Pricing Game of Online Display Advertisement Publishers

Md. Tanveer Ahmed Changhyun Kwon *

Department of Industrial and Systems Engineering
University at Buffalo, The State University of New York

Abstract

We consider online display advertisement publishers who maximize the revenue by optimal
pricing in an oligopoly setting. Each publisher interacts with others though setting cost-per-
impression (CPM) that affects the demand for everyone. Using the pseudoconcavity of the
objective function, we prove that a unique best response Nash Equilibrium exists for each
publisher. We also consider the sensitivity of the publisher while other publishers changes their
CPM. In both cases, the best response of the publisher depends entirely on her current best
response CPM. We provide an algorithm for finding the equilibrium and illustrate by numerical
examples.
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1 Introduction

With a growing number audience, online advertisement has become an important marketing tool.
With more than 76% US households having Internet access in 2008, the Internet accounts for ap-
proximately 20% of overall media consumption (Marketing Charts, 2008). According to Interactive
Advertising Bureau (2010), online advertising yearly revenue is now nearing $25 billion with a dou-
ble digit yearly growth. The share of Internet in media consumption is expected to be more than
25% by 2011 (Marketing Charts, 2008).

Search and display are two major formats of online advertising having 83% share of the market
(Interactive Advertising Bureau, 2010). Search advertising refers to the use of search engine result
pages such as Google or Bing where user can requests search relevant to keyword(s). The search
engine responds by displaying the advertisements along with the relevant results. As a consumer
makes a search indicating interest, search has more potential in generating instantaneous revenue.
Therefore, search is preferred in many cases and has the biggest share (45%) of the market. Display
advertisement intends on creating consumer awareness or achieve memory rather than instantaneous
response. With technological innovation and creativity, display advertisement is gaining market

share (Interactive Advertising Bureau, 2010). On the other hand, the share of search advertising is
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predicted to start dropping after it reaches 50% market share (Marketing Charts, 2008). Interactive
Advertising Bureau (2010) reports that from 2009 to 2010, the market share for display increased
for 34% to 36% resulting about 5% relative gain while the market share for search remains the
same.

In this paper, we consider a publisher who hosts display advertisements only. In general, pay-
per-view (PPV) pricing mechanism is used for display. Cost-per-impression (CPM) is the pricing
unit for PPV advertisements where loading of a web-page containing intended advertisement at user
request is considered an impression or view. Though CPM is counted in increments of thousands,
we consider unit increment for simplicity. This paper considers a monopoly where the publisher
is willing to optimize advertising revenue by setting the price based on both her own parameter
settings and market demand as a function of her price. Next, an oligopoly is considered where
publishers interact by setting prices that affect the demand for each other. In fact, the current
online advertising market is an oligopoly. According to Interactive Advertising Bureau (2010), the
top 50 companies control 90% of the market share while the top 25 control 82% and the top 10
control 70% of the market share.

Though the Internet was commercially introduced in late 1990’s, Mangani (2004) is known to
be the first to propose a framework of choosing between PPV and search based pay-per-click (PPC)
pricing methods. He considered a quasi-competitive market where each publisher is too small to
influence the market. Fjell (2009) revisited the same problem and found that depending on the
relation between click-trough rate and ratio of PPV and PPC market price, either PPV or PPC
should be chosen, not both. To refine this study further, Kwon (2009) studied a capacity allocation
problem between PPV and PPC advertising and finds mixed contract might be optimal in some
cases. Recently, there have been a number of studies on display advertisements. Fjell (2010) studied
his previous problem under a imperfect competition where a web publisher is a price setter. He
assumed that number of PPV advertisements affects the page-view and hence PPV has the power
to control the market. The issue of web banner (a type of display advertisement) advertisement
scheduling was addressed by Amiri and Menon (2006). A dynamic selection and allocation of
display advertisement model has been studied by Roels and Fridgeirsdottir (2009). Araman and
Fridgeirsdottir (2011) proposed an uniform capacity allocation mechanism. They found a pricing
policy that is easy to implement. A case of impatient advertisers was studied by Fridgeirsdottir
and Asadolahi (2007). This problem was formulated as a queuing model where advertising slots
correspond to servers. Though there has been a good number game theoretic studies, Moon and
Kwon (2010) first studied a bargaining game between publisher and advertiser with option pricing
scheme. To the best knowledge of the authors, an oligopoly between publishers has not been studied
yet. Hence, we propose a monopoly and later an oligopoly where the publishers compete through
setting prices that affects the available exogenous demand for each of them.

In this paper, we begin with a review of traditional optimal contract problem (Section 2). The
publisher’s problem is monopoly settings is studied is Section 3. Section 4 proposes an oligopolistic

game between the publishers. The existence of a unique Nash equilibrium in this game is proved



and a variational inequality formulation is provided in Section 4.1. In Section 4.2, we study an
oligopolistic game with linear demand as a special case. This is followed by Section 5 where we
propose a method to solve the oligopoly. A numerical example is provided in Section 6. In Section

7, we provide managerial insights on the results. Section 8 concludes the paper.

2 Review of Optimal Contract Problem

In display advertising, pay-per-view (PPV) is a popular pricing method. We consider price-setting
contract problems for display online advertisements with PPV pricing scheme of risk-neutral pub-
lishers in both monopoly and oligopoly settings. Payment for PPV is dependent on cost-per-
impression (CPM), hence the revenue of a publisher depends on her capacity on the number im-
pressions she can handle.

