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THEMYTH OF ‘FREE’ TV

By JH. Snider’

“It is difficult to ga a man to underdand something when his sday
depends upon his not understanding it.”
—Upton Sinclair

Beginning in the 1950s, locd TV broadcasters have argued that because they provide a
“freg” (i.e, ad-supported) product to the American people, the government should trest
them more favorably than other commercid businesses that charge consumers for their
products. Today, thanks to this specid treatment, loca TV broadcasters routingly earn
profit margins from 40 percent to 60 percent on this “freg’ service—a remarkable feat for
any busness. As Washington Post editor Leonard Downie has observed: “There is no
legd way to make this much money in the U.S. except in locd tdevison”? In the name of
presarving free TV, the government has dso trandferred from the public to broadcasters
control over assets worth at least $100 billion in the last decade aone.

This paper cdls into question the vast subsidies given to broadcagters in the name of free
TV. By subsdy | mean any government policy that incresses the profitability and asset
vaue of locd TV broadcagters. By “free TV” | mean advertisng-supported programming.
By “pay TV” | mean audience-supported programming, usudly in the form of a monthly
subscriber fee paid to cable or satdlite multi-channel services.

The argument is divided into two pats. The firsd describes the technicd and politica
history of free TV. The second provides atypology of subsdies given in its name.

The Economic Originsof “Free’” TV

The higtory of the free TV argument illustrates that broadcasters and their dlies support
for free TV has been a function of economic necessty and politicd expediency, not
concern for the public wed. In its early days, free TV was a technologica and economic
necessty for broadcasters. There was no profitable way for broadcasters to charge
audiences for programming. When compstitors invented technologies that changed these
economics, broadcasters turned this economic necessity into a politica virtue. But as new
technologies have dlowed broadcasters themsdves to charge audiences for content, the
broadcasters have sought every opportunity to do so and have redefined the meaning of
free TV to include only those services where it is uneconomica to charge.

“ JH. Snider isaFellow at the New America Foundation. Comments are welcome at
shider @newamerica.net.
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In the United States, radio broadcasting took off as a commercid enterprise in the 1920s.
During its early years, broadcasters expressed substantid uncertainty and disagreement
about the best business modd to maximize profits® Some doubted whether it was even
possble to make money from broadcasting because of the practicd impossbility of
charging audiences for programming. Amateurs and non-profits ran many ealy radio
dations. In England, a tax on radio set purchases funded the British Broadcasting
Sydem.  In some countries, locad and naiond governments directly funded the
broadcasting system. In the U.S, radio st manufacturers such as GE and RCA owned
many of the ealy daions. The busness modd was tha programming would give
consumers a motivation to buy radio sets. The money would be made off the sets, not the
programming. Another modd was to have a retailer or consumer product manufacturer
Cregte a dation to promote their wares. An auto dedler, for example, might creste a
dation specificaly to advertise his own merchandise.

Enough confuson exised that in 1925, Radio Broadcast, a leading trade publication of
the day, created a contest, “Who is to Pay for Broadcasting and How?’ Eight hundred
people entered the contest. In sdecting a winner, the editors wrote that “suggestions there
were of al kinds, and the problem of deciding which one of dl the group was the best
was not found a al easy”® The winning entry prosposed a consumption tax on vacuum
tubes, which at that time were a mgjor radio component.

Not until the late 1920s was there a consensus that advertiser-supported broadcasting was
the most profitable way to support a broadcasting busness. At the time, this business
model was caled “Toll Broadcagting,” and it was widely derided as a terrible abuse of
the new broadcasting technology.® Herbert Hoover, the future President who then served
as Secretary of Commerce, captured this spirit in 1922 when he reportedly found it
inconceivable that “we should dlow so greet a posshility for service, for news, for
entertainment, for educetion, and for vitd commercia purposes, to be drowned in
advertising chatter, or used for commercid purposes”’ This profound distaste for
advertiser-supported  broadcasting led to the formation of non-profit broadcasting,
popularly known as “public’ or “nonrcommercid” broadcasting, a defining feature of
which was a restriction or outright ban on advertiser financia support.®

A mgor condraint on early busness modds was primitive technology. While it was
cost-effective to charge a handful of advertisers, there was no economical technology for
charging millions of viewers for the privilege of watching an over-the-air broadcast. At
the time, it wasn't economicd to exclude those who hadn't pad; for example, by
scrambling broadcast signals at the transmitter (the broadcast tower) and unscrambling
them in the recaiver (the home radio set). As a result of these economics, there was no
serious discusson about the possbility of financing broadcagting through  audience
subscriptions or any other direct payment scheme.



The Emergence of Television

A gengdion laer—in the late 1940s—TV broadcasting was introduced to supplement
radio broadcagting. About the same time, TV manufacturers began to serioudy tinker
with technology to alow audience payment for broadcast content.

In comparison to radio, TV was wel suited for direct audience payments because
mobility was less important. Whereas radio could be used in cars and other mobile
environments, TV was tethered to a single physicad location. It was therefore an ided
medium for the new wire-based cable TV technology, which promised better reception
and more channd offerings than exiding broadcast televison. And unlike broadcagting,
Cable TV was wirebased. This made it reatively easy to charge viewers on a
subscription bass.  Consumers who hadn’t paid for cable TV service could smply be
disconnected from the cable TV wire.

At fird, however, it was thought that over-the-air TV broadcasting (wirdless) would be
the medium to charge audiences for TV. UHF broadcagters, in particular, hoped that
technology dlowing them to charge audiences as well as advertisers could give them a
competitive advantage over VHF broadcasters.

In 1945, the FCC began licensng VHF channels (channds 1 to 13, with channd 1 later
eiminated), and in 1952 began licensng UHF TV channels (channels 14-83, with 70-83
and 37 later eliminated). By the time UHF channds were dlocated, the VHF channels,
dominated by affilistes of the mgor TV networks, were dready entrenched. VHF
dominated in pat because VHF receivers offered better reception and in part because
only a tiny fraction of U.S. households initidly had UHF receves  This lack of
receivers led to a chickenrand-egg problem. Without a UHF receiver, UHF programming
could not be watched. Without viewers, dations couldn’t dtract the advertiang
necessary to support high qudity programs.  And without high-qudity programs,
potentid audiences had little incentive to acquire TV sets with UHF tuners. UHF
entrepregneurs believed that this chickenrand-egg Stuation would cripple their upstart
service.

At the same time, UHF entrepreneurs saw that new technology might dlow them to
charge over-the-ar audiences for UHF channds. They believed that this technology
would dlow them to earn a return on ther programming even if only a rdaivey small
number of Americans watched their programs. But no chegp and smple technology
evolved to dlow UHF broadcasters to discriminate between free riding and paying
customers!® And in any case the dlure of charging viewers instead of advertisers for
TV diminished as Americans acquired UHF receivers, and it became clear that UHF TV
could become hugdy profitable just relying on advertisng revenues. By the mid-1960s,
it became cdear that audience-financed programming would be the mogt profitable
busness modd for cable TV; and advertiser-financed programming would reman the
most profitable business mode for over-the-ar TV.



The Political Use of Free TV

As the economics of broadcasting changed, so did the lines of politicd baitle. The early
political bettles tended to center on whether the government should encourage a nor:
profit or for-profit business modd for the broadcasting industry.!! By the 1950s, this
battle was won by the for-profit broadcasters: They would get the lion's share of the
public arwaves as wel as a panoply of other government subsdies. But now a new
battle opened up within the ranks of the for-profit televison broadcagters.

The incumbent TV broadcasters, who were entrenched on the VHF channds (channels 2
to 13), strongly opposed audience-supported TV on both cable (wired) and UHF (over-
the-air) channds.  Audience-supported TV promised to both bresk up ther highly
profitable monopoly on TV programming as well as introduce a new sream of revenue
that could finance both niche and high qudity productions.  Accordingly, with the
support of theater owners, the incumbent broadcasters launched a lobbying campaign to
cripple audience-supported TV.

