viewers.

Price discrimination is the key to combining fixed-cost recovery
through viewer charging with relatively efficient consumption. By
charging different amounts to heterogeneous viewers, reflecting indi-
vidual willingness to pay, surplus can be extracted from high-valuation
viewers to cover fixed costs while achieving (close to) the efficient
level of consumption.”® Perfect (or first-degree) price discrimination
achieves allocative efficiency, but its implementation requires the sup-
plier to know each viewer’s willingness to pay, to be able to set charges
individually and to prevent resale. These conditions are rarely met in
practice and instead mechanisms must be found by which to identify
groups of viewers with different valuations (third-degree price discri-
mination) or to induce them to self-select between different charging
schemes (second-degree price discrimination).

Price discrimination in broadcasting is typically achieved by two
means: ‘windowing’ and channel bundling. Windowing, whereby a
movie or other content is released through a sequence of distribution
outlets at successively lower prices, is a form of intertemporal price
discrimination. Viewers with a strong preference for seeing a movie
immediately, who tend to value the programme more highly than other
individuals, pay a high price to see it at the cinema, while less time-
sensitive viewers view it later at a lower price through video release or
on television. Pay-per-view, pay-TV and free-to-air broadcasting each
form a separate stage in this process. Windowing allows surplus to be
extracted while most viewers with positive valuations view the pro-
gramme eventually. Nevertheless, a real form of allocative inefficiency
remains: there is no additional cost to providing the programme to
everyone immediately, yet delay is imposed on many viewers.

The packaging of individual programmes into a channel supplied as
a single offering is a form of product bundling, as is the combining of
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several channels into a bouquet. Pure bundling occurs when two or
more products are supplied only as a bundle.?” Mixed bundling allows
the components also to be sold separately, but the price of the bundle
gives a discount on the sum of component prices. ‘Tiering’ — a form of
mixed bundling in which channels are supplied as a hierarchy of
packages between which subscribers select — is commonly used by
pay-TV operators.

When two or more channels are supplied and viewer valuations are
heterogeneous, channel bundling can be used as a price discrimination
device to improve allocative efficiency.*® A simple, two-channel exam-
ple of pricing and consumption with no bundling, pure bundling and
mixed bundling is given in Box 4.2; this demonstrates how bundling
may improve allocative efficiency, as well as facilitating channel provi-
sion. The key mechanism underlying bundling is that the dispersion in
valuations across viewers is lower for the bundle than for an individual
channel. This is especially true if component values are negatively
correlated, as in Box 4.2, but holds even for independent and positively
correlated distributions. The benefits of bundling increase as the num-
ber of channels rises, due to the homogenising effect of the ‘law of large
numbers’. When the number of channels is large, pure bundling may
achieve (almost) universal consumption while also covering the costs of
channel provision.?!

Mixed bundling increases the number of instruments available to the
broadcaster and hence increases its revenue compared with pure bund-
ling.** The welfare comparison between pure and mixed bundling is
ambiguous. A danger inherent in pure bundling schemes is that indivi-
duals may inefficiently consume some components that they value at
less than cost.>® With the marginal cost of supply equal to zero, how-
ever, this inefficiency does not arise in broadcasting. Nevertheless,
mixed bundling may induce viewers to select smaller bundles (perhaps
even a single channel) while forgoing channels for which they have a
small but positive valuation; if so, allocative efficiency will be lower
than under pure bundling.* For this reason schemes that are closer to
pure bundling, consisting of large packages and with few channels
made available individually, are a particularly efficient form of pricing
in the broadcasting industry.?’

In Box 4.2 it is assumed that the channel provider is a monopolist. In a
monopoly context, bundling increases profits compared with pure com-
ponent pricing. In competitive situations, however, this result may no
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Box 4.2: Channel bundling

Suppose that two television channels, 1 and 2, can be supplied by a
monopoly broadcaster to three viewers, A, B and C. The per-channel
cost of production and transmission is £10, but once this is incurred the
marginal cost of supplying an additional viewer is zero. Viewer valua-
tions of the channels are shown in the table below; if an individual
receives both channels, the combined valuation is simply the sum of
component valuations. For each channel the sum of viewer valuations
exceeds its cost, thus provision of both channels is socially desirable.
With all viewers having positive valuations of viewing each channel,
allocative efficiency is achieved through universal consumption.

Channel 1 Channel 2
Viewer A £10 £1
Viewer B £1 £9

Viewer C £7 £7

Denoting the prices of the individual channels as P; and P, respec-
tively and the price of the bundle as Pp, profit-maximising prices can be
calculated for three cases: no bundling, pure bundling and mixed bund-
ling. Together with the sales of each channel (Q}, Q>), revenue raised
and consumer surplus (CS) generated, these prices are as follows:

e no bundling: P; =P, =£7; Q| = Q> =2; revenue = £28; CS=£5

e pure bundling: Pg=£10; Q; = Q, = 3; revenue = £30; CS =£5

e mixed bundling: P, = £10, P, =£9, Py =£14; Q| = Q, =2; revenue =
£33; CS=0.

Pure bundling achieves allocative efficiency: each channel is consumed

by all three viewers. Mixed bundling and no bundling, however, do not

(in this case) achieve allocative efficiency.

Bundling raises broadcaster revenues, with mixed bundling extract-
ing the most consumer surplus (here, all of it) and yielding the highest
revenue. With a larger channel cost, bundling may be necessary to
ensure provision. If the per-channel cost is raised to £15, the firm cannot
break even without some form of bundling. With a cost of £16 per
channel, mixed bundling is then necessary.
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longer hold. In a duopoly model of bundling, Matutes and Regibeau
(1992) and Armstrong and Vickers (2006) show that bundling can act
to reduce profits since it intensifies price competition. Strategic use of
bundling is possible: for example, in the face of competitive entry bund-
ling can be an exclusionary device.*® In a competitive broadcasting
market the analysis of channel bundling is far from straightforward.*”

When pay-TV broadcasters sell advertising airtime as well as levying
charges to viewers, fewer adverts are shown compared with a pure
advertising regime.*® Thus, advertisers are worse off under pay-TV,
though viewers may benefit. In a model of informative advertising,
Anderson and Coate (2005) show that advertising is underprovided by
pay-TV, the reason being that, in their model, viewers watch a single
channel, giving channels a monopoly over providing access to their
viewers. The model in Appendix 4.1 shows that advertising avoidance
behaviour (e.g. skipping adverts using a PVR) in a pay-TV regime
typically makes viewers worse off, as they pay a higher subscription
charge that outweighs the benefit to them of avoiding adverts.

Programme production and asymmetric information

In the preceding discussion the set of programmes was taken as given,
considering only the need to cover programme costs which were trea-
ted as fixed. We now go back a stage and ask whether production will
be efficient. We start by noting the role of the price mechanism in
revealing information about viewer preferences. We then turn to the
questions of diversity, quality and innovation.

In general terms, a good should not be produced unless total surplus
generated exceeds its production costs. Each viewer’s valuation is
known to the individual themselves but unknown to the producer; in
other words, viewer valuations are asymmetric information. In a typi-
cal market the price mechanism reveals much of this hidden informa-
tion: by purchasing the good at a given price, consumers reveal that
their valuations are at least this amount. Since production is not pro-
fitable unless revenues exceed costs, inefficient overproduction is
avoided, although efficient production may not always take place
(unless price discrimination is close to perfect).

In pay-TV, viewer charges reveal information about viewers’ prefer-
ences, assisting efficient production decisions.* In free-to-air broadcast-
ing, however, this guide to viewer preferences is lacking.*’ Viewer
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surveys might be conducted instead.*' However, such results are inferior
to market data: questionnaires pose artificial choices, while market
transactions are real ones, and statements about programme desirability
are costless to make. Viewing patterns may reveal some information
about relative valuations: analysis of choices between head-to-head
combinations can yield some programme rankings. Even so, without
an indication of willingness to pay, the broadcaster cannot determine
whether surplus generated by a programme exceeds its cost of provision
and hence whether its production is efficient.

Diversity of programmes

Television content is a highly differentiated product class, including
sports coverage, news and current affairs, movies, comedies, documen-
taries and so on. Viewer tastes are heterogeneous, with preferences
differing across individuals and each viewer typically enjoying many
genres. Provision of a diverse range of programme genres, other things
being equal, tends to raise viewer surplus. Diversity in broadcasting
is also important for the political process, with expression of a plurality
of opinions being vital to the functioning of democratic systems.**

Market provision of diversity depends on the means of revenue
generation, as this may give broadcasters an incentive either to focus
on a limited number of tastes or to differentiate themselves across a
range of genres. Outcomes under pay-TV and advertising funding have
been studied at length by economists. We summarise these findings
next.*?

Advertising funding

With pure advertising funding the broadcaster’s broad aim is to maxi-
mise audience size, as this increases advertising revenues, while the
amount of surplus accruing to viewers is unimportant.** Steiner (1952)
assesses provision of diversity by competing single-channel broadcasters
in a market with a set of distinct programme types, each with a distinct
set of viewers. Welfare is maximised by having just one channel per
genre, up to the point where the number of channels equals the number
of genres, If two or more channels target the same genre then its audience
is divided equally between them. Steiner finds that duplication tends to
arise: a broadcaster will duplicate an existing programme type, taking
part of the audience from a competing channel, rather than produce
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one that is as yet unserved whenever its share of the audience for the
former exceeds the total audience for the latter.

A simple example of channel diversity for a varying number of com-
peting channels, based on Steiner’s approach, is presented in Box 4.3.
With limited channel numbers, less popular genres tend to be left
unserved while popular ones are duplicated. The precise extent of dupli-
cation depends on the distribution of viewer preferences, with a greater
disparity in audience size raising the extent of duplication. As the num-
ber of channels increases, genres with successively smaller audiences are
served. This analysis suggests that with a small, fixed number of chan-
nels, competition performs worse than multi-channel monopoly since
business stealing between broadcasters results in duplication.

The Steiner model is special in a number of ways and its conclusions
regarding the impact of competition do not necessarily carry over to
more general models. Beebe (1977) allows viewers to have a second-
choice programme that is preferred to not watching at all and shows
that competition might produce more desirable outcomes than sug-
gested by Steiner. Anderson and Coate (2005) explicitly model viewers’
disutility of advertising and allow free-to-air broadcasters to decrease
the amount of advertising shown in order to compete for viewers. They
show that with competition, two free-to-air broadcasters would never
duplicate a programme type since they would then compete fiercely by
restricting advertising, which would eliminate advertising revenues.
Relaxing the capacity constraint on the number of channels, Spence
and Owen (1977) find that, since a monopolist supplies fewer channels
and has the same biases, monopoly provision is worse than competition.

These models assume that programme genres have identical production
costs. In reality this is not the case (see footnote 9) and relative profitability
of genres depends on profit margins, i.e. advertising revenues (which
depend on audience, or ‘reach’) minus production costs (which do not).
For example, drama series attract many viewers but are costly to produce
and so have a low profit margin.** Soaps also attract a large audience but
are cheaper to make so have a high margin. If a cheap quiz show draws the
same audience as an expensive period drama, an advertising-funded
broadcaster will not find it worthwhile to spend extra resources on the
latter. Thus, in the absence of regulation we would expect high-margin
programmes — soaps, entertainment, movies and national news — to be
produced while low-margin genres — arts and religion, regional program-
ming and current affairs — would be largely ignored.
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Box 4.3: Programme diversity under advertising funding

There are three programme genres, A, B and C. Viewers have exclusive
preferences, each consuming only one genre, while intensity of prefer-
ence is uniform. Total audiences for the three genres number 100, 45
and 30 respectively.

Programme production incurs a fixed cost that is independent of the
number of vicwers and the genre chosen. Channels are purely advertis-
ing funded; advertising revenues are proportional to audience size and
independent of genre.

Competing single-channel broadcasters each choose a single genre.
If two or more channels offer the same genre, the audience for that type
is shared equally between them. In non-cooperative equilibrium each
broadcaster selects the genre that maximises its audience given the
choices of the others.

Equilibrium choices for markets with different numbers of channels
(between two and five) are shown in the table below. The first column
gives the total number of channels and the body of the table shows the
number of channels for each genre.

No. of channels A B c
(Va=100) (Vy=45) (Vc=30)

] ©o W N
W W NN
_—— = (O
- O O O

Duopoly duplicates a single, popular programme genre. With three
channels a second genre is served, while five channels are required
before all three tastes are met. In the last case viewer preferences are
fulfilled but there is duplication of production costs.

Under multi-channel monopoly provision, by contrast, each channel
serves a different genre until the point where all three tastes are served
{(no more than three channels will be offered as this would increase
programme costs with no increase in revenue). This outcome is the same
as the welfare optimum.
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Pay-TV

With viewers being charged directly, pay-TV is more responsive to their
preferences than advertising-funded broadcasting. Spence and Owen
(1977) compare the two systems in a model with heterogeneous intensity
of preferences and unconstrained channel numbers, considering both
monopoly provision and competition. They find that, in both systems,
programme types with low elasticity of demand (i.e. minority tastes) are
underprovided, as are more costly programmes (for a given contribution
to total surplus). Pay-TV outperforms advertising funding regarding
provision of diversity, due to its ability to take account of intensity of
preferences, although it remains biased unless price discrimination
between viewers is feasible. With a tight constraint on channel numbers,
however, pay-TV may not be desirable since high subscription prices
reduce audience size compared with advertising funding.

Quality and innovation

What is meant by programme quality?

Before discussing quality provision under alternative funding systems
it is important to define what is meant by programme quality.
Economists regard product A as being of higher quality than product
B if all consumers value A more highly than B. Thus, when offered at
the same price, all consumers choose A over B. In other words quality,
or ‘vertical’ differentiation, refers to an agreed ranking over products.
By contrast, diversity or ‘horizontal’ differentiation reflects differences
in individual rankings.

In the broadcasting context quality needs to be distinguished from
value judgements between genres whereby certain programme types
are regarded by some people as being intrinsically more worthwhile or
edifying than others - for example, the view that period dramas are
‘quality’ programmes while soaps are not. Although it is possible that
all viewers have a higher willingness to pay for period dramas than for
soaps, audience behaviour when the two are placed head to head in
free-to-air schedules suggests that this is not the case. Although there
may be some agreed rankings across genres, it is more straightforward
to think of higher quality as referring to improvements within a genre.
It is likely that all viewers would prefer, for example, more spectacular
special effects in a movie, better camera angles for a football match,
speedier news reporting, more illuminating discussion of current affairs
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and so on.*® In practice, measuring quality is far from straightforward*’
and this has implications for the ability to regulate quality.

Quality provision

Higher programme quality typically requires greater production
expenditure. For the broadcaster to have an incentive to provide higher
quality, it must be able to extract a sufficient proportion of the addi-
tional viewer surplus to cover the extra costs. The impact of funding
mechanisms on quality provision is examined next; Appendix 4.1 con-
tains a stylised duopoly model that illustrates some of the results.

With advertising-funded television, profitability depends not on how
strongly viewers like a programme but only on how many of them watch
it. Although higher-quality programming draws in more viewers and
hence increases advertising revenues, an advertising-funded broadcas-
ter’s incentive to provide quality depends only on its impact on viewer
valuation at the margin, not its effect on infra-marginal viewers. As
illustrated by the model in Appendix 4.1, with a fixed number of channels
quality provision is typically too low.*® It is possible that advertiser
targeting of more affluent viewers, or of those with a greater propensity
to spend on advertised goods, might result in some bias towards the
viewing preferences of those groups. However, unless those viewers
have a particularly strong desire for quality and, in addition, the elasticity
of their expenditure with respect to advertising is sufficiently high, this
effect is unlikely to guarantee the provision of high-quality programmes.

In a pay-TV system, part or all of the surplus from higher quality can
be extracted from infra-marginal viewers by raising viewer prices. This
generates incentives for quality provision and outcomes at or close to
the social optimum can be achieved. In the duopoly model in
Appendix 4.1, where all viewers have the same preference for quality,*’
a pay-TV operator provides the socially optimal level of quality given
its market share. Quality is higher in pay-TV than under advertising
funding. Viewer welfare may be higher or lower: in the pay-TV regime
viewers pay more, but they view higher-quality programmes and fewer
adverts. If programme quality is difficult to affect, viewer welfare is
higher in a free-to-air regime than in pay-TV.

As the number of channels increases, loss of market share per chan-
nel reduces quality levels. Hence, other things being equal, more frag-
mented audiences reduce quality provision. For this reason there is a
trade-off between quality and diversity, both of which are desirable to
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viewers. The optimal number of channels balances the two properties:
if excess entry occurs, quality is too low and diversity too high, while
insufficient entry limits diversity but provides higher quality.

In passing, the conceptual framework in Appendix 4.1 can be used to
shed light on a claim that is sometimes made about the benefits of a
public broadcaster: that raising the programme quality of one (regu-
lated) broadcaster forces other (commercial) broadcasters to follow
suit.>® In this model, at least, the opposite result is found. If the quality
of one broadcaster is increased then, all else being equal, this decreases
the audience of rival broadcasters. Since a pay-TV broadcaster’s return
to investing in quality is increasing in its audience size, this implies that
the commercial broadcaster responds by reducing its programme qual-
ity. The same point applies if the public broadcaster offers its pro-
grammes for free: this decreases the market share that commercial
broadcasters can achieve and hence lowers the quality they provide.

Investment in innovation

Investment in innovation is closely related to quality provision.
Whereas quality might often be thought of as deterministic, innovation
involves stochastic (unpredictable) improvements. With the return to
innovative programmes being risky, the incentive to invest derives from
the high returns accruing to successful projects and the return to success
must be sufficiently high to offset the possibility of failure. Hence the
ability to gain a high return from successful programmes is crucial for
innovation, in broadcasting as in any other sector.”!

Free-to-air broadcasters cannot directly capture additional viewer
surplus generated by a successful programme, so the incentive to inno-
vate is weak. As noted above, an advertising-funded broadcaster’s incen-
tive is determined by the impact on the valuation of the marginal viewer
rather than viewer surplus as a whole; for this reason innovation, like
quality, will be underprovided. Pay-TV, by contrast, stimulates innova-
tion by providing a mechanism through which (high) viewer surplus
generated by successful innovation can be captured by broadcasters.