When we consider a publisher’s optimal contract problem, there are two types of display ad-
vertisements with PPV pricing: one is advertisements by direct contracts with the publisher, and
the other is so-called network advertisements (Roels and Fridgeirsdottir, 2009). The former type,
henceforth termed as PPV advertisements, specifies a number to display the advertisements within
a certain time-frame. Network advertisements are sourced through third-parties or network agen-
cies who makes the contact with the advertisers. These network advertisements are always available
for a flat rate lower price. The publisher generally tends to go for network advertisements to utilize
the unused capacity after displaying the PPV advertisements.

When the publisher makes a direct contract with an advertiser to display a PPV advertisement,
she promises a certain number of displays. For some reasons, when the publisher cannot display the
contracted number, she has two options. She may consider refund to the advertiser for un-displayed
numbers, or she may carry them over to the next time period. In the former case, the unit refund
would be greater than or equal to the marginal revenue collected at the time of contract. We call
this direct penalty. In the latter case, the publisher may lose potential contracts because of the
carried-over, which we call indirect penalty. Therefore, for any strategy the publisher may take,
there is a penalty when the contracted number of displays is not fulfilled. However, for network
advertisements, there is no such promise on the number of displays but its marginal revenue is
much smaller than PPV advertisements.

As the direct or indirect penalty is an important component of the operation of online advertising
systems, the number of page-views for the future time period is critical to the publisher. A page-
view is defined as a request to load a single page on a visitor’s screen. This number is definitely
subject to uncertainty, i.e., the publisher can only have a forecast on this value i.e., the cumulative
probability function (cdf), F(-) and probability density function (pdf), f(-) are known. We use a
random variable X to denote the uncertain number of page-views during the time period of interest.

Let v denote the aggregate number of displays to promise. The CPM and penalty are denoted

by p and h, respectively. Although CPM is the cost for a thousand impressions, we use p for one



impression, for simplicity. Then, with the page-view X, the revenue of the publisher is:
R(v) =pv—h(v—X)" +q(X —v)" (1)

where z+ = max(x,0) and ¢ is the publisher’s revenue per page-view of network advertisement.
When there are extra page-views after fulfilling all contracts, the publisher will use those extra
capacities for network advertisement. It is reasonable to assume that ¢ < p < h. The publisher
would not have any incentive to prefer PPV advertisement if ¢ > p. Also, the publisher would
prefer unlimited PPV if p > h. When we have the distribution information of X, the optimization
problem

max E[R(v)] (2)

v

is a simple stochastic optimization problem. Its solution is easily obtained as:

S (Z:Z) (3)

Ahmed and Kwon (2010) has studied problem (2) and found that it has a similar structure to the
newsvendor problem and in fact, they are equivalent. The main difference between the two problems
is that demand information is uncertain in the newsvendor problem, while capacity (page-views)
is uncertain in the optimal contract problem (2).

Consider a newsvendor who has to make decision everyday about the amount of paper Q) he
would be ordering before start delivering the paper and observe the realized demand D. The
purchase cost of paper is ¢ per paper and he sells them at a rate of @ per paper. The actual
demand D is an unknown a priori but characterized by cdf, G(.) and pdf, g(.) respectively. At
the end of the sales, the excess papers are returned and he receives the salvage price s per paper.
We assume m > ¢ > s, while s can be negative. The cost of lost opportunity of selling is [ per unit.

The optimum ordering quantity for the risk-neutral newsvendor can be derived as:

« 1T tl—c
@ =c <7T+ls> )

Withp=n—c¢,h=m—35,qg=—1l and X = D, we find Q* = v* and thus newsvendor problem is
equivalent to publisher’s problem (2). Closing this section, we introduce the following definitions

for the rest of the paper:
Definition 1. A function f from K C R into R is said to be

1. pseudoconcave if for all x1,x9 € K,

8f(ﬂlfl)
ox

(z2 —21) <0 = f(z2) < f(21)



2. strictly pseudoconcave if for all x1,z0 € K when x1 # xo,

Of (z1)
Ox

(2 —21) <0 = f(x2) < f(x1)

Definition 2. A mapping F from K CR"™ into R™ is said to be

1. pseudomonotone if for all x,y € K,
F(y)'(z—y)20= F(2) (x —y) 20
2. strictly pseudomonotone if for all x,y € K when x # y,
F(y)'(z—y) 20= F(z) (zx —y) >0

Definition 3. A mapping F from K C R" into R™ is Lipschitz continuous with modulus L if there

exists a constant L > 0 such that
|F(z) — F(y)|| < L[z — yl|

forall x,y € K.

3 Monopoly Setting: Stochastic Page-View and Deterministic De-

mand

Suppose h and q are fixed. For any given price p > 0 and (random) page-view X, the revenue is:
T(Uaan) =Ppv — h(’U - X)+ + Q(X - U)+

where 27 = max(z,0). The optimal contract size is:

v(p) = argmaxEx[r(v,p, X)] = F (Z:Z) ()
where F is the cumulative distribution function of X and F~! is its inverse. Note that the optimal
contract size in (5) does not depend on the demand which is impacted by the CPM set by the
publisher. If the demand is greater than v(p), the publisher should reject some portion of demand.
If the demand is less than v(p), the contract size is set to the demand size. As a result, the
realized size of the contract and the resultant revenue depend on demand as well. We assume that
the demand depends on the price and denote it by d(p). To avoid trivial cases, we assume that
d(q) > v(q) and v(h) > d(h). Hence, the realized contract size m(p) is:

m(p) = min(u(p). a(p) =min (-1 (322 )
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The expectation of the realized revenue is then:

R(p) = E[r(m(p), p, X)]
We are interested in the following optimization problem:

max R(p) subjectto gq<p<h (6)
p>

where

R(p) = pm(p) — hE[(m(p) — X)*] + ¢E[(X — m(p))]

m(p)
= —am) +qu—(h—qm(p)F(m(p)) + (h —q) /0 zf(z)dx (7)

and p = E[z]. Note that v(p) is an increasing function. We make the following assumptions on the

demand function d(p):

Assumption 1. The demand function d(p) satisfies following regularity properties:
1. p is defined on Q = [q, h].
2. lim,_,p, d(p) = €, where € is a small and economically meaningless value.