As pat of this lobbying campaign, economic expediency was transformed into politica
virtue, and the digtinction between “free TV” and “pay TV” was invented. Now
advertiser-supported TV was to be labeed “free TV” and subscriber-supported TV “pay
TV.” What had been labded a “toll” service a generation earlier was now relabeled a
“free” service?> Where both advertiser- and audience-supported TV had previoudy been
lumped together as commerciad TV, now they would be portrayed as different as night
and day.

From this period on, politicians and broadcasters would use the idea that “free TV” is a
public good as one of the judifications to support a U.S. indudria policy favoring ad-
supported locad TV broadcasters over dl of their competitors. That expensive industria
policy remains in place today, despite the fact that 87 percent of U.S. households have
voted with ther walets to receve their primary TV dgnd by subscription cable or
satellite service.

One reason the early years of the free TV argument is interesting is that the broadcasting
industry engaged in a subsgtantia public policy debate about the rationde for free TV.
Later, the public policy raionde for favoring free TV would largdy be taken for granted.
Another reason is that the argument in favor of free TV adways involved a prediction
about the likey evolution of a world that adlowed audience-supported (“pay”) TV to
flourish. Now that pay TV has had a chance to develop, we can evauate the early free
TV arguments not just in light of theory but actua experience.

In what follows | do not attempt a comprehensive account of policies judtified under the
free TV banner over the last 50 years. Instead, | focus on presenting what | believe to be
arepresentative, if high-profile, sample.



Political Fights Over Free TV: 1952-2002

On February 25, 1952, Zenith Corporétion filed a petition with the FCC to establish a
wireless service that could charge viewers for broadcast programming.  Although Zenith
had been experimenting with technologies to facilitate pay TV dnce 1931, its 1952
petition ignited broadcaster oppostion for the first time. The FCC sudied the matter for
three years then issued a notice of proposed rulemaking on February 10, 1955, which
receved comments from more than 25,000 different individuas. On October 17, 1957
the FCC isued its Firs Report announcing that it would dlow limited trids of the new
service® Trids would last for up to three years and be alowed in the approximately 20
cities that dready had four dations incuding network affiliates for ABC, CBS, and
NBC. At the end of the trid, the FCC would evaduate the results, and then decide
whether to move ahead.

The established advertiser-supported broadcasters were strenuoudy opposed to any test
of this new service. They felt that once this type of ®rvice got a foothold, it would be
impossible to stop.  So when the broadcasters didn't get what they wanted from the FCC,
they began an intense lobbying campaign to get Congress to reverse the FCC' s decision.

The broadcasters backed up their position with three arguments 1

The Efficiency Argument: Broadcasters asserted that advertiser-supported (“freg’) TV
enhances consumer wefare more than would audience-supported (“pay”) TV. The gigt
of the argument was that consumers would get the same programs under both pay and
free televison, but with pay tdevison they would have to pay for it. Thus, pay tdevison
reduces consumer welfare.

The mgor trade association representing loca TV broadcasters, the National Association
of Radio & Teevison Broadcasters (henceforth, the “NAB”)™® issued a 15-page
pamphlet in 1956 entitled “On Record Againgt Pay-TV.” Didtributed to Congress and the
FCC, the pamphlet began with this quote from Storer Broadcasting Company, one of its
member station groups:

Pay-to-see televison will add nothing to present programming except a
bill.... [Itf] cannot be regarded as an addition to free televison—it is a
subgtitute for free televison. The end result can only be that the public
will recelve gpproximatdy the same programming it now recelves free—
but will recaive a bill dong with it. Free televison robbed of its taent
must itsdf inevitebly turn to pay-tedlevison or deteriorate to mediocrity
and worse. In ether event the public will receive less service for more

money. 1

The Equity Argument: Broadcasters asserted that pay TV would favor wedthy dites at
the expense of the genera public. Only the wedthy would be able to watch the new pay
TV. The ret of the public, the vas mgority of citizens, would be left without
progranming. The equity argument was a logicd corollary to the efficiency argument:
by definition, a product that is free is more affordable than a product that must be paid




for. In the words of the Columbia Broadcasting Sysem (CBS), dso quoted in the
broadcasters pamphlet “On Record Against Pay-TV:”

The privilege of looking and ligening would exist in direct proportion to
the resources of the family pocketbook.... [Clontrol would be placed in
the hands of a smal minority which could black out both chands and
programs and frustrate the majority wish.’

The Political Argument: Broadcasters asserted that pay TV was paliticaly unpopular.
In 1957 and 1958, broadcasters didtributed follow-up pamphlets to Congress
demondrating and explaining the public’s oppostion to pay TV. The results of seven
newspaper polls were cited, and numerous letters of support from organizations and
individuals were quoted. The extent of popular support was overwheming:

The find outcome of the Pay Televison proposd presently before the
Federd Communications Commisson will be decided, ultimady, on the
basis of whether or not Pay-TV isin the public interet.

And the nation's tdeviewers, as they become acquainted with the nature
of this proposed sysem through televison and other mass media have
given a cler answer to this question. They have written TV dations and
networks. They bhave expressed themsdves through ther civic
organizations in reolutions, and in  testimony before Congress.
Independent newspaper surveys reved a public that is anywhere from 72
percent to 99 percent opposed to paying for its home TV entertainment.
And Congress as wdl as the FCC has received thousands of comments
from viewers daing ther enthusasm for today’'s free televison, and
protesting any authorization of Pay-TV.18

What explained this popular support? The broadcasters very own arguments against pay
TV.

It is evident that pay televison does not have the public's support....[The
average citizen] redizes that a wel-to-do minority would be &ble to
support such a sysem very profitably even though the grest mgority
would rgect it. He dso knows that this minority would provide sufficient
money to sphon off present programs from free teevison. Pay-TV
would not provide better programs than free televison but subscription
televison could be more profitable. In the end the heavy payments of the
minority would deprive the mgority of information and entertainment
they now receive from free, advertising-supported television.*®

Over the years, the broadcagters efficiency, equity, and politicadl arguments in favor of
free TV would evolve as pay TV got a foothold and earlier arguments became
implausble. The effidency argument would increesngly focus on usng free TV to
check the cable TV industry’s growing monopoly power (by 1990, 60 percent of



Americans got ther broadcast TV via cable TV). The equity argument would
increasingly focus on protecting the poor, rather than the mass of Americans, from the
expense of pay TV (by 2001, only 13 percent of Americans exclusvely rdied on free TV
sources for their TV programming).  And the politicd argument would stop seeking to
ban pay TV and merdy seek to prevent future encroachments. The definition of the free
TV industry would also change. As broadcasters came to rely on satellite and cable TV
to digribute their programming, and as digitd TV technology opened up new avenues to
charge audiences for watching their programming, the percentage of broadcasters
revenues derived from advertisng would be reduced. A digtinction between terredtria-
over-the-air, sadlite-over-the-air, and cable-ddlivered broadcasting would have to be
made. And as ad-supported Internet services took hold, broadcasters would aso lose
their digtinction as the only provider of “free TV.” A didinction would have to be made
between traditiond free TV and dl its newer forms.

The culmination of the 1950s free TV lobbying campaign—the firg of many to follow—
was that the FCC in its Third Report and Order on March 23, 1959, alowed each
proposed pay TV technology to be tested in only one market in the U.S. and only one
channd within that market. In March 1960 Zenith announced plans to initiate a pay TV
test in Hartford, Connecticut, and on February 23, 1961, the FCC authorized their plan.
The Committee Againg Pay TV chdlenged the FCC's decison in court to the U.S. Court
of Appeds, DC Circuit. When the Committee Againgt Pay TV lost there, they appeded
to the U.S. Supreme Court, which on Odober 8, 1962 declined to review the lower
court’s decison. The Hartford Pay TV experiment ended Sx years later as a busness
falure. The Hartford experiment appeared to demondrate that the broadcasters were
right: There was little demand for pay TV and pay TV added little if anything to program
diversty.

