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Abstract

The television broadcast industry has entered the new millennium in good shape, but with many challenges on the horizon.  Although the past decade has seen a continuing erosion of broadcast audience and advertising shares, television advertising prices and revenues have continued to grow.  DBS and the expansion in cable availability and channel capacity have created an increasingly competitive environment for television broadcasting. This will lead to continuing audience fragmentation and further pressure on broadcast advertising revenues.  The increasing competition for program production resources has led to an increase in production costs.  The future profitability of the broadcast industry will depend on how it responds to competition and cost pressures, and on whether it can harness new technologies such as DTV and interactive services to its benefit.
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I. Introduction


This study updates Office of Plans and Policy Working Paper 26, released in June 1991 (“Working Paper 26”).  That paper and this one address changes over time in the competitive position of the television broadcasting industry and present some cautious predictions for the future.  The approach is to examine audience shares, advertising revenues, and profitability of television networks and stations in some depth based primarily on published sources, supplemented with some discussions with network staff, analysts, and representatives of the advertising community.  That examination is followed by a review of developments in the cable and direct broadcast satellite sectors, the major multichannel video program distribution platforms.  The paper also considers developments in technology, advertising, and programming.


Working Paper 26 concluded that broadcast television “has suffered an irreversible long-term decline in audience and revenue share, which will continue throughout the current decade.”  This prediction has proved to be accurate, but it is fair to say that Working Paper 26 overestimated the severity of the impact on actual television industry performance and profitability.  The decline in broadcast advertising as a share of total video advertising revenues was much smaller than the decline in broadcast audience shares.  Moreover, the absolute level of both network and station advertising revenues actually increased, even in real terms (with the exception of a dip in 2001, from which it appears that the industry will recover).  The television broadcast industry is larger, in terms of stations on the air, than it was then, and no full power stations have gone dark.  Although the available data have limitations, it appears that, overall, the television station sector is at least as profitable as it was ten years ago.   


Networking remains a viable and efficient program distribution technique, and the number of broadcast networks has actually increased.  However, profit margins in that business are and were very small.  Working Paper 26 predicted that digital compression would be a crucial technological development during the 1990’s, and that has certainly been true, both in the cable and Direct Broadcast Satellite (DBS) contexts.  It predicted rising programming costs and measures taken to adjust to them, such as a shift in the composition of programming toward less expensive genres.  Finally, Working Paper 26 recommended relaxing various FCC media ownership rules in light of increased competition.  Whether or not it was due to the paper, the Commission has, in some cases with Congressional instructions, eliminated the network-cable crossownership rule, relaxed the dual network and television duopoly rules, eliminated the broadcast-cable crossownership rule, and relaxed but not eliminated the television multiple ownership rule.


The present paper finds that, notwithstanding declining audience shares for broadcast television compared to cable in the aggregate, network and station audiences remain much larger than the audience for any particular cable network.  This is the primary reason why broadcast advertising revenues have remained relatively strong.  Broadcasting has survived a substantial increase in multichannel video programming distribution (“MVPD”) penetration and analysis and projections suggest that this penetration is flattening out.  While MVPD subscribers will continue to increase their viewing of nonbroadcast programming, absent a major change in the media landscape, broadcasting will retain its relative audience size edge and hence its basic source of support.  One possible major event is the rise of the personal video recorder which could undermine the revenue base for broadcasting.  On the other hand, technological developments such as Interactive Television hold out the possibility of preserving and even enhancing broadcast television’s advertising base.


The paper is organized as follows.  Chapter II provides a brief overview of the size and structure of the video sector.  Chapter III reviews some analyses of the impact on consumer welfare of video market structure (including a comparison of results under subscription payment and advertiser support for television).  Chapter III also provides a retrospective look at trends in video advertising revenues.  Chapter IV provides a detailed analysis of the television broadcasting sector, while Chapters V, VI, and VII review the impact of cable, DBS, and other technologies, respectively, on broadcast television.  Chapter VIII considers important changes in technology, Chapter IX examines changes in the structure of the advertising market, and chapter X examines the market for video programming.  Conclusions are found in Chapter XI (no reference to the bankruptcy code intended), which also serves as an executive summary of the paper.

II. The Market for Video Media

Working Paper 26 chronicled the evolution of the market for video media from the mid-1970’s to 1990.  During this period, video media availability expanded from broadcast television and movie theaters (with a smattering of cable television carrying mostly retransmitted broadcast signals) to a world in which cable television (supplemented by C-Band home satellite dish systems) brought a substantial range of non-broadcast programming to the home and movies were available for home viewing on videocassette not too long after theatrical release.

Since 1990, both the availability of broadcast television and the use of alternative video distribution platforms have expanded.  In the broadcast space, the number of over-the-air broadcast television stations available to the median household increased by from ten (10) stations in 1990 to approximately thirteen (13) stations in 2001.
  During this same time, as demonstrated by Table 1, the use of alternative video distribution platforms increased.
  As of 2001, 65 percent of television households subscribed to cable service, up from 55.5 percent in 1990.  The increase has occurred despite a relatively small rise in cable availability during this period.  The share of television households passed by cable was 96.7 percent in 2001, up from 92.4 percent in 1990.
  In 1990, DBS was not yet available, and only a small share of television households subscribed to home satellite dish (“HSD”) service.
  As of year-end 2001, approximately 17.7 percent of television households subscribed to satellite-delivered video services, most of them DBS.  Table 1 also indicates that the penetration of players for pre-recorded media, videocassette players and DVD players, has increased noticeably in recent years.


Not only has the use of non-broadcast video distribution platforms expanded over the past decade, but the channel capacity on those platforms has also increased over that time.  Indeed, most cable systems have expanded capacity significantly, and the satellite services offer channel capacity greater than virtually any cable system.
  This expanded channel capacity coincides with an increase in the availability of non-broadcast, cable origination video programming networks. In 1990, there were only about 70 cable origination networks available to multichannel video program distributors (“MVPDs”) for carriage.
  By year-end 2001, there were nearly 287 national non-broadcast, cable origination networks available for carriage.
  

Table 1: Availability of Video Media












1975
1980
1985
1990
1995
2000
2001
2010p

Total Households(1) (mil)
71.5(2)
81.8
87.6
94.8
97.5
104.1
107.4
123.3

TV Households(1) (mil)
69.6(2)
79.9
85.9
93.1
95.9
102.2
105.5
121.1











Cable Subs/TVHH (%)
14.1%(3)
24.0%
42.7%
55.5%
64.8%
67.0%
65.0%
61.4%

Cable HP/TVHH (%)
33.2%(4)
43.7%
75.3%
92.4%
96.7%
96.7%
96.7%
96.6%

Satellite Subs/TVHH (%)
0.0%
0.0%
0.0%
0.9%
4.8%
15.7%
17.7%
22.3%

Cable+Sat. Subs/TVHH(%)
14.1.0%
24.0%
42.7%
56.4%
69.6%
82.7%
82.7%
83.7%

VCR Homes/TVHH (%)
0.0%
1.0%
27.7%
66.1%
79.7%
86.1%
85.2%(5)
n/a

DVD Homes/TVHH (%)
0.0%
0.0%
0.0%
0.0%
0.0%
8.8%
13.0%
n/a





















*Data is year-end unless otherwise noted

Sources: Total HH and TVHH: (1975-2001):Television Bureau of Advertising, Inc., Television Households, Trends in Television, at http://www.tvb.org (citing Nielsen). (2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 10.  Cable Subs: (1975 and 2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 7 and 10; (1980-2001): Paul Kagan Associates, Cable TV Investor, May 24, 2002, at 9.  Cable HP: (1975-2001): Paul Kagan Associates, Cable TV Investor, May 24, 2002, at 9; (2010p): Kagan World Media, Broadband  Cable Financial Databook, July 2002, at 10.  DBS and C-Band Subs (Satellite Subs): (1995-2010p): Kagan World Media, Economics of Basic Cable Networks 2002, Sept. 2001, at 23-27. C-Band Subs: (1990): 1995 MVPD Competition Report at Table G-1.  VCR and DVD Homes: (1990-2001): Veronis Suhler, Communications Industry Forecast, 2001, at 192 and 194. (1980 and 1985): Television Bureau of Advertising, Inc., Cable, Pay Cable & VCR Households, Trends in Television, at http:///www/tvb.org.

Notes:

(1)Except where otherwise noted, data is reported by the source as of Jan 1 of the next year (e.g., figure reported for 2001 are actually Jan 1, 2002)

(2) Data is as of September of that year.

(3) Based on cable sub data that is not year-end, rather is an average of subscribers over the course of 1975.

(4) Based on 1976 data.

(5) Based on an estimate, not an actual count.

Despite the proliferation in the number of non-broadcast programming networks, and despite the increase in availability of non-broadcast programming, broadcasters still attract substantial revenues to support the production, acquisition, and distribution of programming.  Table 2 gives a rough indication of the relative size of various sectors of the video market, by providing figures on end user expenditures (advertising plus direct viewer payment) for broadcast television, cable television, DBS, and filmed entertainment.
  The table shows that in 1990 total expenditures (by advertisers) on broadcast television were $26.7 billion, compared to a total of advertiser and subscriber expenditures on cable television of $18.4 billion.  By the year 2000, broadcast expenditures had risen by 67.7 percent, to reach $44.8 billion.  Expenditures on cable television also equaled $44.8 billion in 2000, an increase of 143.5 percent since 1990.  Cable plus DBS expenditures in 2000 were $53.3 billion, so the increase in expenditures on pay media (cable plus DBS in 2000 over cable in 1990) was 189.5 percent.
  As noted above, the 1990-2000 time period saw a major increase in the number of cable networks.  Even considering the modest increase since 1990 in broadcast networks, broadcasting continues to generate more revenue than cable on a per-network basis.  Within the filmed entertainment category it is clear that home video (which more than doubled in revenue from 1990 to 2000) rather than box office receipts (which rose by 48 percent from 1990 to 2000) is the major growth area.  By comparison, US GDP grew by 73.7 percent during this period.

Table 2: End-User Expenditures on Various Video Media 1990-2000







1990
1995
2000

Broadcast TV
26,716
32,720
44,802

Network Ad Revenues
9,963
11,600
15,888

Syndication Ad Revenues
1,109
2,016
3,108

Stations’ Advertising Revenues (local+national spot)
15,644
19,104
25,806

Cable TV Operators(1)
16,604
22,898
34,352

Video Subscriptions(2)
16,128
21,823
31,922

Advertising Revenues 
476
1,075
2,430

Basic Cable Network Advertising Revenue
1,797
3,972
10,456

Total Cable Video-Related Revenue
18,401
26,870
44,808

DBS Revenue
0
663
8,467

Video Subscriptions
0
663
8,440

Advertising(3) 
0
0
27

Total Subscription Video-related Revenue
18,401
27,533
53,275

Filmed Entertainment(4)
16,129
21,023
29,906

Box Office
5,022
5,494
7,453

Home Video
11,107
15,529
22,453






Sources: Broadcast TV Revenues: See Table 4.  Cable Operator Revenues: Kagan World Media, Cable TV Investor, May 24, 2002, at 9.  Cable Network Revenues: Kagan World Media, The Economics of Basic Cable Networks DBS Revenues: Kagan World Media, The State of DBS 2002, Dec. 2001, at 16.  Filmed Entertainment Revenues: Veronis Suhler, Communications Industry Forecast, July 2001, at 203.

Notes:

(1) Only video-related revenues are listed here.  Revenues from installations, equipment and non-video services like high-speed Internet access services and telephony are not included.

(2)Includes home shopping commissions.

(3)DBS advertising is the equivalent of cable’s “local avails,” though they are sold as national time.

(4)The data source for filmed entertainment includes expenditures on television programming as a third category.  Because programming is an input into television, cable, and DBS services, it is not listed separately under filmed entertainment.  

III. The Economics of Television Financing Methods

Introduction


Broadcast television in the United States is financed by the sale of advertising time.  Other video media generally have two revenue streams—subscription fees from viewers and advertising revenues.  The different financing methods of course affect the financial viability of video media, as well as the range of programming that these media find it profitable to present.  This chapter briefly reviews the ways that financing methods influence the range of programming made available and then examines trends in the availability of advertising revenues to support broadcast programming.  Later chapters discuss in more detail the financing of broadcast and cable television and technological changes, such as the personal video recorder and interactive television, that may have a significant impact on the future flow of advertising revenues to video programmers. 

The Impact of Financing Methods on Video Programming Availability


Video programming, like other types of intellectual property, has the characteristic that consumption by one viewer does not reduce the amount available for others.  Hence, assuming that a program has been produced and that it is being transmitted, the cost of serving an additional viewer is zero.
  In order to maximize consumer welfare from the transmission, the optimal price is also zero. At this price, all who value the program more than its cost of delivery gain access to the program.  Of course, a zero price will not lead to efficient production of video programming, since there would be no compensation to producers.  


When television is supported by advertising, the revenue that a program attracts is based roughly on the size of the audience it attracts (demographic composition is also important) and the value of that audience to the advertisers who have bought time on the program.  The value of the programming to the viewers will differ from the value of the audience to the advertisers.  Viewers of broadcast programs cannot express the intensity of their preference for the programs.  All they can do is tune in or not tune in.  By contrast, pay media permit subscribers to (imperfectly) register the intensity of their preferences for different programs and networks.  Broadly speaking, advertiser-supported channels tend to cater to the mass audience and pay channels to more specialized audiences.  Even within the broadcasting sector, however, an increase in the number of channels available will make it profitable for at least some broadcasters to cater to segments of the audience, e.g., particular demographic groups.  While many cable channels are narrowly targeted, some do provide mass appeal programming.


Owen and Wildman provide a useful summary of the economics of program choice.
  Drawing on their own and others’ theoretical work, they note that both advertiser-supported and pay television are subject to three biases.  Compared to the benefits that viewers receive, both delivery systems are biased against minority-taste programming, against high-cost programming, and in favor of “mass appeal” programming (programming that attracts large audiences).  Because pay television subscribers can indicate the intensity of their programming preferences via subscription payments, the biases are weaker for pay than for advertiser-supported television.  


Ideally, the policy maker would like to know which video media market structure leads to maximum consumer welfare.  Although theory suggests that a competitive pay television industry performs better than a monopoly pay television industry, the relative ranking of a monopoly advertiser-supported industry, a competitive advertiser-supported industry, and a competitive pay television industry depends on the nature of viewer preferences for programming (i.e., whether tastes are relatively homogeneous or whether preferences vary widely across viewers)  Of course, the real-world situation is even more complex, since we have both pay and advertiser-supported video programming distributors.  


We can conclude, based on revealed subscriber willingness to pay, that cable and DBS subscribers value those services highly.  If we knew that the “qualtity” of broadcast service had not declined, we could say unambiguously that the welfare of subscribers to cable and DBS was higher than it would be in their absence.  We could also conclude in this case that nonsubscribers to pay media were at least not worse off than before.  Quality is, of course, elusive to define let alone measure.  We do know that the quantity of television broadcast service has increased over time, as measured by the number of stations on the air.  And we can speculate that even if broadcast quality has declined, the nonbroadcast services to which 85 percent of US television households subscribe probably more than compensate even taking subscription fees into account.  The situation of those who do not subscribe to pay television is less clear.  If they are people who value video highly but whose income prohibits them from purchasing video service, then they are vulnerable to declines in the quality of broadcast service.  If they are people, rich or poor, who place a low value on video service generally, then they will be less affected by any quality decline.  


The balance of this study examines the advertising and programming markets in which television broadcasters operate and the impact of new media and technologies with a view to understanding how changes in these areas have and will affect the broadcasting industry and consumers.  The first step is to consider advertising—the financial base of broadcast television.