3. d(p) is continuous, bounded, and twice continuously differentiable in p on Q.

4. d(p) is strictly decreasing; i.e., a‘é—(pp) <0, on Q.

5. d(p) is either convex, concave or both; i.e., ag—(gﬁ 18 monotone.

Properties 1, 2, and 3 are standard. Asp — h, d(p) becomes infinitesimally small. This rules out
the possibility that p becomes infinite. The assumption that demand function is strictly decreasing
(Property 4) refers to most general case of price elasticity of demand. Except two theoretical cases
of Veblen good and Giffen good, this assumption is almost universal.

Figure 1 shows v(p) for a gamma page-view distribution, logit demand d(p) and the correspond-
ing m(p). The corresponding revenue function is shown in Figure 2.

Since d(p) is strictly decreasing and v(p) strictly increasing, m(p) can be defined as:

{v(p) if g<p<p ®)

dip) if p<p

where p is the price such that v(p) = d(p). Since v(p) is strictly increasing and d(p) is strictly

d
decreasing, such p is unique. When m(p) = v(p), the revenue function becomes:

v(p)
R’(p) = (p — @)v(p) + qu — (h — q)v(p) F(v(p)) + (h — q)/o zf(z)dz 9)

6
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Similarly, when m(p) = d(p), we obtain

d(p)
RYp) = (p— q)d(p) + qu — (h — q)d(p)F(d(p)) + (h — q) /0 zf(z)dx (10)

Note that both RV(p) and R%(p) are continuous. Therefore the continuity of R(p) is easily verified
as RY(p) = R%(p). We can also show that R(p) is continuously differentiable (see Appendix).
We observe that a solution to the problem (6) always concurs with R%(p):

Lemma 1. With increasing v(p) and decreasing d(p), the publisher needs to consider the exogenous

demand only in setting the optimal price. That is
p* = argmax R(p) = arg max R%(p)

In addition, we have p* € [p, h] where p is defined in (8).

Proof. The proof is found in Appendix. In the rest of this paper, all omitted proofs are also found
in Appendix. O

Lemma 1 implies that instead of the problem (6), we have the following publisher’s problem:

d(p)
max R(p) = (p — ¢)d(p) + qp — (b — q)d(p) F(d(p)) + (h — q) /0 zf(x)dx (11)
subject to p € §2
In the game model we will be considering later, the shape of R? is important.

Proposition 1. The revenue function R%(p) is strictly pseudoconcave for p € Q under Assumption
1.

Since Rd(p) is strictly pseudoconcave, there exists a unique p* € 2. The optimality condition



is provided in a variational-inequality form: p* € € is a solution if and only if

R (p*)

— ) < 0 12
ap (p—p")<0 Vpe (12)

This variational inequality form of the optimality condition will be used to formulate an equilibrium

problem in an oligopoly of several publishers.

4 Oligopolistic Pricing Game of Publishers

We provide a formulation for an oligopolistic competition of publishers, where each publisher’s
demand depends on own price as well as other publishers’ prices. While we maintain the same
modeling framework as in the monopoly case considered in the previous section, we need to modify
the demand function and the feasible set of each player accordingly.

Let us consider the publisher i’s revenue of the form:
ri(vi, pi, Xi) = pivi — hi(vi — Xi) ™ + ¢i(Xi — vi) ™

where the subscript ¢ denotes the publisher i’s parameters and variables as those are already defined
in the previous section. Without considering exogenous demand, the optimal contract size is as

follows:

vi(pi) = argg}%EXi [ri(vi, pi, X)) = F; (H)

We assume that the demand of publisher ¢ depends on its own price p; and other publisher’s prices
as well. We denote the publisher i’s demand by d;(p;, p—;), where p_; is the vector of prices of all
publishers except publisher 7 . Since a publisher cannot make a contract whose size is greater than

the demand, the realized contract size becomes
mi(pi, p—i) = min(vi(p;), di(pi, p—i))
The realized revenue is then
Ri(pi, p—i) = Ex,[ri(mi(pi, p—i), pi Xi)]

We have already proved that a publisher needs to consider exogenous demand in maximizing

her revenue. Denoting the optimal prices of other publishers by p* ., we consider the following

77

problem of each publisher i (best response problem):
H})&X Ri(pi,pZ;) = H}j}X Rg(m,pii) = (pi — @)di(pi, PZ;) + @i

di(pi,p*;)
~ (hs — q)di(pi, P ) Fi(di(pis ")) + (B — 43) /0 rf(z)dz (13)



subject to
pi € Ulp ) ={pi: ¢ <pi < hi, di(pi,p*y) >0}

Note that the set of feasible price of publisher 7 depends on the other publishers’ optimal price
p*,;. This leads to a generalized Nash equilibrium problem (Pang and Fukushima, 2005). However,
with some mild assumptions on the demand function, we can provide a regular Nash equilibrium
problem formulation; we will discuss this later in this section.

We make the following assumptions in consistent to Assumption 1:

Assumption 2. For any publisher i, i = 1,...,n, the demand d;(p;,p—;) satisfies the following

reqularity properties:
1. FEach p; is defined on Q; = [q;, hi].

2. for all p_; € Q, limp,,p, di(pi,p—i) = €, where € is a small and economically meaningless

value. In other words, infy, cq, d;(pi,p—i) = €.

3. di(pi,p—i) is continuous, bounded, and twice continuously differentiable on the strategy space
Q=01 x...xQ,.