On December 12, 1968, the FCC issued its Fourth Report and Order. This legdized
wireless pay TV, but only in markets and for programs that didn't harm exigting free TV
broadcasters.*®

The CableTV Threat

Meanwhile, cable TV was beginning to look like a more efficient vehide for the
introduction of pay TV.?Y  When cable TV was first introduced in the late 1940s, it was
used as a “mager antenna sarvice' to bring cable TV to rurd, mountainous, and other
aress that either didn't have access to over-the-air broadcast TV or were in borderline
aeas with poor reception. It showed no programming in competition with locd
broadcasters and in any case lacked the channel capacity to do so. Broadcasters liked this
type of cable TV because it added more eyebdls to their audience and thus attracted more
advertisng revenue. By the early 1960s, however, it became clear that a least some
cable operators had plans to not only enhance existing broadcasting services but dso
compete with them. Cable TV systems with dozens of channels were envisaged. These
sysems could both retrangmit existing broadcast programming and add ther own
competitive programming.



The fird large-scde implementation of wired pay TV in competition with loca broadcast
TV was planned to take place in San Francisco and Los Angeles in the mid-1960s. The
broadcasters reacted with fury. Usng their strong dlies, the theater owners, as ther
public face, they set up the Citizens Committee for Free TV, co-chared by a prominent
Cdifornia broadcaster, Gerri Teadey.??  The committee gathered more than 1 million
ggnatures, more than twice the necessry number, to put a referendum (“An Act to
Preserve Free Tdevision in Cdifornia’) on the state balot>®  If passed, the referendum
would ban pay TV in Cdifornia

One ad run by the Citizens Committee had this jingle  “Pay TV/Before you're
done’You'll charge for ar/And rent the sun!”®*  Another showed a masked burglar
sneking into a room with an old woman dgtting in a rocking chair, then fleeing out the
window with the woman's televison set. A print ad showing a child with tears in his
eyes looking a a blank TV screen includes the text: “What kind of a mongter would do
this to your child—would come into your home and put a padlock on his TV fun? What
kind of a mongter would force you to feed your TV set bucketfuls of dollars—or suffer
the humiliation of being labeled a ‘chegpska€e in the eyes of your children? There is
such a mongter.  It's a greedy thing cdled Pay TV.” Ancther print ad was headlined
“DON’'T WATCH TELEVISION WITH BREAD MONEY.”

Both TV dations and local newspapers owned by companies with broadcast interests
often refused to cary the ads of ther politicd opponents who supported pay TV. For
example, al three network-affiliated locd TV dations in San Francisco, as wel as the
magor daily newspaper, The San Francisco Chronicle (whose parent company aso owned
broadcast stations), refused to accept pro-pay TV issue ads.?®

On November 3, 1964, the referendum banning dl forms of pay TV in Cdifornia won
with overwheming support. The vote was 45 million to 2.3 million, dose to a 2.1
magin®®  Sixteen months later the California Supreme Court struck down the law,
ruing that it violated the Frg Amendment and was thus unconditutiond. When in
October 1966 the U.S. Supreme Court refused to hear Cdifornids apped, the judicia
battle ended. By then, however, the company that had sought to introduce pay TV into
Cdifornia was bankrupt and out of business. Henceforth, broadcasters would use less
direct means than outright bansto reignin pay TV.

The FCC Assault on Cable TV

By the mid-1960s, a the broadcasters prodding, the federd government turned its
attention to wired forms of pay TV. On April 23, 1965, the FCC issued a report and
order mandating that cable TV systems carry locd broadcast dations (“must-carry”) and
not duplicate any program offered by a local broadcaster (“non-duplication”). On March
8, 1966, the FCC issued a report and order essentidly banning pay TV from the top 100
TV makets—the largest metropolitan aress in the United States?’  This was a
devadtating blow to the cable TV industry because it would mean tha it was not only
illegd to provide sarvice to the vast mgority of U.S. households, but dso to the
households that were most densely concentrated and therefore affordable to wire.  In



1970, the FCC made it illegal for cable TV operators to compete with locad broadcasters
for the most profitable categories of sports, movies, and series-type programs. These
restrictions were further tightened in 1975.

In 1974 broadcasters created the “Specid Committee on Pay Tdevison” to launch a
maor grassroots effort to gpply pressure on Congress and the FCC to both retain existing
competitive redrictions on cable TV (which faced a congant drumbeat of attack by
economists and pay TV interests) and add new ones. The effort bore fruit in 1975, when
the FCC issued a report and order with additional cable TV restrictions®® But just as the
date courts in Cdifornia overturned laws redtricting pay TV, the federd courts now did
the same.

In 1977, the broadcasting industry suffered what appeared to be a devastating setback. In
Home Box Office v. Federd Communications Commisson, the U.S. Didrict Circuit
Court threw out dmogt dl the regulations limiting pay TV, arguing, anong other points,
that they violated the Firds Amendment and were thus unconditutional. Six months later,
on October 3, 1977, the U.S. Supreme Court upheld the lower court’s decision.

After the Supreme Court's Home Box Office decison, pay TV witnessed explosive
growth. Between 1977 and 2002, the percentage of Americans exclusvely relying on
free TV for their TV progranming would decrease from 83 percent to 13 percent.?® The
balance would subscribe to cable and satellite TV.

In recent years, two of the broadcasters biggest lobbying campaigns culminated in
passage of the Cable Act of 1992 (granting broadcasters cable TV mud-carry) and the
Tdecommunications Act of 2002 (granting broadcasters new spectrum under flexible
terms). Both campaigns judified massve subsdies for the broadcasting industry as the
price of preserving and enhancing free TV.

The Battle for Must-Carry

Mug-cary is a rule requiring a multi-channd video didtributor, usudly a cable TV or
satellite TV provider, to carry local broadcasters TV sgnads. Today, the vast mgority of
Americans get ther broadcasting programming not over the ar but through one of these
multi-channel video distributors.

In December 1987, the U.S. Appeds Court in Washington DC ruled that the FCC's must-
cary rules requiring cable TV sysems to cary locd broadcasters TV dgnds were
uncondiitutiona, a violation of the Firss Amendment.  The broadcasters response was to
launch a massve lobbying campaign to get Congress to past mud-cary legidation. By
having Congress pass mud-carry rules rather than the FCC, the broadcagters felt they
could check the courts, courts are typicdly much more deferentid to legidative branch
laws than to those of an independent agency.*° The growing market power of the cable
industry would also give broadcasters new grounds to argue their case.



Must-carry was important to the financia success of dl broadcagters but especidly to
UHF broadcasters, who usudly lacked network affiliations.  Without must-carry, a cable
TV company could potentidly kick a broadcaster off a locd cable sysem—thus
depriving them of a large fraction of their advertisng base—or charge the broadcaster for
cable carriage. In such a gtuation, the value of a TV gation would plunge.

In April 1988, the broadcasters chose Milton Madtz to char their Free TV campaign
committee, whose god was to win broadcasters must-cary rights.  Given the theme of
the campaign, the choice of Mdtz was ironic. Several years before, Fortune megazine
had described Mdtz as one of the wedthiex men in America The heart of Mdtz's
privatdly owned broadcasting company was 11 radio dations, seven of which were in
mgor markets. He dso had sx sruggling UHF TV ddions.  In 1998 he would
reportedly sdll those six UHF TV dations for more than $1 billion.

The gig of Mdtz's pitch to his fellow broadcasters could have come out of the 1950s:
“Increasingly, cable and VCRs ae sphoning programming away from free tdevison;
other technologies threaten to accelerate the trend. The ultimate result is not more choice
or variety for the American people. Instead, they will be expected to pay for what they
once got free.... It is time for the grestest marketers in the world—TV broadcasters—to
sart teling this story.... slling the benefits of freetdevison.”3!