Aggregate Trends in Video Advertising


Advertising revenues fund the television broadcasting industry, so any assessment of that industry must consider developments in the market for advertising.  This section examines the growth of advertising revenues over the past 25 years or so, and how the composition of those revenues has changed.  Chapter IX discusses structural changes on both the “buy” and “sell” sides of the market; i.e., the rise of companies that own (and sell advertising time in) multiple program channels and the consolidation of advertising agencies.

The Growth and Composition of Advertising Revenues


Television advertising is one component of a larger advertising market.  One standard source of data on advertising presents information for the following categories:  newspapers, magazines, broadcast television, cable television, radio, yellow pages, direct mail, business papers, out of home (including billboards), internet, and miscellaneous.
  Depending on the product or service being advertised, the purpose of the advertisement (e.g., creating brand awareness, introducing a new product, announcing a sale), and the target audience, many of these media may serve as substitutes for one another.  Because different advertisers may wish to reach different demographic groups, an advertising exposure in a particular television program will be worth different amounts to each, depending on the demographic composition of the audience.


Chapter IV presents data showing that the composition of viewing has shifted over time, with cable increasing at the expense of broadcast television.  This suggests that broadcast and cable advertising are, at some level, substitutes for one another, and the remainder of this chapter concentrates on those categories.
  Table 3 presents historical data on Gross Domestic Product (GDP) and various categories of advertising.  Because advertising demand is cyclical, it is important to examine data over a long period of time. The cyclical components come, in part, from demand generated by political campaigns, presidential and Congressional, and from the Olympics.  The significant drop in expenditures in 2001 compared to 2000 is due in part to these considerations.  The year 2000 featured not only the Summer Olympics but presidential and congressional elections as well.  The collapse of the “dot com” sector also likely contributed to the decline.  Moreover, the tragedy of September 11, 2001 and its aftermath undoubtedly had an impact on the level of advertising.  It is premature to project any long-term downturn in advertising expenditures based on the 2001 experience. 

Table 3:  Total Advertising Volume, Video Advertising Volume, and GDP
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1980

1985

1990

1995

2000

AFFILIATES*

  Programming

42.8

42.5

50.9

55.9

53.6

52.6

    Broadcast Rights

12.1

11.5

13.7

22.6

15.4

15.2

    News

--

--

23.9

24.5

27.3

27.2

    Music License Fees

2.5

2.0

1.7

1.5

    Other

--

--

10.8

6.8

9.2

8.7

INDEPENDENTS

  Programming

48.8

49.4

60.9

66.1

62.4

39.3

    Broadcast Rights

26.8

32.6

44.6

50.9

41.7

11.9

    News

--

--

5.0

6.0

9.6

16.8

    Music License Fees

1.7

1.1

1.0

1.1

    Other

--

--

9.6

8.2

10.1

9.5

  

SOURCES: 1975 and 1980, FCC, Public Notice, "TV Broadcast Financial Data," 

August 2, 1976 and August 10, 1981; other years, National Association of 

Broadcasters, 

Television Financial Report

, 1986, 1991, 1996, and 2001 eds.

NOTES: *ABC, CBS, and NBC affiliates only

Expense categories from the original FCC reports are used.  The "Programming" 

category consists of the NAB categories of programming and production and news.  

The "Other" category is a residual calculated as programming less broadcast rights 

less news less music license fees.  Expenditures for  locally-produced non-news 

programming would fall in this category.  The 1986 and 1991 reports include 

Depreciation and Amortization and Interest in total expenses, but the 1996 and 2001 

reports do not.  The expense figures used to calculate the percentages in this table 

have these categories removed. 



It is also important to note that the advertising data in table 3 and the other tables in this section are gross revenue data.  That is, they depict gross payments by advertisers, including agency commissions.  The dataset is valuable because it provides consistent information over a long time period for all advertising categories.  It is better used for examining trends in advertising than for assessing for a particular year the funding available for supporting particular sectors of the media industry.


Because advertising is designed, broadly speaking, to provide information about goods and services offered for sale, it has exhibited a stable relationship to GDP, a measure of the economy’s total output.  The share of total advertising in GDP has ranged between 1.7 and 2.5 percent of GDP in the period from 1975-2001, having ratcheted up in the mid-1980’s. It is too early to tell whether the somewhat more modest upward jump in the late 1990’s represents any kind of longer term shift.


The share of video (broadcast plus cable) advertising has increased over time, doubling from 1975 to 2000. This increase has been accompanied by a decline in the newspaper share of  total advertising revenues from 27.6 percent in 1980 to 19.8 percent in 2000.


The video advertising market can be divided into two major sub-markets—national and local.  The national market includes network advertising, “national spot,” and syndication.  Networks, both broadcast and cable, sell time to national advertisers, with broadcast networks reaching virtually 100 percent of television households and cable networks reaching no more than about 80 percent via cable, Direct Broadcast Satellite, and other distribution platforms.
  National spot advertising is sold by stations to national advertisers, who aggregate national or regional coverage by purchasing advertising spots from stations in multiple markets.
 The syndication sector refers to advertisements sold in syndicated programs (programs that are distributed to ad hoc groups of stations assembled by syndicators). Television stations participate in the local as well as the national spot advertising markets.  Cable television system advertising sales are virtually all local.


Table 4 provides data on the components of video advertising from 1975-2001 in current dollars.  Total video advertising volume has been steadily increasing over the years, with the exception of dips in 1991 and 2001.  The same pattern holds for broadcast network and national and local television station spot advertising.  The syndication sector has grown steadily as have total cable advertising and cable network advertising.  Local cable advertising, i.e., advertising sold by local cable television systems
, dipped slightly in 2001.


Table 5 presents the components of video advertising in constant dollars.  The pattern is similar to that of table 4, but the constant dollar figures reveal more clearly the cyclical nature of the advertising market.  For example, broadcast network advertising volume in constant dollars exhibits an upward trend over the 1975-2001 period, but it falls in 1991, 1993, 1997, 1999, and 2001.  Three of these years (1993, 1997, and 2001) follow election and Olympics years.  The other two (1991 and 1999) follow years of Congressional elections and 1991 was a recession year.


Table 6 provides the percentage distribution of the components of video advertising.  The most striking feature is the expansion of cable’s share in total video advertising.  Cable accounted for no video advertising in 1975, but had risen to 28.5 percent of the total in 2001.  The composition of video advertising has also shifted slightly away from national to local, with the national share dropping from 74.7 percent to 70.8 percent from 1975 to 2001.  Within the national video advertising sector, the rise of cable is particularly pronounced, with the cable share of national video advertising rising from zero in 1975 to 30.9 percent in 2001.
  A comparison of television station sales of local advertising spots with total local cable system advertising sales shows that the cable share in 2001 was 23 percent.


This retrospective examination of aggregate advertising revenues reveals that all components of video advertising have been growing over time but that the cable components have been growing much faster than the broadcasting components.  Cable accounted for 41.4 percent of the total increase in video advertising revenues from 1990 to 2000. 


The longstanding stable relationship between GDP and advertising volume suggests that all of the video advertising sectors will continue to grow over time.  Indeed, a recently released prediction by Veronis Suhler Stevenson (VSS) forecasts that broadcast television advertising spending will grow at a compound annual rate of 3.6 percent from 2001-2006.
  VSS put the 1996-2001 growth rate at 2.7 percent, a figure heavily influenced by the 2001 drop in advertising revenues.  It is also safe to assume that cable shares of total video advertising will continue to grow.  


Table 4:  Components of Video Advertising (millions of current $)
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Table 5:  Components of Video Advertising (millions of 1982-84 $)
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Table 6: Components of Video Advertising (Percentage of Total Video Advertising Volume)
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Advertising agency sources suggest that there is particular room for growth in the cable system sector.  Earlier on, it was difficult to assemble full coverage of a local market via cable.  This was due to fragmentation of ownership of cable systems within local markets and the limited availability of intermediaries to aggregate cable system availabilities to achieve full coverage.  Two things have changed in this regard.  First, cable multiple system operators (MSOs) are increasingly acquiring “clusters” of cable systems in individual markets.  Second, cable “interconnects” are much more widespread and sophisticated than they were, say, ten years ago.  Interconnects sell time and distribute advertisements on behalf of cable operators in a particular market, simplifying the task of an advertising buyer wishing to reach the market via cable.  Interconnects also facilitate delivery of advertisements targeted to a particular geographic area within a market.  This is an advantage for some advertisers, since a local television station advertisement of necessity reaches the station’s full service area and is priced accordingly.


Just as it would be inappropriate to place too much predictive emphasis on one down year (2001), it is not possible to glean too much insight from the network advertising time sales for the current season that took place a few months ago.  Nevertheless it is worth noting that they did show a fairly sizeable increase over last year’s figures.  Network advertising, both broadcast and cable, is sold in two ways.  There is an “upfront” market and a “scatter” market.  The television “season” begins in September and networks sell a substantial majority of their advertising time in the upfront market that took place this year in early summer.  The upfront market allows buyers to negotiate volume discounts and to lock in a base level of advertising availabilities for the coming season.  During the season, advertisers make additional purchases as their needs and priorities become clearer.  Press reports indicate that this year’s broadcast network upfront sales were up by around 14 percent over last year, while the cable network upfront market grew by roughly 15 percent over last year.
 


While concurring that 2002 upfront sales are bigger than expected, Bear Stearns adds a note of caution, pointing out that the increases are due only in part to rising prices (“cost per thousand” or “CPM”).  In part the increased revenues are a consequence of networks selling a larger portion of their total inventory in the upfront market than they did last year.  In other words, apparently this year fewer sales will take place in the scatter market.
  Bear Stearns also comments on the local television advertising sector, raising the prospect of double digit growth in the second half of 2002.


Based on available evidence at this point, it appears that a solid and gradually expanding advertising revenue base will be available to support broadcast television programming.  Future chapters will examine trends on the cost side of the programming industry and the likelihood that cable will cut further into broadcast advertising revenues.  The chapters on technological change and the future of advertising will also consider developments, such as the personal video recorder (PVR) that have the potential to cut significantly into the revenue base and possible industry response strategies.  If the PVR or some other development, substantially changes the relationship between GDP and video advertising, then the assumptions and predictions cited here of current trends basically continuing would have to be revised.

IV. Broadcast Television

Overall Industry Trends


Working Paper 26 painted a somewhat pessimistic picture of the future of broadcasting.  While some of the report’s predictions have come true, and while the broadcasting industry continues to face competitive and technological challenges, 2002 finds the industry in pretty good shape.  The report referred to “an irreversible long-term decline in audience and revenue shares, which will continue throughout the current decade.”  It highlighted the important role that digital video compression would play in making nonbroadcast  media stronger competitors by increasing their channel capacity.  It raised the possibility that some television stations might go dark. 


It is certainly true that television broadcast audience shares have continued to drop significantly and that the television share of total video advertising revenues has also continued to decline. However, broadcast advertising revenue shares have declined much less than viewing shares and, although 2001 was a tough year for television advertising, the actual level of advertising revenues has generally continued to grow.  No television broadcast stations have turned in their licenses and gone dark. Indeed, the number of full power stations has increased substantially over the last ten years.  This chapter reviews the financial and competitive position of the television industry over the past ten years and assesses the impact on its financial health of competitive and some regulatory developments during that time period.


Table 7 shows that the total number of television stations has continued to grow over the past decade, increasing from 1,442 to 1,619 between 1990 and 2000.  This increase of 12.3 percent is almost entirely due to new UHF stations, and nine out of ten of them were commercial rather than educational stations.  The result is that the number of stations available off-air to the average US television household rose from 11.7 in 1990 to 13.1 in 1996, the last year for which Nielsen published this information.
  In view of the limited number of stations that came on the air between 1996 and 2000, the current figure is not likely to be much higher than 13.1.


In 1990, 35 percent of commercial television stations were classified as “independent,” i.e., not affiliated with a broadcast network.
  One important development of the past decade has been the entry of several new broadcast networks—UPN, the WB,and Paxson in particular—so the number of independent stations is far fewer now than it was in 1990.  Network entry is discussed in more detail later in this chapter.

Table 7: Television Stations On Air
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Total viewing of television has continued to expand over the past ten years, rising from 6 hours 53 minutes per household in 1990 to its highest level ever, 7 hours 35 minutes, in 2000.
  Table 8 shows that cable households watch much more total television and much less broadcast television than broadcast-only households.
  Households that choose to subscribe to cable likely have particularly strong demands for video programming.  If cable were not available, these households would probably have watched more broadcast television than broadcast-only households do.  However, it is unlikely that differences in viewer tastes for video account for the entire difference.  The availability of a larger quantity of desirable programming on cable almost surely also plays a role.  


Table 8 shows that in 1990-91 broadcast-only households watched 41.6 hours of television per week, while cable households watched 54.7 hours per week, of which 31.9 were of broadcast stations and 22.8 were of cable networks.  Thus, cable households watched almost ten fewer hours of broadcast programming per week than did broadcast-only households.  The gap increased to almost 19 hours per week in 2000-01.  Moreover, the average cable subscriber reduced broadcast programming viewing by five hours per week between 1991 and 2001.
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Table 8: TV Viewing by Cable and Non-Cable Households, 1990-91 and 2000-01 (hours/week)


Table 9 chronicles trends in all-day viewing shares in total, cable, and non-cable households.
  By 2001 cable accounted for close to half of all-day viewing over all television households.  In cable households, its share was 57.4 percent.  The table 9 figures make it clear that cable has cut substantially into the broadcast audience.  The cable viewing share, measured across all television households, rose from 25.7 percent in 1990 to 46.6 percent in 2000.  The cable share grew by 90 percent (13.5 to 25.7) from 1985 to 1990, 28 percent from 1990 to 1995, and 41 percent from 1995 to 2000.  

Table 9:  All Day Viewing Shares, Cable and Non-Cable Households
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A similar pattern of broadcast share erosion is present in the prime time daypart, as illustrated by Table 10.  For example, the cable share rose from 20 percent in 1990 to 43.1 percent in 2000.  This trend has apparently continued with cable achieving a 54 percent primetime share in June 2002 and a cable trade association reporting that, over the 2001-02 season, advertiser-supported cable achieved higher primetime ratings than did the seven major commercial broadcast networks.


An increase in the cable viewing share can be driven by at least two factors—increased viewing of cable programming within existing cable households and an increase in the share of television households that subscribe to cable.  As table 24 in chapter VI indicates, total MVPD subscribership has increased substantially since 1990.  The increase in the second half of the decade due to the advent of DBS is particularly notable.  With regard to the future, 86 percent of US television households now subscribe to an MVPD, mostly cable or DBS.
  While DBS is still growing, at least some of its subscribers come from cable.  There is not nearly as much room for MVPD growth as there used to be, and some of the current non-subscribers may be people with a limited taste for video.  Thus, further MVPD subscriber expansion is probably not going to be a substantial source of increased cable viewing shares.  


Table 8 shows, however, that cable subscribers have been increasing their viewing of cable programming, from 22.8 hours per week in 1991 to 36.2 hours in 2001.  One could speculate that this increase was driven in part by expansion in the range of cable programming available, a consequence of increases in cable channel capacity and in the number of cable networks from which cable operators (and subscribers) can choose.  To the extent that channel capacity and programming availability continue to grow, then broadcast shares are likely to continue to fall.