4. 9di(pi,p—i)/9pi < 0.

5. di(pi, p—i) is either convex or concave or both; i.e., Od;(p;, p—;)/Opi is monotone.
6. 0d;(pi,p—i)/Op; >0  forall j#i.

Succeeding the exposition of the previous section, we obtain the following result:

Lemma 2. Suppose Assumption 2 holds. For any given p_; € H?:L#i 2, the revenue function

R;(-,p—;) of publisher i is continuously differentiable and strictly pseudoconcave on €;.

Let us define

P = [p1,p2, ;0] (14)

d d d T
H(p) = _31;;95?)’_81;]20219)’_“7_81;;(119) (15)
(16)

Then, it is easy to prove the pseudomonotonicity of H following Theorem 3.1 of Karamardian
(1976).

Lemma 3. When Rf is a strictly pseudoconcave function of p;, the mapping H(-) is strictly pseu-

domonotone on [, ;.

Since €2 is non-empty and compact, a solution of variational inequality problem with the map-
ping (15) exists (Crouzeix, 1997). In Section 5, we formulate the variational inequality as a fixed-
point problem and the apply extragradient method to solve (15) using Lemma 3.

In Sections 4.1 and 4.2, we will formulate variational inequality for the equilibrium problems.



4.1 Nash Equilibrium Problem for Strictly Positive Demand

In this section, we consider demand functions that satisfy the following assumption, in addition to

Assumption 2:

Assumption 3. Each publisher’s demand is strictly positive at p; = h; for all cases, i.e., d;(h;, p—;) >
0 for all p—; € T[7_1 ;2 Q-

With this assumption, each publisher’s feasible set is reduced to the set Q; = {p; : ¢ <
pi < h;} which is independent of p_;; therefore the corresponding equilibrium problem becomes a
regular Nash equilibrium problem, which is easily solved under the assumptions made in this paper.

Examples of such demand functions include the following popular functions:

. . . A o ) — D exp(=Aipi)
e Multinomial Logit Demand: d;(p;, p—i) = DZ?:1 exD(Ay07)
e Exponential Demand: d;(p;, p—;) = exp (ai — biipi + Z?:Lj;éi bijpj)

e Constant-Elasticity Demand: d;(p;,p—;) = aipl_b“ pg” oplit plin

(2

The linear demand function is discussed in the next section, as it does not satisfy Assumption 3.

Under Assumption 3, the best response problem of publisher 7 is as follows:
max B (pi, L) = (pi = 4:)di(pi P23) + G
N y di(pivp*_i)
— (hi — qi)di(pi, pZ;) Fi(di(pi, pZ;)) + (hi — Qi)/o zf(z)dx (17)

subject to
pi € Qi ={pi:q <pi < hi} (18)

With the strict pseudoconcavity of Rf-l(-, p—;), we may write its optimality condition as the following

variational inequality problem: to find p; € €2; such that

OR] (p}, p~;)

o, (pi —p;) <0 pi € (19)

Concatenating for all publishers, we obtain the following variational inequality formulation for the

equilibrium problem: to find p* € Q such that

Hp) '(p-p)>0 VpeQ (20)

10



where

p=[p1,p2, ey Pu]”

i) - [L2RW) _0Riw) oRiw)]"
op1 ~ Op2 Ipn

PIEEERY

The problem (20) is a n-dimensional variational inequality problem with a strictly pseudomonotone
operator and a nonempty, convex and compact feasible set. This class of problems has a well-
developed literature; see Facchinei and Pang (2003) and Harker and Pang (1990). We want to
assure that the equilibrium described by (20) exists. We provide the following result:

Proposition 2 (Existence and Uniqueness of Nash Equilibrium). Under Assumptions 2 and 3,
there exists a solution to the variational inequality problem (20); hence a Nash equilibrium exists.

Further, since H 1is strictly pseudomonotone, it is unique.

Proof. The set € obviously is a nonempty, compact and convex subset of R™ and H is a continuous
mapping from 2 into R™. Therefore applying Browder’s fixed-point theorem (Browder, 1968),
the existence of Nash Equilibrium is proved. The uniqueness of the solution when F' is strictly

pseudomonotone is assured by Lemma 3.2 of Yao (1994). O

The algorithm for obtaining the equilibrium will be discussed in Section 5.

4.2 Nash Equilibrium Problem with Linear Demand

In this section, we consider linear demand functions. It is apparent that linear demand functions
does not satisfy Assumption 3; therefore we cannot directly obtain a regular Nash equilibrium

problem. We consider the set
Qi(p—i) =1{pi : ¢ < pi < hy,di(pi,p—i) > 0} (21)

where €); depends on others’ prices p_;. This general consideration will generally lead to a general-
ized Nash game and the corresponding quasi-variational inequality of the form: to find p* € Q(p*)
such that

Hp) " (p-p) >0  VpeQ(p’) (22)

where
") = [ ") (23)

Quasi-variational inequalities (QVI) are relatively less studied than variational inequalities and

generally harder to solve (Pang and Fukushima, 2005). However, in this section, we will show that

11



the pricing game can be described by a variational inequality, not a quasi-variational inequality.

We make the following assumption of linear demand:

Assumption 4. Each demand function d;(p;, p—;) is linear in p; and each component of p_;, i.e.,
it is of the form di(pi,p—i) = ai — bupi + 3271 j i bijp;-

With this assumption, the set of feasible prices is

n
Qi(p—i) = {pi 2qi <pi < hy,  a; —bip; — Z bijpj > 0} (24)
=L

For the linear demand case, we provide the following lemma:

Lemma 4. Under Assumption 4, for all p_;, the unconstrained solution of publisher i is not

bounded by the nonnegativity constraint of demand. That is,

max

¢ < p;unconstmined < b; (p—i) (25)

where P; o on ctrained = AT Maxy, R;fl(pi,p_i) and p*** is the smallest price at which d;(p{™™,p—;) =

0.