4.4 Should people be allowed to watch only what they want?

Public policy towards broadcasting encompasses concerns that go
beyond simply meeting viewer demands as currently expressed. The
view has long existed that, rather than simply ‘giving the public what
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they want’, broadcasters should provide the programmes that they
ought to watch (for some reason) and withhold or restrict the material
that they ought not to watch.

These concerns were stated explicitly in the early days of (radio)
broadcasting in the UK, when the idea that a public broadcaster should
control what people received was more widely accepted than it is
today. John Reith, the first Director General of the BBC, wrote,*?
‘the preservation of a high moral tone is obviously of paramount
importance’, although he conceded that [t]here is no harm in trivial
things; in themselves they may even be unquestionably beneficial, for
they may assist the more serious work by providing the measure of salt
which seasons’. Ronald Coase remarked that public service broad-
casting matched the preferences of some listeners more than others:
‘Though the programme policy of the [BBC] gave the lower social
classes what they ought to have, it gave the educated classes what
they wanted.””® Moreover, at this time competition in broadcasting
was seen as potentially dangerous since it might undermine the ability
of the BBC, through its programme monopoly, to control what was
received.”

There exist a number of possible reasons for the view that, in the
broadcasting sector, merely meeting viewers’ current demands is not
sufficient to maximise social welfare. The arguments can be divided
into two broad rationales:

e viewers do not necessarily choose what it is in their own best inter-
ests to watch; and

o television viewing has effects on the wider population that are not
taken into account by the viewer themselves.

In Section 4.4 we examine the possible arguments in each case.

Do viewers make the ‘right’ decisions for themselves?

Textbook economics assumes that the consumer is able to assess the

contribution of each of the available goods to her utility and make the

choice that maximises her welfare. However, this ability may some-

times be less than perfect. There are three reasons why the consumer’s

choice may sometimes fail to achieve the best outcome for her:

e experience goods: the consumer’s utility function is fixed and repre-
sents what is in her best interests, but she cannot determine all of the
relevant characteristics of the good prior to consumption. The
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consumption experience reveals these characteristics, allowing sub-
sequent decisions to be based on better information;

e merit goods: characteristics of the good are known in advance of
consumption, but the consumer’s utility function is not fixed. When
a previously untried good is consumed, preferences change such that
greater utility is derived from its future consumption; and

e paternalism: the consumer’s utility function may not represent what
is in her best interests, thus utility-maximising choices do not neces-
sarily maximise her welfare.

We start by discussing the arguments surrounding experience and merit

goods, then turn to possible justifications for paternalism.

Experience and merit goods

It is likely that there are elements of both experience and merit goods in
television programming. The attractions of a new series are not entirely
apparent prior to viewing - whether a new comedy will be amusing, for
example - and certain tastes develop only with experience. However,
these features are true of many other goods, including restaurant meals,
music albums and leisure activities. It is unclear why they are deemed
(by some) to be so problematic as to justify intervention in broadcasting
but not in other sectors.

Moreover, although more complex than the standard case of a fully
informed consumer exercising a static utility-maximising choice,
rational decisions regarding both experience and merit goods can be
taken by consumers. A hypothetical rational consumer anticipates that
trying a new product might cause her assessment of its value to go up,
either because her knowledge of its characteristics improves (experi-
ence goods) or because her tastes are developed by the experience
(merit goods). Taking potential future benefits into account, she will
consume the good. In addition, consumers frequently learn about
product characteristics and the possibility of developing new tastes
from the experiences of others: this diffusion process works well for
restaurants, holidays and sporting activities and surely also for tele-
vision programmes.

It might be argued that the consumer could be short-sighted and
ignore, or fail to realise, the fact that his tastes or knowledge may
change as a result of actions within his control. For anyone with a
reasonable level of experience, however, this would imply that he
disregards, or perhaps forgets, similar experiences of learning and
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development in the past; the former would be irrational, while the latter
seems implausible. Of course, trying out a new product involves some
risk: consumption might turn out not to be desirable after all. But this
needs to be balanced against the possibility of higher utility in the future.
In this sense sampling is similar to other forms of investment: the con-
sumer incurs a cost now (by consuming a product that does not max-
imise immediate utility) for the prospect of an attractive return in
the future (consumption of the product when it yields high utility).
Consumers are capable of undertaking such decisions in other dynamic
contexts and moreover, the impact of a poor viewing selection would
be rather less severe than a bad choice of mortgage or pension, for
example.

Commercial suppliers have an incentive to facilitate learning and the
development of new tastes, e.g. through promotions and introductory
offers, since they benefit from higher future consumption. To encou-
rage sampling, broadcasters adopt a number of strategies: launch a
series on a free-to-air channel then move it to pay-TV, show short
excerpts of a programme as a trailer or (with pay-per-view) levy the
charge after a portion of the programme has elapsed.> The broad-
caster could also build a reputation for high-quality programming,
increasing viewers’ confidence in it and making them more likely to
purchase its programmes in the future.

Even if there were a case that experience and merit goods are particu-
larly prevalent in broadcasting and that these problems cannot be over-
come as described above, the idea that a broadcaster can make optimal
decisions for them is implausible.*® Viewers are heterogeneous and both
the actual preferences and potential tastes of a large number of individuals
would need to be assessed. Note that, in the case of merit goods, since
what is atissue are tastes that are not yet developed, viewer surveys will be
uninformative. Nevertheless, merit good arguments are often put forward
asa justification for directing public broadcasters to provide ‘challenging’
programmes and to stimulate rather than follow viewer tastes.>”

Paternalism

The paternalistic view is that (some) people are unable to take decisions
that are in their best interests and that, left to their own devices, they will
fail to achieve the optimal outcome for themselves. In economic terms
this implies either that the consumer is for some reason unable to take
actions that maximise his utility or that his utility function, both now
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and in the future, does not represent his true welfare. Even if this were the
case, for intervention to make sense it must also be believed that the
public authority (here, a public broadcaster or regulator) is able to make
better decisions and get closer to achieving consumer welfare.

As illustrated by the quotes above, Reithian broadcasting was
based on a heavy dose of paternalism, with the public broadcaster
providing programmes that people ought to watch rather than simply
those they wanted to watch. Today, the idea that a public broadcaster
or government agency knows better than viewers themselves what is
good for them, and should exert control over what they watch, gains
less acceptance. Moreover, a centrally controlled broadcasting system
is open to the risk of bias towards material that the government wants
people to see rather than that which it is in their best interests to
watch.

Nonetheless, paternalism remains evident in controls on the broad-
casting of harmful and offensive material, such as violent or sexually
explicit scenes, even now that encryption can be used to prevent unin-
tentional viewing of such material and thus restrict it to those who have
chosen to watch.*® A significant degree of paternalism quite naturally
exists in relation to children’s viewing. Many parents express concern
about the programming that their children are exposed to, as well as
the total time spent viewing, and wish to exert some control over this.
Wider public concerns have also been raised (e.g. by the UK govern-
ment and various agencies) over areas such as food advertising to
children. This debate presumes that children (in particular) are not
capable of making wise choices about what is good for them and that
there is a public, as well as parental, obligation to protect them.

Wider impacts of television viewing

A number of arguments for intervention in broadcasting arise from
externalities associated with television viewing. That is to say, if large
numbers of people watch certain kinds of programmes, this affects the
wider population in some way that the viewers themselves do not take
into account. An externality may be either positive, generating external
benefits, or negative, causing detriment elsewhere. In the presence of
positive externalities the market level of consumption is too low from
the social perspective; with negative externalities consumption is too
high. In cither case measures which induce something closer to the
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socially optimal outcome are justified, as long as this benefit outweighs
the cost of intervention.

In this section we examine various external effects of television
viewing that have been cited by commentators, starting with positive
externalities before then turning to negative ones.

Positive externalities

A number of positive externalities have been claimed for television
bruadcasting:

e educational benefits;

e network externalities (the ‘water cooler’ effect); and

e social or ‘citizenship’ benefits.

That there may be educational effects from television viewing, and
external benefits generated by education, is uncontroversial. As well
as offering directly educational material (such as schools program-
ming), television can be a powerful medium for providing information
about, and stimulating interest in, a variety of topics - ranging from
science and technology to history and languages — that can be broadly
defined as educational. As with formal types of education this benefits
the economy through the creation of a more educated and productive
workforce. There may also be direct benefits to particular individuals -
for example, if information gathered from watching a medical drama is
used to administer life-saving first aid. Since these benefits are quite
diffused, they are unlikely to be internalised by market participants and
there is a serious prospect that educational programming will be
underprovided.

The role of television viewing as a common experience that people
discuss ‘around the water cooler’ might be regarded as a form of
network externality. To the extent that these discussions raise enjoy-
ment of viewing commonly watched programmes, there may be a
positive externality between the viewing behaviour of different indi-
viduals. But the creation of widely known brands through ‘water
cooler’ discussions is commonplace for market-driven products such
as pop music, sports teams, novels and Hollywood movies; it is
unclear why the existence of such an effect justifies intervention
in broadcasting. Mechanisms exist to internalise such externalities:
viewers themselves may coordinate their viewing as benefits flow
in both directions; meanwhile broadcasters, as beneficiaries of
greater uptake, have an incentive to create popular and distinctive
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programmes that stimulate discussion. Although difficult to quantify,
it is unlikely that (uninternalised) effects of this kind are of great
importance.

The ‘water cooler’ effect has also been mentioned as a forum for
shared experiences that in turn generate other social benefits. In this
view it is not the effect itself but rather its wider behavioural implica-
tions that are an externality. For example, Brookes (2004) highlights
the role of television in building ‘social capital’ by improving under-
standing and building trust between people through shared experi-
ences. However, as noted above, there is little reason to suppose that
the mechanism itself will break down under market provision of tele-
vision. Moreover, there is some irony in highlighting as a mechanism
for promoting social cohesion a medium that is also much criticised for
contributing to greater isolation and reducing participation in commu-
nity activities.>” (Negative effects of television viewing are examined
further below.)

There is also the currently popular notion that television is an
important medium for building ‘citizenship’. The most obvious aspect
of this is that accurate reporting of news and current affairs can help
create a well-informed citizenry who can adequately discipline gov-
ernment and other powerful interests, to the benefit of all. The role of
the media, especially television, in the political process is the focus
of current research.?® However, empirical evidence concerning
the impact of television on political involvement is mixed. Prat and
Stromberg (2006) find that the introduction of commercial television
in Sweden in 1990 raised voter turnout. Gentzkow (2006}, however,
finds the growth of television to have had a negative impact on
voter turnout in the USA, perhaps by inducing substitution away
from other media (such as newspapers) which carry more political
coverage.

Moving beyond political involvement, it is sometimes argued that
people become more community-oriented, or more tolerant, as a result
of watching certain behaviour on television. However, a direct link
between the messages and representations in television programmes
and viewers’ behaviour is highly contentious, with little clear evidence.
Moreover, even if such a link exists, this must be placed alongside the
isolating effect of television noted above. All in all, it is highly unclear
that television should be promoted as a means of inducing people to be
more community-spirited.
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Negative externalities

There are a number of negative externalities associated with television
viewing. Quite apart from the possibility of undesirable behavioural
responses to particular broadcast content - just as for positive attri-
butes, the link between violence portrayed on television and violent
behaviour is controversial - there are a number of reasons to discou-
rage heavy television viewing.

Itis sometimes argued that many people spend too much time watch-
ing television, from both an individual and a social perspective. On
average, each individual in the industrialised world watches television
for about three hours every day. Among concerns regarding the seden-
tary nature of modern life, television viewing is a significant contribut-
ing factor. Children’s viewing habits in particular are a cause for
concern: watching television has been found to lower a child’s meta-
bolic rate, reduce physical exercise and invite over-eating (especially
when combined with tempting adverts for junk food). Spitzer (2005)
argues that television impairs a child’s ability to learn and to concen-
trate. He also estimates that viewing habits and resulting obesity lead to
the premature death of around 20,000 Germans each year.

Putnam (2000) summarises various studies about viewing habits and
factors that are correlated with them. For instance, he documents a
strong correlation between heavy viewing and various indicators of
anti-social behaviour (such as the number of letters written to friends,
‘giving the finger’ to another driver, and so on). Although one would
hesitate before inferring any direction of causality — socially isolated
individuals might turn to television to fill their time — Putnam also
reports the findings of a number of ‘natural experiments’ where local
communities were suddenly able to receive television signals. Field
observations indicated a causal link between the introduction of tele-
vision and the subsequent reduction in community activities.

In its early years, it was hoped that (radio) broadcasting might
enliven national life by stimulating other activities. William Haley,
then Director General of the BBC, wrote in 1947:6"

[The public service broadcaster| does not want people to be listening all the
time ... For broadcasting will not be a social asset if it produces a nation of
listeners ... If it cannot give to literature more readers than it withholds, it
will have failed in what should be its true purpose. Its aim must be to make
people active, not passive, both in the fields of recreation and public affairs.
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Viewed from today, this ambition would appear to have been over-
optimistic.

Intervention to mitigate externalities

While there may be disagreements about the source and scale of
externalities, there is a coherent rationale for intervention in the
broadcasting market to promote those programmes generating positive
externalities and to diminish those with negative externalities.

To diminish the negative aspects, broadcasting standards could be
imposed to restrict the broadcasting of harmful or inappropriate pro-
gramming.®? In relation to children, measures might be adopted to
facilitate parents’ efforts to control their children’s viewing, such as
clear programme labelling and time-of-day controls (e.g. the UK’s ‘nine
o’clock watershed’, before which the broadcasting of programmes
unsuitable for children is not permitted).

Regarding positive externalities, intervention may be desirable
to increase the provision of socially beneficial programming. For
example, subsidies for educational material may be justified.
Provision may be increased by means of obligations imposed on
designated public service broadcasters or by giving inducements to
all broadcasters to show such programmes. However, in order to
generate their desired effects it is crucial that these programmes are
actually watched, not just that they are broadcast. We turn to this
issue next.

Will people watch what we want them to watch?

In principle, consumption of a product can be increased by reducing its
price. In broadcasting, however, individual programmes are typically
viewed as part of a channel and once a subscription has been taken out,
or in any case if it is broadcast free-to-air, the incremental price for
watching any programme is zero. With many attractive programmes
available for free at the margin, a negative price (i.e. 2 payment to the
viewer) might be required to increase consumption of socially benefi-
cial content to the optimal level, especially if it does not directly appeal
to the viewer’s tastes. It is difficult, however, to come up with an
effective system to make payments for watching.®® The price mechan-
ism therefore seems inadequate as a means of inducing people to watch
what we want them to watch.
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Broadcasters have strategies which exploit viewer behaviour to
increase the audience for less popular programmes. If viewers tend to
remain tuned to the same channel at the end of a programme, it may be
possible to retain their attention for less gripping material by schedul-
ing this between more popular shows (a practice known within the
industry as ‘hammocking’). However, as viewers increasingly switch
around between an ever-expanding range of channels, this strategy
becomes less effective.®*

Ultimately, a more effective approach might be to include PSB mes-
sages within popular programmes, analogously to the ‘product place-
ment’ strategy of advertisers. This might include, for example, first-aid
techniques demonstrated during medical dramas or instances of racial
tolerance occurring within the story lines of popular soaps. The view
that by tackling difficult social issues in a responsible manner, soaps are
‘providing an important public service’ might be interpreted as advo-
cating something similar to this.®’ An historical instance of the strategy
of conveying public information messages through popular entertain-
ment is the long-running Radio 4 drama series The Archers, originally
conceived as a way of keeping farmers informed on best practice.®® Asa
means of catching viewers’ attention in a multi-channel environment
this strategy could become the most, even the only, effective technique
to stimulate viewing of PSB material, although care must be taken not
to undermine the popularity of a show by overloading it with ‘worthy’
messages and losing its original appeal.

4.5 Provision of public service broadcasting

Supposing that some form of intervention in broadcasting content is
desirable, say to increase the provision of programmes generating
educational benefits, how is this to be achieved? The term ‘public
service broadcasting’ encompasses a range of systems and institutions.
This section describes and assesses the main options available to
policymakers.

To be effective, public service broadcasting needs to achieve two
purposes. First, the relevant types of programmes (say, those with
educational content) need to be produced and made available to view-
ers through broadcasting. Second, as explained in Section 4.4, people
must be induced to watch them. Since the aim is to satisfy social
purposes beyond the viewer’s preferences, it cannot simply be
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presumed that uptake will be sufficiently high to achieve the social
optimum.

Two broadly defined systems for providing PSB may be distin-
guished; in each case the broadcasters may be commercial companies
or public bodies (or a combination of the two):

e licensing: public service broadcasters are obliged to meet certain
programme requirements as conditions of their licence to operate; or

e commissioning: public service programmes are commissioned from
producers and broadcasters using contestable funding.®”

We examine the two types of system in turn.

Licensing of public service broadcasters

Under a licensing system, public service obligations are imposed on
broadcasters as conditions of their licence. An easily specified and
limited obligation would be to require a certain amount of airtime to
be devoted to news coverage during peak hours. A more wide-ranging
intervention might be to require certain minimum amounts of specified
types of programming (e.g. of different genres or with certain educa-
tional content). Quality requirements might be stated, although what
is meant by quality is subjective and difficult to specify, making
this intrinsically harder to regulate. A similar problem applies to
innovation.

Programme obligations (beyond what the commercial market would
anyway provide) are costly to broadcasters, either directly (by increas-
ing production costs) or as an opportunity cost (by requiring less
popular, and hence less profitable, programmes to be shown). Their
sustainability depends on two factors: the method of revenue genera-
tion used and whether or not the number of channels is constrained. If
licence fee funding is used then, in principle at least, its level can be set
to match the cost of the obligations. With advertising funding or pay-
TV, obligations are sustainable as long as broadcasters can generate
sufficient revenues to cover the costs incurred. While the number of
channels is tightly constrained due to spectrum scarcity, the high rents
that accrue to commercial broadcasters®® can be used as an implicit
form of funding, cross-subsidising public service obligations. Without
spectrum constraints, competition between channels eliminates scar-
city rents. Public service obligations must then either be reduced so as
not to undermine these broadcasters’ viability or imposed on all broad-
casters so that even with entry (which will then be more limited) costs
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can still be covered. Alternatively, direct funding of public service
obligations, from a licence fee or general taxation, could be used.