Table 10: Prime Time Viewing Shares by Channel Type
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Notwithstanding the decline in broadcast viewing shares over time, advertising revenues have not dropped proportionately.  Table 11 compares broadcast and cable shares of total video advertising revenues with broadcast and cable shares of all-day viewing of advertiser-supported programming.
  The universe of viewing for this table consists of advertiser-supported cable programming and programming of commercial broadcast stations.  Pay cable and public television are not included.
  The last row of the table shows the cable advertising share as a percentage of the cable viewing share.  If cable and broadcast advertising were perfect substitutes, one would expect the ratio to be equal to one (although the converse is not true).  The fact that cable’s revenue share is lower than its viewing share suggests that advertisers, overall, value broadcast exposures more highly than cable exposures.  The fact that the ratio is rising toward one suggests that cable advertising is becoming a closer substitute for broadcast advertising and that cable is likely to make further inroads into the broadcast advertising share. 

Table 11:  Comparison of Cable Television Share of Total Video Advertising Revenues and Cable Television All-Day Viewing Shares
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The obvious question is why broadcast advertising is, overall, so much more attractive to advertisers.  The general consensus of advertising, broadcast, and cable industry personnel consulted is that the broadcast audience is more valuable because of its greater size and national reach.  It would be possible in principle to put together a national audience via a purchase of time on multiple cable networks, but the audience would not necessarily be unduplicated.  The same person might see the advertisement on more than one network.  Also, the transactions costs of negotiating with multiple cable networks are higher than those of dealing with a single broadcast network.  


Table 12 provides historical data on prime time household delivery (i.e., the number of households viewing particular categories of stations) for broadcast and cable outlets.  When considering the data in table 12 it is important to keep in mind that the definition of “network affiliate” changed with the 1999-00 season, moving from affiliates of the four commercial networks (ABC, CBS, NBC, FOX) to affiliates of seven commercial networks (the four plus UPN, WB, and Paxton).  Hence the most meaningful comparison is probably of total commercial broadcast households delivered over time with basic and total cable households delivered over time.  Commercial broadcast household delivery has dropped steadily since 1985, except for a small rise in 2001.  Cable household delivery has risen steadily over the years.  However the increase in cable household delivery has been accompanied by a massive rise in the number of cable networks.  As suggested above, the efficiency and value of an advertising buy is a function of the size of the audience on the individual network on which an advertisement is being purchased.  No one buys “all cable households.”
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Table 12: Primetime Household Delivery (in thousands)


For this reason, it is instructive to examine households delivered on a per network basis.  The four major commercial networks (ABC, CBS, NBC, and FOX) delivered 42,366,000 primetime households during the 1989-90 season and 32,761,000 primetime households during the 1999-00 season.  The average number of households delivered per network was 10.6 million in the earlier year and 8.2 million in the later year.  During the 1999-00 season, UPN delivered an average of 2.7 million households in prime time and the WB delivered an average of 2.6 million households
    During the year 2000, the four cable networks with the largest audiences were USA, TBS, Lifetime, and Nick at Nite. 
  The average number of households delivered per network was 1.4 million (for the full sample of 33 networks it was 0.6 million).  In 1990, the four largest were USA, TBS, ESPN, and CNN, with an average number of households delivered per network of 1.1 million (for the full sample of 15 networks it was 0.5 million).  


Thus, in 1990, the major broadcast networks delivered audiences on average nine times as big as those for the largest cable networks.  In 2000 the broadcast audience averaged 5.6 times the size of the cable audience on a per network basis. Even the new broadcast networks UPN and WB delivered audiences almost twice as big as the largest cable networks and four times as large as the average cable network.  Although this scenario is based on prime time household delivery, it is illustrative of the conditions that keep broadcast advertising revenues disproportionately large relative to overall broadcast viewing shares.  At the same time, the fact that the gap in broadcast and cable network prime time audience size is narrowing suggests once again that cable will continue to expand its advertising revenue share at the expense of broadcasting.


The preceding discussion utilized comparisons of total households delivered by cable and broadcast channels.  In fact, advertisers are frequently concerned with reaching specific demographic groups and make their purchases accordingly.  Although a detailed analysis of advertising markets is beyond the scope of this paper, the following brief discussion is designed to demonstrate that, even taking demographics into account, the broad conclusion regarding the greater value of broadcast network advertising exposures remains valid.


Depending on the nature of the product and the particular message, different advertisers are interested in reaching different demographic groups with their messages.  Thus, while some advertisers in some cases might merely purchase “tonnage,” and pay for the slots that they buy based on the size of the total audience, many if not most “buys”, particularly on the national level, are based on demographics such as “Adults 18-49,” “Women 18-34,” or “Men 25-54.”  Advertisers are frequently interested in other demographic characteristics of the audience, such as income.  


Media Dynamics, Inc. reports advertising “cost per thousand” (“CPM”) estimates for the 2000-01 season for various video media, dayparts, and demographic groups.
  For the big three broadcast networks, the CPM in prime time over all households reached is $15.75.  However, the price by demographic ranges from $11.35 for “Adults 18+” to $77.35 for “Men 18-34.”  The corresponding figure for “Women 18-34” is $61.50 and for “Adults 25-54” it is $21.35.  The patterns are broadly similar in other dayparts and for the “spot” advertising rates that television stations receive.


Turning to a comparison of broadcast and cable CPMs, data are available in prime time for three different categories of cable network:  “youth,” “mass,” and “upscale.”  The all households CPMs range from $6.75 for mass to $11.15 for upscale, compared to the network level of $15.75.  The upscale figure for “Men 18-34” is $86.15, even higher than the comparable figure for broadcast networks, illustrating the value of the relatively homogeneous demographics that some cable networks can deliver.  Nevertheless, in general, cable advertisements do sell at a significant CPM discount to broadcast.  A recent analysis of 2001-02 data from a different source suggests that the cable “discount” ranged from 30 to 60 percent, depending on the daypart and the demographic target of the cable network.  Interestingly enough, the analysis showed that the cable discount is apparently slightly larger than it was four years back during the 1997-98 season.

Television Networks


The last ten years have seen substantial changes in the structure of the television network business.  These changes were to a great extent set off by changes in the regulatory environment.  The major event was the repeal of the Commission’s syndication and financial interest (“fin syn”) rules, but the relaxation of the dual-network rule also played a role.
  The fin syn rules essentially prohibited television networks from owning any of their prime time entertainment programming.  The dual network rule prohibited any company from owning more than one television network.  The current version of the rule merely prohibits the big four commercial networks from merging with each other.


As television networks increased the amount of programming produced “in-house,” the movie studios, which had produced most prime time programming, apparently began to fear that it would become more difficult for them to find outlets for their programming.  It is likely that the desire to ensure the availability of a distribution outlet for their programming provided at least some of the motivation for the studios Viacom and Warner Brothers to launch the UPN and WB networks, respectively.  This factor may also have played a role in the decision by Disney to purchase ABC and Viacom to purchase CBS.  Even if one were to concede that the motivation to launch UPN and WB was primarily defensive, it is still true that well over 200 television stations found it advantageous to affiliate with these networks, suggesting that networking remains a valuable program distribution technique.  The emergence of the smaller “Pax” network is also consistent with this. The repeal of the dual network rule permitted Viacom to purchase UPN alongside CBS and for NBC to acquire the Spanish language network Telemundo.


Notwithstanding the entry into television networking, the business is currently not particularly profitable.  Precise data are not publicly available, but most observers suggest that, in the aggregate, the networks are losing money. 
 It is certainly true that their revenues have been growing only very slowly.  Table 5 shows that, in real terms, network advertising revenues grew at an average annual rate of 2.1 percent from 1990-2000.  The large and increasing share of network video advertising accounted for by cable networks suggests that broadcast networks are feeling significant competitive pressure.  In addition, it appears that programming costs have been rising.


The networks have adopted various measures to respond to the competitive environment and cost pressures that they face.  On the revenue side, they have been able to raise prices (costs per thousand) fairly steadily.  Primetime broadcast network CPMs have risen from $9.74 in 1990 to $13.42 in 2000, an average annual growth rate of 3.8 percent.
  They have also been able to increase the quantity of advertising availabilities for sale by adding more commercial minutes per hour.  An advertising industry compilation indicates that the big four commercial networks increased hourly commercial minutes by 16.4 percent from 1991 to 2000, from an average of seven minutes and 47 seconds to an average of nine minutes and three seconds.
  Many observers doubt that it will be possible to increase further the number of commercial minutes per hour on network television.  Too many advertising interruptions could reduce viewer willingness to watch network programming and too much advertising clutter could reduce advertiser willingness to pay for network advertising exposures.


On the cost side, different networks have adopted a variety of approaches to containment.  NBC has reduced the amount of expensive sports programming in its schedule. Several networks have increased the amount of news magazine type programming and reality programming in their schedules.
  Various networks have resorted to “repurposing” programming.  Repurposing generally refers to exhibiting a program on cable very shortly after it runs on broadcast, say within the same week.  Chapter X provides a more detailed look at network programming strategies.


As the next section of this chapter shows, profit margins remain high for a large segment of the television station business. Network programming is, of course, a major input into the service that stations provide, and they presumably value it highly.  Hence it is possible that some of the revenue problems of the networks will be solved via evolution in the relationship between networks and affiliates.
    Currently most networks pay some “network compensation” to affiliates.  In 2000, network compensation accounted for 4.3 percent of net revenues on average of affiliates of ABC, CBS, and NBC.
  Interestingly enough, the reported figure for Fox is  -1.4 percent.  This underlines the possibility that, to finance network programming in the future, affiliates may need to contribute directly to the networks.  This could happen via direct payments or a change in the division of advertising availabilities within and adjacent to network programs, some of which are now assigned to affiliates.
 


An additional possibility for networks and stations, for that matter, is to secure a second revenue stream via cash payments by cable and DBS operators for retransmission consent.  Historically, most broadcasters have opted for (or settled for) in-kind compensation from cable operators in exchange for retransmission consent—the right to program a channel on the cable system or some cable advertising availabilities.  In the event that broadcast stations were able at some point to secure cash payments for retransmission consent, it would clearly be due in significant measure to the value of network-supplied programming, so the network would likely participate in any revenue from retransmission consent.

Television Stations


This subsection examines in some detail trends in profitability, cash flow, and expenditures for television broadcast stations.  It does not examine one key aspect of the television station environment—the transition from analog to digital television.  That subject is addressed in Chapter VIII, the review of technological change. 


 As indicated above, the number of television stations has increased by 12.3 percent from 1990 to 2000.  The increase in the number of networks since 1990 means that many more stations are now network affiliates than in 1990.  Of the 1,248 commercial television stations in 2000, over 1,000 are affiliated with one of the seven largest commercial networks.
  In addition to the increase in the number of networks since 1990, the Commission’s recently-relaxed television duopoly rules are likely to affect the profitability of stations that become parts of duopolies, but it is too early to assess that effect quantitatively.
 


The year 2001 was a difficult one for television stations and the decline in advertising revenues during that year had a significant negative impact on their financial situation.  As argued in chapter III, however, the industry is expected to recover from this year.  Rather than emphasizing this one year excessively in the present analysis, the approach is to examine longer term trends. The review of television station profitability herein draws on the aggregate advertising revenue data cited in chapter III and data from the National Association of Broadcasters Television Financial Reports.  The Television Financial Reports provide a wealth of data on television stations, based on a survey, and aggregated into various categories.  This paper uses the data extensively, but it has certain limitations with respect to various reported performance ratios.


Table 13 contains data on total television station advertising revenues (national spot plus local spot) and also on total broadcasting advertising revenues per commercial station in current and constant dollars.  It is important to look at both because network programming is an input, a crucial input, into the service distributed by television stations to viewers.  From 1990-2000 the average annual growth rate of both categories of current dollar revenue was in the neighborhood of 4.5 percent, while in constant dollars it was around one percent.  A revenue growth rate of one percent in constant dollars does not appear too favorable, but it is still higher than the 1980-1990 average annual growth rate, which was actually negative for total broadcast advertising revenue per station during this period.  This may be due in part to the fact that the number of commercial stations increased by 49 percent from 1980-1990 and only 14 percent from 1990-2000.


Tables 14 and 15 provide data for 2000 and 1990, respectively, on average net revenues, expenses, profits, and cash flow of commercial television stations by market size.  In 2000, both profits and cash flow data are positive in every category and quite robust particularly for the larger markets.  Dollar values of profits and cash flow are reported in addition to their percentages of net revenue because the data on which the calculations are based do not permit precise calculations of margins.
  In 1990, the cash flows are positive in every category.  It appears that cash flow margins for the average station have increased over the past decade.  The 1990 profit figures are negative in four of the smaller market size categories; in every category but one, profits and profit margins are up in 2000 over 1990.


In addition to averages, the Television Financial Report also provides 25th percentile data for all of the categories cited in tables 14 and 15.  For 2000 every market size category showed positive cash flow, while the pre-tax profit levels were mostly negative but small in magnitude.  For 1990, all but one market category had positive cash flow and all but one had negative pre-tax profits.  While caution should be used in drawing inferences from these data, it does appear that, even among the less profitable stations, the situation probably did not deteriorate since 1990.


Station revenues are predominantly from advertising, but some network affiliates receive “network compensation” payments from the parent network.  In 2000 these payments averaged 3.2 percent of net revenues for big three affiliate stations.
  Network compensation looms larger for stations in the smaller markets, as illustrated by the fact that the average in 2000 was 2.4 percent for the top 25 markets and 6.3 percent for markets outside the top 100.  In 1990, the average level of compensation for big three affiliates was 5.1 percent of net revenues, so this category of revenue has declined.

Table 13:  Average Revenue per Television Station Based on Aggregate Data, Current and Constant Dollars 

(All figures except number of stations and growth rates in millions of dollars)
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Sources: Cabletelevision Advertising Bureau, Inc.; 

Cable TV Facts

, 1986, 1991, 1996, 

2001, and 2002 eds.

Notes:  Affiliates includes ABC, CBS, and NBC in all years and Fox starting with 1994/95.  

WB/UPN/PAX affiliates are included under "independents."  WTBS is included under 

"Basic Cable" in all years except 1984/85.  In 1999/00 and 2000/01, the source breaks out 

"All Other Cable," which includes cable networks "that are neither ad-supported nor 

premium pay," such as home shopping or pay-per-view.  For 1984/85 and 1989/90, the 

source divides the "Independent" category into local, distant, and superstations. Some non-

cable households receive distant signals via satellite. Shares are normalized to sum to 100 

(totals originally exceeded 100 due to multi-set use).



Table 16 provides profits as a percentage of net revenues for affiliate and independent stations over the 1975-2000 period and compares the figures with comparable data for the 500 largest industrial corporations.  The data show that margins for big three network affiliates have risen slightly over the past 25 years and compare very favorably to margins for the largest corporations.  Historically, independent station margins have been lower than those for network affiliates, but still above the largest corporation level.  The year 2000 figure for independents is probably not too significant, since by 2000 most stations were affiliates of one network or another.  The relatively high year 2000 margins of ABC compared to NBC probably do not reflect the current realities, given the relatively strong performance of the NBC network and the relatively weak current performance of the ABC network.  The negative profits for the Paxson affiliates are unlikely to prompt the owners of those stations to turn in their licenses.  The owner of  some of those stations has estimated that the channel 60-69 spectrum band in which many of them are located will bring as much as $30-36 billion at auction.