Lemma 4 indicates that we need to consider only the basic interval constraint ¢; < p; < hy, i.e.,
O ={q <pi <hi}

Consequently, the equilibrium problem is described by the following variational inequality:

Hp)' (p—p") 20  VpeQ (26)
Then we obtain the existence and uniqueness of the solution to (26).

Proposition 3 (Existence and Uniqueness of Nash Equilibrium). Under Assumptions 2 and 4,
there exists a unique solution to the variational inequality problem (26); hence a Nash equilibrium

exist.

From Propositions 2 and 3, the equilibrium exists and is unique under both Assumptions 3 and

4. In Section 5, we discuss how we obtain the equilibrium.

4.3 Sensitivity Study

We are now interested in the best response of player ¢, when other players’ strategies and own
set of feasible actions change. We first consider the case when the best response of player i is

strictly within the boundary, i.e., p! € (gi, h;). In this case, p! must satisfy the following optimality

condition:
8Rd iy P—i * * % adz iy P—1
bl o)+ {0 — ) — (b — ) F it -l PP o)

Pi=Dp} Pi=p]

12



Let us define G(p},p—i) = (p; — qi) — (hi — ¢;)F [di(p},p—i)]. We observe that G(p},p—;) > 0

2.7, . .
d 0 dz(pzapfz)

an _ < 0. Using implicit differentiations, we obtain the following results from (27):

OpiOpj | p,=px

Wil 1 Fldip-)] 2 0 (28)
9gi pi=n}

Opi

> = Fldi(p,p-1)] > 0 (29)
Ohi |, —pr

and
Op; 1 ad;(pi, p—i)

{G (i p-i) + (hi — qi) f [di(p}, p—i)] di(pi, p—i) }

apj;gi pi=p’ d; (p;‘ka p—i) apj Pi=Dp]

_ PPdilpi,p-i)
OpiOpj

*

Pi=p;

Gz<p2‘,p_z->] >0 (30)

From (28), we note that p; may increase when ¢; increases. However, the rate of change of p; is
comparatively less than ¢; as the right-hand-side of (28) is less than 1. Similarly, we find that p}
may increase when h; increases though at a comparatively slower rate than h; as equation (29)
suggests. From equation (30), we find that p} would increase as p; would increase. However,
simplifying the rate of change of p; may be analytically difficult.

Now we consider the cases when the best response player 7 is at the boundary, i.e., p; = ¢; or

p; = h;. For p; = ¢;, we obtain the following lemma:

Lemma 5. If the best response of player i is such that p; = q;, we obtain the following result:

- 1
op; 0 (31)

Pi=qi

Also, in this case we have p} = q¢; = p; and m;(p}) = v(p;) = di(pi,p*;) = 0, where p; is defined as

similar as in (8)

While ¢; is a bound for feasible p;, this lemma indicates that the first-order optimality condition
(27) always holds when p! = g;; therefore, the same sensitivity results as before also apply.

We consider the effect of change of p;; while p; = ¢;. As p;; increases, d;(p;, p—;) also increases
from 0. To respond to other publishers’ change in strategies, the publisher will have the same
demand for a CPM, p; > p; = ¢;. This would result in v(p;) > di(pi, p*;) i.e. mi(p}) = di(Pi, p~;)-
As a result, increasing her own CPM, p; will be the best response to the increase of other publishers’
CPM.

We provide the following lemma for the case when p; = h;.

13



Lemma 6. If the best response of player is such that p; = h;, we obtain the following result:

aR;i(puptZ)

>
. >0 (32)

pi=hi

We now consider the effect of change of p;.; while pf = h;. As p;.; decreases d;(p;, p—;) also

aRf (pi 7Pi¢)
Op;

decreases. However, as long as > 0, the best response of player i would remain
pi=h;

. . . ORY(pi.p* ;) B
same, i.e. p; = h;. If p;; decreases in way such that — o = 0, further decrease would
pi=h;

result in decrease of d;(p},p;). In this case, as we find in equation (30), player i’s best response

CPM, p; decreases.

5 Fixed-Point Reformulation and Extragradient Method

In both cases, we have a finite-dimensional variational inequality problem with the pseudomonotone
operator mapping. While there are many methods are available for monotone problems in the
literature, there are limited numbers of methods for pseudomonotone problems. In this section, we
consider the Extragradient Method (Facchinei and Pang, 2003).

Most methods for solving variational inequality problems rely on the fixed-point problem refor-
mulation of the variational inequality. The variational inequality problem (20) is equivalent to the
following fixed-point problem:

p = Polp — aH(p)] (33)

where Pql-] is the projector on Q with a constant a > 0. In particular, Pq[z] is the solution of the

following minimum norm projection problem:

min(y — )" (y — ) (34)

yeN

Note that (34) is a convex quadratic minimization problem, which is usually easily solved. Based

on (33), the following is the basic projection algorithm (or fixed-point algorithm):
P = Pop® — aH (p")] (35)

at each iteration k. While the convergence of this scheme for monotone problems is assured, we
need an advanced method for solving pseudomonotone problems. The iterative scheme of the
Extragradient Method is:

P = Py, [pk —oH (PQ vt — aH(pk)])} (36)
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or

¢ = Polp* — aH (p")) (37)
P = Palp® — aH (")) (38)
where we take an extra step in each iteration. The convergence is assured by the following result.

Proposition 4 (Convergence). Suppose the mapping H is Lipschitz continuous on  with modulus
L. The Extragradient Method converges to a solution of the variational inequality problem (20) for
all v € (0,1/L).