A regulator must specify licence obligations, monitor compliance
and determine the renewal or reallocation of licences. The burden of
regulation increases with the complexity of licence terms and
the number of licensees. If licences are granted for a lengthy period
(e.g. for several years at a time), the incentive for compliance is weak:
the ultimate penalty for failure to meet programming obligations is
licence withdrawal, but this is a distant (and sometimes implausible)
threat.

Commissioning of public service programmes

In a commissioning system, funds from a licence fee or taxation are
used to finance programme commissions. In principle, programmes
may be sourced from any producer (including independent production
units) and broadcast on any channel, either purchasing the programme
and the broadcasting slot separately or procuring them together from a
vertically integrated broadcaster. Competitive tendering mechanisms
provide incentives for efficient production and minimise acquisition
costs: competitive bidding will drive subsidies down to the difference
between production cost and revenues gained from elsewhere (e.g.
from advertisers), not the full programme cost. Moreover, with fre-
quent commissions, repeated interactions stimulate producers to build
and sustain a reputation for delivering high quality.

Although the focus of recent attention, the idea that broadcasters
might compete for public funds is not a new one.®” In 1936 The
Economist, quoted in Coase (1950), asked: ‘Is it really necessary to
choose [between the American and British systems]? Could not the
merits of both systems be combined? ... Let the State continue to
collect the licence, let it, if you will, own the actual transmitting
stations. But let the programmes be provided by two corporations,
say the ABC and the BBC, competing with each other. They should
share the licence revenue and the listener might even be permitted to
distribute some very small fraction of his ten shillings as a mark of
favour to the corporation which he considers the better.’

A commissioning body or ‘Arts Council of the Air’ would be needed,
to call for tenders or specify areas within which programmes are
invited, assess competing bids and award contracts. Multiple commis-
sioning bodies might be used:”” this could introduce competition (or at
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least benchmarking) into the commissioning activity itself and help
prevent good projects from falling through the net. Alternatively
there could be specialisation in the commissioning process, with sepa-
rate bodies for music, the sciences and so on. Moreover, a system with
multiple commissioning bodies would be less susceptible to capture by
a particular broadcaster or interest group.

In either a licensing or commissioning system, requirements must be
determined with a view to the ability to attract viewers, both when
devising commissions or licence obligations and in selecting broad-
casters. Innovative formats and non-traditional broadcasters may be
effective in reaching new audiences, especially those that are tradition-
ally harder to reach.”’

4.6 Public service broadcasting in the analogue era

We now draw on the analysis set out above to examine the rationale

for, and provision of, public service broadcasting. First, in this section,

we consider the traditional analogue environment; then, in Section 4.7,

we turn to the digital world. Technological developments are a crucial

part of this, so each section starts by briefly describing the relevant
features. We examine the applicability of market failure and ‘citizen-
ship’ arguments for intervention given those characteristics, drawing
out implications for the nature and scope of PSB. Finally, we consider
the means by which public service broadcasting might be provided in
each setting and its relative effectiveness.

Analogue terrestrial broadcasting is characterised by two key
features:

e spectrum constraints limit the number of channels and broadcasters
earn scarcity rents since returns cannot be driven down by free entry;
and

o non-excludability of viewing requires programmes to be broadcast
free-to-air, eliminating subscription as a means of generating
revenue.””

Since commercial broadcasters are unlikely to have access to licence fee

funding,”® in practice the second feature implies that advertising is their

sole source of funds. Thus, under analogue broadcasting a market
system would consist of just a small number of advertising-funded
broadcasters. Drawing on the analysis in Section 4.3 it can be seen
that the outcome of such a market would fail to meet the demands of
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television viewers in a number of respects; clearly, a ‘market failure’

rationale for PSB exists in analogue broadcasting:

e diversity of programming is insufficient, with broadcasters duplicat-
ing popular genres rather than serving niche tastes;

e quality of programming is too low;

e innovation incentives are poor; and

e airtime devoted to advertising tends to be excessive, especially if its
nuisance cost to viewers is high,

Added to this, there are wider concerns beyond the viewer’s preferences

that may justify some form of intervention. Although arguments that

viewers fail to make the best choices for themselves do not seem

sufficiently strong to merit intervention in the generality of cases, a

more paternalistic approach towards children may be justified. With all

channels broadcast free-to-air, it may be necessary to prohibit certain
types of unpleasant material to prevent unintentional viewing. While
disagreements exist over the precise sources and magnitude of extern-

alities, wider social and educational effects of television provide a

coherent rationale for intervention to increase provision of programmes

generating positive externalities and diminish those with negative
externalities.

To summarise, in the analogue context an appropriate system of PSB
would be designed to:

e provide programmes catering for interests which would otherwise be
left unserved;

e stimulate higher quality and innovation in programming;

e limit the amount of airtime given over to advertising (if this can be
done without further weakening broadcasters’ incentives for quality
provision);

e restrict the broadcasting of harmful material and protect children;
and

e promote the provision and viewing of socially beneficial pro-
grammes, such as those containing educational material.

Most of these purposes can be seen in existing systems of public service

broadcasting, including the UK’s. A case study of this system is given in

Section 4.8.

Turning to provision, rents resulting from spectrum constraints can
be used as an implicit source of funding for costly public service
obligations (via a licensing system), reducing the need for direct gov-
ernment subsidy or a (higher) licence fee. A further implication of
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spectrum constraints is that the viewer faces a limited choice of chan-
nels. If public service broadcasters account for a high proportion
(perhaps even all) of these channels, they can largely determine what
people watch. Historically, in the face of limited competition, socially
desirable but less popular programmes have nonetheless been able to
gain a reasonable audience.

4.7 Public service broadcasting in the digital world

The adoption of digital technology, with related developments, funda-
mentally alters the characteristics of television broadcasting.
Specifically the following technological changes, often referred to
under the umbrella term of ‘digitisation’, are taking place:

e digital compression techniques allow many more channels to be
broadcast for a given spectrum allocation, greatly relaxing the con-
straint on the number of channels;”*

e conditional access systems facilitate the exclusion of unauthorised
viewing,”® making subscription funding feasible; and

e personal video recorders give the viewer far greater control over the
timing and content of television viewing.

Moving to pay-TV, especially when combined with a huge expansion
in the number of channels, greatly mitigates the market failures arising
under advertising-funded broadcasting. Since viewer surplus can be
extracted, commercial broadcasters have an incentive to deliver a
diverse range of programmes, with quality appropriate to viewers’
willingness to pay.”® Fewer adverts are shown in pay-TV;”” moreover,
if the use of PVRs becomes widespread this will undermine advertising
as a source of funding and further reduce the number of adverts shown,
perhaps to a level that is too low from a social (and viewers’) perspec-
tive, as shown in Appendix 4.1. Viewer charging can be implemented
in ways that minimise exclusion of desired viewing, using pricing tech-
niques such as bundling and windowing.

The move to pay-TV might raise certain access issues. Charging may
mean that some viewers watch a more limited number of channels than
if all were broadcast free-to-air. Although this is largely a matter of
individual choice, and some of the programming would not have been
produced anyway without the ability to charge viewers, distributional
concerns might be raised. For example, with its ability to capture
viewer surplus, pay-TV can outbid free-to-air broadcasters for popular
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sports rights (although this may be mitigated by other benefits to foot-
ball clubs from retaining some amount of free-to-air coverage). For this
reason, in the UK certain sports events deemed to be of national
importance are ‘listed’ to restrict the acquisition of exclusive pay-TV
rights and ensure wide public access to them.”®

In the digital world, viewer sovereignty in the market place largely
removes the ‘market failure’ basis for PSB, as the unregulated market
will give people broadly what they want to watch. This does not
necessarily imply that there is no basis for intervention, however. We
saw in Section 4.6, for the case of analogue broadcasting, that there are
arguments for controls on the broadcasting of certain types of harmful
material and for increasing the provision of programmes which gen-
erate wider social benefits. These arguments do not disappear with
digitisation, although some changes might be possible.

Enhanced viewer control, resulting from encryption and PVR use,
allow individuals to avoid seeing unwanted material. These technolo-
gies can also assist parents in controlling what children view. If these
protections are deemed adequate it might be possible to relax existing
prohibitions on the broadcasting of certain material, as long as this is
shown only on encrypted channels (perhaps with PIN protection) and
clearly labelled as to its nature.”® Where significant negative external-
ities arise, however, an outright ban would probably still be justified.

There is little reason to suppose that the magnitude of positive
externalities alters significantly with digitisation. It is possible that
market provision of some types of socially beneficial programmes
will increase, to the extent that these are favoured by minority tastes
that will now be served. Even so, market underprovision of socially
beneficial programmes remains very likely and some form of interven-
tion to increase supply may be desirable.

However, following digitisation the question of whether people will
actually watch socially beneficial programmes becomes a critical one.
In its early, monopoly days the BBC could effectively force viewers to
watch the programmes it thought they should, since the only alterna-
tive was to switch off. The introduction of competition from commer-
cial television reduced the BBC’s control, but while the number of
channels remained limited the audience for public service material
held up fairly well. In the digital world the availability of a huge
range of competing channels with electronic programme guides to
assist selection, together with the introduction of PVRs, increases
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enormously the ease with which the viewer can switch channel or skip
some part of it as soon as less appealing content comes on. When
presented with so much attractive material, viewers may exercise this
option by choosing entertainment over more challenging and educa-
tional material.*® In this environment socially beneficial programmes
may struggle to gain attention: even if we think it is desirable for people
to watch more, or higher-quality, news than they would do if left to
themselves, there may be little that can be done about this. As Richard
Eyre, then Chief Executive of ITV, put it succinctly:®!

Free school milk doesn’t work when the kids go and buy Coca-Cola because
it’s available and they prefer it and they can afford it. So public service
broadcasting will soon be dead.

Unlike the Reithian era, the idea that competition should be held back -
if this were even possible - so that viewing can be directed towards
public service programming would not gain acceptance today. With no
realistic scope for reducing commercial competition, alternative means
of promoting the uptake of public service content must be found if the
system is to continue. As described in Section 4.4, this might utilise
methods akin to ‘product placement’, but there are limits to how far
this can be taken without undermining a programme’s appeal.
Whatever their desirability, if positive externalities cannot, in fact, be
realised then these constitute a weak basis for public intervention. With
the ‘market failure’ rationale largely removed and growing difficulties
in getting people to watch ‘what we want them to watch’, the likely
outcome is that (aside from controls on harmful material) public ser-
vice broadcasting will indeed soon be dead.

Provision of public service broadcasting in the digital world

On the assumption that some level of intervention to increase the
provision of certain types of programming is nonetheless desired, we
next examine the implications of digitisation for the funding and
delivery of PSB.

Following digitisation and the relaxation of spectrum constraints,
channel entry intensifies competition and eliminates the scarcity rents
of incumbents. Whatever the source of revenue, commercial broad-
casters’ profits fall as audiences fragment.®? Advertising revenue is
additionally threatened by the use of PVRs to avoid adverts. Unless
spectrum availability is artificially constrained, gifted spectrum can no
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longer confer sufficient value to fund expensive programming require-
ments. Onerous PSB obligations imposed on commercial broadcasters
become unsustainable, threatening the survival of a broad system of
provision that includes commercial as well as public broadcasters.
If commercial broadcasters are to participate, direct subsidies will
be required and these must be funded out of general taxation or by
‘top-slicing’ the licence fee revenues currently granted to public
broadcasters.

The licence fee, unlike advertising revenue, is immune to commercial
pressure. However, as a compulsory charge on all TV viewers, it is
subject to popular acceptability. This is likely to be threatened in the
digital world, for two main reasons. First, the growing use of broad-
band, and even mobile phones, for video streaming blurs the distinction
between the television set and other devices, rendering a licence fee that
applies to one but not the rest increasingly arbitrary. Extending the
licence fee to these areas, however, is likely to be politically unpalatable
and difficult to enforce, making its abolition the more likely outcome.
Second, while the licence fee is acceptable to most people when the
programmes it funds constitute the major part of their viewing,®? this
support is likely to fall in line with the viewing share of the public
broadcaster (and as increasing numbers also subscribe to pay-TV).
Ofcom reports that *[t]he TV licence fee is already questioned by view-
ers whose use of the BBC’s services is declining’,** while survey evi-
dence suggests that the majority of viewers regard the licence fee as no
longer justified in a multi-channel environment.®> As Gavyn Davies
predicted some years ago:®®

The digital age will increasingly be one in which many or most consumers of
television pay for packages closely tailored to their needs. As they become
more accustomed to choice, to subscription and to pay-per-view, it could be
that the licence fee will come to seem an anachronism.

If correct, this analysis implies that the licence fee as well as commercial
funding of PSB is undermined in the digital world. Funds might instead
be provided out of general taxation, although this too requires political
support and in practice the amount involved is likely to be much more
limited. If multiple providers are to be retained, public funds must be
made available to commercial as well as public broadcasters, perhaps
through a competitive commissioning system.
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The scope of public broadcasters

A further problem arises from the blurring of the boundary between the
activities of public broadcasters and those of commercial operators. In
an analogue setting where purely commercial broadcasters would fail
to generate the kinds of programmes that viewers desire, the role of
public broadcasters in fulfilling viewer demands was uncontroversial.
But now that the commercial sector is capable of meeting these
demands, the activities of public broadcasters are increasingly in con-
flict with this. With licence fee funding given to public broadcasters
alone, commercial broadcasters complain of unfair competition and
crowding out. Whether this is detrimental to welfare depends on the
relative efficiencies of the broadcasters and the attractiveness to view-
ers of their respective services, but the distortion of competition is likely
to generate some inefficiency.

To tackle this problem, a tighter definition of the role of public
service broadcasters, limiting this to areas that the commercial sector
would not otherwise provide, is advisable. Licence fee funds (if the
licence fee is retained) would also need to be ring-fenced and poten-
tially made available to other broadcasters if they produce programmes
to fulfil public purposes.

4.8 Public service broadcasting in the UK

As a case study, we describe the system of public service broadcasting in
the UK. This regime was developed in the analogue era, with its origins
dating back to the 1920s (initially for radio broadcasting). It now faces
pressure from digitisation: many households have already adopted
digital television and digital switchover (i.e. turning off the analogue
signal) is due to be completed by the end of 2012.

The section has two main parts. First, we describe in detail the
purposes stated for PSB in the UK and its current system of provision,
relating these features to the analysis of Section 4.6. Second, we discuss
threats to the future sustainability of this system with the onset of
digital broadcasting.

The UK’s public service broadcasting system

The purposes of the UK’s brand of public service broadcasting are
defined under the Communications Act 2003 (hereafter ‘the Act’).

WorldRadioHistory



120 The Economic Regulation of Broadcasting Markets

Section 264(4) of the Act provides general statements of purpose, while
detailed elements are specified in Section 264(6). The full text of the
latter is set out in Box 4.4. In addition to the kinds of public service
obligations described in this chapter, the remit includes an element of
national and regional industrial policy; see Section 264(6)(j).®”

Examining the stated purposes of PSB in the light of the analysis
presented in Section 4.6, the following fecatures can be noted. A diverse
range of programme types is specified, including comedy and drama,
news and current affairs, religion, the arts, sports and other leisure
interests. Moreover, ‘matters of specialist interest’ are explicitly men-
tioned. These can be interpreted as a response to the traditional market
failure resulting in insufficient programme diversity: some of these
genres would most likely be underprovided by advertising-funded
broadcasters in the analogue era, although many others seem suffi-
ciently popular to survive without intervention.*®

The breadth of this remit — explicitly stating ‘entertainment’ as a
purpose of PSB — allows the BBC (the licence fee-funded public broad-
caster) to show considerable amounts of popular entertainment, espe-
cially during peak hours on its flagship channel, BBC1. It has also been
used to justify the authorisation as PSB of new BBC channels covering
general entertainment (BBC3) and rolling news (BBC News 24), to the
dismay of commercial broadcasters.

Public service broadcasting also aims to mitigate traditional market
failures regarding quality and innovation. Section 264(4) of the Act
requires the maintenance of ‘high general standards’ in respect of pro-
gramme content, production quality and editorial integrity. Specifying
what ‘quality’ means precisely and monitoring this are difficult however;
see relevant parts of Ofcom (2004a, 2004b, 2005). Innovation is encour-
aged, most notably in relation to Channel 4 which is required under the
Act to demonstrate ‘innovation, experiment and creativity in the form
and content of programmes’; as for quality, this is difficult to regulate.

The UK’s historic PSB system, consisting of monopoly provision by a
single public broadcaster (the BBC), provided poor incentives for inno-
vation. The main spur to innovation has tended to come from competi-
tion, not always from desirable or legal sources.®” The recognition that
competition could be beneficial led to the licensing of ITV (Channel 3)
in 1955 and subsequently Channels 4 and 5. This has stimulated
innovation somewhat, although both the BBC and ITV have been
criticised for lack of originality and use of derivative formats.””
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Box 4.4: PSB under the Communications Act 2003

264(6) A manner of fulfilling the purposes of public service television
broadcasting in the United Kingdom is compatible with this subsection
if it ensures -

that the relevant television services (taken together) comprise a

public service for the dissemination of information and for the

provision of education and entertainment;

that cultural activity in the United Kingdom, and its diversity, are

reflected, supported and stimulated by the representation in those

services (taken together) of drama, comedy and music, by the inclu-

sion of feature films in those services and by the treatment of other

visual and performing arts;

that those services (taken together) provide, to the extent that is

appropriate for facilitating civic understanding and fair and well-

informed debate on news and current affairs, a comprehensive

and authoritative coverage of news and current affairs in, and in

the different parts of, the United Kingdom and from around the

world;

that those services (taken together) satisfy a wide range of different

sporting and other leisure interests;

that those services (taken together) include what appears to OFCOM

to be a suitable quantity and range of programmes on educational

matters, of programmes of an educational nature and of other pro-

grammes of educative value;

that those services (taken together) include what appears to OFCOM

to be a suitable quantity and range of programmes dealing with each

of the following, science, religion and other beliefs, social issues,

matters of international significance or interest and matters of specia-

list interest;

that the programmes included in those services that deal with reli-

gion and other beliefs include —

i) programmes providing news and other information about dif-

ferent religions and other beliefs;

ii} programmes about the history of different religions and other
beliefs; and

iii) programmes showing acts of worship and other ceremonies and
practices (including some showing acts of worship and other
ceremonies in their entirety);

that those services (taken together) include what appears to

OFCOM to be a suitable quantity and range of high quality and

original programmes for children and young people;
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Box 4.4 (cont.)

i) that those services (taken together) include what appears to OFCOM
to be a sufficient quantity of programmes that reflect the lives and
concerns of different communities and cultural interests and tradi-
tions within the United Kingdom, and locally in different parts of the
United Kingdom;

j) that those services (taken together), so far as they include pro-
grammes made in the United Kingdom, include what appears to
OFCOM to be an appropriate range and proportion of programmes
made outside the M25 area.