On July 17, 1989, the free TV campaign was publicly launched. At the start of prime
time news on locd TV dations throughout the United States, retired TV news anchorman
Water Cronkite aired this specid message to the American public:

What you are waiching is caled Free Televison. It's part of a system—
born more than 50 years ago—that is unlike any other in the world.
Through your Free TV window, you've been witness to triumph and
tragedy... to love and laughter, learning life. It's offered free to dl, even
the cable systems that carry it. Imagine the impact if it were gone. Join us
in the coming months, as we celebrate and stand watch, over Free TV.32

The broadcasters found a receptive audience. Over the next four years members of
Congress would liberdly sprinkle the phrase “free TV” in hills, reports, committee
hearings, the floor of Congress, press releases, and hometown speeches.

In 1992, Congress granted local TV broadcasters must-carry, retransmisson consent, and
preferred channd pogtioning.  Must-carry required that cable operators cary the
programming of dl locd TV broadcasters. Retransmission consent gave broadcasters
the option of not accepting cable carriage if cable operators didn’'t pay them enough for
this privilege. Preferred channel positioning made it illega for cable operators to move
broadcasters to a less desirable channd number, often derided by broadcasters as “cable
Shberia”  Specificdly, cable companies had to give broadcasters their over-the-ar
channd number or any other number if it were mutudly agreesble. In 1996 Congress
extended these basic broadcaster carriage rights to telephone video services and in 1999
to satdlite TV systems, effective January 1, 2002.

10



The Battle for Digital Spectrum

The free TV argument was dso central to the broadcasters lobbying effort to acquire
gpoectrum for digitad TV. In 1986, the FCC was petitioned to alocate for wirdess
telephone service the unused spectrum dlocated to the broadcasting industry.  Of the 67
channels dlocated for broadcagting, only about 13 were actudly used to broadcast TV
programming in any given maket. The broadcasters countered that they needed the
gpectrum o0 that free TV could be preserved in the coming age of high definition TV.
Accordingly, the FCC prevented any other industry from securing rights to this unused
gpectrum.  In 1992 the FCC took the next step of formaly reserving the spectrum o that
broadcasters could eventudly smulcast ther standard definition TV channd programs on
their new high definition channd.

In 1993 Congress exempted al spectrum reserved for locad broadcast service, including
the newly reserved spectrum for HDTV, from ever being dlocated via spectrum auctions.

And in 1996, Congress granted incumbent broadcasters twice their existing spectrum so
that free TV would be preserved in the new digitd TV ea In addition, Congress
granted broadcagters spectrum “flexibility.” This gave the broadcasters the right to use
up to 90 percent of their spectrum for any type of pay service they might desire as long as
the balance was used to broadcast one standard definition free program. The reasoning
was that trandtioning to digitd TV would be expensve and pay services would help
broadcasters afford this trandtion. Congress argued that the grant of spectrum was a
“loan” to help the broadcagters trangtion from free andog to free digitd TV. But the
loan required no interest payments and no definitive payback date, so, by conventiond
banking criteria, it was functiondly identica to a gift.

In his tesimony to Congress asking for the new digitd spectrum on favorable terms
NAB’'s presdent twelve times used the word “free” and once the word “non
subscription” to describe the programming offered by the local tlevison industry.

In 1996, the FCC edtimated the vaue of this new spectrum, if sold to wirdess telephone
operators, a up to $70 hillion. The estimate was derived from recent sales of comparable
gpectrum for wirdess tdephone servicee A wide variety of commentators and senior
government officids, including the FCC Charman Reed Hundt and Senate Mgority
Leader Robert Dole, cdled this one of the great corporate giveaways of the twentieth
century. In response, broadcasters hired DK Research to extensvely test audience
responses to the wording of various free TV messages. Then the broadcasters ran a $9
million free TV public savice advertisng campaign tha ran on locd TV dations
throughout the United States, but especidly in the congressond didricts of key
lavmakers. In preparing for this campaign, the Nationa Association of Broadcagters sent
locd TV dation managers in February 1996 a “ Spectrum Auction Action Tool Kit.” The
loca dation managers were encouraged to adapt the following mode text for a TV public
service announcement (I have highlighted the word “free” to emphasize its frequency.)
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For more than 40 years, we at WXYZ have been proud to serve this community.
During times of ceebration and times of crigs from man's firg wak on the
moon to last night's weather report, we have worked to hbring a wedth of
information and entertainment to our viewers, and we have provided it al for
free.

That record of service, however, is under siege from some in Congress who are
pushing to adopt revenue raisng proposals that thresten to end free TV in
America  This lales scheme to fill the Tressury’s coffers involves public
auctions of parts of the arwaves, or spectrum. The spectrum issue was origindly
promised to locd televison broadcasters so we and our televison viewers could
make the trandtion to a new genedion of digitd teevison tha provides
breathtaking pictures and sound....

The communications world is rapidy moving to digita technology. It's the wave
of the future. Loca TV dations, however, must continue to broadcast our current
“andog’ dgnds for a number of years while smulcasing the new high qudity
digitd sgnad on a second channe so consumers won't have to buy new digitd TV
sets until their existing sets wear out.  It's the new channels that some in Congress
now want to take away and auction to the highest bidder.

If that happens, most loca free TV dations like ours won't be able to compete
with other communications businesses like cable and telephone companies, dl of
whom are going digita and al of whom charge you for ther products. Locd TV
dations smply can't afford to make a multi-million dollar investment in new
equipment and pay millions more for the spectrum at the same time. No one dse
could ever pay that price and provide a service that's free to dl. If locd TV
dations can't compete, dl that will be leftispay TV.

Free televison is a great American success dory. It is one of the hdlmarks of
our society and one of the few free sarvices dill avalable to dl Americans—
regardless of socid drata  Spectrum auctions will kill free TV. Don't let the
story end thisway....

Presdent Clinton's top economist, Joseph Stiglitz, who later won the Nobel Prize for
economics, denounced this argument, daing that advertiser-supported televison is
extremdy profitable and will dways be a viable busness, even if digitd spectrum is put
on the auction block. Moreover, if policymakers are concerned that it won't be viable, dl
they need to do is dipulate that licenses won at auction must be used to provide ad-
supported TV.* It is ironic that the broadcasters new spectrum licenses, given in the
name of preserving free TV in the digitd era, induded no credible ipulation that 100
percent or even 10 percent of the spectrum would be used for ad- supported programming.

12



The Decline of Free TV

Despite dl this rhetoric a@bout saving free TV, broadcasters and their government dlies
have for the last 15 years taken every opportunity they could to kill free TV in the name
of saving it. Saving free TV, as we have seen, was a mgor raionde behind the Cable
Act of 1992, which gave broadcasters must-carry and retransmission rights on cable TV.
It was dso a mgor rationde behind the Satellite Home Viewer Act of 1999, which did
much the same for sadlite TV.

In early 2002, a band of prominent broadcasters came together to plot their trangtion to
pay TV. As one member, the owner of a 63-dation TV chain, put it: “The sngle largest
issue facing us, independent of the economy, is the ability for us as an industry to get to
the real value of what we deliver to the consumer by being paid for it.”3*

Today, the vast mgority of Americans get thar so-cdled free TV not over the airwaves
but over pay TV services such as satdlite and cable TV. And in order for these saellite
and cable TV companies to get cariage of this TV—thanks to the double whammy of
mudg-carry and retransmisson consent—they must pay for it. These costs are then passed
on to consumers. Admittedly, payments are not necessarily direct or in cash. For
example, many TV dation groups have bargained with pay TV providers to get their own
cable and sadlite TV networks caried—a discounts from market rates—as
compensation for the right to cary their locd broadcast dations. But whether
compensation is direct or indirect, in cash or in kind, the subscription TV consumer
ultimately pays—and gill mugt wach the same volume of advertisng as the shrinking
minority of homesthat ill rely on over-the-air sgnds

The free spectrum granted to broadcasters in the Telecommunications Act of 1996, as we
have seen, was aso done in the name of presarving free TV.  But the fine print of the
Telecom Act dlowed broadcasters to use 90 percent of their spectrum for any type of fee-
based data service, including pay TV. The rationae here was that broadcasters needed
these extra revenues to subsdize their free TV services. But there is no requirement that
such subgdies actudly occur, nor any economic incentive why they should occur.  So
now we have broadcasters planning to use that “pay” spectrum for phone service, last-
mile broadband Internet service, and a dizzying array of other fee-based data services.