[image: image16.wmf]1990-91

2000-01

Broadcast-

Only 

Households

Cable 

Households

Difference

Broadcast-

Only 

Households

Cable 

Households

Difference

Total TV Viewing

41.6

54.7

13.1

45.3

63.0

17.7

  Total Broadcast

41.6

31.9

-9.7

45.3

26.8

-18.5

    Network Affiliates*

29.4

24

-5.4

29.4

20.8

-8.6

    Independents**

10.3

8.1

-2.2

12.9

4.7

-8.2

    PBS

1.9

1.3

-0.6

3.0

1.3

-1.7

  Total Cable

--

22.8

--

36.2

    Ad-Supported

--

18.2

--

29.8

    Premium Pay

--

4.6

--

4.0

    All Other Cable***

--

--

--

2.4

  

Source: Cabletelevision Advertising Bureau,

Cable TV Facts

 1992 ed., p. 6 and 2002 ed. p. 41.

Notes: * Network affiliates ABC/CBS/NBC in 1990-91 and ABC/CBS/NBC/FOX in 2000-01.

** WB/UPN/PAX affiliates and independents.

***This category was not listed separately in 1990-91.  It includes cable networks neither ad-

supported nor premium pay, 

e.g

., pay per view, home shopping.

Table 14: Average Revenues, Expenses, Pre-tax Profits, and Cash Flow of Commercial Television Stations, 2000

Table 15: Average Revenues, Expenses, Pre-tax Profits, and Cash Flow of Commercial Television Stations, 1990
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Table 16: Average Profits of Commercial TV Stations as a Percentage of Net Revenues, 1975-2000
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Table 17 uses the NAB Television Financial Report data to calculate average television station net revenues in constant dollars and should be reviewed in comparison with table 13.  Table 13 is based on aggregate advertising revenues and yields a 2000 figure of $12 million per station in constant dollars.  This is certainly the same order of magnitude as the 2000 figures from the NAB data, which adds some certainty that the picture is roughly correct.
  They confirm that, by and large, station revenues in constant dollars have not grown much.  The decline in net revenues from 1995-2000 for independent stations is likely a consequence of the fact that many stations that were independents in 1995 had affiliated with one of the new networks by 2000. 


Tables 18 and 19 provide a breakdown of station expenses for several market size categories in 2000 and 1990 respectively.  The tables show that the share of expenses devoted to programming and production has fallen for all size categories but the share of expenses devoted to news has increased in all categories.  Of course, the averages mask increases for some stations and decreases for others.  Some stations have, in fact, dropped local news service in recent years.
  


News expenditures, of course, vary by station category as well. Thus, in 2000 big three affiliates averaged 27.2 percent of expenses for news.  The figure for Fox was 12.5 percent, UPN 7.6 percent, WB 10.1 percent, Pax 0 percent, and 16.8 percent for independents.  In both years the share of programming in expenses rises with market size.  This is due to the fact that even network affiliates acquire some syndicated programming and this programming is priced based on market size.

Table 17: Average Inflation-Adjusted Net Revenues of Commercial TV Stations, 1975-2000 (1982-1984 = 100)
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Source:  Table 4 and U.S. Bureau of Labor Statistics, "Consumer Price Index 

for all Urban Consumers," available at 

http://data.bls.gov/servlet/SurveyOutputServlet, visited August 9, 2002.


Table 18: Expense Items of Commercial Broadcast Stations by Selected Market Size, 2000 (% of Total Expenses)
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1-10 8.9% 35.1% 23.2% 12.8% 4.8% 15.1%

41-50 8.4% 25.2% 22.7% 16.7% 5.0% 21.9%

91-100 9.2% 23.9% 20.2% 16.9% 4.2% 25.7%

131-150 8.5% 22.5% 20.1% 18.1% 3.6% 27.2%

176+ 10.0% 20.8% 18.6% 18.0% 3.5% 29.0%

  

Source:  National Association of Broadcasters, 

Television Financial Report, 2001


Table 19: Expense Items of Commercial Broadcast Stations by Selected Market Size, 1990 (% of Total Expenses)
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3,929

2,306

1,623
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2,700

1999
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40,011
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10,500
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9,405
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3,165

2000

60,257

44,802
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12,264

3,108
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2001

54,423

38,887

15,536

38,514

14,300

9,223

3,108

11,883

15,909

12,256

3,653

Source:Television Bureau of Advertising; 

Trends in  Advertising Volume

, available at www.tvb.org/tvfacts/trends, 

visited June 26, 2002.

Note:  The 1990 total broadcast advertising volume figure obtained by adding up its components in the source is 

100 million dollars lower than the total reported in the source.  This table reports the higher figure.



Table 20 examines more closely station programming expenses over time for affiliates (ABC, CBS, and NBC only) and independents.  For both categories of station, the share of news in expenses has risen steadily.  The “other” category is a residual, calculated by subtracting broadcast rights, news, and music licensing fees from total programming expenses.  Other therefore includes (and is probably best interpreted as an upper bound on) the share of expenses devoted to non-news local programming.  There is no strong trend in the data, but the share dropped from 1995 to 2000 for both affiliates and independents. The decline in the programming expenses share for independents from 1995-2000 is likely a consequence of many formerly independent stations affiliating with one of the new networks during the 195-2000 period. 

Table 20; Programming Expenses of Commercial Broadcast Stations, 1975-2000 (% of Total Expenses)
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9,268,600

222,308
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9,872,900
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60,257
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10,082,200

231,287
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2.29
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0.39
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Sources:  Television Bureau of Advertising; 

Trends in GDP/Total Ad Volume/TV Ad Volume

, 

Trends in Advertising Volume

, 

available at www.tvb.org/tvfacts/trends, visited June 26, 2002.  For GDP 2001, see US Department of Commerce, Bureau 

of Economic Analysis, "Gross Domestic Product:  Second Quarter 2002 (preliminary)," available at 

www.bea.doc.gov/bea/newsrel/gdpnewsrelease.htm, visited Sept. 24, 2002.

Note:  All figures other than percentages are in millions of dollars


Summary


Television broadcasting viewing shares and shares of video advertising revenue continued to fall during the past decade.  That the revenue share fell much more slowly than the viewing share is explained by the fact that broadcast audience on a per-network basis remain much larger than cable network audiences on a per-network basis.  This keeps broadcast advertising availabilities, on the whole, more valuable than cable advertising availabilities.  However, cable advertising revenue shares are rising and moving closer to cable viewing shares, suggesting that cable advertising is becoming a closer substitute for broadcast advertising.  While broadcast audiences remain much larger than cable audiences, the ratio (comparing the largest four broadcast and cable networks in primetime) has dropped from about nine to one down to about five to one.


Broadcast revenues, whether it be for networks or stations, have risen gradually in absolute terms over the 1990-2000 period, although 2001 saw a significant (but likely transitory) drop.  Programming costs continue to rise. The program production and distribution environment has changed over the past decade, with the elimination of the syndication and financial interest and dual network rules, the entry of new broadcast networks, and the increased ownership and production of primetime programming by networks and their sister studios.


Television networking by itself continues to be roughly a breakeven business while television station margins remain rather robust.  The efficiency of networking and the value of network programming to affiliates, along with the strong margins realized by many television stations, means that the networks will, in fact,  obtain the financial support they need to continue in operation.  Television stations will face increasing competition in the local spot advertising market as cable interconnects become more widespread and sophisticated. 

V. Cable Television


Cable television remains the most significant competitor to over-the-air broadcast television.  Cable television was originally developed to provide broadcast television to areas with poor over-the-air reception.  The first cable systems were built in 1955, at which time there were approximately 250,000 subscribers and grew to only 750,000 subscribers during the next five years.
  It wasn’t until the creation of non-broadcast or “cable-origination” programming that cable subscribership began to proliferate.  With the development of such cable programming networks as HBO, CNN, and ESPN, cable operators began to find a market for cable in urban areas as well as the predominately rural areas that were first served.  Table 21 provides data on subscribership for various categories of cable service.  It shows that by 1975, basic subscribership had reached nearly 9.8 million and only five years later, with the addition of even more cable origination networks such as MTV, TBS, and USA, cable subscribership grew to more than 19.2 million. As of year-end 2001, there were approximately 287 national and approximately 56 regional satellite-delivered cable origination programming networks available for carriage over cable networks and nearly 69 million cable television subscribers.
  Table 21 reports an estimate that by 2010, there will be more than 74 million basic cable subscribers.

The Nature of Cable Television

Some people subscribe to cable television with the sole intent of obtaining better reception of local broadcast signals, though it is not known exactly how many.  The vast majority, however, subscribe to cable in order to obtain increased programming options, though many of those subscribers also benefit from the improved reception of local broadcast networks.  Yet others subscribe to cable television to receive better reception of local broadcast networks, while seeking increased programming options through subscription programming services from a non-cable subscription video provider such as direct broadcast satellite (“DBS”).
   

Currently, most cable system operators offer five categories of service: the basic service tier (“BST”); the expanded basic tier, otherwise known as the cable programming service tier (“CPST”); the digital tier, (which offers channel capacity for both additional “basic” cable origination networks and additional premium and 

pay-per-view networks); premium services, also known as “pay” services (offered in

Table 21: Cable Subscribers and Homes Passed












1975
1980
1985
1990
1995
2000
2001
2010p

Total Households(1) (mil)
71.5(2)
81.8
87.6
94.8
97.5
104.1
107.4
123.3

TV Households(1) (mil)
69.6(2)
79.9
85.9
93.1
95.9
102.2
105.5
121.1











Basic Cable









Cable Homes Passed (mil)
23.1(3) 
34.9
64.7
86.0
92.7
98.8
102.0
117.0

Basic Subscribers (mil.)
9.8(4) 
19.2
36.7
51.7
62.1
68.5
68.6
74.3

Cable HP/TVHH (%)
33.2%
43.7%
75.3%
92.4%
96.7%
96.7%
96.7%
96.6%

Basic Subs/TVHH (%)
14.1%
24.0%
42.7%
55.5%
64.8%
67.0%
65.0%
61.4%

Basic Subs/Cable HP(%)
42.4%
55.0%
56.7%
60.1%
67.0%
69.3%
67.3%
63.5%











Premium ("Pay") Cable









Premium Subscriptions (mil)
0.47
9.1
29.9
41.5
45.8
59.69
64.8
84.3

Premium Households (mil) 
1.0(3)
9.1
21.8
23.9
29.6
35.6
36.1
42.2











Digital Cable









Digital Cable Subscribers (mil)
-
-
-
-
-
10.1
16.7
62.5

Digital Subs/Basic Subs (%)
-
-
-
-
-
14.7%
24.3%
84.1%











Sources: Total HH and TVHH: (1975-2001): Television Bureau of Advertising, Inc., Television Households, Trends in Television, at http://www.tvb.org (citing Nielsen). (2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 10.  Cable Subs and Premium Subs: (1975 and 2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 7 and 10; (1980-2001): Kagan World Media, Cable TV Investor, May 24, 2002, at 9.  Cable HP and Premium Households: (1975-2001): Kagan World Media, Cable TV Investor, May 24, 2002, at 9; (2010p): Kagan World Media, Broadband  Cable Financial Databook, July 2002, at 10.  Digital Subs: (2000): Kagan World Media, Broadband Cable Financial Databook, July 2001, at 10; (2001 and 2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 10.

Notes:

(1)Except where otherwise noted, data is reported by the source as of Jan 1 of the next year (e.g., figure reported for 2001 are actually Jan 1, 2002).

(2) Data is as of September of that year.

(3)1976 data

(4) Data is not year-end, but is an average of subscribers over the course of 1975.

both the analog and digital tiers); and pay-per-view (“PPV”) services (also offered in both the analog and digital tiers).  Some cable operators have also begun to offer their customers such video products as video-on-demand (“VOD”) and high-definition television (“HDTV”) formatted programming.  Most cable operators also offer their customers non-video services, (e.g., high-speed Internet access, cable telephony, digital audio programming, and interactive services such as electronic programming guides, and video gaming).  By offering these non-video, ancillary services, cable operators are able to attract and retain subscribers more easily than without these services.  These services also provide additional revenue streams for cable operators.  

The basic service tier (“BST”) includes, at minimum, all local broadcast signals distributed by the cable operator, along with any public, educational, and government (“PEG”) access channels that the local franchise authority requires the system operator to carry on the basic tier.
  Pursuant to the Communications Act, cable operators have an obligation to set aside a specified number of channels, based on their total channel capacity for the carriage of local broadcast signals.
 At the discretion of the cable operator, this tier may also include additional program services such as national or regional satellite-delivered cable origination networks.  Currently, more than 50 percent of cable systems voluntarily carry superstation TBS on the BST and approximately 25 percent of all cable systems report carrying either Discovery, CNN, or ESPN.

Consumers pay a flat monthly fee for the BST package of channels.  As of July 2001, the industry-wide average price of the BST was $12.84.
  The BST is the lowest level of service offered by cable operators, and is required for any additional level of service.
  With a few exceptions (e.g., PEG access channels, public television stations), most of the programming offered on the BST is advertiser-supported. 


The CPST provides all analog video programming distributed over the system that is not on the basic service tier and for which the operator does not charge a per-channel or per-program basis.
  Most of the programming carried on the CPST is advertiser-supported national and regional cable origination networks.  Subscribers do not need to subscribe to the CPST to subscribe to other, higher tiers of cable service such as premium or pay-per-view.
 


The digital tier was first introduced commercially in 1996 and provides additional channels of basic and premium services through the use of digital compression technologies.
  Digital service was initially offered by cable operators as a response to the entry of high-capacity DBS services to the multichannel marketplace.  DBS offered and continues to offer greater channel capacity than cable systems and also superior video quality. In some cases, the video programming offered on cable’s digital tier is offered at a higher quality than standard analog video.  In other cases, the digital tier is used simply to compress more analog-quality channels into the same bandwidth.  

At year-end 1996, there were approximately 100,000 digital video subscribers, and just three years later, there were approximately 7.2 million digital video subscribers.
  As Table 21 shows, there are approximately 16.7 million digital video subscribers by year-end 2001, and it is estimated that by 2010, there will be more than 62 million digital video subscribers.


Premium cable services are channels of service offered on an a la carte basis.  Sometimes these channels are marketed in groups of channels for special discounts. Premium cable services include such well-known cable networks as HBO, Showtime, and Cinemax.  These services rarely include advertising and derive revenue primarily through the subscription fee charged for each service.  Premium services are offered in analog and also on the digital tier.  In 1990, there were five premium networks available for carriage over cable systems.
  By 1995, 21 premium networks are available to cable operators for distribution over their systems.
  By 2001, with expanded channel capacity enabled by digital compression, there were 40 premium cable networks available for delivery over cable systems.
  The premium service model allows consumers to pay for those networks that have the most value to them, as opposed to purchasing groups of general programming and niche networks available on the basic, expanded basic, and digital basic tiers.

Pay-per-view services offer video programming on a program-by-program basis for a fee.  Programming offered includes movies, sporting events, concerts, and other similar programming.  Pay-per-view services rarely include advertisements and derive revenue primarily through the fees charged per-program.  In 1990, there were seven pay-per-view networks offering pay-per-view services to cable operators for carriage on their systems.
  The number of pay-per-view networks has remained relatively stable over the last decade.  As of 2001 there are 11 pay-per-view networks available for carriage over cable systems.
  

Video-on-demand (“VOD”) is the newest video service category being developed and deployed by cable operators.  VCD services are similar to pay-per-view services in that video-on-demand provides mostly advertising-free material on a program-by-program basis.  The subscriber may choose from a wide array of programming and pick the time of viewing.  Some operators are opting to offer video-on-demand via the subscription model (“SVOD”).  In the SVOD model, the subscriber pays one monthly fee for unlimited access to a finite library of select programming.   This model more closely resembles the premium service tier, and may offer fewer programming options than standard video-on-demand services.  In contrast to the pay-per-view model, in which programming is essentially cablecast (the same) to every home at network-selected times, VOD systems both subscription and standard, utilize a server located in the cable operator’s headend (or central office).  Consumers may choose from a number of video programming selections at virtually any time, with VCR-like pause and rewind capabilities.  Video-on-demand is largely in test-phase, though commercial deployments have begun in a few systems.