Educational programmes and those ‘of educative value’ are included
among the purposes of PSB under the Act. Coverage of news and
current affairs must be comprehensive and authoritative, ‘facilitating
civic understanding and fair and well-informed debate’. Programmes
dealing with social issues are mentioned, as are those ‘that reflect the
lives and concerns of different communities’ in the UK. These specifi-
cations would seem to reflect various positive externalities associated
with television: education, social concerns and the building of commu-
nity understanding.

Certain exclusionary controls apply to television broadcasting.
Advertising ceilings are placed on broadcasters to counter the bias
towards excessive advertising in a free-to-air system.”! The BBC pro-
vides its channels advertising-free, motivated in part by the threat
posed to editorial freedom from reliance on advertising revenue,
though it should be noted that this may result in underprovision com-
pared with the welfare (as opposed to viewer) optimum. Controls also
exist on the broadcasting of potentially harmful material, in the form of
broadcasting codes.

Turning now to provision, the UK’s is a licensing system. Licences
are awarded to a number of broadcasters,”” including both statutory
(i.e. public) corporations (the BBC, Channel 4 and $4C) and commer-
cial companies (the Channel 3 licensees, known collectively as ‘ITV’,
Five and Teletext). Licences specify programme obligations (which
vary between broadcasters) and are awarded for a number of
years (the BBC’s charter is typically renewed for ten years). Key
facts about each public service broadcaster are summarised in
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Table 4.1: UK public service broadcasters

Broadcaster

PSB channels

Structure

123

Funding

British
Broadcasting
Corporation
(BBC)

BBC1, BBC2 plus
six digital-only

Statutory
corporation

TV licence fee

Channel 3 ITV1 5 commercial Advertising
licensees companies
Channel 4 Channel 4 (notin  Statutory Advertising
Corporation Wales) corporation
S4C S4C (Wales only)  Statutory Government
corporation grant,
advertising
and BBC
programming
Five Five Commercial Advertising
Teletext Text service Commercial Advertising

Table 4.1; further details and historical background are contained in
Appendix 4.2,

In return for programme obligations public service broadcasters are
granted funding concessions, either a guaranteed revenue stream (the
licence fee or government grant) or gifted spectrum from which adver-
tising revenues are earned. Revenue from the licence fee, set at £131.50
per annum for a household in 2006-2007, goes entirely to the BBC.
All public service broadcasters hold gifted spectrum, for which the
commercial licensees (the [TV franchisees and Five) pay annual licence
fees to the government, though lower amounts than would be paid in a
purely commercial system.”* As public bodies Channel 4 and $4C pay
no licence fees; S4C also receives a grant from the government and
some programming from the BBC.

The public service broadcasters operate the only analogue channels,
while on digital platforms they compete with other, fully commercial
broadcasters.” The BBC offers six digital-only channels in addition to
its two analogue ones. All PSB channels are shown on the cable and
satellite platforms under must-carry/must-provide regulations.
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The impact of digital broadcasting

With the growth of digital broadcasting the UK’s system of PSB is
facing a number of distinct but related threats to its long-term
sustainability:
e public acceptance of the licence fee is in decline as more households
adopt multi-channel TV;
e spectrum rents used to provide implicit subsidies to advertising-
tunded public service broadcasters are diminishing; and
e for commercial broadcasters, acceptance of programme obligations
in return for gifted spectrum may prove unattractive close to digital
switchover (even if some spectrum rents remain).
As discussed in Section 4.7, acceptance of a compulsory licence fee
appears to fall as households adopt multi-channel (especially pay-) TV
and their viewing of BBC channels declines. The BBC has recently been
criticised by some for ‘dumbing down’ its output and engaging in
ratings wars with ITV in an attempt to maintain its popularity. Now,
faced with renewal of its charter in 2007, the BBC has changed tack
with a campaign to define its role as the promoter of ‘public value’.” If
the current level of licence fee funding cannot be defended and its
public service role is to be maintained, the BBC may eventually need
to raise revenue by alternative means (e.g. subscription) or be given
funds from general taxation.

The licence obligations of the other public service broadcasters are
funded by means of analogue spectrum concessions. ITV plc, the
largest of the commercial public service broadcasters, has estimated
its additional programming costs at around £250 million per annum.”®
As digitisation relaxes spectrum constraints and competitive entry
takes place, the rents used to fund PSB obligations are being eroded.””
Ultimately, as these rents disappear, programme obligations must
either be removed (and hence public service broadcasting largely aban-
doned, except by the BBC)”® or subsidised out of public funds.

A further issue arises for the commercial public service broadcasters
(the Channel 3 licensees and Five). As shareholder-controlled firms
looking to maximise returns, their willingness to participate in PSB
cannot be taken for granted (as it can for the BBC, Channel 4 and S4C).
These companies have the option of abandoning (or not seeking to
renew) their PSB licences and instead undertaking purely commercial
broadcasting on digital terrestrial and other platforms (although not on
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analogue terrestrial, for which spectrum is available only through the
PSB licences). The relative return to the two modes of broadcasting is
crucial to this decision. With costly PSB obligations, they will partici-
pate only if the benefits of PSB, relative to the commercial alternative,
exceed this cost.

As noted above, digitisation undermines the value of spectrum con-
cessions granted to public service broadcasters. Another possible
benefit of participation in PSB is ‘due prominence’ on electronic pro-
gramme guides (EPGs) given to PSB channels. But although EPG
positioning is important to broadcasters since this allows their channels
to be found more easily,”® prominence might be obtained in other
ways.'" In any case, this value is unlikely to be sufficient to sustain a
lot of costly PSB obligations. A further incentive for continued partici-
pation over the next few years is that, until digital switchover, PSB
licences retain a value from linkages between analogue and digital
viewing. As well as carrying their existing analogue audiences over to
the digital platform, giving these channels an inherited advantage in the
digital world, broadcasters can (and do) use airtime on their analogue
channels to cross-promote their digital services and thus increase
viewing shares for all their digital channels. Until digital switchover
becomes imminent, commercial broadcasters are unlikely to want to
abandon their PSB licences.

Although it is unclear precisely how these calculations stack up,
serious threats to the long-term sustainability of ITV1, Channel 4 and
Five as PSB channels must be recognised. Under the worst-case scenario
the BBC will be left as the only significant provider of PSB. Moreover,
with support for the television licence fee in decline, even the BBC’s
position cannot be seen as unassailable.

Although it may be possible to prop up the PSB system, perhaps by
increasing direct public funding and spreading this between a wider
range of providers, it must be questioned whether this is actually
worthwhile. Market provision in the digital world is far less prone to
traditional market failures and will supply broadly the programmes
that viewers wish to watch. Although remaining externality and ‘citi-
zenship’ concerns provide a rationale for ongoing, but much more
limited, public intervention, the weakening of broadcasters’ ability to
ensure that public service material is actually watched undermines
the effectiveness of such intervention. It would not be unreasonable
to conclude that, given the declining benefits and major costs of
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intervening in this market, including the distortion to competition due
to the presence of a state-funded broadcaster, the time has come when
large-scale intervention is no longer appropriate.

4.9 Conclusion

To conclude, we put forward key messages from our analysis for
students, researchers and policymakers.

Lessons for students: what have we learned?

For the student, the following conclusions may be drawn from this

chapter.

o Advertising-funded broadcasting is prone to a number of market
failures. In particular:

— an insufficiently diverse range of programme genres is produced,;

— programme quality is too low;

— Innovation incentives are weak; and

— the airtime devoted to advertising tends to be excessive, especially
if its nuisance cost to viewers is high. This is a form of allocative
inefficiency.

e When broadcasters can charge viewers (i.e. in pay-TV) these biases are
largely mitigated. Compared with advertising-funded broadcasting:
- a diverse range of programme genres is produced, satisfying the

breadth of viewers’ tastes;

quality is higher and broadly appropriate to viewers’ willingness

to pay;

incentives to invest in innovative programming are higher;

fewer adverts are shown, benefiting viewers but harming adver-

tisers; and

price discrimination through channel bundling can mitigate inef-

ficient exclusion of viewers.

e Spectrum scarcity in analogue broadcasting creates a barrier to
entry, limiting competition and generating scarcity rents. Digital
technologies relax spectrum constraints and facilitate competitive
entry, eliminating rents.

e A number of externalities are cited for television broadcasting, both
positive and negative.
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Lessons for researchers: what do we still need to know?

There is a long literature on the economics of broadcasting, stretching

back almost sixty years. We have drawn on many of these papers in this

chapter. Even so, a number of important questions call out for further
research, especially empirical investigation.

e To what extent is excess entry a significant issue in digital
broadcasting?

e How can the ‘quality’ of television programmes (in the sense defined
in Section 4.3) be measured? What underlying factors does it depend
on?

e As the ownership and use of the personal video recorder becomes
widespread, to what extent do people use its enhanced capabilities to
avoid advertising in television? What is the impact on advertising
revenue? Can we infer from such behaviour the disutility of adver-
tising for viewers?

e Can robust evidence be gathered about the relationship between
television viewing and individual behaviour? What are the beha-
vioural effects of television viewing in general? What are the beha-
vioural effects of viewing specific types of programming?

e Can the various externalities cited for broadcasting be quantified?

Lessons for policymakers: what are the priorities
for policy in this area?

The future of public service broadcasting has been the focus of recent
policy debate in the UK. The UK is in a period of transition between
analogue and digital broadcasting: the number of homes that have
adopted digital television is increasing steadily'®' and digital switch-
over is due to be completed by 2012. Thus, the impact of digitisation on
public service broadcasting needs to be recognised and addressed in the
near future. As a contribution to this debate, both in the UK and
elsewhere, we put forward the following recommendations for
policymakers:

e Public service broadcasting systems in countries such as the UK were
coherent responses to the market failures inherent in advertising-
funded broadcasting and thus were relevant in the analogue era.
Digital broadcasting is less prone to traditional market failures and
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will supply the programmes that viewers broadly wish to watch.
With this development, the ‘market failure’ rationale for PSB largely
falls away.

e The remaining rationale for public intervention is linked to extern-
ality and ‘citizenship’ concerns. There is a case for continued inter-
vention, but of more limited form and at a scale appropriate to the
magnitude of these externalitics.

o Although wider benefits of public service content may merit inter-
vention, the ability to ensure actual viewing of programmes that do
not appeal directly to the viewer’s preferences is increasingly con-
strained in the digital world. If public service messages are to
gain viewer attention, methods similar to ‘product placement’
may be required. If significant audiences cannot be captured, pol-
icymakers should reconsider whether continued intervention is
appropriate.

e Relaxation of spectrum constraints will eliminate the rents currently
used as an implicit source of funding for part of the UK’s public
service output. One possibility is to replace this amount with public
funds. But raising the level of public funding at a time when the
rationale for, and effectiveness of, PSB is declining would be highly
questionable.

Appendix 4.1: A duopoly model of programme quality

This appendix presents the formal model discussed in Section 4.3.
There are two broadcasters, A and B, each supplying a single chan-
nel.'%* Suppose that over the relevant period each viewer watches a
single channel. There is an exogenous level of horizontal product
differentiation between the two channels: if broadcaster i supplies
viewers with utility #; it will obtain a market share of viewers given
by the Hotelling formula
1 uj~u

=3t

where ¢ > 0 measures the exogenous degree of channel differentiation
and u; is utility provided by the rival broadcaster. Utility #; is made up
of three ingredients:

u; = V; — (511,' - pis

WorldRadioHistory




Public service broadcasting in the digital world 129

where v; is the endogenous quality of the broadcaster’s output, #; is
the number of adverts shown on the channel and p; is the subscription
charge (if any). The parameter § represents the perceived nuisance of
each advert to viewers. Suppose that a broadcaster’s advertising
revenue is proportional to its audience. More precisely, suppose that
if a broadcaster chooses a quantity of advertising # it receives adver-
tising revenue R(n) per viewer. Assume that there are decreasing
returns to the number of adverts shown, in the sense that R{(.) is a
concave function. A broadcaster can choose its quality v; by incurring
the quadratic fixed cost yw;2/2. There are no other costs involved in
delivering programmes to viewers. In sum, the profit of broad-
caster i is

(1 vi=bmi—pi— (vi == D)\, w1l 2
n,‘<§+ 2t (i + R(n) —5 07 (1)

We next analyse the outcomes of this model, first in the case where
broadcasters can charge directly for viewing and then when broad-
casters must rely on advertising revenue alone to fund their operations.

Pay-TV regime
One can show that broadcaster ’s profit in (1) is concave in (p;, v;) if
and only if

4ty > 1 (2)

and this is assumed henceforth. (If this condition does not hold, then
there is no market-sharing equilibrium and a channel wishes to corner
the market for viewers by setting a high-quality level.)

Since p; = v; — u; — &n;, broadcaster #’s profit in expression (1) can be
written as

_ 1 u; — U; ) 1.2
= (5 25 0w+ Rm) = ) — o

Therefore, it is a dominant strategy (i.e. regardless of the broadcaster’s
chosen level of utility ;) for each broadcaster to choose the advertising
intensity 7y, where

ny; maximises R(n) — én. (3)
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Given market share s;, which is determined by the two broadcasters’
choices of utilities #; and u;, firm 7’s most profitable choice of quality is
given by v;=s;/~. Thus, when subscription charges are used, private
and social incentives to supply quality coincide and broadcasters sup-
ply the socially optimal level of programme quality given the size of
their audience. (This result is an artefact of the assumption that all
viewers have the same preferences about programme quality.)

One can calculate that the symmetric equilibrium subscription price
and quality are respectively given by

pr=t—R(m); vy =—. (4)

Note from (4) that if R(rn;)>¢ then firms would like to charge a
negative price for viewing: the revenue from advertising is so great
that firms wish to pay viewers to watch. Since this outcome is not likely
to be feasible in practice, we impose a non-negativity constraint
on subscription prices. With this assumption, if parameters are such
that R(n;) >t then the regime of ‘pay-TV’ collapses to the free-to-air
advertising-funding regime, since firms do not charge viewers (even
though they could). Therefore, differences between the two regimes
exist only when

R(m)<t, (5)

and this is assumed henceforth.

Broadcasters break even if and only if the concavity condition (2) is
satisfied, in which case the industry profit is z — 1/(4+). Notice that this
equilibrium profit is increasing in v, the cost of making better pro-
grammes. (Of course, keeping a rival broadcaster’s actions fixed, one
broadcaster’s profits will decrease if its cost v rises. However, when
each firm’s cost rises, there is a strategic effect that softens competition
and the net effect in this model is for equilibrium profits to rise.)

One policy intervention that would increase viewer surplus (but not
overall welfare) is to require channels to raise the quality of their
programmes above the equilibrium level of v = 1/(24). As long as this
does not cause the channels to go bankrupt, it has no effect on the prices
offered to viewers. Of course, however, programme quality is some-
thing that is intrinsically hard to regulate.
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Finally, consider the effect of advertising becoming impossible (say,
due to the widespread adoption of PVRs). In this model, the only effect
is to increase the price to viewers; programme quality is not affected.
Viewers are strictly worse off: the increase in price outweighs a viewer’s
benefit of not having to watch adverts. The equilibrium level of adver-
tising in expression (3) describes a viewer’s ideal amount of advertising,
given that the revenue from advertising is passed on to the viewer in the
form of a reduced subscription charge. A similar point is that, in the
pay-TV regime, there is no argument (even from the perspective of
viewers alone) for regulation that places a ceiling on the amount of
advertising that broadcasters show.

Advertising-funded TV
Turning next to the advertising-only framework, a broadcaster’s
profit is

1 vi—6nj— (v; — b)) L2
n; = <§ + T )R(n,) -

(This is just expression (1) with the subscription prices set equal to
zero.) The first-order conditions for symmetric equilibrium in advertis-
ing intensity and programme quality are

R'(nx) 6
R(m2) t {a
and
_ R(nz)
vy = 20y (7)

From (3), (5) and (6) we have

R'(m) _ o S 4 _ R'(n)
R(nl) R(nl) t R(nz)

By concavity, the function R'/R is decreasing in # and so we deduce that
there is less advertising in the pay-TV regime than in the advertising-
funded regime.

Since 7, > ny it follows by concavity that R'(n,) < R'(#,) =6, and so
expression (6) demonstrates that R(n;) <. This inequality implies that
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quality v; in (7) is lower than in the pay-TV regime, when quality was
given by vy = 1/(27). Of course, in the case of advertising-funded tele-
vision, the widespread adoption of PVRs would most likely prove fatal.

We must check that broadcasters break even in this model with
advertising funding. Industry profits are

R(n2) - ’Yl/% = R(n2)<1 _ R("z))

412

where the equality follows from (7). Notice that these profits are
‘inverse-U’ shaped in advertising revenue: too little advertising revenue
obviously leads to low profits, but too much revenue causes firms to
compete very hard for viewers by offering high-quality programmes
and this also drives down profits. As in the pay-TV regime, the broad-
casters’ profits are increasing with . The above expression shows that
profits are positive provided that R(r,) < 4v¢%. However, we have just
shown that R(n;) <t and so a sufficient condition for this is that
4+t > 1, which is exactly the condition (2) that ensures that the broad-
casters break even in the pay-TV regime. Therefore, whenever broad-
casters break even in the pay-TV regime they will also break even when
they must rely on advertising alone. (Note that we are not suggesting
that profits are higher with free-to-air broadcasting; in many cases they
will not be.)

Comparison of viewer surplus

Finally, we can compare viewer surplus in the two funding regimes.
First, consider the case of exogenously fixed programme quality v (or,
equivalently, the case of very large 7). In this case, viewers in the pay-
TV regime have utility

M|:U+R(ﬂ])—t—(5ﬂ] (8)
whereas in the free-to-air regime, viewer utility is
uy =v— bny (9)

When ¢ < R(1)) the two regimes coincide if negative prices are not
feasible. When ¢ = R(n,) one can check that n, = n, and so expressions
(8) and (9) are equal. Next, consider the effect on the two utilities of
raising ¢ above R(n). Clearly, from expression (8) we have du,/
dt=—1. However, by differentiating expression (6) it follows from
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(9) that du»/dt > —1. We deduce that for ¢ > R(n), i.e. in all situations
where the two funding regimes are different, viewers are worse off in
the pay-TV regime when programme quality is fixed. The benefit that
viewers obtain from seeing fewer adverts is outweighed by the extra
price they must pay to subscribe.