FCC Chairman Miched Powdl, while lauding free TV out of one sde of his mouth, has
predicted out of its other side that in the near future it al will be pay .*° He doesn't
mention this is the likdy consequence of his “spectrum flexibility,” “market-based,” and
“deregulatory” public policy initiatives for the broadcasting industry.

Ending the ‘Fair Use’ of ‘Free TV’
Today, one of the biggest attempts to reign in “free TV” is digitd rights management.
For example, Congress is conddering legidation tha will dlow broadcasters to insert

“broadcast flags’ in thar digitd TV programming. This will prevent consumers from
being able to save copies of free TV programming and later skip over the ads. It will aso
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dradticdly narrow “far use” of broadcast TV programming, which includes making free
copies of TV programs for persond use and using snippets, like quotes from a book, for
commercid purposes.  All these uses of free TV programming in the future will have to
be paid for.

Already, copyright law makes it illegd for libraries to keep long-term copies of free
broadcast programming without specid compensation. This is in contrast to newspapers
and other fee-based media, which libraries can store and use for the same price the man
on the dreet pays for them. Now, with “broadcast flags,” even short-term use of “free
TV” will require that libraries pay a premium to broadcagters.

In concluson, advertigng-supported broadcast media developed as an economic
necessty. In the early days of broadcast media, it was the most economicd way to
provide radio and TV. But as time passed, new technologies developed that made it
economica (and more spectrum-efficient) for competitors such as cable TV, sadlite TV,
and video store operators to charge for TV. Broadcasters then sought to make ther
handicgp into a virtue deserving of public subsdy. They sought to convince the public
they were getting a free service while never acknowledging that this free service had
huge opportunity costs born by the public. As public policy moved to discourage free
TV, these opportunity costs surprisingly increased rather than decreased. We shdl now
catal og these opportunity costs.

The Cost of Free TV

Obvioudy, advertisng-supported TV programming provides a vauable consumer
sarvice, otherwise, consumers would not watch it.  But that doesn't make it free or imply
that it should be free. There are many vauable products that the public pays for. That's
how markets work and maximize consumer welfare. There are dso many products that
are widdy vaued, or which share the virtue of what economists cdl “public goods’ (i.e,
the magind cog of an additiond unit—or viewer—is zero), tha thrive without
government subsdy. Here, we shdl briefly look a the consumer cost to waich ad-
supported (“freg’) TV and government subsidies to locd TV dation owners to enhance
the profitability of thistype of programming.

Consumer Costs

Equipment (“Fixed”) Costs. To watch “free TV” requiresa TV set. TV sas range in
price from under $100 to over $5,000. To get a high quaity signd, tens of millions of
Americans would dso have to purchase an externd antenna, usudly placed on an
goatment or home roof. Antennas range in price from a few dollars to severa hundred
dollars. Having a professond ingdl an antenna on a roof can cost hundreds more. The
antenna must then be connected to rooms with TVs. Most Americans don't ke exposed
wiring in their homes, so the wiring must be snaked within wals.  For a large house with
many TVs, this can cost thousands of dollars or perhaps not even be doable without al
but tearing down the house. Even with the above equipment, a large fraction of
Americans are unable to get a high qudity locd broadcast signd over-the-ar—perhaps
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because they live near mountains or tal buildings or because they live in rurd arees—and
thus are willing to pay for ether cable or satdlite TV ddivery.

With broadcast digitd TV, the cost of TV equipment tends to be higher. Today, most
broadcast digital TVs cost a least twice as much as a high-powered persona compuiter.
Indeed, digitd TVs ae essentidly computers, dbeit highly inflexible computers.  With
digitd TV, consumers will periodicdly need to purchase new equipment, just as they
need to do with other computers, in order to take advantage of new information offerings.

Consumers may aso need to purchase new wiring.

Time Watching Ads. To watch TV programming, advertiser-supported TV requires
viewers to watch advertisements. The ded is that consumers get to watch programming
in return for watching unavoideble ads. Today, primetime loca broadcast TV devotes
about 25 percent of itstime to advertising and the balance to programming. >

Obvioudy, consumers like to watch some of the advertisng they receve. But there is
adso abundant evidence that consumers view advertisements as a cost, not a benefit, of
TV watching. Many consumers are willing to pay for cable TV channds such as HBO
that don't include advertising.®’

Recently, TV broadcasters have sued Replay TV because it offers a product that makes it
easy to skip over ads*® With Replay TV, the consumer downloads TV progranming
onto a computer hard disk. The consumer then replays the TV without the ads.
Broadcasters have cdled such a procedure “theft” because the viewers are steding the
programming without paying for it with time spent watching advertisements>®

Program Quality.  Advetiang has a dgnificat impact on program qudity and
diversty.”® One of the rationdes behind public TV was to provide programming that
advertisng supported broadcasters could not. It is illegd for public TV to provide the
type of intrusive and time consuming advertisements offered on commercid TV.

Advertisers prefer programming that ddivers audiences with preferred demographics.
These demographics are not necessarily representative of the public. Preferred
demographics include upper-class Americans with lots of money to spend and Americans
between the ages of 18-39 who are not hardened in ther buying habits. Programming
that focuses on the interests of the young and old as well as the poor and minorities, thus
receives proportionately less funding and prime time exposure.  Says one nationd
network TV producer: “We are reaching the audiences we want and we are making the
sponsor very happy. The 18- to 39-year-old audience buys beer, Nike running shoes and
BMWSs. They are making the economy soar....”**

Obvioudy, advertisers prefer to spend their dollars on media that provide programming
favorable to ther interests. Locd TV dations, in turn, take this into congderation when
planning their programming. They try to avoid programming that current or potentid
mgor advertisers would didike. For example, locd TV daions avoid exposes of locd
ca deders, compadive price rankings of mgor loca retalers, and critica reports of
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products offered by mgor consumer product maenufacturers and advertisers such as
Proctor & Gamble. Advertisers dso often didike appearing next to certain types of
programming, including controversa or politicdly incorrect programming relaing to
issues such as abortion, homosexudity, and drugs, depressng or somber programming
such as a live funerd processon of a U.S. Presdent, or a fictiona depiction of nuclear
holocaust; or programming without naturd pauses such as public mestings, naturd
catastrophes, and national emergencies. In some cases, such as the funeral processon of
a presdent or a nationd emergency, the loca broadcast gation will run the programming
even without an advertiser. But usudly programming won't be produced and shown
unlessit can find a high-paying advertiser.

Product Costs. Advertisng cogts, like any other cogt of doing business, must be added
into product costs. The higher the advertisng codts, the higher the product cogs. It is
possible that those who pay for the products are systematicdly different from those who
watch the programming. But this assumes that advertisers are irraiond and will
subgdize programming with a lot of free riders.  According to economic theory, such an
inefficient advertiser, if part of a competitive industry, should not long stay in business.

Many serious thinkers have argued that advertisng, rather than aleviating market failure,
actudly causes it. For example, if two advertisers engage in an information arms race,
where each increase in advertisng cancels the effect of a competitor's advertiang, the
price of products could incresse without a commensurate increase in  consumer
knowledge.

Others have argued that advertisng, irrespective of product costs, leads to a decline in
mords, happiness, productivity, or some other vauable trait. Danid Bell, for example,
argues that advertisng causes individuas to adopt a consumption rather than production
ethic*? John Kenneth Gabraith argues that advertisng creates false needs that detract
from worthier gods*® Robert D. Putnam argues that watching entertainment TV, whether
advertisng supported or not, has led to a decline in America's socid capitd, with highly
ggati\ﬁ consequences for our democracy, children’'s development, hedth, and physica
ety.