Availability and Subscribership of Cable Television

Table 21 provides data on the availability and subscribership of cable television since 1975.  It shows that, since 1990, at least 90 percent of television households have had access to cable television.  The percentage has been rising gradually over that period.  The homes passed data in Table 21 are drawn from Kagan World Media (“Kagan”).  This is the only consistent source of time series homes passed figures available.  However, a comparison of the Kagan 2001 homes passed figure with one from Warren Communications News reveals a significant discrepancy.  The Kagan figure is 102 million, while the Warren Communications News figure is 89.6 million.
  This difference suggests that the Kagan data should be used with some caution and that they are probably most reliable as a trend indicator rather than a precision estimate for any one year.  Nevertheless, it is reasonable to conclude that the share of television households passed by cable is very high and rising gradually over time.  Those homes not passed by cable are likely located in rural, sparsely-populated areas. Given the virtually nationwide presence of DBS and the cost of building cable infrastructure in areas with low population density, these homes may never be served by cable.

Bearing in mind the caveats about the cable homes passed figures, Table 21 shows that the share of television households with access to cable that chose to subscribe jumped from 60 to 67 percent from 1990 to 2001.  As a share of total television households, cable subscribership jumped from 56 percent in 1990 to 67 percent in 2000, before dropping in 2001 to 65 percent.  The slow growth in homes passed as a fraction of television households, the apparent flattening out of cable penetration of total television households, the flattening out of subscribers as a percentage of homes passed, and the fact that only 13.6 percent of television households do not subscribe to some form of multichannel video programming distribution service,
 all are consistent with the conclusion that cable is approaching a saturation point.  The KAGAN projections for 2010 in Table 21 are also consistent with this conclusion, showing cable penetration of television households in 2010 at 61.4 percent and an average annual subscribership growth rate from 2001-2010 of under one percent, slower than the expected growth rate for television households.  

The expected decline in cable penetration of television households is undoubtedly due in part to the development of other attractive delivery systems, e.g., DBS.  Chapter VI discusses DBS and presents and analyzes comparative data on cable and DBS penetration.  It should be noted that the pattern of consumer demand for new non-video and video services that cable and, in some cases DBS, will offer will also affect penetration patterns.  For example, cable operators provide or will provide high-speed Internet access and cable telephony, as well as video-on-demand. Strong consumer take up of these services (not all of which can be provided in a comparable way by DBS) could lead to a higher than expected cable subscribership in the future.

Cable Operator Revenues

Table 22 provides comparative data on cable operator revenues.  Perhaps the most striking feature of the table, consistent with the discussion in the previous 

paragraph, is the expected jump in “advanced services” (e.g, Internet access, cable telephony) revenues.  The jump in subscription revenues for advanced analog and digital services attests to the value subscribers apparently place on expanded programming choice.  Pay-per-view and video-on-demand revenues are currently quite

modest, but are poised to increase, and the data show a modest increase in home shopping and advertising revenues for cable operators.
 These share increases come at the expense of the traditional basic and pay subscription categories.  Basic subscription revenues are expected to continue growing significantly in absolute terms, but pay revenues will grow, and indeed already have been growing at a very low

Table 22. Cable Operator Revenues ($mil)


1990
1995
2000
2001
2010p








Cable Operator Revenue






Basic/Expanded Basic
10,674
16,860
24,729
27,031
41,890

  Premium Revenue (“Pay”)
5,105
4,306
5,115
5,617
6,961

  PPV/VOD
253
498
751
993
5,623

Advanced Analog/Digital
0.0
30
1,088
2,365
11,407

Home Shopping Commissions
96
129
239
260
530

 Advertising Revenue
476
1,075
2,430
2,430
6,216

Install and Equipment Revenue
1,068
1,888
2,451
2,463
2,698

High-speed Internet access, cable telephony, and  video games
0.0
0.0
1,164
2,835
19,316

Total Revenue
17,672
24,786
37,967
43,994
94,641








Percent of Total Revenue






Basic/Expanded Basic
60.4%
68.0%
65.1%
61.4%
44.3%

  Premium Revenue (“Pay”)
29.0%
17.4%
13.5%
12.8%
7.4%

  PPV/VOD
1.4%
2.0%
2.0%
2.3%
5.9%

  Advanced Analog/Digital
0.0%
0.1%
2.9%
5.4%
12.1%

 Home Shopping Commissions
0.5%
0.5%
0.6%
0.6%
0.6%

Advertising Revenue
2.7%
4.4%
6.4%
5.5%
6.6%

Install and Equipment Revenue
6.0%
7.6%
6.4%
5.6%
2.9%

High-speed Internet access, cable telephony, and video games
0.0%
0.0%
3.1%
6.4%
20.4%








Sources: (1990-2001): Kagan World Media, Cable TV Investor, May 24, 2002, at 9; (2010p): Kagan World Media, Kagan’s 10-Year Cable TV Industry Projections, Broadband Cable Financial Databook 2002, July 2002, at 10.

rate.  This is true notwithstanding an increase in the number of pay channels and pay service subscriptions.  The likely explanation for this is increased competition from home video.  The same phenomenon also possibly explains the low level of PPV revenues.

The Competitive Impact of Cable on Broadcast Television

Considering the enormous value that consumers continue to place on cable television viewing options, it is no wonder that (as documented in Chapter IV) viewership shares of non-premium cable networks have continued to grow over the past decade, while viewership shares of broadcast television stations have steadily declined.  Both cable subscribership and viewing patterns in cable households depend on the menu of programming offered by cable.  Growth in programming options (both in terms of an increased number of networks offered and increased quality of programming) have and will continue to increase the popularity of cable television relative to broadcast television.

Programming Choice Factors
Chapter X contains a detailed examination of cable programming.  For now, it is important to note that, while cable’s collective share of the viewing audience has been increasing over the years, ratings for individual networks (and programs) remain quite low.  The Television Bureau of Advertising provides an analysis of “season-to-date” network ratings, covering the period from August 27, 2001-May 26, 2002.
  It shows the following prime time ratings for the major broadcast networks:  NBC 8.6, CBS 8.0, ABC 6.4, and Fox 5.0.  The corresponding figures for the top four cable networks are: Lifetime 1.7, TBS 1.4, TNT 1.4, and USA 1.3.
  The same source provides a listing of the top 100 programs on broadcast and cable for various periods.
  The May 2002 compilation reveals that 92 of the top 100 programs were on broadcast television.  The top five were all broadcast programs.  Their ratings ranged from 12.8-16.0.  The highest-rated cable program was number 76, and the ratings for the top five cable programs ranged from 2.0-3.4.  The eight cable programs that ranked within the top 100 included three from children’s network Nickelodeon, one MTV reality program (“The Osbournes”), one professional wrestling show, and three Sunday night movies on Lifetime.

These data illustrate that, while cable programmers do provide some general interest channels, in the mold of traditional broadcast services, in many cases, they program to a particular audience niche, e.g., children, young adults, sports fans, etc.  One additional niche worthy of note is news.  Chapter X documents the significant increase in news service provided via cable, including in many markets local news.  Ten years ago local broadcast stations were the only providers of local television news.

Technological Factors  

Cable operators have invested substantial sums over the past decade to upgrade channel capacity, both by expanding bandwidth and by employing digital compression.  From 1990 to 2000, the share of cable subscribers served by cable systems with 54 or more analog channels increased from 24 percent to 62 percent.
  In the absence of information on the number of channels devoted to digitally compressed signals and the precise compression ratio used, however, it is not possible to infer from these data the number of channels available to cable subscribers.  The Commission’s recent cable industry price survey provides some data on this subject.

Table 23 provides survey data on cable system capacity and channel allocation as of July 2001.  It shows that approximately two–thirds of all cable systems have facilities that provide bandwidth of 750 MHz or above.  The average system capacity in the survey is 659 MHz and it devotes 82.5 channels, or 495 MHz, to video delivery.
  If the 

Table 23; System Capacity, July 2001




Average system capacity (MHz)
659




Percent of Cable Systems with capacity of:


   330 MHz and below
8.40%

   331 through 749 MHz
25.65%

   750 MHz and above
65.95%




Number of  6-MHz activated channels:


   Devoted to analog service
70.95

   Devoted to digital service
11.55

   Total number of channels
82.5




Source: Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Statistical Report on Average Prices for Basic Service, Cable Programming Services, and Equipment, MM Docket No. 92-266, Report on Cable Industry Prices, 17 FCC Rcd at 6313, Tbl. 11 (2002). These figures are based on sampling derived from a survey administered by the Commission.  For detailed survey methodology, see Id., 17 FCC Rcd at 6304.

digital channels are provided at a 10:1 compression ratio, then the average system could, in theory, be offering 187 channels.

The combination of increased channel capacity and, as documented above, a growing share of television households passed by cable and, since 1994, DBS, means cable networks can begin to approach the national reach of the biggest broadcast networks.  The big four broadcast networks each reach around 98 percent of television households.  KAGAN provides subscribership data for cable networks as of June 30, 2002.
  Utilizing the January 2002 television household estimate of 105.5 million, the largest cable network, TBS, reached 83 percent of television households, and 11 other cable networks reached at least 80 percent of television households.  In 1990, the largest cable network was ESPN, and it reached only 62 percent of television households.
 

The relatively slow growth of individual cable network audience sizes suggests that even the mass appeal cable networks will not soon approach the audience size of broadcast networks.  The increases in channel capacity and homes passed, however, do suggest that the gap between cable network and broadcast network audience sizes, which has been narrowing, will continue to do so.  And the same factors suggest that cable subscribers will have an increasingly wide range of program channels from which to choose, so that cable will continue to chip away at total broadcast audience sizes.

In addition, at the time of Working Paper 26, VOD was a relatively fledgling product.  These services were expected to attract subscribers because of the improved quality and advanced timeshifting capabilities these technologies could offer.  Because cable operators have instead shifted the focus to system upgrades and installation of digital capability, cable operators have yet to launch VOD widespread.  Many are waiting until their systems are fully digital-ready before launching VOD.  As discussed in Working Paper 26, video-on-demand and pay-per-view allow the customer greater flexibility than broadcast services, increasing the relative value of these MVPD platforms compared to broadcasting.  The economics of VOD and PPV also could have significant potential to impact the broadcast market because the ability to charge for single highly-valued events could come closer than conventional cable services to measuring consumer’s tastes for programming. 

Psychological Factors That Influence Cable Viewing
It appears that many cable subscribers watch broadcast channels in part out of habit and in part due to lack of good information on cable program availability.  While consumer habit may be reasonably stable, multichannel video programmers are devising technologically advanced ways to disseminate programming information to consumers.

While most changes in viewer habit are largely evolutionary, versus revolutionary, certain events may accelerate the process of change, increasing both cable subscribership and viewing of cable by subscribers.  For example, since the  Persian Gulf War, consumers have become accustomed to 24-hour news coverage of world-wide and national interest events.  Again, a gradual shift in viewing patterns is more likely than a radical change in the relative popularity of broadcast television and cable. Willingness to subscribe to cable may be sensitive to income as well as programming choices and habitual or convenience factors.  Economic theory shows that one would expect the demand for cable services to increase as consumers’ income rises.
  

Conclusions 

Cable television has significantly expanded the reach of non-broadcast networks.  These services are very valuable to viewers because they provide highly targeted programming not otherwise available.  Although cable subscriber growth appears to be slowing, increased channel capacity and flexibility in viewing options may make cable subscribers shift viewing more to cable programming from broadcast.  Again, radical changes in the popularity of cable programming are not anticipated and changes in the relative popularity of cable over broadcast will likely be evolutionary not revolutionary.
VI. Direct-to-Home Satellite Transmissions

The most significant technological advance in the distribution of video media of the last ten years is the widespread deployment of direct broadcast satellite systems.  In 1990, direct-to-home satellite transmission services (also known as “satellite-to-home”) were comprised mostly of home satellite dish systems in the C-Band.  As Table 24 shows, in 1990, there were approximately 760,000 C-Band subscribers.
  By year-end 2001, however, there were less than one million home satellite C-Band subscribers left, but 

Table 24: Direct-to-Home Subscribers and Cable Subscribers










1985
1990
1995
2000
2001
2010p









Total Households(1) (mil)
87.6
94.8
97.5
104.1
107.4
123.3

TV Households(1) (mil)
85.9
93.1
95.9
102.2
105.5
121.1









Cable Subscribers (mil.)
36.7
51.7
62.1
68.5
68.6
74.3

Satellite Subscribers (mil.)
0.0
0.8
4.6
16.0
18.7
27.0

C-Band Subscribers(2) (mil)
0.0
0.8(3)
2.4
1.2
0.8
0.0

DBS Subscribers (mil)
0.0
0.0
2.2
14.8
17.9
27.0

Satellite + Cable Subscribers (mil)
36.7
52.5
66.7
84.5
87.3
101.3









Satellite Subs/TVHH (%)
0.0%
0.9%
4.8%
15.7%
17.7%
22.3%

C-Band Subs/TVHH(%)
0.0%
0.9%
2.5%
1.2%
0.8%
0.0%

DBS Subs/TVHH (%)
0.0%
0.0%
2.3%
14.5%
17.0%
22.3%

Satellite + Cable/TVHH (%)
42.7%
56.4%
69.6%
82.7%
82.7%
83.7%









Sources: Total HH and TVHH: (1975-2001):Television Bureau of Advertising, Inc., Television Households, Trends in Television, at http://www.tvb.org (citing Nielsen). (2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 10. Cable Subs: (1975 and 2010p): Kagan World Media, Broadband Cable Financial Databook, July 2002, at 7 and 10; (1980-2001): Kagan World Media, Cable TV Investor, May 24, 2002, at 9. DBS and C-Band Subs: (1995-2010p): Kagan World Media, Economics of Basic Cable Networks 2002, Sept. 2001, at 23-27. C-Band Subs: (1990): 1995 MVPD Competition Report at Table G-1.

Notes:

* All data is year-end unless otherwise noted.

(1)Except where otherwise noted, data is reported by the source as of Jan 1 of the next year (e.g., figure reported for 2001 are actually Jan 1, 2002).

(2) Receipt of video programming through the use of a C-Band dish does not require a subscription, therefore there are a greater number of C-Band users than there are C-Band subscribers.  There is no way to track the total number of C-Band users, only the number of subscribers.

(3) 1991 Data.
more than 17.9 million direct broadcast satellite subscribers, together comprising nearly 20 percent of the subscription video market.
  In fact, in the last ten years, the rapid growth of the subscription video services market has been largely due to direct to home satellite services, namely direct broadcast satellite services. Figure 1 shows that the usage of cable and satellite services combined appears to be leveling off at around 83 percent of television households.
  Projections for 2010 cable and satellite subscribership indicate that usage will continue this pattern.
  

Figure 1: Cable and Satellite Usage: Subscribers/TVHH (%)


[image: image2]
Source data:

TVHH: Television Bureau of Advertising, Inc., Trends in Television, at http://www.tvb.org (citing Nielsen). Cable Subs: Kagan World Media, Cable TV Investor, May 24, 2002, at 9.  Satellite Subs: Kagan World Media, Economics of Basic Cable Networks 2002, Sept. 2001, at 23-27, except 1990 C-Band Subs: 1995 MVPD Competition Report at Tbl G-1.