The effect of making programme quality endogenous, however, can
reverse viewer preferences over the two regimes. Take the linear exam-
ple where R(n) = an and where a < 6. In this case, a pay-TV channel
(which chooses 7, to maximise R(n) - 6n) will not offer any adverts and
so from (4)

23] =2——t

A free-to-air channel will, from (6) and (7), choose

t (4]
ny =23 szm

6
which yields a lower viewer utility: u#, <u;. Thus, in this case, the
higher-quality programmes in the pay-TV regime more than compen-
sate viewers for the higher price they pay to watch programmes.
To summarise the main results derived in this duopoly model:

e compared with the pay-TV regime, advertising-funded broadcasting
involves lower-quality programmes and more adverts; and

e viewers are better off in a free-to-air regime if there is little scope for
affecting programme quality, while they are better off in a pay-TV
regime otherwise.

Appendix 4.2: Public service broadcasters in the UK

The UK has five public service television broadcasters: the British
Broadcasting Corporation (BBC), the ITV network (properly known
as Channel 3), Channel 4 (except in Wales), S4C (in Wales only) and
Five. A TV-based information service, Teletext, is also licensed as a
public service broadcaster. These broadcasters are subject to explicit
programming and production obligations in relation to their PSB
channels, in return for either a guaranteed funding stream or gifted
spectrum from which advertising and sponsorship revenues may be
earned. They must also meet basic standards of taste and decency,
accuracy and impartiality required of all broadcasters.
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There are several important differences in the nature and funding
of the various public service broadcasters. These are detailed as
follows.

The BBC

The BBC is a statutory corporation. It was founded as the British
Broadcasting Company in 1922 by a group of wireless manufacturers
to transmit radio (rather than television) broadcasts. In 1927 it received
its first Royal Charter and became the British Broadcasting
Corporation. It began television broadcasts in 1936 and its Charter
was renewed in 2006. The BBC is largely self-governing, with various
regulatory functions being in the hands of its own governors.

The BBC’s PSB channels and services are funded from a licence fee of
£126.50 per annum (in 2005-2006) paid by every TV household (with
concessions for those aged over 75 and the blind). This raises annual
revenues for the BBC of £2.94 billion (in 2004-200S5). In addition, the
BBC’s income from its commercial businesses totalled £151 million in
2004-2005. The BBC operates two analogue channels, BBC1 and
BBC2. It has a further six digital PSB channels, shown free-to-air:
BBC3, BBC4, BBC News 24, BBC Parliament and the children’s chan-
nels CBeebies and CBBC. It also has a text information service, Ceefax,
which started transmission in 1974.

Channel 3 (ITV)

Channel 3, generally known as ITV, was established in 1955. It is a
network of fifteen distinct regional licences, each with its own set of
public service obligations designed to reflect the particular character of
the region. ITV plc, formed by the merger of Carlton and Granada in
February 2004, owns the eleven Channel 3 licences in England and
Wales. Scottish Media Group (SMG plc) holds the two licences for
Scotland, while Ulster Television plc and Channel Television Ltd hold
one licence each, for Northern Ireland and the Channel Islands respec-
tively. There is also a national licence for breakfast-time TV, held by
GMTV Lud.

The Channel 3 licensees are shareholder-controlled companies. They
benefit from gifted spectrum and pay licence fees to the government.
The Channel 3 network’s PSB channel, ITV1, is advertising funded. It is
licensed under Section 216 of the Communications Act 2003, which
sets out its PSB obligations and provides for both analogue and digital
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transmission and is regulated by Ofcom (formerly by the Independent
Television Commission, ITC). Over 90 per cent of the programmes
shown on ITV1 are common across the regional licence areas: these are
coordinated through the ITV Network Centre, which commissions and
schedules programmes for broadcast over the network as a whole.
There is a small element of regional programming in each area, as
required under the licences.

In addition to ITV1, there are three further ITV channels: ITV2 and
ITV3, which are wholly owned by ITV plc, and ITV News. These
channels are available on digital platforms only and are outside the
public service broadcasting system.

Channel 4

Channel 4, along with $4C in Wales (see below), was created by Act of
Parliament in 1982. C4C (the Channel 4 Corporation) is a statutory
corporation, headed by a board appointed by Ofcom in agreement with
the Secretary of State for Culture, Media and Sport. It receives no
public funds, being funded from its own advertising revenue and
other commercial activities.

Channel 4 is required under the Communications Act 2003 to pro-
vide a broad range of high-quality and diverse programming which
demonstrates innovation, experimentation and creativity, appeals to
the tastes and interests of a culturally diverse society, includes pro-
grammes of an educational nature and exhibits a distinctive character.
It is a commissioning broadcaster, not a producer, purchasing its
programming from over 300 independent production companies
across the UK.

In addition to its PSB channel, the Channel Four Group operates two
pay-TV channels: E4, a general entertainment channel, and FilmFour, a
specialist film channel. The FilmFour division produces and copro-
duces feature films for the UK and global markets.

S4C

S4C (Sianel Pedwar Cymru, or ‘Channel Four Wales’) is a statutory
corporation established in 1982 (alongside Channel 4) to broadcast in
Wales. It is regulated by the Welsh Authority, whose chair and mem-
bers are appointed by the Secretary of State for Culture, Media and
Sport in consultation with the National Assembly for Wales. It has
the distinctive role as public service broadcaster to the bilingual
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community in Wales, with Welsh language broadcasts an important
part of its remit. It is supported by a government grant (£85.7 million in
2004) in addition to its own advertising revenues, and receives some
programming from the BBC provided using licence fee funding.

Like Channel 4, S4C is a commissioning broadcaster, not a producer.
During peak hours (18:00-22:00) the majority of its output must be in
the Welsh language; in total it carries an average of thirty-two hours of
Welsh language programming each week. Of this, ten hours is provided
by the BBC while the rest is commissioned from independent producers
including the local ITV franchise, HTV (part of ITV plc). The rest of
$4C’s output is English language programming from Channel 4, over
70 per cent of whose output is shown on $4C, usually rescheduled.

Five

Channel 5 (now rebranded as ‘Five’) was launched in March 1997. It
has restricted coverage (its analogue signal reaches around 82 per cent
of UK homes, though this is being expanded by digital coverage) and
inferior picture quality in some areas due to low transmission power.
It is a shareholder-controlled company, majority owned by RTL/
Bertelsmann, and is funded from sales of advertising airtime. It has
very little in-house production, relying mainly on original commissions
and acquired programming.

Teletext

Teletext provides the analogue text services on ITV1, Channel 4 and
Five. Teletext is also available on digital TV, the internet and mobile
phones. The first full text services, BBC Ceefax and Oracle (operated
by ITV), began transmission in 1974. Teletext, an independent
franchise, took over from Oracle at the start of 1993. Teletext Ltd is
a commercial organisation owned by Harmsworth Media (a subsi-
diary of the Daily Mail and General Trust) and Media Ventures
International.
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Notes

* The authors would like to thank Chris Giles, Robin Mason, Paul Seabright,
Jon Stern, John Vickers and Mark Williams for helpful comments and dis-
cussion. The views expressed and any errors are those of the authors. Many
of the ideas in this chapter appeared in brief form in Armstrong (2005).

1. The UK government has suggested expanding the BBC’s mission statement
with five distinctive purposes: ‘sustaining citizenship and civil society;
promoting education and learning; stimulating creativity and cultural excel-
lence; representing the UK, its nations, regions and communities; and bring-
ing the UK to the world and the world to the UK. See DCMS (2005), p. 5.

2. Similar social purposes are found in PSB systems of other countries. The
PSB Charter for Ireland’s Radio Telefis Eireann (RTE) includes among its
guiding principles ‘the democratic, social and cultural values of Irish
society’. NZ On Air, the funding body for PSB in New Zealand, states
as its mission, ‘to reflect and foster the development of New Zealand
culture and identity through broadcasting’.

3. This chapter discusses television rather than radio. Some of the arguments
we present do not apply to the latter medium: since subscription is rarely
used for radio, the practical choice is between public and advertising funding
and the latter gives rise to a number of market failures (see Section 4.3).

4. See Ofcom (2004a), p. 9.

5. In particular, the presence in the market of a large, publicly funded broad-
caster creates distortions to competition, arguably reducing the market’s
effectiveness in meeting viewer demands.

. See, for example, Ofcom (2004a), p. 48.

. See Davies (1999), p. 10.

8. The UK is unusual in having separated terrestrial transmission from

broadcasting,.

9. The cost per hour of BBC-originated programmes is highest (and by a large
margin) for drama (£526,300), followed by entertainment (£199,300), sport
(£150,400), music and arts (£133,600) and current affairs (£130,600).
Relatively cheapest programme genres are news and weather (£43,300),

~N AN
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followed by children’s programmes (£80,200). From BBC, Annual Report
and Accounts 2005/2006, Broadcasting facts and figures, Table 16.

10. This phenomenon can already be seen for music, with the growth of
websites such as iTunes and Napster.

11. Though for a period in the UK wire broadcasting was also used for radio;
see Coase (1948).

12. Terrestrial transmission requires a network of transmission sites, with
masts and antenna systems, and the viewer must install an aerial.
Satellite transmission uses transponders to broadcast the signal, while
viewers need a dish and set-top box to pick this up and convert it for
viewing. Cable transmission requires a cable to be laid to each viewer’s
premises. In each case the viewer must also purchase a television set.

13. Spectrum is the relevant resource for terrestrial transmission. In satellite
transmission transponder capacity may become constrained, while cable
capacity is the relevant factor in cable transmission. We refer to spec-
trum scarcity throughout, although it should be borne in mind that
other resources may be the limiting factor for alternative transmission
methods.

14. In the UK this is a flat-rate charge per household levied for possession of
television-receiving equipment, and is set at £131.50 per annum in
2006-2007 (for a colour TV).

15. In the UK the BBC’s collection costs amounted to £152million in
2004-2005; additional court costs are not quantified. Its success is
mixed, with evasion estimated at 5.0 per cent at March 2003, resulting
in a rotal cost to the BBC of 10.2 per cent of revenue. From TV Licensing
Annual Review.

16. As well as facilitating charging, encryption can prevent the inadvertent
viewing of unwanted channels and (perhaps with the addition of a PIN
mechanism) provides parents with a reliable mechanism to prevent
children having access to unsuitable material.

17. Programmes are recorded onto a hard disk rather than a tape, allowing
the viewer to record many more programmes and to move between them
easily as with a CD or DVD. The PVR also has flexible viewing cap-
abilities, allowing the viewer to pause and then resume viewing from the
same point even while the programme is being broadcast.

18. See Wilbur (2004) for an analysis of PVR use on advertising revenue and
broadcasting.

19. The same is also true for subscription channels, though not for pay-per-
view. The difference between the licence fee and subscription is the size
of the bundle of channels — with the licence fee covering all television
(even if its revenues are given to a single broadcaster) — and the compul-
sory nature of the licence fee.
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20.

21.

22

23.

24.

25.

26.

27.

28.

29.

30.

31.

32.

33.

A similar analysis can be applied to an advertising-funded broadcaster,
where the ‘price’ of its service is the time spent watching adverts on its
channels.

As an analogy, consider the case of free newspapers on trains. Knowing
that this is freely available, a traveller is less likely to buy another news-
paper even if they actually prefer it.

The level of the licence fee may also be different in the two scenarios.
Terrington and Dollar (2005) argue that if the licence fee were volun-
tary, it would have to be increased to offset the fall in uptake. This is a
pessimistic counter-factual, however, since the public broadcaster would
have an incentive to price its services efficiently, implying that not all
viewers pay more, and might operate more efficiently if it had to compete
for subscribers, reducing the costs it needed to cover.

If the commercial broadcaster were instead advertising funded, a similar
analysis would imply that viewing time devoted to its channels, and
hence the broadcaster’s revenue, is inefficiently low.

This may explain why the pay-TV sector so far has failed (in the view of
some) to provide more diverse, high-quality programmes.

Advertising may be enjoyable to some viewers; if so, this should be taken
into account in calculating the net cost of advertising.

This model involves informative advertising and assumes that each
viewer watches a single channel over the relevant time horizon.

If advertising is overprovided by commercial broadcasters this could be
restricted by imposing a ceiling on the amount of airtime that may be
devoted to advertising (as occurs in the EU under the Television Without
Frontiers Directive) or by providing advertising-free channels (such as
those of a publicly funded broadcaster).

Coase (1946) advocates multi-part tariffs — a form of price discrimina-
tion — as a solution to the marginal cost controversy.

In a sense, the TV licence fee could be regarded as the price of a pure
bundle covering all television viewing.

For literature on the use of price discrimination to reduce allocative
inefficiency, see Adams and Yellen (1976), McAfee, McMillan and
Whinston (1989), Armstrong (1999) and Bakos and Brynjolfsson
(1999).

Such as for the licence fee when there are no other broadcasters; see
earlier in this section.

At worst, the pure bundling outcome can be replicated in a mixed
bundling scheme by setting very high component prices.

Adams and Yellen (1976) raise this possibility, noting that the ‘exclu-
sion’ of such inefficient consumption is a desirable property of a mixed
bundling scheme.
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34. If channel production costs are very high, however, mixed bundling may
be necessary to generate sufficient revenue to ensure provision.

35. Although this tends to be disliked by viewers who feel that they are
forced to pay for programmes that they do not watch. Although under-
standable, this perception is based on the incorrect assumption that the
sum of individual component prices (were these to be offered) would
equal the price of the bundle, while economic principles tell us that
bundles offer a discount on the sum of stand-alone prices.

36. See Whinston (1990). For a survey of the literature on bundling, see
Nalebuff (2003).

37. In 2002 the UK Office of Fair Trading investigated BSkyB’s
mixed bundling of its premium channels (among other concerns); for
the conclusions of this investigation see BSkyB: The Qutcome of
the OFT’s Competition Act Investigation, Office of Fair Trading,
December 2002.

38. This result is found in the model in Appendix 4.1.

39. Pay-per-view gives a direct measure of viewers’ willingness to pay for
individual programmes. Bundling, both of programmes into channels
and of channels into packages, may obscure the valuations of particular
programmes. However, in pay-TV a channel typically focuses on a single
genre, implying that valuations of programmes within that channel do
not differ greatly from that of the channel as a whole. Moreover, experi-
mentation with channel and package contents allows the values of
various programme genres to be estimated.

40. Coase (1946) notes this problem in the absence of a pricing system.

41. Thisis relevant to the BBC, which levies no viewer charges (leaving aside
the licence fee). DCMS (2005) proposes that the BBC Trust should
measure audience opinion by means of quantitative and qualitative
research, viewer consultation through, for example, elected regional
broadcasting councils, open meetings, e-forums and research among
‘representative groups’ of viewers and listeners.

42. With a limited number of channels, plurality of opinions can be sus-
tained only if several viewpoints are put forward within each channel.
This is reflected in the PSB obligation in the UK and elsewhere to provide
comprehensive and balanced coverage of news and current affairs. No
requirement of this nature is imposed on printed media, where the
multiplicity of newspapers can represent a variety of views (although
people’s tendency to read a single newspaper implies that a given indi-
vidual will not necessarily receive diverse opinions).

43. We ignore the choices of a licence fee-funded broadcaster, both here and
in Section 4.3. Apart from the (very weak) constraint of ensuring that
viewers do not switch off entirely, this mechanism provides no specific
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44,

45.
46.

47.

48.

49.

50.

incentives towards diversity or quality provision (although a licence
fee-funded broadcaster which gains revenues from secondary rights,
foreign sales and related merchandise may thereby have greater incen-
tives). Incentives arise in relation to the continuation of licence fee
funding, where this may be made subject to certain programming com-
mitments. Popularity of programming may also play a role, but for
political rather than economic reasons: wide popular appeal mighr be
necessary for the political acceptability of the licence fee.

Even if viewers were heterogeneous in their value to advertisers, e.g. due
to their socio-economic characteristics or having particular interests
related to the advertiser’s product, these values would need to be closely
correlated with the individual’s own valuvation of programming for
advertising funding to achieve the welfare-maximising outcome.

See Oliver (200S5), Figure 7.

Ofcom (2004b, 2005) defines high quality as ‘well funded and well
produced’. ‘Well produced’ would concur with the descriptions given
here. ‘Well funded’ reflects the fact that raising quality tends to increase
production costs, thus higher-quality programmes typically require
greater funding.

Ofcom (2004a, pp. 34-36) examines programming expenditure by genre (in
total and per hour) and the change in these amounts over time, and it also
considers that the amount of original UK production (as opposed to overseas
acquisitions or repeats) is a useful indicator of quality. None of these is a
robust measure of quality, however: expenditure may be higher, or may
increase, for several reasons without raising programme quality and it is
unclear why overseas output should be regarded as being of low quality.
An interesting question concerns the relationship between programme
quality and the amount of advertising that commercial free-to-air broad-
casters are permitted to show. In many countries, regulation constrains
the amount of advertising airtime. However, it is plausible that if broad-
casters were allowed to show more adverts, they might then choose to
provide higher-quality programmes. The reason for this is that having
more adverts generates higher advertising revenues per viewer, giving
broadcasters an incentive to compete harder for viewers, which they do
by offering higher-quality programmes. Against this must be set the
disutility of more frequent or longer interruption by adverts, thus the
net effect on viewer welfare is ambiguous.

Spence (1975) shows that when consumers differ in their preference for
quality, a monopoly firm might choose too high or too low a level of quality,
as the ranking of marginal and average value of quality is ambiguous.
For example, while discussing ‘competition for quality’ Ofcom (2004a)
states, “The BBC kept [TV honest; [TV kept the BBC on its toes.’
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51. This principle applies to many creative activities. Successful innovators,
such as pop stars and best-selling authors, generate very high returns.
Commercial backers are willing to take the risk of promoting new
artists, and to underwrite the costs involved, because they share in the
revenues gained by the successful ones.