Whether or not the reader agrees with these critiques of advertisng, it is clear that many
Americans question the vaue of ad-supported TV. Some families, especidly among the
highly religious, won't even dlow a TV into their homes. One socidly conservative FCC
commissoner didn't own a TV set untii he became a commissoner.  TV-Turnoff
Network lobbies to encourage parents to unplug TV sets and get more involved with their
children's leaning.*® The American Academy of Pediarics says tdevison gets in the
way of heathy brain development and recommends that kids under two not watch TV at
dl.*® Some public schools celebrate ano-TV day for one day ayear.

Government Subsidies

Over the years, the government has enacted a large number of policies to enhance the
profitability and market vaue of locd TV daions | cdl these policies “subgdies’ even
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if they don't appear to come out of the pockets of the generd public. It is smply
assumed that any government industrid policy that enhances the market power of one
information industry (e.g., TV broadcasting) but not another (eg., Internet content
providers) ultimately reduces consumer wefare.

Government subsidies to broadcasters can be divided into those given directly and those
gven indirectly by changing laws affecting broadcaster suppliers, buyers, and
competitors. These forces affecting broadcast industry profitability and asset vdues are
modeled in Figure 1. The modd is loosdly derived from Harvard Busness School
Professor Michael Porter's model of industry market structure®”

Figure 1. Government’sImpact on Broadcast Industry Market Structure

Broadcasting Industry Market Structure

[ Competitors ]

[ Suppliers ]—P[ Broadcasters ]1—[ Buyers ]

f

Government

The same entity may smultaneoudy be a supplier, buyer, and competitor. For example,
a viewer is a “supplie”” while watching ads but a “buyer” when paying a fee for the
programming; and a cable TV company is a “supplie”” while carying a locd TV
broadcast program and a* competitor” when it also carriesits own programming.

A broadcagter is defined as a commercial company with an FCC license to use one of
channels 2 through 69 on the TV did for the purpose of transmitting & least one TV
dgnd. Conggent with this definition, we can divide the broadcagting industry into two
component busnesses. content  (“programming”) and conduit (“tdecommunications’).
The two are dosdy linked in that content is transmitted over conduit and the profitability
of each busness is dependent on the other. An example of content is a TV news
program; an example of conduit is spectrum.

A buyer is an individuad or product that purchases the broadcasters end-product. Buyers
may be advertisers or viewers.

A supplier is a company that provides inputs to the broadcasting industry.  Suppliers can
be divided into those that provide downstream and upstream products to broadcasters.
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An upstream product is an input to production; a downstream product is an input to
product disribution. An example of an upstream supplier is Hollywood. An example of
adownstream supplier iscable TV.

Competitors are any potentid entrants or substitutes for broadcaster products. Direct
competitors provide an identical product; indirect competitors provide close subditute
products.

The broadcagting industry’s vaue cregtion chan runs from upstream suppliers, to
broadcagters, to downstream suppliers (the distribution channd), and buyers (see Figure
2). For example, broadcasters buy programming from Hollywood (the downstream
supplier), digribute it through cable TV (the upstream supplier), and sdl the audiences
thus captured to advertisers (the buyers). Each player in the creation chain, including
broadcagters, adds vaue to the finished product. It is in the broadcasters interest to
concentrate the profits (or, more generdly, what economigts cdl “surplus’) from this
vaue cregtion chain in its own node of the chain.

Figure 2. Broadcasting Industry Value Creation Chain

Upstream Suppliers? Broadcasters? Downstream Suppliers? Buyers

Entry and exit bariers determine the profitability of both competitors and broadcasters.
The higher the barriers for competitors to enter the broadcasting business, and the lower
the barriers for broadcasters to exit the broadcasting business and enter other businesses,
the higher the profits of broadcasters and the lower the profits of competitors.

Figure 3. Profitability of Broadcasting Industry Value Creation Chain

Compstitors Entry Barriers

Broadcagting Industry VVaue Cregtion Chain

Broadcasters Exit Barriers.

In the name of enhancing free TV, Broadcasters lobby the government to enact public
policies ensuring that the interaction of these forces serves to maximize their own long-
term profitability and wedth. Legg Mason Precursor founder Scott Cleland, a prominent
telecommunications andyd, has gone s0 far as to observe that the broadcasting industry
now pursues a “congressiona busness modd,” seeking profits through government
subsidies, not market competition.*®
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Direct Subsidies to Broadcasters

Spectrum. Broadcasters lobby to build a telecommunications network at public expense.
Unlike wire line telecommunications providers, which seek preferentid access to public
roads and byways, broadcasters seek preferentia access to spectrum, colloquialy caled
the “ public airwaves.”

Spectrum rights licensed to locd TV broadcasters are typicdly worth far more than their
physicd assets. For example, in the very largest TV markets, the physcad assets of a
daion may be worth less than $10 million while the spectrum assets are worth hundreds
of millions of dollars.

Broadcasters spectrum can be divided into two mgor categories. retall and wholesae.
Wholesdle spectrum is what broadcasters use for sending information from the field back
to their gations. For example, a reporter may visit a crime scene and send raw footage
over-the-ar back to the dtation. Wholesde spectrum, often cdled auxiliary spectrum or
ENG spectrum (for Electronic News Gathering), is shared by al broadcasters rather than
dlocated to individud broadcasters. Retail spectrum is what broadcasters use to transmit
sgnds to the home. Americans are very familiar with this spectrum because it is labded
channdls 2 through 69 on their TV sats. Broadcasters are currently alocated 402 MHz
for retall uses and hundreds of additiond MHz for wholesdle use.  The current market
vaue of this spectrum is in the vicinity of $500 billion. Broadcasters pay no monetary
compensation to the government for use of this asset.*°

Land. Broadcasters lobby for free or discounted rights to build broadcast towers on
public property.®®  Broadcasters transmit their signds from towers To maximize
coverage, broadcasters seek to place transmitters several thousand feet above ground
level. To achieve such heights, they can build a tower from gound leve or place a short
tower on a tall object such as a skyscraper or mountain.  To build a severd thousand foot
tower from ground level can cost a much as $2 million.>*

In the West especidly, but dso throughout the United States, the government owns many
mountains ideal for broadcast towers. Broadcasters seek to receive the use of this land at
below market rates. Once they get exclusve access to this land and build a tower, they
can resdl unused tower space to other wirdess providers. In certain urban aress,
broadcasters may be able to place their antennas on top of tal public buildings. In New
York City, nine TV dations transmitted from the top of the World Trade Center, a
publicly owned building.>?
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Zoning.  Broadcasters lobby to build broadcast towers in communities that don't
generdly dlow 2,000-foot-high Structures. This requires federally mandated zoning
exemptions for broadcasters. Sometimes there is fierce oppostion to such exemptions.
Many resdents believe that a 2,000-foot high tower near their homes reduces property
values, endangerstheir safety, and creates an eyesore.

The resulting broadcast towers can be extremely profitable. A broadcaster can lease
gace on a tower to dozens of different wirdess services, including multiple mohbile
telephone operators. A well-Stuated tower near a mgor urban area can bring in revenue
of more than $1 million ayear and operating profits of more than 80 percent of revenue.>®

Government Information. Along with other press entities, broadcasters lobby to gain
convenient and subsdized access to government information.  Advantageous access may
be codified in law or smply inditutionalized as a metter of practice. Consder Congress.
Broadcaster privileges include free office space and staff support within the U.S. Capital;
goecid tables and documents in committee rooms, privileged doors to Congressond
buildings, free access to conduits throughout the Capitol for audio/video connections,
exclusve rights to video coverage of Congressond proceedings, press aides in every
Congressond office to educate them about government affairs, privileged and extensve
access to government officials, agendas, and documents, and, on occason, subsidized
trangportation, including parking spaces at the U.S. Capitol and Reagan National Airport.

Legal Immunity. Along with other Eras entities, broadcasters lobby for legd
immunities not accorded other professons® These immunities rlate to the gathering
and digribution of information, and include immunity from subpoenas, libd dams
deception, and trespassing. Some legd immunities are embedded in law; others result
from public officdds de facto fear of coming into conflict with an inditution with great
power to influence public opinion. Broadcasters, unlike most print publishers, are dso
exempt from the requirement to depost a free copy of their work in the Library of
Congress.