Direct-to-Home Satellite Services

Direct-to-home satellite systems (“satellite-to-home”) use satellites to deliver video programming directly to subscribers.  As Table 24 indicates, there are two types of satellite-to-home services: home satellite dish (“HSD”) services in the C-Band frequency, and direct broadcast satellite (“DBS”) services in the Ku-band frequency.  Both offer subscribers many of the same video programming services typically provided by cable systems, in addition to some offerings not typically available from cable systems.  

Home Satellite Dish

HSD is the original satellite-to-home service offered to consumers, and involves the home reception of signals transmitted by satellites operating generally in the C-Band frequency.
  HSD technology was first developed in 1976, and commercialized in 1980.  HSD users employ a 4-8 foot dish to receive unscrambled programming for free (subject to section 705(b) of the Communications Act),
 and scrambled programming purchased in a secondary market from program packagers that are licensed to facilitate subscribers’ receipt of video programming.

Owners of HSD systems have access to more than 500 channels of programming placed on C-Band satellites by programmers.  Approximately 350 of these programming channels are unscrambled and approximately 150 are scrambled.
  In order to receive one or more scrambled channels, an HSD owner must purchase an integrated receiver-decoder (“IRD”) from an equipment dealer and then pay a monthly or annual subscription fee to a program packager.  HSD systems are typically designed to receive programming from several different satellites at several different orbital locations.  As such, most HSDs include motors that permit the receiving dishes to rotate and receive signals from these many satellites.  Space considerations and zoning regulations restrict many viewers’ ability to install the large antenna needed for HSD reception.

At its peak of popularity in 1994, there were an estimated 4.5 million active HSD users, roughly half of whom subscribed to one or more programming services.
  As Table 24 shows, however, that the number of HSD subscriptions appears to have peaked in 1995, with an estimated 2.4 million authorized subscribers.  As of year-end 2001, there were a little less than 1 million home satellite dish system subscribers remaining, and an unknown number of active system users. Much of the decline in HSD subscribership results from owners switching to DBS services.  Not only are DBS systems smaller in size and easier to maintain, but they are also less expensive than the typical HSD equipment.  

Future growth of the HSD industry is unlikely.  Nevertheless, HSD remains the delivery vehicle for a core, niche contingent of satellite subscribers.  Many existing HSD transponder leases extend past 2010, and in 2000, six new satellites were launched to replace older satellites.
  The primary use of these satellites will be to distribute programming to cable headends, but they can also serve the HSD industry.  Furthermore, new, digital equipment for C-Band HSD systems continue to be developed and made available to subscribers.

Direct Broadcast Satellites – Medium Power DBS

At the time of the release of Working Paper 26, medium power Ku-band, Fixed Satellite Service (also referred to as “medium power DBS”), was being offered to consumers by Primestar Partners, LP.
 Primestar was a joint venture owned by five of the major cable MSOs and GE American Communications, Inc., which owned the satellite used by Primestar.  Primestar began operating as a medium-power Ku-band service provider in 1991.  Subscribers used a 36 or 40 inch dish to obtain programming.  At year-end 1998, prior to it’s acquisition by high-power DBS operator DirecTV, Primestar offered 160 channels of video programming, similar in type to the programming now being offered by DirecTV.
  


Over the last ten years many other entrants (other than Primestar), have received licenses to offer medium power DBS service and a few actually offered service. None of these firms ever attained significant subscribership, and none remain in the market today.

Direct Broadcast Satellites – High Power DBS

High-power Ku-band DBS service is also known simply as DBS.  DBS offers high-power satellite service to subscribers who have a special 18-inch receiving dish.  Each DBS operator transmits over 200 channels of video programming to subscribers from specific orbital locations.  Permissible orbital locations are established by international telecommunications regulations (treaties) and Commission rules.  Since launched in 1994, DBS has advanced substantially as a viable competitor to cable and broadcast television.
 Currently there are two major DBS operators offering service to consumers: DirecTV, owned by Hughes Corp., and Echostar Corp.

Table 24 shows that DBS subscribership has grown substantially since it began offering service in 1994.  At the end of 1994, DBS service had approximately 600,000 subscribers.
  By year-end1995, there were more than 2.2 million subscribers.  As Exhibit 1 shows, subscribership has continued to climb.  At year-end 1996, there were about 4.3 million DBS subscribers;  by year-end 1997, there were more than 6.4 million DBS subscribers; by year-end 1998, there were more than 8.8 million medium-power and high-power DBS subscribers; and as of year-end 2000, DBS providers had nearly 14.8 million subscribers.  As of year-end 2001, there were approximately 18 million DBS subscribers. As of June 2002, DirecTV was providing service to more than 10 million subscribers, and Echostar had approximately 7.5 million subscribers. 
  There is some overlap, however, between cable and DBS subscribership.  Of the approximately 60 percent of DBS subscribers with access to cable, around 24 percent subscribe to cable in addition to DBS, primarily to receive local broadcast signals.
 

DBS Public Interest Obligations


On November 19, 1998, the Commission adopted rules implementing Section 25 of the 1992 Cable Act, which imposed certain public interest obligations on DBS providers.
  The statute requires DBS service providers to set aside a percentage of channel capacity for non-commercial programming of an educational or informational nature.  In implementing the statutory requirement, the Commission ruled that DBS providers must set‑aside four percent of their channel capacity exclusively for non-commercial programming of an educational or informational nature.
  In carrying out Congress's mandate, the Commission balanced two important goals -- providing DBS subscribers access to a greater diversity of non-commercial, educational programming, and providing flexible rules for an industry that promises to provide significant competition to cable television.  As specifically required by statute, DBS licensees must also comply with the political broadcasting rules of Section 312(a)(7) of the Communications Act, granting candidates for federal office reasonable access to broadcasting stations, and Section 315 of the Act, which requires that licensees provide equal opportunities for those candidates to use broadcast stations at the lowest unit charge.

DBS as a Competitor in the Market for Multichannel Video Programming Distribution

Today, DBS is a significant competitor in the market for the delivery of multichannel video programming distribution service (“MVPD”).  DBS systems are a particularly significant source of MVPD services in areas where cable is not available.  Furthermore, DBS provides a much higher channel capacity than most, if not all, cable systems choose to provide, thereby opening the market further for niche programming that could not be supported otherwise, providing highly-targeted advertising opportunities.  Like cable, DBS operators offer video programming packages for a monthly fee, premium channels, and pay-per-view services. 

DBS services offer many features that consumers rate highly, such as digital picture quality, compact disc sound clarity, increased channel capacity and programming options, and near video-on-demand movies.  For many consumers, the large number of channels and programming variety was the initial draw to DBS services, especially sports and movies.  DBS offers certain packages of out-of-market sports programming not elsewhere available to consumers. 

DBS providers have also begun to offer two-way high-speed Internet access to consumers.  For example, DirecTV offers two-way Internet access services to their subscribers under the brand name DirecPC, and consumers can receive video and high-speed Internet access through one satellite dish called the DirecDUO.
  

In addition, DirecTV and EchoStar both provide subscribers with high-definition television (“HDTV”) programming.  In 2001, DirecTV premiered HDNet, an HDTV channel that will show Major League Baseball games, National Hockey League games, qualifying events for the 2002 Winter Olympic games, and other non-sports entertainment programming.
  DirecTV also carries HBO, Showtime, and select pay-per-view movies in HDTV format.
  EchoStar carries HBO, Showtime, CBS, Discovery, and select pay-per-view movies in HDTV format.

The primary disadvantage of DBS with respect to cable television systems has traditionally been the relative availability to carry local network signals via satellite systems.  In the past, both copyright law and technical limitations on channel capacity restricted the ability of DBS providers to carry local broadcast signals.  In turn, this appears to have impeded DBS’s ability to compete effectively with cable television. 

In 1988, Congress passed the Satellite Home Viewer Act ("SHVA").
  SHVA granted a limited exception to the exclusive programming copyrights enjoyed by television networks and their affiliates because it recognized that some households were unable to receive network station signals over the air.
  The exception was a narrow compulsory copyright license that direct-to-home (DTH) satellite video providers
 were allowed to use for retransmitting signals of a defined class of television network stations
 "to persons who reside in unserved households"  (also known as “white areas”).
  SHVA also contained a "superstation" compulsory copyright license with no geographic restrictions.  Under SHVA, DirecTV and Primestar and Echostar each offered retransmission of distant broadcast signals to unserved households.


On November 29, 1999, a revision of the Satellite Home Viewer Act (“SHVA”) was enacted.
  Under the Satellite Home Viewer Improvement Act of 1999 ("SHVIA"), satellite providers are allowed to retransmit television broadcast signals on a local into local basis.  During the six month period after the date of the enactment of SHVIA, DBS providers were allowed to retransmit local signals without consent.
  Thereafter, DBS operators were subject to retransmission consent rules similar to those established for cable operators.
 

SHVIA also directed the Commission to undertake and complete rulemakings related to satellite carriage of broadcast stations within one year of enactment on November 29, 2000.  As required by SHVIA, the Commission established rules to implement carriage of broadcast signals, retransmission consent, and program exclusivity with respect to satellite carriage of broadcast stations.
  Pursuant to SHVIA, these rules require that where a DBS provider chooses to offer local-into-local service pursuant to the statutory copyright license, it must carry all of the local stations within that market that request carriage.

As of October 2002, DirecTV will offer for a fee, the local affiliates of ABC, CBS, NBC, and FOX in 51 markets, and a national PBS feed with every local station package.
  Similarly, EchoStar transmits a local network package to its subscribers for a fee, and offers the national PBS feed as an added option.
  DirecTV reports that its overall subscriber levels have increased by 20 percent due to the provisioning of local broadcast channel service, and that 47 percent of its customers to whom it is available take a local channel package.
 

The vertical integration of non-broadcasting programming networks with cable operators is also an issue of continuing concern for DBS providers.  The Commission’s “program access rules,” first adopted in 1993, prohibit unfair and discriminatory acts and prohibit or limit the types of exclusive programming contracts that may be entered into between cable operators and vertically-integrated programming vendors.  In essence, the rules guarantee DBS access to satellite-delivered cable programming. DBS considers access to cable origination programming very important.
  The program access provisions, however, only apply to satellite delivered programming.
  Programming services distributed by any other means are not subject to the program access requirements.
 As a result, some argue that vertically-integrated programming vendors may have the incentive and ability to modify the distribution of their programming, using fiber optics or other non-satellite means, thereby removing the programming from the purview of the program access provisions, and thusly withhold valuable programming from DBS operators.
 On June 13, 2002, the Commission extended for five years the statutory prohibition on exclusive contracts for satellite-delivered cable or satellite-delivered broadcast programming between cable operators and their affiliated programmers which was set to expire on October 5, 2002, but determined that it does not have the discretion to expand the prohibition to terrestrially delivered programming or non-vertically integrated programming.

DBS has also faced obstacles to competitive success in suburban and urban areas.  Although the size of satellite dishes has shrunk significantly over the last ten years, many consumers were faced with local zoning restrictions and limits imposed by building managers and community associations on the use of satellite dishes for the reception of video programming.  The Commission has preempted zoning restrictions by landlords, homeowner associations, etc., on dishes 1 meter or less in diameter.
  Moreover, Commission rules on the use of over-the-air-reception devices (“OTARD”), prohibit restrictions that impair the installation, maintenance or use of antennas used to receive video programming.
 Effective January 22, 1999, the Commission amended the rule so that it applies to rental property where the renter has an exclusive use area, such as a balcony or patio. The rule applies to viewers who place satellite dishes that meet size limitations on property that they own or rent and that is within their exclusive use or control, including condominium owners and cooperative owners, and tenants who have an area where they have exclusive use, such as a balcony or patio, in which to install the antenna.
 The rule does not apply to common areas that are owned by a landlord, a community association, or jointly by condominium or cooperative owners. Other conditions, however, may continue to limit DBS access for some viewers.  For instance, DBS antennas must face south to receive an acceptable quality signal from the satellite, which transmits the video programming service.  Therefore, renters and property owners who do not have south-facing exclusive use areas cannot opt for DBS service.
 
Conclusion

Consumers have adopted the DBS service at one of the fastest rates of any consumer good in history. The presence of DBS in the market for the delivery of video programming has expanded the market such that now almost all televisions households have access to subscription video.  In addition, the competitive presence of DBS has forced cable to expand channel capacity and service options.  Although DBS cannot now provide the advantage of local advertising availabilities, through its substantially expanded channel capacity, and ability to serve areas not reached by cable, DBS extends carriage opportunities for non-broadcast networks and by providing additional viewers for national advertising opportunities.  

Although DBS providers are not required to provide local broadcast signals into local markets, consumer demand has prompted them to provide local-into-local service in many markets.
  Although this will serve to deliver broadcast television programming even more widely, it will also serve to shore up the popularity of non-broadcast networks and the pay television model.  DBS has significantly solidified the pay-TV landscape, and promises to remain an enticing option for consumers for the foreseeable future.

VII. Other Video Media Delivery Platforms

Introduction


Consumers have several options for sources of video programming, in addition to free terrestrial broadcast television, cable and DBS.  These include Multichannel Multipoint Distribution Service (“MMDS”), cable overbuilders of one kind or another, VHS tapes, DVDs, theatrical films, and IP-based video streams and downloads over the Internet.  These video programming sources and viewing options clearly increase viewers’ choices and affect the broadcast television market.  The cumulative effect of these alternatives may become considerable.  As Table 25 suggests, the explosion of cable, DBS and home video, as well as video games has lured viewers away using their television sets to watch only broadcast television.  Several of these alternative video programming sources are briefly discussed below. 

Table 25: Estimated Share of U.S. TV Home Set Usage by Program Source

Annual Averages


Early

1950s
Early

1960s
Early

1970s
Early

1980s
Early

1990s
Early

2000s

ABC/CBS/NBC
60%
58%
55%
49%
31%
21%

DuMont
4
-
-
-
-
-

Fox/WB/UPN/PAX
-
-
-
-
2
8

Network Affiliates

30
29
25
23
18
10

Independent Stations

6
11
16
20
16
11

PBS Stations
-
2
4
3
3
3

Pay Cable
-
-
-
4
4
6

Basic Cable

-
-
1
3
20
35

VCR Play
-
-
-
-
5
5

Video Games
-
-
-
1
1
1

PPV
-
-
-
-
-
-


Ave. Hours of Set

Usage (Weekly)

35
39
46
51
54
62



Source: Media Dynamics, TV Dimensions 2001 Report (2001).

MMDS

Working Paper 26 discussed video distribution as provided by MMDS.  MMDS systems, often referred to as "wireless cable," transmit video programming and other services to subscribers through 2GHz microwave frequencies, using Multipoint Distribution Service ("MDS") and leased access channel capacity on Instructional Television Fixed Service ("ITFS") channels.
  At the time of the release of Working Paper 26, MMDS was a promising competitor to traditional wireline cable services.  Working Paper 26 noted that wireless cable subscribership was around 180,000 and growing.
  By year-end 1996, MMDS provided service to almost 1.2 million subscribers.
  As of December 2001, though, there were only about 700,000 MMDS subscribers out of the 36 million homes capable of receiving an MMDS signal ("homes seen").
  

Clearly, MMDS has not become a significant competitor in the market for the delivery of video programming since the release of Working Paper 26.  MMDS provides competition to the cable industry in limited areas only, and subscribership remains low and declining.  Despite its lack of promise as a future competitor in the market for video programming, however, or perhaps because of its lack of promise, many MMDS providers are currently focusing on data transmissions rather than video service.  Some believe the MMDS industry is in fact transitioning from offering video programming to offering data services instead.  In 1998, the Commission released the Two-Way Order permitting MDS/ITFS licensees to construct digital two-way systems that could provide high-speed, high-capacity broadband service, including two-way Internet service via cellularized communication systems.
  In addition, on September 6, 2001, the Commission adopted a First Report and Order and Memorandum Opinion and Order (“First R&O/MO&O”) in the New Advanced Wireless Services proceeding, which made the spectrum used by MMDS services potentially available for advanced mobile and fixed terrestrial wireless services, including 3G and future generations of wireless systems.
  The Commission decided not to relocate the existing licensees or otherwise modify their licenses.
  In addition, the Commission recognized that it will have to explore the service rules that would apply to permit mobile operations in the 2.5-2.69 GHz band in a separate future proceeding.