52. These quotes are from 1924 and 1925. See Coase (1950), p. 47.

53. Coase (1950}, p. 177.

54. The BBC used this argument to protect its position when it was threatened
with competition from wire broadcasting (a relay exchange system) in the
1930s, stating, “The system ... contains within it forces which uncon-
trolled might be disruptive of the spirit and intention of the BBC charter’;
see Coase (1948). The BBC view gained support from elsewhere: a Times
leader article published from around that time, quoted in Coase (1950),
argued, ‘What is certain about the relay system is that, under present
conditions, it will spread both widely and rapidly among the poorer
classes of the population; and this country will not for long be able to
congratulate itself on a broadcasting system under which, while broad-
casting is controlled with enlightenment and impartiality by a responsible
public corporation, the listening is controlled by Tom, Dick and Harry.’

55. Note that the last two mechanisms can be used for a single programme
that is not part of a series, as for movies.

56. Coase (1966) expresses scepticism about the ability of a public broad-
casting authority to determine which programmes should be broadcast
in the best interests of viewers. Referring to the UK’s 1962 Pilkington
Report on Broadcasting, he states, ‘The committee avoids the question
of how it should be decided which programmes to transmit and for the
phrase “what the public wants,” they substitute another and better,
“what the public authority wants.” What the public authority should
want, how it would get the information which would enable it to do
what it should, and how in practice it would be likely to act are questions
which all disappear in a cloud of pious platitudes.’

57. See Coase {1966) for quotes from early public reports and Ofcom (2005)
for a recent example.

58. See Camerer et al. (2003) for an economic argument in favour of certain
forms of paternalism.

59. Putnam (2000, p. 217) provides an apt quote from T.S. Eliot, who in 1963
wrote that television ‘is a medium of entertainment which permits millions of
people to listen to the same joke at the same time, and yet remain lonesome’.

60. In these models, media affect political outcomes through a variety of
routes: by building (or destroying) a politician’s reputation, through
monitoring of politicians’ actions and by enhancing the salience of parti-
cular issues at the ballot box. For example, based on the premise that
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61.
62.

63.

64.

65.

66.

67.
68.

69.

70.

71.

politicians deliver policies that favour informed voters, Stromberg (2004a,
2004b) examines the media’s role in this process as the provider of
information. Besley and Prat (2006) examine the role of press freedom;
in this analysis, features of the media industry determine the government’s
ability to capture the media and to control political outcomes.

See Coase (1950), pp. 175-176.

Note that, to be effective, these measures must apply to all broadcasters,
not just public service channels. In a multimedia world it might seem
desirable to extend similar standards to other media, such as the internet,
but such controls would be wide-ranging and difficult to enforce.

In particular, whether someone has watched, and done so attentively, is
unverifiable.

Ofcom (2004a) reports that even in analogue terrestrial homes, viewers
typically watch at least three of the five channels over the course of an
evening (supporting documents, Vol. 1 Part 4).

From an interview with Tessa Jowell, the UK Secretary of State for
Culture, Media and Sport. See The Independent, ‘Watching with
Tessa’, 2 March 2004.

When The Archers was first broadcast in 1950 it was hoped that,
although farmers would listen for the stories, they would along the
way pick up messages to help them increase production at a time when
Britain was still subject to food rationing. In fact its educational purpose
far outlived rationing, continuing until 1972.

Programme commissioning is used in New Zealand and Singapore.
Indeed, the phrase ‘a licence to print money’ was coined when the
licences for ITV, the first commercial television channel in the UK,
were awarded in 1955. Funding from spectrum rents has been a major
building block of PSB in the UK over the past fifty years; see Section 4.8.
A competitive commissioning system has been advocated in the UK by
Elstein (2004) and Peacock (2004). In January 2005 the government-
appointed Burns panel recommended the creation of an independent
Public Service Broadcasting Commission (PSBC) with among its powers
the ability to award some licence fee funds to broadcasters other than the
BBC. The government did not follow this recommendation in its sub-
sequent Green Paper, DCMS (2005).

Funding of medical research would be a good analogy for this, with (in
the UK) the Medical Research Council, Wellcome Trust, European
Union and numerous charities each offering funds.

Prat and Stréomberg (2006) found that commercial television was more
effective than the public broadcaster in raising viewers” knowledge of
political matters and raising voter turnout, especially among (harder-to-
reach) younger and less informed viewers.
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72. Cable connection can be denied to non-payers and satellite services can
use encryption for analogue as well as digital services. These platforms
are excluded from our analysis as they have been developed in the UK
only recently.

73. A group of equipment manufacturers could perhaps add a surcharge to
sales of television sets to fund broadcasting services, as was initially the
case for radio in the UK, but competition between suppliers would
undermine this. In practice government support is necessary for enforce-
ment of a licence fee.

74. Depending on spectrum allocation, digital terrestrial transmission
allows several dozen channels to be broadcast, while digital sarellite
and cable platforms can support a few hundred. Although demand
growth might eventually alter this conclusion if technological improve-
ments do not keep pace, spectrum availability is no longer a binding
constraint on channel numbers.

75. Although pay-TV piracy through copying of smart cards may sometimes
be a problem, this can be overcome by periodically issuing new smart
cards to subscribers and improving encryption software.

76. A sceptic might argue that the current state of pay-TV in the UK is evidence
against this claim. However, caution should be exercised in forming judge-
ments about the output of a fully commercial broadcasting market based on
the existing pay-TV sector, as the presence of a state-funded, sometimes
high-quality broadcaster — namely, the BBC - greatly diminishes a com-
mercial broadcaster’s incentive to supply high-quality programming.

77. Interestingly, digital television is witnessing the emergence of shopping
channels such as QVC whose primary purpose is advertising and that are
watched for this reason. Like advertising-only newspapers, the use of
such formats may increase as these become a more effective means of
reaching potential viewers than traditional advertising methods.

78. See Hansen and Kyhl (2001) for an analysis of the effects of this system.

79. Although in its 2005 Broadcasting Code, Ofcom decided that such
measures would be inadequate to protect children and maintained the
prohibition on R18-rated (i.e. pornographic) material.

80. Ofcom (2004a) reports that more serious and challenging programmes
are most affected by multi-channel competition, with their share of
viewing more than 50 per cent lower in multi-channel homes compared
with those having analogue terrestrial channels only (see Ofcom 2004a,
Figure 28). However, being a contemporaneous comparison between
self-selected groups these data suffer from selection bias and are likely to
overstate the magnitude of any change in behaviour by individual house-
holds when faced with a greater choice of channels. The fact that as
multi-channel TV has grown (entertainment-focused) BBC1 and ITV1
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81.

82.

83.

84.
85.

86.
87.

88.

89.

90.
91.

92.

93.

have experienced large falls in viewing share while (more factual and
culture-based) BBC2 and Channel 4 have held up relatively well, indi-
cates a significant selection effect. See Ofcom (2004a), Figure 22; BARB
dara for a longer period show trends stretching back to the launch of
pay-TVin 1991.

MacTaggarr lecture at the Edinburgh International Television Festival,
27 August 1999,

Ofcom (2004a) reports that the most popular programmes on analogue
terrestrial in the UK could expect audiences of 16-17 million viewers
in the late 1990s, but by 2003 14 million was a typical ceiling. Data
provided by the British Broadcasters Audience Research Board for
October 2006 indicate that audiences for the most popular programmes
had declined further to around 11 million viewers.

Although the need to retain public support by giving them enterraining
programmes creates some tension with PSB objectives.

See Ofcom (2004a), p. 8; also Figure 44.

A YouGov poll conducted for the Telegraph in October 2002 showed
that 58 per cent of those surveyed believed the current system to be no
longer justified in a multi-channel world (Daily Telegraph, ‘Unwanted
licence fee’, 28 October 2002).

Davies (1999), Section §, p. 144.

“The M25 area’ refers to the area within London’s major ring road, i.e.
the Greater London region.

Surveys conducted for the Ofcom review of public service television
broadcasting indicate that several elements of PSB output are popular,
with viewers placing a high value on their own consumption of news,
serious factual programmes and drama, as well as entertainment; see
Ofcom (2004a), Figure 33.

For example, in the early days of the Second World War some UK radio
listeners found the Nazi propagandist Lord Haw Haw more entertaining
than the BBC’s austere diet of organ recitals and public announcements.
This prompted the BBC to lighten its tone with a new emphasis on enter-
rainment. In the 1960s, the BBC’s failure to respond to changing music
tastes led to the growth of pirate radio stations, culminating in harsh
enforcement action — and also the launch of a new BBC station, Radio 1.
See, for example, the findings presented in Ofcom (2004a).

Advertising ceilings are specified under the EU Television Without
Frontiers Directive.

The BBC has a Royal Charter rather than a licence. The remaining public
service broadcasters are licensed under the Communications Act 2003.
Channel 3 (‘ITV’) licences were auctioned following the 1990
Broadcasting Act. Renewal fees for these and the Channel § licence
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(held by Five) are determined by Ofcom. In 2004 the licensees collec-
tively paid £230 million. This was estimated to have dropped to around
£90 million in 2005, reflecting the falling scarcity value of analogue
spectrum resulting from the growth of digital households.

94, Digital satellite, operated by BSkyB, has near-universal coverage. There
are two regional cable companies, NTL and Telewest, passing approxi-
mately 50 per cent of homes. Digital terrestrial television has less than
universal coverage but this is increasing, with a view towards digital
switchover around 2012. Following the demise of ITV Digital in March
2002, Freeview, an umbrella platform for various free-to-air channels,
was launched in October 2002. A limited pay-TV service, Top Up TV,
was launched in March 2004.

95. See BBC (2004).

96. From The Times, ‘[TV unveils strategy for digital fightback’, 24 June
2004.

97. In practical terms, the audiences and advertising revenues of
advertising-funded public service channels are coming under pressure.
Concern has already been raised over the future viability of Channel 4
(see ‘Preserving C4’s provision’, Financial Times, 19 April 2004, writ-
ten by Mark Thompson, then Chief Executive of Channel 4). Although
S4C also sells advertising, the major part of its funding comes from a
government grant and it is therefore largely protected from this threat.

98. The concern that public service output on advertising-funded channels
will eventually disappear underlies Ofcom’s proposal to create a ‘public
service publisher’ (PSP} to compete with the BBC. A public funding
source would be needed for this body, however, with the practical
options being limited to top-slicing licence fee revenue (assuming that
the licence fee itself can be defended) or a grant out of taxation.

99. EPG positioning has been the subject of several disputes between broad-
casters, including the positioning of BBC channels on the satellite EPG
and of Top Up TV’s channels on the digital terrestrial EPG.

100. For example, EPG rankings by viewing shares would place the existing
analogue channels at or close to the top of the list due to their inherited
base of viewers.

101. ‘Digital television penetration surpassed 70 per cent of UK households
in early 2006’ (Ofcom, The Communications Market 2006, Section
4.2.2).

102. The following model is similar to Anderson and Coate (2005) except
that here the quality of programmes is chosen by the broadcasters. For
related theoretical models of competition between broadcasters, see
Crampes et al. (2006) and Peitz and Valletti (2005). The former paper,
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which has exogenous programme quality, examines a free-entry model
of broadcasting (or media more generally) and also allows the advertis-
ing revenue function to be non-linear (unlike the model described in
this appendix). The second paper models (duopoly) broadcasters as
choosing the degree of horizontal differentiation, i.e. the degree of
programme diversity, rather than (vertical) programme quality.
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5 Regulation for pluralism
in media markets

MICHELE POLO

5.1 Introduction

Pluralism — the fair, balanced and unbiased representation of a wide
range of political opinions and views - is a fundamental component in
the working of modern democracies. Assuring pluralism in modern
economies, characterised by a well-developed set of media markets,
requires political and social actors from across the spectrum to have
proper access to the different media.

The last two decades have seen an impressive development in the
number and range of media that today contribute to form public
opinion, with technological innovations and new policies leading
the process. Cable and satellite transmission during the 1980s relaxed
the constraint of limited frequencies over the hertzian spectrum that
had previously restricted the number of TV channels. Moreover, these
technologies, together with encrypted signals over the air, enabled
exclusion of non-payers and thereby contributed to the development
of pay-TV services, adding a new source of revenues for private opera-
tors. At the same time, public policies more favourable to private
companies promoted wide reforms of broadcasting markets in
Europe, where commercial channels financed with advertising started
to erode the audience of the incumbent public channels. Today there
are many more channels available to the public than two decades ago.
The current phase of development of digital broadcasting will further
increase the number and nature of TV services offered to the public,
with a convergence between media and telecommunication industries.
Finally, the internet has offered a new and potentially cheap channel
of diffusion of ideas and contents that adds to the other processes.
Considering these developments, therefore, we might argue that the
realisation of pluralism is today in much better shape than two decades
ago, with an incomparably larger number of media available for the
diffusion of ideas.

150

WorldRadioHistory




Regulation for pluralism in media markets 151

Table 5.1: Concentration ratio (C3) in the media markets 2002-2003

Media

National press Regional press Free-to-air TV Radio

France 70.0 46.7 80.7 59.1
Germany 87.4 27.9 90.9 56.8
[taly 44.8 - 88.7 58.7
Spain ~ 47.3 71.4 76.6

UK 70.6 51.6 69.9 72.3

— — R

Source: Ward (2004)

If we look at these media markets in the main European countries,
however, we observe in most cases very high levels of concentration. In
Table 5.1 we present the C3 concentration ratio' by media company in
the main markets, calculated according to the distribution of viewers,
readers or listeners.

Free-to-air television is the most concentrated segment while the
regional press ranks relatively low, although it should be considered
that the national data do not fully portray concentration in an industry
that is characterised by a large set of very concentrated local markets.
It is difficult to interpret these data, and the implicit problems for
pluralism that they might imply, given that the process of development
of new media markets is far from concluded. Innovations in telecom-
munications and the media, moreover, suggest that the picture might
change even more. Hence, in order to establish how the objective of
pluralism should be pursued we cannot refer simply to the status quo;
we need to rely also on some theoretical considerations that allow us to
identify the leading forces of the process in the early future.

Although pluralism is a political more than an economic objective, its
realisation today (and in the near future) will depend first of all on the
outcome of market forces. Since today most of the suppliers in media
markets are private companies, and these markets are characterised by
persistent concentration and risks of foreclosure, we need an economic
analysis of the functioning of the media markets in order to evaluate
whether the new technological opportunities will lead to the realisation
of pluralism. This chapter analyses whether private incentives in the
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media markets are sufficient to realise pluralism or whether it needs to
be an explicit objective of regulation.

The chapter is organised as follows. In Section 5.2 we introduce a
double definition of pluralism, distinguishing between external plural-
ism (which characterises the range of content in a given media market)
and internal pluralism (which characterises the range of content supplied
by a single media company). In Section 5.3 we ask whether the market
can be expected to provide enough external pluralism, pointing out
some key reasons for caution. The more analytical features are treated
in subsections, marked with *, that can be skipped by less technically
minded readers. Section 5.4 then considers whether private incentives
are sufficient to provide internal pluralism, identifying further reasons
for market failures in this case. Section 5.5 reviews the main regulatory
tools that are used in European countries, evaluating whether they can
remedy the kinds of market failures that have been identified and dis-
cussing a set of open issues. Section 5.6 concludes the chapter.

5.2 Pluralism: a double definition

When we define pluralism as the objective of ensuring a balanced, fair
and unbiased access of all political opinions and views to the media we
leave unspecified an important part of the question: do we want citi-
zens to find a full range of political views expressed among the existing
media outlets in an overall media market or do we want individual
media outlets to host a variety of opinions across the ideological
spectrum? The former characteristic is usually called external pluralism
(EP). The latter is called internal pluralism (IP).

The distinction between external and internal pluralism suggests
looking separately at how whole markets provide for the expression
of political opinions and views and how such provision is made by
individual media companies. In both cases we need to clarify further
how pluralism should be measured. It might simply refer to the avail-
ability of all political views, with no reference as to how (and when)
they are made available; or we might desire to check that the general
public can have access to them on equal terms (for instance, at similar
viewing times or within the same programmes). In other words, the
realisation of pluralism can be assessed by looking at the mere avail-
ability of different views or instead by focusing on the public’s actual
choices among the available contents.
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If we refer to availability, we look at the media companies’ supply of
political views and information; we might assess, for instance, whether
newspaper shops carry the full range of publications and do not refuse
to sell some of them or whether there exists the full range of TV
channels received by the whole population during prime time, when
the largest audience is reached. Under this approach, the central quan-
titative measure for external pluralism would be the number of media
(TV channels, newspapers, radio stations) and the number of media
companies (TV broadcasters, publishers, communication groups).

When instead viewers’ and readers’ actual choices are the central
issue for pluralism, the simple availability of access may not be enough
if most of the public patronises a limited subset of the available media.
In this case some measure of concentration applied to audience or
readership, such as for instance the Herfindahl Index, might be used
to assess market concentration and the lack of external pluralism.

If we think that the general public is in the position to make informed
and independent choices on the media or programme/article to patron-
ise, availability of different views should be all that matters; if we
presume that the public always chooses its preferred political contents,
the ex post observation of actual choices should simply reflect the
distribution of preferences, over which we should be neutral.

If, however, there are frictions and lock-in effects in the way the
different media are chosen, actual choices will not necessarily reflect
preferences over political information. Lock-in effects can occur, for
instance, in TV since programmes on different channels do not start
exactly at the same time. Suppose, for instance, that a TV channel has a
very popular programme during prime time just before the news, so
that a large portion of the public watches the programme and goes on
to watch the news on the same channel.> Even when the news pro-
grammes are announced at the same time (say, at 8pm) on two rival
channels, there is usually some slight difference in the starting time of
newsflashes, or previews may be offered some minutes before the
official time. This creates a lock-in of the viewers. The high audience
of a news channel, therefore, may derive from the popularity of the
previous scheduling rather than from an appreciation of the news itself.

Lock-in effects may occur for different reasons in newspapers. Since
local news gathering requires a dedicated staff of journalists and a local
editorial office, national newspapers cannot usually offer coverage in
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the same way as local newspapers. But given the limited dimension of
the market, only a few local newspapers, and quite often only one or
two, can survive in a given area, a tendency that we observe in many
countries including the USA. Since most newspapers must be pur-
chased, most readers buy just one. The concentration of local reader-
ship will be due to the nature of local news gathering rather than to the
political positioning of these media.