Taxes. Broadcasters lobby for exemption from taxes. Fixed teephone, mobile
telephone, satdlite, and cable TV telecommunication providers al pay some type of sdes
tax based on revenues. Free TV broadcasters, however, are exempt from sdes tax
because only subscriber revenue, not advertising revenue, is taxed. Broadcasters may
adso be exempt from sdes tax on some of ther own purchases. Arizona, for example,
grants broadcasters an exemption from sdes tax on digitd TV equipment. Cdifornia
broadcasters have sought tax exemptions for TV production. Most TV shows ae
produced in Cdifornia In New York City, ABC, CBS, and NBC have won saes-tax
exemptions, property-tax abatements, and discounted eectricity prices.>®

Broadcasting is dso extremdy wel suited for bater transactions and income tax
management.  Broadcast dations are often a the center of barter systems because
advertiang time on mass media is widdy sought by loca busnesses and thus forms a
type of universa currency. Barter offers unique flexibility to control the recognition of
profits and losses and to assign monetary values to transactions®®  Broadcasters have aso
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sought to reduce income taxes by Iobtying for amortization of spectrum licenses, even
though spectrum is not a depletable asset.®

For many years, broadcasters could dso avoid cepitd gains tax by sdling to an
organization purportedly controlled by minorities®® This exemption was closed in 1995
in the wake of revdaions that it was providing large media companies, hiding behind
minority front groups, with tax bresks worth hundreds of millions of dollars. Since then,
there have been numerous attempts to reinstate some type of capital gains tax bresk for
sde of broadcasting properties to minorities. A reduction of the capitd gains tax from 28
percent to 20 percent may have lessened pressure to reingtate this tax break.

Indirect Subsidies: Suppliers

Broadcasters seek to buy from suppliers at the lowest possible cost. This gpplies to both
upstream and downstream suppliers.  The digtinction between upstream and downsiream
suppliers is useful when trying to make sense of broadcasters apparently inconsistent
lobbying arguments.  Depending on whether a supplier is upstream or downstream, a
broadcaster must often make entirdy opposite economic and Firs Amendment arguments
to judtify a particular subsdy. For example, a broadcaster wants an upstream supplier to
have no intelectud property rights in reation to itsdf, but it wants the opposte
intellectual property relationship with a downstream supplier or buyer. In other words, a
broadcaster, but no one else, deserves a copyright free zone.

Upstream Suppliers. Perhaps the most important upstream supplier for a broadcaster is
its audience.  Although it is non-intuitive to think of advertisng audiences as suppliers,
this is how TV economiss view them®  Broadcasters buy audience attention
(“eyebdls’), which they then sl to advertisrs. It is in the broadcaster's interest to
ensure that these eyebdls waich the maximum endurable amount of advertisng per hour
and cannot filter out ads. Accordingly, broadcasters are pushing Congress to pass digita
rights management laws that will make it impossble for consumers to store broadcast
programming and filter out advertisng & a later viewing time. Broadcagters cdl such
filtering “theft” In prior lobbying campaigns, broadcasters won dimination of any limits
on the amount of ads per hour that they could show.

Program suppliers are also another upstream supplier. It is remarkable that radio dations
pay only a trivid percentage of their revenue for the rights to use the songs they
broadcast. By law, the record companies must alow broadcasters to use their product for
free. It is ds0 remarkable that local TV broadcasters get national network programming
for “free” All they give the networks for their programming is some of the advertisng
time within their programs. Networks are 0 pleased to get local broadcasters over-the-
ar, saellite, and cable TV digribution for their ads, that they see no reason to charge
directly for their programming.

One way broadcasters get programming at the lowest possble cost is to hinder upstream
suppliers from sdling to competitors.  This gives broadcasters extra bargaining power.
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Even though they have been greatly weakened since the 1970s, the sports, movie,
syndicated, and network exclusivity rules continue to serve this function.

Today, the copyright law is a mgor way that broadcasters keep costs low. For example,
unlike cable, satellite, and Internet providers, terrestrial broadcasters are not required by
law © pay record companies when they ar one of their programs. Broadcasters dso are
allowed to copy, store, and broadcast for profit the songs provided by record companies.
If a consumer did this, he could be thrown in jal. Indeed, if Napster had didributed its
programming over a licensed broadcast dation rather than over the Internet, it would
have been perfectly legd.

When a broadcaster acquires a program, he dso automaticaly acquires so-cdled mord
rightss. These mord rights dlow broadcasters to edit, crop, and otherwise change
purchased programming without permisson from the author of the programming. In
Europe, authors retain these mord rights when their work is purchased.

Downstream Suppliers. Broadcasters seek to get distribution of their programming a the
lowest possble cost. With cable TV mud-cary rules, they are guaranteed free
digribution on locd cable TV, even if the area of the cable TV sysem is larger than the
area of the over-the-air broadcast sgna. Broadcasters are adso guaranteed minimum
technicd qudity of cariage, 0 even if an over-the-ar UHF channd has a snowy image
or is impossible to receive behind a dense object such as a tal building, the cable TV
verson of the channd must be as good as the UHF Sgnal a the trangmitter. In the late
1990s, must-carry rights for a TV channd without a mgor network effiliation were worth
as much as $13.88 per subscriber.®® Broadcasters dso have control of the channe
number a which the cable TV company offers its programming. Broadcasters have a
gmila st of mud-cary rights with saellite TV provides. The big difference is that
mugt-carry rights are negotiated on a cartel bass. If a satelite provider wants to carry
one locad broadcast channed from a locd merket, it ether must cary dl the locd
broadcast TV channd from that market or carry none at all.

Broadcagters have dso won more than $1 billion in government backed loans for rurd
TV savice. The idea is to subgdize the ddivery of locd broadcast programming to rurd
areas that wouldn't otherwise receive such programming in an easily accessible way.®*

Broadcasters have lobbied agang dlowing downsream suppliers from having any
control over the broadcast content they carry. Thus, they oppose alowing cable TV
companies to modify broadcast programming in any way, including providing locaized
emergency information when broadcasters are unable to provide this information because
of the large geographic area of their sgnals.

In general, broadcasters seek copyright laws that make Internet digtribution of their
programming illegd or legd depending on whether they have exdusve rights to that
programming. Thus, radio broadcasters, which have automatic rights under copyright
law to rebroadcast music recordings without compensation for performers, believe they
have an inherent right to redistribute music over the Internet. But TV broadcasters,
which have exclusve contracts with nationd TV neworks, cdl this “theft” and have
vigorougly fought it.%2
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Indirect Subsidies: Buyers

Locd broadcasters have three types of buyers. advertisers and audiences. In the early
days of broadcasting, advertisers were the only buyers. But with the advent of cable and
satdlite TV, audiences have dso become buyers.

Advertisr Buyers.  Broadcasters lobby to prevent any bans or restrictions on
advertiang, including gambling, liquor, auto, and pharmaceuticd advertisng. For
example, broadcasters oppose mandatory disclosures of harmful pharmaceuticd dde
effects because this would discourage pharmaceutica advertisng.

Broadcasters lobby to prevent any changes that might reduce the tax advantages of
advertisng. They oppose sdes taxes on advertisng. They oppose diminating the
corporate income tax deductibility of advertisng for products with negative externdities
such as liquor and gambling. They oppose tregting advertisng expenditures for income
tax purposes as an investment to be written off over multiple years as opposed to in the
year in which they were incurred.  Of course, people who buy information as consumers,
rather than advertisers, get no such favored tax treatment.