Overbuilders

The term “overbuild” describes the situation in which a second cable operator enters a local market in direct competition with an incumbent cable operator.  In these markets, the second operator, or “overbuilder,” lays wires in the same area as the incumbent, “overbuilding” the incumbent’s plant, thereby giving consumers a choice between cable service providers. Many overbuilders are LECs or utility companies as discussed below.

Historically, overbuilding incumbent cable systems has been economically difficult.  Overbuilders appear to be attempting to overcome the economic difficulties of overbuilding by building systems that are more advanced than those of the incumbent cable operators.  Building advanced systems allows these overbuilders, (also known as broadband service providers or "BSPs"), to offer a bundle of services, such as video, voice, and high-speed Internet access, which may increase per subscriber revenue and decrease churn. Overbuilders, or BSPs, have also become extremely careful in selecting communities to overbuild, focusing their efforts on communities with high population density for the highest potential subscriber base.  But even with their selective strategy, BSPs face considerable challenges.  BSPs are also facing difficulties in obtaining capital.  As a result, many BSPs have scaled back plans, reduced capital expenditures, reduced staffs, or shut down operations altogether.
  BSPs also face difficulties obtaining franchises.  As a result, many BSPs have been taking advantage of open video system rules stemming from the 1996 Act to help them gain entre into local communities.  Nevertheless, 

At the time of Working Paper 26, the number of overbuilders was relatively small, although overbuild activity picked up significantly in 1995.  By June 2001, competing franchises had been awarded covering more than 460 communities in 38 states.
  However, just because a franchise is awarded does not mean it is operational.  After a franchise is awarded, it can take a significant amount of time for the franchisee to build, or gain access to, a network over which to provide video service.  For example, in June 1999, Ameritech held 108 franchises but offered service in only 90 communities. 

Competition from overbuilders is important part of competition to incumbent cable operators in local markets.  But the future of competition from overbuilds is uncertain.  Capital constraints are just one of many difficulties being faced by overbuilders.  And access to programming remains crucial to their survival. 

Utilities

At the time of Working Paper 26, electric and gas utilities were foreclosed from entering the video program distribution marketplace by the Public Utility Holding Company Act of 1935 ("PUHCA").  PUHCA imposed strict “line of business” restrictions on registered public utility holding companies which sought to diversify into telecommunications or information services markets.
  This changed, however with the 1996 Telecommunications Act.  Section 103 of the 1996 Act, which added a new Section 34 to PUHCA, permitted registered public utility holding companies to enter telecommunications industries without prior SEC permission through the acquisition or maintenance of an interest in an “exempt telecommunications company” ("ETC").
  This removed a significant regulatory barrier which had previously deterred registered public utility holding companies’ entry into telecommunications, information services, and video markets.

On September 12, 1996, the Commission adopted final rules to implement Section 103.  Following Congress’s mandate, the rules provided a straight-forward procedure for determining ETC status, thus expediting the entry of public utility holding companies into the telecommunications industry.
  Shortly thereafter, registered public utility holding companies entered into partnerships to provide a package of services including video service.  

Electric and gas utilities continue to move forward with ventures involving multichannel video programming distribution, but are not yet major competitors in the telecommunications or cable markets.
  Because electric and gas utilities own fiber optic networks in some areas, and generally have access to public rights-of-way in the areas they serve; however, they could become competitively significant in the future, especially in specific local markets.  

Some utilities seek to offer video program distribution services on their own, while others, like RCN have partnered with broadband service providers to provide a package of services to consumers.  It also appears that some utilities, particularly some municipal utilities in rural areas, have built advanced telecommunications networks offering a full range of services where incumbent cable operators and telephone companies are not willing to do so. 

The largest utility to provide video programming distribution services is RCN which operates subscription video services in New York City, Washington, D.C., Washington, D.C. suburbs, South San Francisco, California, Boston, Massachusetts, and its suburbs, Northern New Jersey, and suburbs of Philadelphia.
  By the first quarter of 2001, RCN passed more than 1.4 million homes and a total of 443,011 video subscribers, although some of these are subscribers to incumbent cable systems it operates. 

Although electric and gas utilities are not yet major competitors in the telecommunications or video distribution marketplace, utilities do in many cases,  constitute the only competition to incumbent cable operators in specific local markets.  But new entrants continue to report difficulties negotiating franchises, entering MDUs, gaining access to equipment, and gaining access to popular programming.
  (see discussion of program access issues in Chapter 10 of this report ).  If utilities are to remain competitive, many of these issues will need to be addressed.

Local Exchange Carriers

At the time of Working Paper 26, entry into the video marketplace by local exchange carriers (“LECs”) was not expected.  At that time, local telephone companies were prohibited by statute and federal regulation from providing video programming directly to subscribers within their service areas.
  Although LECs were permitted to provide video programming outside their telephone service areas, and channel service to unaffiliated cable operators within their service areas, few LEC participated in such ventures.
  

In 1992, the Commission adopted orders creating a framework for LEC participation in the video program distribution marketplace consistent called “video dialtone” which spurred increased interest in video program distribution by LECs.
 In 1995, LECs obtained authority to pursue entry through construction of cable systems. 
  In addition, LECs began in 1995 to pursue video program distribution through investments in, and acquisitions of, wireless providers, though none of these operators currently remain in the MMDS business.
  Later, the 1996 Act created LEC options to replace the video dialtone framework through open video systems (“OVS.”)

Ameritech was the most aggressive and the most significant of the LECs offering subscription video service, acquiring as many as 111 franchises by 1999, serving as many as 250,000 subscribers, before it (as SBC) sold the franchised systems to cable overbuilder, WideOpenWest in May 2001.
  

A number of small LECs are using VDSL to offer a bundle of services, including multichannel video, over phone lines.  It is estimated that approximately 40 to 50 mostly-small LECs, are using VDSL technology to provide video to an aggregate of approximately 100,000 subscribers. 
  Companies are also deploying, or investigating deploying, video over the lower bandwidth asymmetric digital subscriber line service ("ADSL").  Because of the lower capacity, video over ADSL involves an IP-based video-on-demand service, rather than full-fledged multichannel video.  Between 5,000 and 10,000 households currently subscribe to ADSL video-on-demand service.
  It is too early to tell what kind of impact these technologies will have on the marketplace.
Incumbent LECs have largely exited the video business, though there are a few exceptions. BellSouth, in addition to reselling DBS service, continues to operate some overbuild cable systems.
  A number of smaller LECs are offering, or preparing to offer, video service over existing telephone lines (see discussion of “VDSL” in this Section). By-and-large, however, incumbent LECs do not appear to be potentially significant competitors in the market for video programming, even in local markets.

The Internet


The Internet provides not only a platform for the delivery of video programming, but it also supports a collection of other applications that may take time away from watching television.  For example, the availability of real-time and downloadable video over the Internet (“Internet video”) has increased greatly since the late 1990s.
  The number of homes with access to the Internet, the number of home users accessing Internet video, and the amount of Internet video content has also increased over the last year.  As of December 2001, an estimated 56.4% of all U.S. households had Internet access, compared with 52% as of July 2000.
  Additionally, as of July 2001, 41 million residential Web users had accessed streaming video.
  However, Internet video is not currently viewed by the Commission as a direct competitor to traditional video services, despite evidence of continued interest in Internet video deployment and use.
  


The Commission suggests that broadcast-quality Internet video service requires a high-speed broadband connection of about 300 kilobits per second (“kbps”) or higher.
  The number of high-speed lines connecting homes and businesses to the Internet increased by 33% during the second half of 2001, from 9.6 million to 12.8 million lines, compared to a 36% increase, from nearly 7.1 million to 9.6 million lines, during the first half of 2001.
  Of the 12.8 million high-speed lines in service at the end of 2001, 11 million served residential and small business subscribers, a 41% increase from the 7.8 million residential and small business high-speed lines reported six months earlier.  About 7.4 million of the 12.8 million high-speed lines were advanced services lines that provide services at speeds exceeding 200 kbps in both directions, an increase of 25% during the second half of 2001.  About 5.8 million of the 7.4 million advanced services lines served residential and small business subscribers.    

At the end of 2001, the presence of high-speed service subscribers was reported in all 50 states, the District of Columbia, Puerto Rico and the Virgin Islands.  High-speed service was also reported in 79% of the nation’s zip codes, compared to 78% in June 2001 and 73% at the end of 2000.  High-speed asymmetric DSL (“ADSL”) lines in service increased by 47% during the second half of 2001, from nearly 2.7 million to over 3.9 million lines, compared to a 36% increase, from nearly 2 million to 2.7 million lines, during the preceding 6 months.  High-speed Internet connections over coaxial cable systems (cable modem service) increased by 36% during the final six months of 2001, from 5.2 million to 7.1 million lines.  By comparison, cable modem service increased by 45%, from nearly 3.6 million to 5.2 million lines, during the first half of 2001.  The presence of high-speed service subscribers were reported in 98% of the most densely populated decile of zip codes at the end of 2001, the same percentage at the end of 2000, and in 43% of the least densely populated decile, compared to 28% at the end of 2000.  


For zip codes ranked by median family income, high-speed subscribers were reported present in 97% of the top one-tenth of zip codes and in 63% of the bottom one-tenth of zip codes at the end of 2001.  The comparable figures for 2000 were 96% and 55%.  


There are a number of recent significant legal, business and technological developments in the Internet video industry.  Some Internet video providers face difficulties with U.S. copyright laws.
  Despite these obstacles, Internet users continue to download software for accessing Internet video.  Streaming video websites continue to operate.  Nielsen/Net Ratings estimates that Microsoft’s Windows Media Player has over 24.7 million users, while, RealNetworks’ RealPlayer has more than 24.4 million users (See Table 26).
  The amount of video programming content on the Internet also continues to grow.
  Some traditional broadcast and cable television programmers offer Internet video versions of their programming or supplemental programming.  

Table 26: Internet Video Statistics


2000
2001





Internet access from home

(% of U.S. population)
56%
58%

Total web users who have ever accessed streaming video (millions)
35
41

Microsoft Windows Media Player users (millions)
9.4
24.7

RealNetworks RealPlayer users (millions)
25.3
24.4



SOURCES: FCC, Annual Assessment of the Status of Competition in Markets for the Delivery of Video Programming, 2000 and 2001


As of August 2002, RealNetworks had 750,000 subscribers to its RealOne premium service.  RealOne streams audio and video from content providers such as ABCNews.com, E!, FoxSports.com, Major League Baseball and CNN.
  According to a recent study, U.S. consumers spent $300 million to access Web content in the first quarter of 2002.  This represents a 155% increase from the same period in 2001.
  


Partnerships and marketing agreements between Web sites and entertainment companies continue to exist.  In August 2001, MGM, Paramount, Sony Pictures, Universal and Warner Bros. announced a joint venture called Movielink to distribute movies on-demand over the Internet.
  Movielink has equal investments from these five studios.
   Movielink’s goal is to do more than just promote Internet-delivered VOD.
   Its management believes that, over time, VOD will become a significant way consumers watch recorded material because of its convenience.
   Whether the demand for the service results in a profitable business model is an open question.  Thus, the Internet may be able to support and deliver fairly traditional video programming and PPV plus much more. 

Home Video Products


Analysts estimate that Americans watch an average of 58 hours of movies at home each year.
  It is estimated that 89.9 million U.S. households, or about 85.2% of all television households, have at least 1 VCR (See Table 27).  Nearly 46 million households own at least 2 VCRs.

Table 27: VCR Penetration



Year
VCR Households (Millions)
% of Television Households

1975
0.00
0.0

1980
0.84
1.1

1985
17.74
20.7

1990
61.5
66.1

1995
76.4
79.7

2000
88.0
86.1

2001
89.9*
85.2*





  Source: Television Bureau of Advertising, Inc., "Cable and VCR Households;” *Estimates only from Veronis Suhler (2001).


By the end of 2001, the number of homes with DVD players reached approximately 13.7 million.
  Analysts estimate that 26.5 million homes will have DVDs players by the end of 2004.
  Approximately 2 million homes have laser disc players.
  In 2000, the total spent on home video cassette rentals was $10.27 billion, while the total spent on home video cassette sales was $7.55 billion.
  In 2000, the total spent on home video DVD rentals was $600 million, and the total spent on home video DVD sales was $4.03 billion.
  Overall, U.S. consumers spent approximately $22.45 billion renting and buying prerecorded video in 2000 (See Table 28).
 

Table 28: Home Video Spending, Rental and Retail ($ Millions)






 
Video Cassette Rentals
Video Cassette Sales
Total Video Cassette Spending 
DVD Rentals
DVD Sales
Total DVD Spending
Total Video Cassette and DVD Spending
Growth of Home Video Market Spending











1990
$7,755 
$3,352
$11,107
n/a
n/a
n/a
$11,107
n/a

1992
$9,064 
$3,834
$12,898
n/a
n/a
n/a
$12,898
7.10%

1994
$9,516 
$5,497
$15,013
n/a
n/a
n/a
$15,013
7.50%

1996
$9,223 
$7,640
$16,863
n/a
n/a
n/a
$16,863
8.60%

1998
$9,635 
$8,443
$18,078
$19 
$411
$430
$18,508
9.10%

2000
$10,273 
$7,550
$17,823
$600 
$4,030
$4,630
$22,453
16.20%

2002*
$10,342 
$6,825
$17,167
$1,012 
$7,989
$9,001
$26,168
5.10%

2004*
$10,339 
$5,790
$16,129
$1,421 
$10,560
$11,981
$28,110
2.40%

 
 
 
 
 
 
 
 
 

  SOURCE: Veronis Suhler, Communications Industry Forecast, 2001


*Projected










In the last year, DVDs have doubled their share of both the rental and sales markets, accounting for 6.9% of all rental revenue and 16% of sales revenues.
   Thus, the expenditures on home video products make it clear that viewers will spend large sums of money for small quantities of highly-valued programming. The video retail industry is the largest source of revenue for movie studios, generating approximately half of their revenues in 2000.
  Since 1997, the largest video chains and several movie studios have shared rental revenues.
  The video retail industry is competitive, with about 19,800 video specialty stores selling or renting home video programming.
  More than 8,000 retail outlets, such as supermarkets and drugstores, rent videos.
  Mass merchandise stores such as Wal-Mart and Target, and electronics chain stores such as Best Buy and Circuit City, compete with specialty video stores in the sale of videos.
  The Internet is also now a source for video rentals
 and sales.
  In recent years, the home video industry has consolidated, with many independent operators selling to larger concerns or closing their businesses.

Theatrical Films



Analysts estimate that Americans go out to an average of 5.4 movies a year, up from 4.5 three decades ago.
  U.S. box office receipts rose 8.5% in 2001 to $8.35 billion.
  Even with a 4% increase in the average ticket price, more people went to the movies in 2001 than in any year since 1998.
  The top draws of 2001 were films that appealed to younger audiences: "Harry Potter," which grossed over $300 million in the U.S., followed by "Lord of the Rings" with $270 million and the animated "Monsters, Inc." with $251 million.  Analysts predict that box office receipts will advance another 10% in 2002 and grow at annual rate of 7.2% from 2001 to 2006, resulting in annual receipts of $11.9 billion by 2006.
  Box office hits will continue to be largely driven by blockbuster hits.  