Lock-in effects, as described above, are likely to be relevant when we
look at external pluralism, since the choice of a reader’s preferred
political content might require switching from one media outlet to
another (incurring some costs). If there is internal pluralism, with a
variety of opinions expressed within the same media outlet, readers
may be much less affected by such lock-in effects. Therefore, our
discussion of the measurement of pluralism with respect to the avail-
able contents or to the actual choices of the public refers mainly to the
implementation of an EP objective.

While the choice between internal and external pluralism objectives
is beyond the scope of economic analysis, we think that the implemen-
tation of either policy objective, and therefore the success in pursuing
the general goal of pluralism, requires a careful analysis of what can be
expected from the private incentives of media companies. If we are
pursuing an EP goal, the relevant issues are the degree of differentiation
among media companies and the features of the media market structure
under free entry. If instead we follow an internal notion of pluralism,
we need to understand whether a media company finds it profitable to
offer multiple policy positions, an issue related to the choices of firms
in other industries between single and multiple product lines.

The next sections will therefore address three main questions, draw-
ing on the existing literature on media markets:

1. Do media companies tend to offer in equilibrium a differentiated
supply of contents (including policy positions)?

2. What are the possible long-run equilibrium market structures (in
terms of the number of firms and the distribution of their audience
or readership) and their determinants in the media industries?

3. What are the incentives of a single media company to offer a variety
of contents (including different policy positions)?

While the first two issues are relevant for the assessment of EP
market provision, the last one focuses on the private incentives for IP.
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5.3 Does the market provide enough external pluralism?

Before looking at the equilibrium degree of differentiation and at the
equilibrium market structure, it is useful briefly to review some model-
ling issues in media markets. The media today include a very diversified
set of industries, including the written press, television and radio
broadcasting, and electronic communications over the internet. It is
hard to analyse the main features of equilibrium in these markets in
general, as industry specificities may play a role in driving the results. In
this section, therefore, we will focus mainly on the features of the
television broadcasting industry and, to a certain extent, of the press
industry, which are arguably the most influential today in forming
public opinion.

Modelling media (broadcasting and press) markets

The economic literature on the television industry is relatively small.
Early works® focused on the choice of programme variety between
competing broadcasters, using a horizontal differentiation or mono-
polistic competition framework. More recently, the interplay between
the broadcasting market and that for advertising has been modelled,
addressing issues like the over- or underprovision of advertising

(Anderson and Coate (2000)) or the degree of differentiation among

channels (Gabszewicz et al. (1999), Gabszewicz et al. (2001) and Gal-

Or and Dukes (2001)). The links between product market rivalry, as

influenced by advertising, and equilibria in broadcasting markets is

further explored in Nilssen and Sergard (2001) and, again, Gal-Or and

Dukes (2001)). Finally, long-run equilibria under free entry are ana-

lysed in Motta and Polo (2001). We can summarise the main features

of these models as follows:

e Media industries, including TV and radio broadcasting and the
press, in which advertising is an important source of revenue, are
two-sided markets:* media outlets can be considered as platforms
linking the market for audience (viewers, listeners, readers) and the
market for advertising.

e Audience exerts a positive externality on advertising, as the larger
the audience, the more effective are expected to be the commercials.
However, in most cases advertising creates a negative externality
on the audience, by interrupting and fragmenting the content of the
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media. This negative effect is usually recognised and empirically
documented in the marketing literature for TV and radio broad-
casting, since the viewer cannot exclude the commercial breaks by
turning immediately back to the programme he or she was watching
or listening. The externality of advertising on the readers of the press
is more debated:’ press advertising is often more informative, pro-
viding a service to the reader;® moreover, the reader is not con-
strained to read the messages and can simply skip the pages of
advertising and move to the articles of interest. For these reasons,
we might have some readers who like and others who suffer from
advertising in the press. In any case, these effects create inter-market
network externalities, as the larger is one market, the stronger is the
externality on the other market.

o Both markets arc characterised by heterogeneity of the agents: viewers/
readers have different preferences over the varieties and the quality
of the contents and advertisers have different willingness to pay for
advertising space or time. We can therefore obtain from these pre-
ferences a demand for audience and a demand for advertising. The
specification of preferences of the two groups of agents (viewers/
readers and advertisers) draws heavily from the literature on product
differentiation. The specific features, and their important conse-
quences for market equilibria, lead to two main approaches, which
we discuss in the following paragraphs, highlighting their implica-
tions for market equilibria.

Do media companies offer differentiated contents?

Our first question on the supply of differentiated contents can be
addressed within the so-called monopolistic competition (MC)
approach to media markets. It assumes that viewer/reader preferences
are characterised by a taste for variety or by heterogeneous tastes for
specific varieties, which is usually defined as horizontal product differ-
entiation: that is, either every viewer likes a mixture of entertainment,
sport, movies, information, or there are audience niches each patron-
ising a particular variety.” There is no variety that is always preferred
by all viewers, although there might be a concentration of tastes over
the more popular varieties (e.g. movies or sports). As a result, offering a
mixture of different contents is the best way to reach a significant
fraction of the audience. In this setting, the media company’s main
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decision is to select the {(mixture of) varieties of contents it is willing to
offer to its potential public. Political views, information and opinions
are an additional dimension on which the media company has to
choose its positioning.®

Turning back to preferences, all viewers (but not necessarily all
readers) dislike advertising, which therefore plays a role similar to an
implicit price for watching the programme. Finally, advertisers’ will-
ingness to pay depends on the audience reached by the media (and by
their profit expectations from advertisements).”

In this framework, media companies choose their varieties in order
to attract viewers or readers, exploiting a larger audience in the adver-
tising market through larger quantities of advertising and/or higher
prices for the commercials. The key point in this setting is that if two
media companies offer relatively similar programmes, the viewers/
readers are relatively willing to switch from one channel/newspaper
to the other if the former increases its advertising time/space. Hence, a
low degree of differentiation constrains adversely the sales of advertis-
ing and the profits of the media company.

Our discussion leads to the main result of this approach: the media
companies facing a public of viewers/readers characterised by different
preferred varieties of programmes and disliking advertising messages
will choose maximally differentiated programme schedules (Gabszewicz
etal. (1999)).

The maximum differentiation outcome might suggest that the media
companies will choose to differentiate their contents also over the
political dimension, in order to attract different political niches of the
public. Before jumping to this conclusion, however, it is worth noting
that a media company usually offers a wide range of varieties in a
bundle (entertainment, movies, sport, news, etc.), calibrating them to
reach its targeted public. If, for instance, a TV channel is focused
mainly to a public of teenagers, it will choose the distribution of
programming time among movies, music, sports, entertainment,
news, etc. and for each of these types the programmes that better
match the tastes of the public of young people. Not all the varieties
included will be equally important to the public of viewers. This affects
the choice of whether or not to differentiate from the offerings of
competing media.

In particular, by differentiating their contents over the more relevant
varieties the media companies create loyalty and reduce audience
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mobility, while by offering more similar (popular) contents on less
important varieties they further increase the audience and the value
of their advertising space. In our previous example, differentiation
might occur on some dimensions that are more relevant for the targeted
viewers/readers (for instance, the kind of music or movies in the case of
teenagers) while convergence occurs on other dimensions that are less
important for teenagers, such as the news. That is to say that the result
of maximum differentiation does not necessarily imply that media
companies will differentiate over all the varieties, and in particular
over the political views they express, since these might be a relatively
unimportant component of the overall contents offered.

Putting the point another way, if the public is highly concerned with
politics, we might expect maximum differentiation to occur in political
positioning, as arguably in the broadsheet press. If, however, most
viewers of commercial TV or popular newspapers are much less inter-
ested in politics than in entertainment or sport, then we might expect
differentiation in the latter dimensions but not in political views, which
might converge to a ‘median’ political position.

So, to answer our first question, competition among media compa-
nies financed by advertising revenues induces them to offer diversified
contents, as long as advertising exerts a negative externality on the
audience and increases the gross profits of the advertising firms in the
product market (as seems to be true for commercial TV channels and at
least in part for the written press). Whether maximum differentiation
extends also to the political views expressed by the media companies
is, however, an open question; this may be so only for those media
whose audience is strongly interested in politics. We can therefore
conclude that the market provides sufficient incentives for media com-
panies to offer a diversified range of contents along some dimensions,
but this feature does not necessarily extend to political viewpoints.

The MC approach: analytical results (*)
The typical representation of preferences in the MC approach is:

U(x;.a;,pit) = 0" — 2a; — p; — Y(xi — t)z

where v* is the willingness to pay for the media, that is decreased by the
amount'? of advertising a; (with weight 1), the price (subscription fee)
paid p; (if any) and the mismatching of actual (x;) vs preferred (¢) variety.
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In the MC approach the equilibrium degree of differentiation, our
first question, can be properly addressed within a multi-stage game
framework where programme (political) variety x; is chosen first and
then advertising quantity 4; (or rates) is chosen taking into account the
viewers’/readers’ and the advertisers’ demand.

In the simpler case the media companies obtain revenues only by
selling advertising time/space, while giving for free the contents to the
viewers/readers.

In this setting we obtain:

Proposition 1

The media companies facing a public of viewers/readers characterised
by different preferred varieties of programmes and disliking advertising
messages will choose maximally differentiated programme schedules
{Gabszewicz et al. (1999)).

Hence, the Principle of Maximum Differentiation established in
d’Aspremont et al. (1979) within the simpler Hotelling model still
holds true in the more complex two-sided markets framework that
takes into account the specific features of the media industry. It is
important to contrast this result with alternative outcomes that suggest
a lower degree of differentiation, in order to evaluate the robustness of
our conclusion.

A minimum differentiation result can be obtained if we ignore the
negative externality of advertising on viewers and readers: in this case
the inter-market externalities work in one direction only, with a larger
audience increasing the willingness to pay of advertisers. The design of
programme variety in this case is driven by the pursuit of a large
audience, that is better accomplished once more ‘central’ or popular
varieties are selected: since the viewers are not negatively affected by
the number of ads, moving to the centre has only the positive effect of
eroding the rival media audience. This set-up, and the resulting conclu-
sion that very similar contents will be offered in the media market, can be
found in the pioneering works of Steiner (1952) on radio broadcasting.

More recently, Gabszewicz et al. (2001) find similar conclusions
regarding the press industry: they consider press editors who raise
revenues from both the sale of newspapers and of advertising space.
Readers are interested in the policy position of the newspaper but not in
the amount of advertising. The revenues coming from newspaper sales
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provide an incentive to follow the ideological position of the readers,
pushing towards a strong differentiation of the media companies.
Conversely, advertising revenues depend on total audience, which
can be reached by locating more centrally. When the readers are not
heavily concerned about the political positions taken by the newspaper
while the advertising market is large, the latter effect dominates and
minimum differentiation emerges.'' On the contrary, when the readers
pay more attention to the policy position taken by the newspapers and
the advertising market is a less important source of revenues, the usual
maximum differentiation result occurs.'?

We think that the negative effect of advertising on the audience is a
fundamental (empirical) fact of the TV industry and it seems to be
relevant in many submarkets of the press industry as well, Hence, the
outcome of minimum differentiation obtained by ignoring the negative
impact of advertising on the audience cannot be considered a general
result in media markets.

A second case in which minimum differentiation occurs is shown
in the Gal-Or and Dukes (2001) paper. In this case the link between
advertising and product market competition plays a central role: since
the authors consider only informative advertising, a larger quantity of
advertising makes customers in the product market more informed and
mobile, with an increase in competition and a fall in the advertisers’
gross profits. In this case media companies, by selecting more similar
contents, reduce the amount of advertising in equilibrium (as in
Proposition | above), making the product market less competitive,
The higher gross profits resulting in the product market allow media
companies to increase their profits as well when selling advertising
time.'? Hence, minimum differentiation occurs. Although the paper
by Gal-Or and Dukes is interesting, highlighting a further link between
the advertising market and the product market, it seems that the overall
result is driven by the assumption of informative advertising. If ads
increased consumer loyalty, reducing (instead of increasing) product
market elasticity,'* the result would be reversed, since more differen-
tiation, inducing more advertising, allows an increase in product market
gross profits and the advertising revenues of the media companies.

While the nature of advertising (informative, loyalty enhancing or
both) is first of all an empirical matter, experience suggests that, in
particular for TV commercials, advertising messages are more focused
on loyalty enhancement or information about product characteristics
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than on prices, in contrast to the assumptions of Gal-Or and Dukes
(2001). We argue, therefore, that in this case too the minimum differentia-
tion outcome cannot be considered a general result for the media markets.

However, a final remark on equilibrium differentiation seems import-
ant. Proposition 2 summarises the result.

Proposition 2

If firms have to differentiate their products over several dimensions
(characteristics), in equilibrium the firms will maximally differentiate
on the characteristics more important for the consumers, while conver-
ging to minimum differentiation on the other (less important) charac-
teristics (Irmen and Thisse (1998)).

With multiple characteristics, product differentiation can be realised
with more degrees of freedom. By diverging on the key characteristics
(those with a higher ) the firms relax advertising competition, while
convergence on the other dimensions is driven by the desire to maxim-
ise total demand (once Bertrand competition is avoided).

Do media industries tend towards concentration
or fragmentation?

Our second relevant question regarding media market concentration
has not been properly addressed so far in the MC approach. Moreover,
although the MC approach to the media industry has the important
merit of highlighting the forces that lead to differentiation in the supply
of contents among market operators, it leaves aside an important
element of the picture. The supply of contents requires firms not only
to choose a particular variety (or mix of varieties) but also to invest in
the scarce inputs that make a programme (within a given variety)
attractive for viewers/readers, something that we can in general
describe as talent. For instance, a TV channel has not only to choose
whether to focus more on sport events or movies — a typical horizontal
differentiation decision. Once it has chosen to focus on sports, for
instance, it has to decide between the major sporting events, as the
Champions League or the Olympic Games, or a less attractive pro-
gramme based on minor sports or less important international matches.
In the same vein, a channel more specialised in movies might decide to
collect and broadcast the seasonal blockbusters or less popular movies.
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This observation leads us to recognise that viewers/readers have a
taste for both variety and the attractiveness (‘quality’) of the contents
transmitted or published: going back to the product differentiation
literature, the audience demand reacts to both the horizontal (variety)
and vertical (attractiveness) decisions of the media companies.

Targeting contents according to both variety and attractiveness has
dramatic effects not only on the revenue side (more attragtive pro-
grammes, more audience, more advertising revenues) but also on the
cost side, as the more popular programmes tend to be more expensive,
reflecting their larger revenue potential.'® The fixed costs therefore
increase with the attractiveness of the contents provided.

We define as the natural oligopoly (NO) approach to the analysis of
the media market one that stresses the double role of investing in the
attractiveness of contents: increasing the revenues (from advertising,
through a larger audience, or from subscriptions) and the (fixed) costs
of the operators. The NO approach offers a richer description of the
interaction among media companies, which can compete for audience
not only by moderating their advertising space but also by investing in
programming,

In this framework the long-run equilibria under free entry, our
second key question, are described in the following statement: when
viewers/readers have a taste for both the variety and the attractiveness
of the contents, and more attractive contents imply higher fixed costs,
the maximum number of firms sustainable in a free entry equilibrium,
N, is bounded above for any dimension of the advertising market.
Moreover, the market in the limit is more fragmented the more hori-
zontally differentiated are the contents across media companies (Motta
and Polo (2001)).

The intuition of this result should be straightforward once the basic
mechanisms of the NO model have been understood: N is determined
by the free entry condition once the fixed costs of programming are
strictly covered by advertising revenues. A larger advertising market
increases the revenue potential from advertising, boosting the incen-
tives to compete for the audience through a higher level of attractive-
ness of the contents. This pushes up both advertising revenues and fixed
programming costs, with no room, at some point, for further entry.'® If
there is scope, given the viewers’/readers’ preferences, for more hor-
izontal differentiation of contents, competition for audience is realised
by targeting different contents and is therefore relaxed, and the

WorldRadioHistory




Regulation for pluralism in media markets 163

mechanism that pushes up the fixed costs of programming slows down,
with lower fixed costs in equilibrium. This is consistent, for given
dimension of the advertising market, with a higher number of firms.

Summing up, the NO approach identifies some elements that govern
the equilibrium market structure under free entry. Suppose the tastes of
the viewers/readers are concentrated on a limited number of varieties
(say sport, movies and entertainment) and, within them, on the more
popular versions of the different types (say soccer, comedies and quiz
shows) — what we might label as the case of the popular viewer/reader.
Then the media companies have limited scope for horizontal differen-
tiation. Competition for audience then forces them to target the same
attractive contents, which pushes up the costs of programmes, creating
endogenously high fixed costs and resulting in a concentrated industry,
even with large advertising markets. An alternative scenario, that we
might label as that of the sophisticated viewer/reader, corresponds to
an audience with very diversified tastes or one that likes to mix and
match programmes from different schedules and channels. In this case
media companies can easily differentiate their contents and competi-
tion for attractiveness (and the fixed costs of the best programmes) is
reduced.

A similar case can be found looking at an important segment of
readership that is interested in local news and is ready to patronise
the local press even if it has a more limited coverage of national and
international events. In this case the prevalent dimension that influ-
ences the reader’s choice is the coverage of local news rather than
coverage of international events. The ‘attractiveness’ dimension loses
importance in favour of the ‘variety’ dimension. The local press seg-
ment therefore will be fragmented, with many small newspapers selling
in different areas. When the importance of variety is strong, therefore,
many small-size media companies (e.g. small thematic TV channels or
local newspapers) can coexist in a fragmented market.

The popular and the sophisticated viewer/reader examples represent
two polar cases that induce very different market structures. Intermedi-
ate situations, in which we might have a core market with few large
operators covering the more popular varieties and a fringe of small ones
focused on diversified market niches, can also be imagined and seem to
fit well with the case of the press market. While the evolution of TV
broadcasting seems so far closer to the popular viewer case, it seems
plausible that the drift in the future will be towards the sophisticated
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viewer scenario. However, the speed of the process and whether it will
completely replace the popular tastes are very difficult to predict.'”

What we can conclude according to the NO approach is that the real
challenge to EP comes from the persistent concentration of many media
markets, in particular in the free-to-air TV broadcasting industry,
dominated by the public’s relatively undifferentiated tastes for a lim-
ited number of content varieties. This concentrated situation creates a
strong limit to the possibility of offering a diversified range of political
views in the TV industry supply. Hence, once we consider the escala-
tion of fixed costs that characterises these markets, our trust in the
market provision of external pluralism is much weakened.