Proof. Since H is pseudomonotone and € is a closed convex set, the convergence of the Extragra-
dient Method is assured by Theorem 12.1.11 of Facchinei and Pang (2003). O

6 Numerical Results

In this section, we use a numerical example of an asymmetric oligopoly to gain certain insights

about the equilibrium. We use the popular logit demand model:

exp(—aipi)
1+ >0 exp(—a;p;)

Di(p) =D ,  where a; >0,a; >0

We consider an oligopoly where the publishers are asymmetric. The total market demand is assumed
to be D = 20000. The page-view is considered identical and follows gamma distribution with shape
factor a = 2 and scale factor g = 1000. To find different possible scenarios, we consider five set of
asymmetric publishers with different set of parameters chosen randomly such that ¢; € [0.25, 1.25],
hi € [1.5,5], and a; € [0.5,1.5] for all publishers. Figure 3 shows the effect of number of publishers
(n) on optimal CPM of player 1 (p}). We find that pj decreases as the number of competitors
n increases. The demand for publisher 1 (di(pj,p*;)), in a similar manner, always decreases
as n increases (Figure 4). Similar to demand, Figure 5 shows that the revenue for publisher 1
(R1(p},p*,)) decreases as n increases. As pj as well as di(p},p*,) decreases with the increase of
n, the total market revenue increases with a decreasing rate with increasing number of publishers
(Figure 6).

We consider a game of five asymmetric publishers to find the effect of change of strategy space
(network CPM, ¢; and the penalty, h1) of publisher 1. For logit demand (D = 5000) and identical
gamma distribution of page-view with shape factor o = 2 and scale factor g = 1000, we consider
the change of the penalty (h;) first. The parameters are chosen in similar manner mentioned above.
We consider network CPM, for publisher 1, g; = 0.25. In this case, we find two scenarios. First, as
seen in Figure 7, p] decreases as h; decreases from the highest value, at a slower rate than h; as we
have found in (29). With further decrease of h;, eventually we find a point A{ such that p} = hy.
This relation, pj = h; remains same for any h; < h{'. In the second case (Figure 8), we also have a

critical point h{ such that for any hy < h{, we have pj = h;. However, if hy very high (h; > h{),
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we have p] = ¢i. This indicates that when h; is sufficiently small, the publisher will set p; equal
to hi as she loses very little as penalty. However, for large values of hi, the publisher should either
set p} = hy or p] = ¢q1. In case p] = hy, the publisher does not have any actual penalty. She simply
loses the potential revenue. When p] = ¢1, the possible volume of penalty becomes too high and
the publisher is rather safe to go for network advertisement only. We also study the effect of change
of network CPM, ¢; for same gamma distribution. In this case, we consider penalty, for publisher
1, hy = 5. Figure 9 shows the effect of change of ¢; on pj. As suggested by equation (28), this
figure shows that pj] increases at a slower rate than g; for ¢1 < ¢f*. For ¢1 > qf', if p] reaches hq
while ¢1 = ¢f', p] remains equal to h; for q; > qf".

We consider an asymmetric game of two publishers to study the effect of change of best response
strategy of one publisher as the other changes his CPM. We consider logit demand model again
(D = 2000) and identical gamma distribution. Again, the parameters are chosen at random such
that ¢; € [0.25,1.25], h; € [3,5], and a; € [0.5, 1.5] for both the publishers. We find that (as equation
(30) suggests) one publisher increases her best response CPM as the other publisher increases her
CPM (Figure 10). Note that even though the other publisher makes a large change of the CPM,

the range of best response for a publisher is quite small i.e. the level of sensitivity is very low.

1400~

—-run 1

1100F

500

Figure 3: Optimal CPM of publisher 1, p} as the  Figure 4: Change of demand of publisher 1,
number of publishers changes di(p3,p* ;) as the number of publishers changes

7 Managerial Insight

As we have seen in Section 6 (Figures 3-6), a publisher’s response to the level of competition is
somewhat consistent with what we observe in other markets where players tend to lower prices in
response to more competition. The optimal pricing for a publisher decreases as the level of compe-
tition increases. Each new competitor affects demand of a publisher differently, and depending on

demand variations, a publisher may decide to make a small decrease in her CPM or a significant
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Figure 7: Optimal CPM, pj for publisher 1 as Figure 8: Optimal CPM, pj for publisher 1 as
penalty, hi changes (Case 1) penalty, h; changes (Case 2)

pricing adjustment.

In terms of pricing in the face of uncertainty, we observe (Figure 11) that as the variance
increases, the publisher increases price. With increased variance in page-view, the risk increases.
Each publisher responds to the increased risk by increasing own price. This is also common in
other markets.

However, the publisher’s optimal response to changes of the penalty parameter is not straight-
forward and not comparable to other markets (Figures 7-8). It is because the penalty is specific
to the online advertisement context. As the penalty increases, the publisher has two completely
different courses of actions, either to increase CPM proportionally or to choose network advertise-
ment only. The publisher’s sensitivity to other publisher’s change of CPM is very low (Figure 10).
Any unilateral change in CPM affects the total demand as well as respective demand of all the
publishers. However, responding to this change in demand by changing CPM may not be always
optimal for a publisher. An increase in price may result in reduction of total demand and may

even decrease own demand resulting lower expected revenue. On the other hand, the net increase
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Figure 9: Optimal CPM, p] as network CPM, ¢; Figure 10: Optimal CPM of one publisher as the
changes other publisher changes strategy (CPM)

of own demand due to lowered CPM may result in lower expected revenue.