Audience Buyers. More than 80 percent of Americans now receive their local broadcast
TV programming via a pay TV savice sch as cable or satdlite.  Although broadcasters
get free cariage of ther programming on these digtribution outlets, audiences don't get
andogous viewing rights.  Specificaly, broadcasters can use dther mud-carry rights
(zero cost carriage) or retransmisson consent (a negotiated fee for carriage) depending on
their bargaining srength. A home shopping channel that a cable or satdlite TV provider
doesn't want opts for must-carry. A loca network-éeffilisted TV dation with high ratings
opts for retransmisson consent. In the case of satellite TV, viewers now pay an average
of about $5 permonth for a package of local broadcast TV channds. A substantid part of
this revenue goes to pay the retransmisson consent fee negotiated with locd
broadcasters.

Broadcasters can dso get cable cariage of additiond channds as pat of ther
retransmisson consent negotiations®  The big broadcast station groups adl own cable
and satdlite networks. They can demand carriage of these networks as part of ther
retransmisson consent negotiations. The consegquence is that over 90 percent of dl cable
TV networks are now either owned by cable TV operators or by loca broadcast owners.
Independent entrepreneurs have practicaly no chance of securing cable cariage for
themsdves. The cogt for viewers of this is not higher prices but reduced innovation and
divergty in TV programming.
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I ndirect Subsidies. Competitors

Broadcasters seek to increase barriers to entry into broadcasting for potentia competitors
while lowering ther own bariers to enter competitive indudries and exit the
broadcasting indudtry.

Competitors Barriers to Entry. Broadcasters have a cost advantage over competitors
because of ther subsidized access to telecommunications infrastructure and programming
a wdl as thar rdativey tax-free datus. Tdecommunications infragtructure includes
free or discounted use of spectrum and land as wel as free or discounted use of sadlite,
cable, and telephone didribution.  Programming includes free or discounted use of musc,
gports, movie, syndicated, and network programming. Taxes include sdes tax wavers on
production equipment and customer purchases. The type of cost discrepancy between
broadcasters and competitors was recently highlighted when the U.S. Copyright Office
determined that over-the-air commercia broadcasters could transmit music programming
over the Internet at haf the price per song of their Internet-only competitors.

Broadcasters have adso lobbied for exclusve access to advertisng revenues.  For
example, they have lobbied to ensure that non-profit broadcasters cannot directly
compete agang them for advertisng. They ague tha unless public broadcasting
remains as free of ads as possble it will be corrupted and violate its public interest
purpose.  Not surprisingly, when broadcasters make this clam they describe themselves
as commercid or for-profit TV, not free TV. In truth, the phrase “free TV” may be much
more accurately agpplied to public TV than commercid TV. The difference is that
everyone knows that public TV recelves some government subsdies, but few know that
commercid TV not only receives subgdies, but aso that these subsidies have produced
dozens of billionaires over the years.

Broadcasters have dso sought outright bans on competition. For example, they have
dways opposed any dlocation of spectrum for a competing broadcast service®  On
occasion, however, they have not been successful. For example, they opposed DBS, at
one point even suggesing that the DBS spectrum could be better used to dlow
broadcasters to provide free HDTV service.

Broadcasters' Barriers to Entry and Exit. At the same time that broadcasters lobby to
erect barriers to entry for others seeking to enter the broadcasting business, they lobby to
lower barriers to entry for broadcasters seeking to enter others businesses or smply to
exit the broadcasting business. Broadcagters, for example, have lobbied aggressvey to
win a much flexibility as possble to use their spectrum to enter new busnesses. They
have lobbied to alow themsdves to sdl ther licenses to the highest bidder, regardiess of
the use the bidder intends to make of the spectrum. They have lobbied to alow portions
of their spectrum to be leased to others who have non-broadcasting business models.
They have lobbied for retransmisson consent, which gave them a drategic advantage
over other entrepreneurs seeking to dart cable and satdlite TV networks. They have
lobbied to prevent any transfer taxes when they sdl their licenses.
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Broadcaster Counter Arguments

It is remarkable that despite the many thousands of references to free TV in congressona
and FCC records, there is, to the best of my knowledge, no systematic effort to prove that
the benefits of free TV outweigh its huge costs. This gppears to be smply taken for
granted. The Nationd Associaion of Broadcasters has confirmed this lack of a
sysematic study to weigh the costs and benefits of free TV. | contacted the NAB and
asked its head of research, Rick Ducey (who has subsequently left), T he could recdl any
such study. He could recal none but referred me to NAB’s senior vice presdent &
Generd Counsd, Jack Goodman, who aso could recall no such study. One NAB report
corroborated this lack of cost-benefit andyss it described free TV as “an inditution of
inestimable value to our society.”

| have ds0 reviewed the academic literature and could find no careful weighing of the
cods and benefits of subsgidizing the free TV industry. It is clear that a fraction of those
that depend on free TV are poor; it's less clear the extent to which those dependent on
free TV are poorer than those who don’t. But the studies tend to be dated®® and Nielsen
and FCC data are based on corréations, not causal anaysis®’ For example, it's possible
that people who rely on free TV do so because they live in rurd areas without high
qudity cable TV, or because they are highly rdigious, such as Chridian fundamentdists
and Hagdic Jews, and find TV offensve. Both demographic groups aso happen to be
poorer than the average American, so without a control for rura location and mord
sengtivities, a concluson tha poverty leads to free TV watching may prove to be
spurious.

It is true that broadcagting has the economics of a public good; the margind cost of
adding an additiond viewer is zero. Since under classca microeconomic theory price
should equa margina cog, this suggests that idedly viewers should pay nothing to watch
TV and that TV’s fixed costs should be subsdized. But the redlity & that a large number
of products in our information economy share this type of economics, yet few recelve
government subgdies. Indeed, many information products, including software and
entertainment, <&l for hundreds of times more than ther margind cost of digtribution.
The burden then is to dtate why over-the-air broadcasters and not other information
providers should receive government subsdies. For example, the Internet now provides a
wedth of advertiser-supported information. Why should free TV broadcasters receive
government subsdies but not free Internet providers? Why should Paxson
Communications, which owns a large group of locd broadcast dations, receive hillions
of dollars of subsdies but not Yahoo!, which aso provides an advertiser-supported
service?
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Conclusion

Free TV darted as an economic necessity for broadcasters and evolved into a lobbying
rationde to kegp down competitors. Now, as the technology of broadcagting is changing,
broadcasters are moving into fee-based services. But while they are abandoning free TV
whenever it is profitable to do so, they don't want to sacrifice the subsidies they are
getting in its name.  The clever political solution that broadcasters and their congressiond
and FCC dlies have worked out 5 to advocate saving free TV by dlowing broadcasters
to generate revenues from fee-based services including pay TV. But if this paitern
continues, the end result will be the death of TV a the hands of the very people who
clam to be supporting it.

Under such circumstances, it is vitd that broadcasters and their dlies provide verifiable
evidence that subsidies given in the name of presarving free TV not only go to free TV
but dso don't actudly serveto underminefree TV.

But it is not even clear that free TV is worthy of government subsdy. The time has come
for the Generd Accounting Office and the public interest community to do a careful cog-
benefit andyssto determineif free TV isworth its cogt.

Even if ad-supported TV is determined to be a vitd nationd interes, it is possble that
there are more efficent ways of deivering it. Thomas Hazlett has made one such
proposal.?®  Let's assume that every American has a sacred right to continue receiving
local ad-supported TV from the current crop of incumbent broadcasters. Currently, these
broadcasters use the most vauable airwaves avalable on eath to didribute thar
programming. But the programming could adso be ddivered over the much less vauable
goectrum that can be used with sadlite TV ddivery. Every American could be
guaranteed therr current free TV fae just not over the same arwaves. This would
appear to be a creative win-win because free TV is preserved while resources are used
more efficiently. Yet broadcasters would be sure to oppose it because the current
regulatory regime is even more favorable to themselves.

The myth of free TV is that it is free. Free TV is the mos profitable busness in the
United States, but only because it has been subject to vast subsidies. The time has come
to carefully evauate the cogts of free TV and try to minimize them. It is dso time to drop
the phrase “free TV” from politicd usage. Perhgps a more apropos phrase would be
“government-subsidized TV.”
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