The NO approach: analytical results (*)
We define the natural oligopoly approach to the media market with
reference to two distinctive modelling choices: first, viewers/readers
have a taste for both the variety and the attractiveness of the contents;
second, more attractive contents, while increasing the audience, require
higher fixed costs. The NO approach has been proposed in Motta and
Polo (2001), who analyse the free entry equilibrium structure of the
media markets, in Nilssen and Sergard (2001), who study the effects of
product market competition on the broadcasting market equilibrium,
and in Armstrong (2004), focusing on the choice of programme quality
of pay-TV vs. advertising financed TV.

A typical linear specification of the share of viewers that can be found
in these models is:

N
si=o(N) +B(N)(vi = 2ai = pi) = Y _ %(N)(vj — iaj - p;)
i
where s, is the share of audience, N is the number of media, v; is the
quality of media #’s contents, 4, is the amount of advertising and p; the
subscription fee (if any). The parameters «(N), B(N) and vi(N) can
be obtained once the underlying preferences have been specified.'®
Improving the attractiveness of the contents boosts the fixed (program-
ming) costs of the media company, a mechanism reminiscent of the
endogenous sunk cost case proposed in Sutton (1991) and (1998).
In all these models the choice of the variety is not addressed, assuming
an exogenous degree of product differentiation among media compa-
nies.'” Hence, the models that have followed the NO approach cannot
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help to answer the first question about EP, that is whether in equili-
brium there will be sufficient differentiation of contents among media
companies. However, the NO paradigm seems particularly suited to
consider the second relevant issue, namely the equilibrium market
structure, which is not adequately considered in the MC approach.

The basic effects that work in equilibrium can be described as fol-
lows. First, when media companies set their advertising space given
advertising demand, they compete in strategic complements, as already
observed for the MC models: increasing the amount of advertising
space shifts some audience to the rival company and increases its
demand for advertising, inducing the other company to increase its
advertising space as well. Second, a company offering more attractive
contents exploits its advantage in the audience by selling more adver-
tising time (and collecting higher prices). Hence, more attractive con-
tents pay off in terms of higher advertising revenues. Third, the
marginal effect of an increase in attractiveness on advertising revenues
is more pronounced the more similar are the contents in terms of
varieties: with very similar programming, offering more attractive
contents leads to a sharp increase in audience and the advertising
revenues.”’ Hence, the incentive to invest in attractive programmes
is higher the more similar are the varieties chosen by the media com-
panies. Horizontal contents differentiation, meanwhile, reduces the
incentive to invest in attractive programmes.

For a given degree of substitutability among media contents, the
optimal level of attractiveness is determined by equating the marginal
benefit (as described above) and the marginal cost of programme
quality. Overall, the less horizontally differentiated the programme
schedules, the more intense the competition for attractive programmes
and the higher the level of fixed (programming) costs in equilibrium.

Proposition 3 describes the equilibrium market structures.

Proposition 3

When viewers/readers have a taste for variety and for the attractiveness
of contents, and more attractive contents imply higher fixed costs, the
maximum number of firms sustainable in a free entry equilibrium, N, is
bounded above for any dimension of the advertising market. N is larger
the more horizontally differentiated are the contents across media
companies {Motta and Polo (2001)).
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Vertical integration and foreclosure

So far we have focused our analysis on the segment of the media
industries corresponding to the packaging of contents and the sale of
advertising space. Some media segments, and in particular TV broad-
casting, have a relatively rich vertical structure in which the production
of contents can be separated from that of packaging, followed by other
phases such as the packaging of channels and the delivery of them (in
particular for the pay-TV segment).

Vertical integration upstream can create serious foreclosure con-
cerns when a TV broadcaster cumulates the production of several key
varieties. Exclusive rights of transmission may have a similar effect
even without formal integration. Pay-TV broadcasting is a good exam-
ple. The more popular channels in a bundle are usually sport and movie
channels, and competition for the most attractive contents is very
intense in this segment. Movies can be diversified by type (comedies,
adventures, thrillers, etc.) and can be exploited on a multiple-window
programming schedule. We might therefore expect more than one
thematic channel specialised in movies to survive in equilibrium.
Sporting events seem more problematic: they usually display far more
concentrated tastes (the public is usually interested in no more than a
few sporting disciplines and a few international events, though these
may differ by country) and require direct transmission, while multiple
windowing has almost no value. So what matters in sports broadcast-
ing is to obtain the transmission rights of a few major sporting events.
This process is self-reinforcing, as a channel that already owns some
major sports and a large base of subscribers is often able to offer more
for the transmission rights of other disciplines and events. The emer-
gence of the BSkyB position in the UK market, thanks to the rights of
transmission of the Premier League, or the consolidation of the two
pay-TV ltalian channels under the umbrella of the Murdoch group and
the progressive migration of all the soccer teams within its program-
ming, are extremely telling stories.

If a single operator were able to obtain most of these contents on an
exclusive basis, a real possibility of market foreclosure would emerge.
The mixture of competition for the more attractive contents and the
vertical links between producers and distributors creates a market
position that is very hard for new entrants to contest.
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A second ground of foreclosure can arise downstream, in the dis-
tribution of the signals. Both cable and satellite distribution entail
proprietary issues and a problem of access. Cable TV operators usually
own (or have a long-term concession over) the broadband wires used
for distributing the signals. If the cable TV operators are integrated in
the distribution segment, standard problems of access can arise for
competitors. Satellite distribution requires the customers to use a set-
top box to decode the signal, whose standard can be proprietary.
Compatibility among satellite TV operators can avoid the doubling
of the investment, but compatibility might be strategically denied by an
incumbent operator to foreclose new rivals.

Consideration of vertical integration and foreclosure therefore sug-
gests even more reasons to be sceptical of a market solution to EP.

We now turn to the complementary question of whether there are
adequate private incentives for internal pluralism.

5.4 Are private incentives sufficient to provide
internal pluralism?

When the number of independent media companies is not sufficient to
provide a full range of varieties and policy positions, or when we
observe strong concentration in audience or readership among a few
channels or newspapers, the objective of IP becomes fundamental, as it
may be the only way to ensure pluralism in access to information.
Internal pluralism requires that each media company chooses a bundle
or mixture of political views to satisfy the demand of a wide range of
citizens. We have argued in the previous section that models of the
media industry consistent with the Hotelling approach are rather flex-
ible in describing the editorial choices of the media companies, which
usually select a particular mixture of the main types of contents. Hence,
the analysis of market equilibria summarised in the previous section is
compatible with even a few media companies offering contents that, in
different proportions, cover the main types appreciated by the public.
In fact, we observe in most media markets a key role for such
operators: commercial TV channels offer a programme schedule that
includes (several types of) movies, news, entertainment, sport, cultural
events, etc.; the same holds true for general public newspapers and
magazines; even thematic pay-TV channels are usually offered in bun-
dles, giving access through subscription to a full range of varieties.
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Content differentiation is therefore mostly realised by mixing in
different proportions the main types of contents, rather than through
specialising in a single variety. This is probably due to the fact that
viewers/readers are very often interested in more than one variety and
appreciate a mixture of them. The more obvious exceptions to this
stylised fact - sporting newspapers — are in a sense an indirect con-
firmation of this claim, as sport fans are probably one of the few single-
variety constituencies for media content.?!

So far we have treated the choice of contents in general and of
political views in particular as equivalent, considering the latter as
one additional variety in information and entertainment supply. And
we have discussed how far the tendency to differentiation cxtends from
contents to political views. At this point it is important to look more
carefully at the specific choice of the political position of a media firm
on the part of its owners. Two points are fundamental, one on the
demand side and one on the supply side.

First, while we have stressed that most of the viewing or reading
public tends to have a taste for a variety of content, the same does not
seem to be true for political information. While those members of the
public who are not strongly interested in politics simply do not care for
political discussion, those who actively participate and require political
information seem to prefer to patronise media outlets close to their
own views rather than to range over a variety of political opinions. In
other words, the demand for political information seems to be natu-
rally partisan and not to exhibit any comparable taste for variety. Hence,
media companies arc much less likely to mix over different political
opinions than when mixing their programming among different
varieties or types of movies, sports, etc. While some sports fans like to
watch football and basketball matches, and motorbike and Formula 1
races, there are few politics fans who derive the same satisfaction when
listening to both left-wing and right-wing politicians.??

On the supply side, if a single channel or newspaper tends to patron-
ise one political position, we might still have a range of views repre-
sented if there are multi-channel or multi-media companies active in
the market. If the objective of the media company is simply to maximise
its profits in the market, it would be optimal to differentiate its political
positions (and more generally its mix of varieties) among the channels
or newspapers of the group. Thus even in a situation with a limited
number of operators, we might observe significant variety in political
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views if there were multi-product rather than single-product operators,
provided they aimed at maximising (media market) profits.

However, before drawing this conclusion we have to look in more
detail at the media companies’ motivations. So far we have considered
their choices as driven by the profits that can be obtained in the media
market through advertising, sales, subscriptions, etc. However, there
are considerations that may cast doubt on this assumption.

The first is that some companies have a partisan identification, due
to the opinions of their owners. In such case, sponsoring the owners’
preferred political views is the natural choice, even if this leads to a
sacrifice of profits. Should we expect, in this case, a bias in favour of a
particular segment of the political spectrum?*? In other words, will the
selection mechanism among partisan media companies determine in
equilibrium the survival of operators over the entire range of political
views or will entry benefit only a part of the range (such as the right-
wing positions)? This is a hard question that cannot be addressed in
general terms without observation of real markets. It is important to
remember, however, that in those segments where concentration is
more likely, due to high costs of content, a media company has to
raise a large amount of capital to operate and therefore entry requires
considerable access to financial markets.

The second consideration is that firms often have a wider interest in
communication than simply the maximisation of profit in the relevant
market. Media markets are often heavily regulated and the hertzian
spectrum is considered a public good that is licensed by the state to
private companies. Hence media companies have a strong interest in
public policies governing their markets. But they also control some-
thing in which political parties and the government have a strong
interest, namely the supply of political information. Hence the decision
to support one political party or another not only has an impact on
the choices of viewers and readers, and on advertising revenues, but it
implies also a (much less transparent) basis for negotiation with public
institutions over policies for media markets and for the companies
involved. These effects are even more important when the media
companies belong to diversified conglomerate groups active (and influ-
enced by public policies) in many markets. In these cases, the choice of
political positioning depends heavily on such factors. And a bias in
favour of the government and of the major political parties can be
expected.
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Notice that when a media company determines its political views
according to these latter (partisan or lobbying) motivations, having
multi-channel broadcasters or press groups makes the problem of
pluralism even worse, since we should expect homogeneous political
positioning of all the media of the group and not, as imagined above for
a profit-maximising conglomerate, a differentiation of views within
the group.

Our general conclusions about private incentives for the provision of
pluralism in the media market are rather negative. Looking at market
equilibria (EP) we have stressed that although differentiation in con-
tents can be expected, with a diversified supply of the main types of
content, this effect can be severely limited by the persistent concentra-
tion of many media markets, driven by competition for the more
attractive contents, If the number of key players remains limited, we
have to rely on a sufficient differentiation of content on the part of
each individual company (IP). We have argued that although there are
private incentives for differentiation with respect to many types of
content and entertainment, the representation of political views and
opinions tends to be more partisan, both with respect to the (ideological)
demand of viewers and readers and with respect to the pro-government
bias that tends to characterise media companies. IP is therefore poorly
provided by private incentives. It is now time, therefore, to consider
regulation for pluralism,

5.5 Regulation for pluralism

In this section we first review the main regulatory tools used in
advanced economies to preserve pluralism, with a main focus on the
EU.>* We offer an evaluation of their merits and limits in the light of
the analysis of private incentives developed above.

The main regulatory tools

We can distinguish the main tools used in actual regulation by type of
instrument: as will be clear in the discussion, similar instruments find a
justification with a reference to different pieces of the picture or, put
another way, they are designed mostly with an objective of IP or EP in
mind. Although we do not present a complete review of the actual
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policies of the European countries, we shall offer several examples of

the different regulatory regimes. We can distinguish:

1. Constraints on ownership: in several countries regulation sets limits
on the ownership of media companies. We can further distinguish

among:

1.1

1.2

1.3

1.4

Ouwnership of single media companies: these limits are usually
set for TV broadcasting operators and define an upper bound to
the share of a single owner in the company, in order to induce a
more fragmented ownership structure. For instance, in France
and Spain no single investor can own more than 49 per cent of
the shares and the voting rights of a TV broadcasting company.*’
Ouwnership of different media: the regulation limits the partici-
pation of a single investor in companies belonging to different
media segments. Since operating in TV and radio broadcasting
markets implies holding public licences while operating in the
press segment can be defined in terms of ownership of news-
papers, inter-industry limits are usually designed as limits to
cumulating ownership in the press and licences in radio or TV
broadcasting. For instance, in France*® and the UK?” participa-
tions in TV and radio broadcasting, or broadcasting and the
press, are severely limited. Ownership constraints between
media and telecommunication companies, which were frequent
both in Europe and in the USA before the liberalisation of
telecoms, have now mostly been lifted.

Foreign ownership: foreign investors not belonging to the
European economic area are usually restricted from ownership
of broadcasting companies: the limits, as before, are expressed
in terms of prohibition of holding broadcasting licences. These
constraints are set in [taly, France (maximum of 20 per cent of
shares), Germany and the UK. Foreign investors, however, can
hold licences if their country of residence or establishment
applies rules of reciprocity with European countries.

Absolute probibitions: in Germany and the UK an absolute ban
is set on the ownership of TV broadcasting companies (holding
of TV broadcasting licences) for public (central or local) institu-
tions, for central or local governments and for political parties.

2. Limits on the number of licences: in this group we include con-
straints that try to influence, by setting a maximum number of
licences, the concentration of single media segments, namely TV
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broadcasting. In France a single national or regional licence can be
held in TV (terrestrial or satellite) broadcasting. In the UK no com-
pany can hold more than one national (Channel 3 or Channel 5)
licence, or more than two Channel 3 regional licences in the same
area; moreover, Channel 4 and the BBC cannot hold Channel 3 or
Channel S national or regional licences. In Spain only one national
or local licence can be held by private companies.

3. Limits on market shares: in some countries, such as Germany and
Iraly, limits to concentration are set not in terms of the number of
licences that a single company can hold but in terms of market
shares that can be computed in terms of audience or turnover. In
Germany an upper bound of 30 per cent of the audience for televi-
ston services is set: in case a group, considering all its channels,
breaks this limit, no further licence can be assigned nor any acquisi-
tion of TV channels allowed. In Italy a recent regulation sets a limit
of 20 per cent of total resources, defined over a very wide and
diversified market (the so-called ‘integrated communication system’)
that includes TV and radio broadcasting, the press, advertising and
commercial promotions, movies, journals and book publishing.

4. Limits on advertising: in most countries some limits on advertising
messages on TV and radio broadcasting are set, on an hourly and
daily basis, and distinguishing between private and public channels.
Although this regulation is not usually explained directly with
reference to pluralism, indirectly these rules constrain market equi-
libria in the TV broadcasting markets and the allocation of adver-
tising expenditures between broadcasting and the press. Hence,
their indirect impact on the resources of the different media seg-
ments (and, in this way, on pluralism) is very strong.

5. Limits on content: specific rules are applied in many countries
during electoral campaigns, constraining information programmes
and news in TV and radio broadcasting. The rules require balancing
the presence of parties and candidates in the programmes and in the
news, regulating the free and paid direct access of political parties,
and offering a timely right of reply. These rules are monitored
during electoral campaigns not only quantitatively (for total time)
but also qualitatively (for tone and completeness), although this
latter crucial feature is very hard to implement.?®

6. Public media (TV channels): the presence of the state in media
markets is today almost everywhere limited to TV and radio
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broadcasting. In Europe public TV channels still play a crucial role.
During the Fifties public channels allowed TV broadcasting to
develop in continental Europe and until the Eighties they repre-
sented the only broadcasting supply. Public channels have to follow
a set of public obligations that rely on the notion of public TV
service and include information and culture, granting access to a
variety of cultural, social, political and religious interest groups
within a country. Hence, ensuring (IP) pluralism is certainly
among the goals of public TV channels, which in this sense can be
considered as a further tool for public policies on this issue.

This short review allows us to appreciate some general regularities in
the norms that regulate media markets and some country specificities
as well. First, it is immediately evident that TV (and radio) broad-
casting are much more heavily regulated than the press. This is due in
part to the fact that in these markets a public licence is needed to
operate, since a scarce public good, the hertzian spectrum, must be
allocated: hence, the licensing policy offers a powerful and general
instrument to regulate the structure of the market. The other, comple-
mentary reason derives from the presumption that TV and radio broad-
casting are much more widely diffused and therefore more powerful in
influencing public opinion than are newspapers.

Second, looking at the specific tools, some of them, such as the limits
to the number of licences in a single market, or the market share ceilings
in terms of audience or turnover, are clearly inspired by the goal of
external pluralism, aimed at preserving a deconcentrated market.
Constraints to ownership, referring to a single company’s ownership
structure or to its participation in several segments of the media mar-
ket, can instead be rationalised in terms of an IP objective. In particular,
they are justified if it is very likely that the owner in control of the
company will condition the political positioning of its media according
to partisan or lobbying motivations. To balance this effect, dispersed
ownership and limited inter-market links are pursued.

Third, it is not always clear whether regulation has shaped the fea-
tures of the media market or instead the existing and powerful interests
of media companies have been able to impose regulation corresponding
to their own interests. In Germany, for instance, no limits are set on the
ownership of broadcasting companies or on the number of licences,
with a single constraint on the overall audience of the group: multi-
channel TV broadcasting has been one of the distinctive features of the
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German market since the Eighties. Is it the result of a gap in regulation
or did regulation adapt to multi-channel operators that from the begin-
ning characterised the market?

The answer is easier when we look at the Italian case. The opening of
private broadcasting markets occurred in the mid-Eighties within a sort
of regulatory vacuum, while the consolidation of the Mediaset group
was allowed by the norms approved by the parliament, which set limits
in terms of licences that always fitted the actual marker positions of the
strong private group. The recent reform approved by the Italian parlia-
ment sets market share limits defined over so large and composite an
aggregate that no 