Pricing Policy, p 1

50 15 Page-view Variance

Number of Players, n

Figure 11: Optimal pricing for different level of competition and uncertainty (variance)

8 Conclusion

In online display advertisement, revenue is generated through impression based pricing which uses
pay-per-view (PPV) with cost-per-impression (CPM) as pricing basis. Accordingly, CPM is an
important consideration for maximizing revenue. Both page-view capacity as well as market demand
determine the actual contract size and the resultant revenue. Here, we consider a publisher who
wants to maximize her revenue by setting the CPM. She also needs to consider the corresponding
market demand and suggested contract size based on her pricing range and page-view distribution.
The optimal size for the publisher in this case is the minimum of the two mentioned above.

The publisher’s problem has been studied in both monopoly and oligopoly settings. In monopoly
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setting, the publisher’s expected revenue function is found to be strictly pseudo-concave resulting
in an unique revenue maximizing CPM. We also find that the revenue maximizing CPM lies in a
region where the market demand is less than or equal to the suggested contract size. The market
demand decreases and suggested contract size increases as the CPM increases. For every suggested
contract size for a CPM, there is an exactly same market demand at a higher CPM resulting in
more revenue. Therefore, in setting optimal CPM, the publisher needs to consider the market
demand only.

In the oligopolistic setting, we consider a game where every publisher considers her own strategy
space as well as the CPMs set by the other publishers. In this game, the publishers interact by
setting individual CPMs that determine the available demand for each of the publishers. As the
number of publishers increases, the optimal CPM of each publisher decreases as each responds to
lower demand resulting from more competition. Accordingly, revenue for each publisher decreases
as the number of competitors increases.

In general, in both monopoly and oligopoly settings, the optimal CPM increases as either
network CPM or penalty rate for unfulfilled display increases. However, these results are not
general. As network CPM increases, optimal CPM increases first and will eventually reach penalty
rate and would remain there as network CPM increases. Here, the publisher would go for PPV
advertisement if CPM is equal to the penalty rate and she gets revenue exactly for what she could
show and does not incur any penalty. While penalty rate increases, the optimal CPM increases and
remains exactly same as penalty rate. However, there exists a value of penalty rate above which
the CPM either increases at a slower rate or becomes equal to network CPM. In the last case, the
penalty is very high and the publisher should display network advertisement only.

The sensitivity of a publisher’s best response in oligopoly while other publishers are changing
respective CPM depends not only on others’ behavior but also on her own strategy space. If
optimal CPM is strictly within the strategy space i.e., between network CPM and penalty rate,
each publisher should increase price while the other publishers increase the CPM. If the publisher’s
optimal CPM is found to be equal penalty rate, the best response of the publisher remains insensitive
for a while as other publishers are decreasing the CPM. As the other publishers are decreasing their
CPM, the demand for publisher remains so high that she could still charge the same CPM. However,
if the other publishers decrease their CPM sufficiently, then the demand will be considerably low
and she has to decrease the CPM as appropriate response. On the other hand, if optimal CPM is
equal to network CPM, she increases CPM as the network CPM increases though at a slower rate.

In this paper, we find that a publisher needs to consider market demand exclusively in choosing
CPM and subsequent contact decision. This result is valid for both monopoly as well as oligopoly
settings. Future research direction could include the consideration of search based advertising, more
specifically click-through rate (CTR) and corresponding pay-per-click (PPC). In such a scenario,
the publisher might be willing to balance between this two types of advertising format considering

the demand based on pricing of them.
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Appendix

Proof of Lemma 1

Proof. From (8), the revenue function could be defined as:

) RY(p) if g<p<p
R(p)_{ Rd(p) lf ;5§p

As v(p) is increasing and d(p) is decreasing with p, there are prices ¢ < p; < p < py such that
v(p1) = d(p2). Also, we find that

R¥(p2) — R*(p1) = (p2 — p1)d(p2) >0
R%(ps) > R*(p1)

Hence we prove the lemma. ]

Proof of Proposition 1

We first prove the following lemma:
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Lemma A.1. A continuously differentiable function f from K C R into R is strictly pseudoconcave

if [ is strictly increasing and then strictly decreasing.

Proof. Let %g) ~=0. Then we have

r=x

of(z)
ox
of(z)

ox

>0ifz <z

<0Oifzx>2

Pick z1,29 € K and z1 # x2. We consider four cases:
(i) 1 < & and x2 < Z: We have

of(x)
ox

(.7)2 —xl) <K0=a9—21 <0 = f(.%‘g) < f($1)

T=T1
(ii) 1 < & and z9 > &: We have

0f (z)

3 (rg — 1) < 0= 29 — 1 < 0 = Contradiction
x

T=XT1
(iii) 1 > 2 and x2 < &: We have

0f (z)

3 (rg — 1) < 0= x9 — 1 > 0 = Contradiction
x

T=x1

(iv) 1 > & and zg > &: We have

of(x)
ox

(.7)2 —1‘1) <K0=ax9—21>20= f(.%‘g) < f($1)

r=x1

Therefore in all cases, we have 8{9@)

(xo2 —x1) < 0 implies f(x2) < f(x1). O

r=x1

We now show that R(p) is continuously differentiable. The first order derivative of function (7)

B0 () + P [(p —q) — (h— q)F(m(p)) (A1)

Suppose m(p) = v(p), i.e., v(p) < d(p). We have then

OR"(p)
dp

— o(p) > 0 (A2)

since v(p) = F *1(%). In addition, R"(p) is concave as its second order derivative is negative.

Therefore RY(p) is a monotonically increasing concave function. Suppose m(p) = d(p), i.e., v(p) >
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d(p). We have then

d
2L —ap)+ %2 0 0) - (0 - )P (A3)

The continuous differentiability of R(p) can be verified by examining the expected revenue at p.

From (A.2) and (A.3), we can see R(p) is differentiable at p, since

OR4 _ . OR?
PO ) = o) = 2 (A4
P lp=p P lp=p
Let us define
G(p) = (p—q) — (h — q)F(d(p)) (A.5)
At p = p, we have
_ B p—q
Glp)=(p—q)— (h—q)F(v(p)) = (P—Q)—(h—Q)m =0
When p < p, we have
d(p) > v(p)
F(d(p)) > F(v(p))
b—q
F r—4q
() > =~
G(p) <0
Similarly, for p > p, G(p) > 0.Also, we find that
9G(p) 9d(p)
=1- — —_— > > A.
o (h—q)f(d(p)) 5y 20 P20 (A.6)
We make the following observations:
Lemma A.2. The revenue function R%(p) for p € (q,p| is strictly increasing.
Proof of Lemma A.2. Since d(p) > 0, ag—%p) < 0 and G(p) <0 for p < p we have
OR(p) _ dd(p)
o d(p) + TpG(p) >0
]

Lemma A.3. If the demand function d(p) is concave, the revenue function R%(p) for p € (p, h] is

strictly increasing and then strictly decreasing.

Proof of Lemma A.3. Since we have a‘é(pp) < 0, 828‘2(;) <0, G(p) > 0 and 8%}9’) > 0, the revenue
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function R%(p) is concave as:

92R4(p) _ 9d(p) N 9%d(p) dd(p) 0G(p)

— — 0
Op? Op 0%p Glp) + Op Op <
In addition we note R
R _
P lp=p

and i

OR%(p)|  _ 0d(p) G(h) < 0

ap p=h 8}9 p=h

Therefore we obtain the lemma. O

Lemma A.4. If the demand function d(p) is convez, the revenue function R%(p) for p € (p,h] is

strictly increasing and then strictly decreasing.

92 d(p)

Proof of Lemma A.4. From the convexity of d(p), we have > 0. For any p,p € (p, h], we have

A5) ~ AP~ 7) < 0 (A7)
GG~ GG ) >0 (A8
2 20—y 2 0 (A9)

since we have (p) < 0, BG(p) > 0 and i d(p) > 0, respectively, for all € (p, h].

We observe aai( p) > 0 and aR (h) < O therefore there must exist a price p € (p, h] such that

aé%d( 5) = 0. If we can show that such a point is unique, then we obtain the desired result.

Suppose there exists p € (p, h] such that aR ( p) = 0 and p # p. That is we have

(p) + &ég)G(ﬁ) =0 (A.10)
1)+ 2526 (5) =0 (A1)
Then, we must have
. . odp) ., .. 0dp) ., .
d(p) — d(p) + TpG(p) - TpG(p) =0 (A.12)

However, from (A.8) and the facts that ( ) < 0 and G(p) > 0, we have

) — a6 - )+ “52166) - 6ol - ) + GoIRE - X6 - ) < 0 (a1
In consequence X B
() - ) + 2526 ) - 292600} 6 - 5) <0 (A14)
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which contradicts (A.12) since p # p. O

Proposition 1 is proved by Lemmas A.1, A.2, A.3 and A 4.

Proof of Lemma 4

Proof. We first note that the unconstrained maximum occurs either at the maximizer of Rf-l or at
the price p; such that v;(p;) = d;(p;, p—i). Let us consider the demand function d;(p;, p—i) = ¢;—bi;p;

where ¢; = a; + Z?:L#i bijp; for all i = 1,...,n. It is obvious that

A (A.15)
bi;

Then the revenue defined by demand, Rg, becomes

R (pi,p—i) = (pi — @) (ci — bigpi) + qGipta

ci—biip;
— (hi — @i)(ci — bapi) Fi(ci — bisps) + (hi — @) /0 rf(x)dz (A.16)

and its unconstrained maximizer can be obtained by considering

ORY
sz‘ = ¢; + biiqi — 2biipi + bii(hi — ¢;) F(ci — biipi) = 0 (A.17)

From the strictly pseudoconcavity of R?, we know that before the maximum the first-order deriva-

tive is positive and after the maximum it is negative. By (A.15) into (A.17), we obtain

.
ci + bigi — 2biib7'l' + bii(hi — ¢;)F(0) = —c; + biigs
43
= —d;i(qi, i)
<0
Therefore we obtain
d,*
pz’,unconstrained < p;nax (A18)

The price p; can be obtained by considering

We observe that at pj*®* = 7=, we have

max __ .
7 7
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Since v; is increasing and d; is decreasing, we obtain
Di < pit™* (A.19)

From (A.18) and (A.19), we obtain the desired result (25). O

Proof of Lemma 5

Proof. From Lemma 1, we have

Hence, we obtain
uppose —— == > 0. Since R¢(p;, p*;) is strictly pseudoconcave, there exists p; > ¢; (and

Pi=di
pi < hi ), such that R¢(p;, p*;) > RY(p},p*;). Therefore, we must have

<0 A.21
Ipi - ( )
Pi=ai
According to equation (A.2), we have
ORY (2 *,
OB popt) v(p;)) >0 forall p;>gq (A.22)
Op;
From equation (A.4) and (A.22), at p; = p;, we have
OR} (pi,p*;) ORY(ps, p*;)
v e — _i — dl _’i e R > O A23
; v(pi) = di(pi) o (A.23)
If v(g;) > 0, we obtain
ORY (pi, p* ;) _ _
Di
Pi=a;
which contradicts equation (A.21). Hence we proved the lemma. O

Proof of Lemma 6

. AR (pi,p* . . . .
Proof. First, suppose % < 0. Since R;i (pi, p*;) is strictly pseudoconcave, there exists
pi=h;

pi < h; (and p; > ¢; ), such that R¢(p;, p* ;) > RY(p},p*,). Contradiction. O
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