Video and PC Game Platforms and Applications


Video game consoles and PCs have provided interactive forms of entertainment to consumers for more than 25 years. 
  According to the Interactive Digital Software Association (“IDSA”), approximately 56% of the most frequent PC and video game console players have played games for six or more years, while 60% expect to play games ten years from now.  Moreover, 60% of all Americans age six and older, or about 145 million people, play PC and video console games.  The average age of a game player is 28 years old, and 43% of game players are female.  In 2001, about 31% of game players played games online, up from 24% in 2000 and 18% in 1999.  More than 37% of Americans who own game consoles or PCs report that they also play games on mobile devices like handheld systems, personal digital assistants (“PDAs”) and cell phones.  With today’s new technologies, the possibilities for interactivity seem endless for video console, PC and educational software (“Edutainment”) titles.
  


The video game industry has developed advanced technology that offers game players a rich, immersive interactive entertainment experience, which many find more compelling than passive art forms such as broadcast television or feature films.  Advancements in video game console technology continue to position the console as a competitive media platform.  The modern-day game console industry took shape in 1985 when Nintendo introduced the 8-bit Nintendo Entertainment System (“NES”).  Soon thereafter, the 16-bit Sega Genesis System was launched, followed by Super NES.  In the early 1990s, the PC game business surged with the introduction of CD-ROMs, falling prices for multimedia PCs, and the introduction of high-level 3D graphics cards.


Recent advancements in game console technology have spurred the growth of this industry.  In 1995-1996, Sony PlayStation and Nintendo 64 launched a new generation of game consoles.  In 1999 and 2000, more powerful and multi-functional game consoles were introduced as platforms for home video and audio entertainment.  For example, Sony’s PlayStation 2 consisted of a 300-MHz processor that allowed users to not only play games, but also watch DVDs and listen to audio CDs.  Sega launched its Dreamcast console – the first 128-bit game console.  


The year 2000 affirmed the durability and maturity of the PC and video game console industry, as gaming software sales reached $6.02 billion (See Table 29).  Video game rentals also rose in 2000, generating $919 million compared to $880 million in 

1999.

Table 29: Video and PC Game Growth


Video and PC Game

Software Unit Sales (millions)
Video and PC Game

Software Sales (billions)

1996
105
$3.7

1997
133
$4.4

1998
181
$5.5

1999
215
$6.1

2000
219
$6.02

2001
225
$6.3

Source: Interactive Digital Software Association (2002)



The total U.S. video game industry grew to $9.4 billion in 2001, breaking 1999's all-time record of $6.9 billion.
 Video and PC game software sales accounted for almost two-thirds of the total industry sales with 225 million game software units sold.  Sales growth in 2001 was triggered in part by the launch of 3 new gaming systems – Nintendo's GameCube and Game Boy Advance and Microsoft's Xbox.  The number of game console units sold increased 39%, while sales in dollar terms more than doubled, rising 120%.  Next-generation console systems such as Sony Playstation 2, GameCube and Xbox, selling at higher price points, led to a triple-digit increase of over 120% in dollars for annual 2001 versus 2000. 


In portables, Game Boy Advance continued to surpass its predecessors, Game Boy and Game Boy Color.  In fact, Game Boy Advance dominated the portable market in 2001 with a 22% increase in hardware unit share, compared to the prior year.  

Conclusion


Despite the decline of MMDS and LEC involvement in the market for the delivery of video programming, the number of video programming sources that consumers can choose from is growing.  Since the release of Working Paper 26, digital technology has made pre-recorded video, theatrical movies and PC and video games more attractive alternatives for the average consumer.  The market for high-quality pre-recorded video remains robust, as DVD sales continue to grow.   As broadband deployment and consumer adoption increase, more viewers may opt to access and pay for more innovative Internet video streaming and downloads.  Theatrical films and video games will continue to compete for eyeballs 24 hours a day, seven days a week.  Video game consoles will become more of a mainstream media platform.  Utilities and other overbuilders continue to challenge incumbent cable operators.  The cumulative effect of these alternatives may become considerable. 

VIII. Technological Developments

Introduction


The entertainment and communications industries are in the midst of a digital revolution.  Digital technologies have the potential to radically change the economics of video distribution and the range of services delivered to viewers.  This chapter examines several technological developments, all based on digital transmission of video programming.  The purpose of this discussion is to explore (1) how broadcasters will use their digital spectrum and DTV technology, and (2) how digital technology will affect competition among broadcast and non-broadcast video media.


To remain competitive, broadcasters must embrace, or at least respond to several new technologies.  Over the past ten years, video compression and encoding technologies have increased the ability of broadcasters and other competitive video distributors to transmit video over various systems and networks including the Internet.  These technologies have increased capacity to provide not only “analog quality” program streams but also better picture and sound. 


Transitioning from analog to digital technology has increased the picture and sound quality for consumers.  It has created new categories of service, such as interactive services (e.g., those utilizing two-way communications).  These categories may enhance services available today such as PPV and home shopping.  If significant consumer demand and profitable business models develop for interactive services, new entertainment forms may emerge.

The digital transition is leading to an increased emphasis on copy protection and digital rights management.   Any digital distribution system should have an adequate method of permitting access to the product while protecting copyright owners’ legitimate interests.  Some multichannel analog video programming is encrypted and it appears that virtually all multichannel digital video programming is or will be encrypted.  This ensures that only authorized subscribers get access.  Copy protection engages after content has been decrypted in the subscriber’s premises.  As discussed below, digital rights management for broadcast programming, which arrives “in the clear,” might be handled somewhat differently.


This chapter briefly discusses the technological developments outlined above.  While there are many cutting-edge technologies that can be discussed in detail, the intent of this chapter is to highlight several that are relevant to this analysis.  Digital video compression is examined first, followed by DTV and ancillary services, digital rights management, ITV and PVRs.  

Video Compression Technologies


Digital video compression is a digital signal processing technique that permits transmission of a television signal using less bandwidth than is currently needed (6MHz for terrestrial broadcast signals and cable and 24 MHz for satellite signals).  A full 6MHz DTV signal consists of a packet stream of approximately 19.4 Mbps.  Digital video compression technology is applicable to all of the video delivery systems – satellite, cable, broadcast, and wireless cable.  Cable and DBS have a “head start” over broadcasters in the application of this technology.   For a given compression ratio, twice as many National Television Standards Committee (“NTSC”) signals can be transmitted via a 24MHz satellite transponder as via a 6MHz terrestrial channel.  
Digital video is recorded and played digitally, i.e. in on-on bits.
  Traditional analog video – video consumers have viewed in their homes for over 60 years – is recorded and played back in analog format, or in analog wave forms.  Due to its versatility, digital video has several advantages over analog video.  In addition to editing capability, storage ease and transmission, it can be retrieved from an analog source, such as the standard over the air NTSC analog source.
  

For digitized audio-visual content to be truly high-quality and versatile, it has to be encoded.  MPEG, which stands for Moving Picture Experts Group, is the name of a family of hardware and software standards used for encoding
 and compressing audio-visual information (e.g., movies, video, music) in a digital format.
 The major advantage of MPEG compared to other video and audio coding formats is that MPEG files are much smaller for the same quality.  MPEG uses very sophisticated compression techniques.
  Without digital compression, the distribution of audio-visual content to consumers via delivery systems such as residential broadband would not be possible because uncompressed content requires too much bandwidth.  

The key effects of compression technology are not only a substantial increase in channel capacity but also a concomitant reduction in the cost of a channel.  Thus, delivery systems that utilize compression are able to offer a substantial degree of time diversity.  This means viewers can now receive separate feeds of cable and broadcast networks for each time zone in the United States, in addition to the offering of staggered starting times for the showing of PPV movies.  In other words, a PPV programmer can transmit a box office hit several times each night, with starting times every ten minutes or so during prime time.  Since viewers do not have to wait very long for the start of their movie selection, this service has been characterized as “near video-on-demand” (“NVOD”).


Working Paper 26 predicted that the reduction in the cost of channel capacity would also lower the barriers to entry for new channels.  Working Paper 26 also expected more development of special interest or “niche” channels.  While more program channels are now carried by cable operators and DBS providers, the reduction in channel capacity cost has not necessarily resulted in lower barriers to entry.   While capacity may increase, this factor alone does not guarantee distribution of video programming content.  There are a numerous other factors which affect which channels and what programs are distributed.  Chapter Ten contains a more extensive discussion and analysis of this point.  

Digital Television

DTV: Brief Historical Background

For almost 60 years, television broadcasters have transmitted signals based on the NTSC standard.
  However, since 1941 improvements or modifications include: (1) the introduction of color television in 1953, (2) “ghost canceling” provisions to enhance picture clarity, (3) the use of a previously unused portion of the transmission signal called the “vertical blanking interval” to send closed captioning, and (4) stereophonic sound.

To explore the issues posed by DTV, the Commission issued its First Notice of Inquiry of Advanced Television Service in July 1987.
  It also appointed a 25–member advisory panel called the Advisory Committee on Advanced Television Services (ACATS).  ACATS reviewed the technical issues and recommended an advanced television system to the Commission.  ACATS collaborated with the Advanced Television Systems Committee (“ATSC”), an industry group, to recommend a series of technical specifications.  By early 1993, this combined group affirmed the superiority of digital over analog.  

This finding prompted seven entities, each with their own views and ideas regarding advanced television standards, to form a coalition to pool their expertise.  They called this coalition the Grand Alliance.
  Working with ACATS, the Grand Alliance agreed jointly to develop a new standard.  By November 1995, ACATS formally recommended a set of prototype DTV protocols (the “Grand Alliance Standards”) to the Commission.  


In December 1996, the Commission adopted the Grand Alliance Standards for terrestrial broadcasting with some modifications.
  The standards covered five major technical subsystems: (1) scanning, (2) video compression, (3) audio compression, (4) packetized data transport, and (5) radio frequency transmission.  The standards also included 18 distinct scanning formats – a compromise that satisfied the interests of various industries (broadcasting, television set manufacturers, film studios, and computer and software makers) while ensuring greater flexibility in the use of DTV.



The Telecommunications Act of 1996 (“1996 Act”) established the framework for licensing DTV spectrum to existing broadcasters.
  Existing broadcasters are assigned a new DTV license and an additional 6 MHz channel to facilitate the transition from analog to DTV.  They retain their original 6 MHz channel for analog broadcasts until the expected completion of the transition, when each licensee must return the channel to the Commission.

To help broadcasters meet the target transition deadline of December 31, 2006, the Commission developed a schedule for the introduction of DTV that was designed to ensure that Americans receive a digital signal by the year 2002.  

When Congress passed the Balanced Budget Act of 1997, it specified that broadcasters could keep their analog television service beyond 2006 under several conditions, including: 

1) If one or more of the largest television stations in a market do not begin DTV transmission by the 2006 deadline through no fault of their own; or 

2) If fewer than 85% of the television households in a market are able to receive DTV signals (either off the air or through a cable-type service that includes all local DTV stations).
  

The last exception – often referred to as “the 85% rule” – has the potential to delay the cutoff of analog signals and the eventual return of spectrum beyond 2006.  One possible reason for this may be that the 85% rule relies, to a certain extent, on consumer demand and adoption of DTV equipment.

Station Build-out


Congress set December 31, 2006 as the target date for ending television broadcaster’s analog transmissions.  To meet this date, television stations must invest in new equipment, which can include antennas, digital transmitters and encoders, and additional transmission lines.  The overall cost of building the DTV stations is more burdensome for some broadcasters than for others.  Many stations are experiencing problems obtaining funding to pay for the transition to DTV.
  


In November 2001, the Commission adopted a temporary rule allowing stations to build less than maximum broadcast facilities and to reduce the amount stations must spend to meet the initial requirements for DTV transmission.
  The Commission also stated that in limited circumstances it will now consider financial hardship as a ground for extending the applicable construction deadline.
  Stations seeking an extension of time to construct DTV facilities on this basis must provide detailed evidence that the cost of meeting the minimum build-out requirements exceeds the station's financial resources.

Must Carry


In 2001, the Commission adopted rules resolving a number of technical and legal matters related to the cable carriage of digital broadcast signals.  In its Report and Order, it noted that MSOs are currently undertaking significant cable system upgrades, including digital build-outs.
 It stated that a commercial or non-commercial digital-only television station can immediately assert its right to carriage on a cable system. The Commission also said that a television station that returns its analog spectrum and converts to digital operation must be carried by cable systems.  The Commission’s action was one of a series of steps to facilitate the transition from analog to DTV. 


The Commission also reviewed the issue of material degradation of the digital signal during transmission.  It noted that a cable operator would not materially degrade a DTV signal if the cable operator carried less than the full 19.4 Mbps transmitted by a broadcaster.
 The Commission stated that Section 614(b)(4)(A) of the Communications Act of 1934, as amended by the 1996 Act,
 requires that cable operators shall provide the same “quality of signal processing and carriage” for broadcasters’ signals as they provide for any other type of signal.  Consequently, in the context of mandatory carriage of digital broadcast signals, a cable operator may not provide a digital broadcast signal in a lesser format or lower resolution than that afforded to any digital programmer (e.g., non-broadcast cable programming, other broadcast digital program, etc.) carried on the cable system, provided, however, that a broadcast signal delivered in HDTV must be carried in HDTV.
  The Commission’s January 2001 DTV Must Carry Order contains an initial determination that the requirement for cable operators to carry “primary video” refers to a single digital programming stream and “program-related” content.
  Petitions to reconsider this decision are currently before the Commission.  Moreover, the statute is clear that fee-based DTV services are considered ancillary and supplementary and are not subject to must carry obligations.  For these reasons, broadcasters may well need to seek commercial arrangements with cable (and DBS) operators for carriage of at least some Interactive Television material.
  

Consumer Adoption


Consumer adoption is a major factor critical to the success of DTV.  Key issues include (1) how soon will consumers appreciate high-definition or other value-added DTV programming and services;
 (2) when will consumers choose to purchase DTV sets; (3) which companies will manufacture DTV sets and sell them in retail outlets; and (4) how much will the DTV sets cost?  


To date, consumer acceptance of DTV has been limited, but adoption rates are encouraging.  Many consumers consider DTV a new viewing experience and do not posses enough information to justify the purchase of a new DTV set.  Companies have pondered why consumers are or are not purchasing DTV equipment.  Surveys, such as the Consumer HDTV Survey conducted by the Consumer Electronics Association (CEA), consistently point to several reasons, including the cost of the DTV sets and the lack of available high-definition or value-added DTV programming (See Table 30).  

Table 30: Consumer HDTV Survey


Overall
Likely

HDTV

Buyer
Short-Term

Likely Buyer
Potential

HDTV

Buyer
Short-Term

Buyer

Premiere of Favorite TV Movie 

Super Bowl

World Series

Academy Awards

Daytona 500

NCAA Final Four

Grammy Awards

NBA Final

Stanley Cup

The Masters

WWF Wrestling

Triple Crown Horse Races

World Cup Soccer Finals

America’s Cup
60%

45%

31%

23%

22%

22%

21%

20%

13%

12%

12%

10%

8%

6%
69%

53%

34%

27%

26%

26%

25%

25%

13%

18%

12%

11%

9%

8%
73%

63%

44%

34%

29%

31%

29%

33%

12%

20%

16%

12%

13%

13%
56%

41%

29%

21%

20%

20%

19%

17%

13%

8%

12%

9%

7%

4%
66%

50%

39%

28%

25%

24%

26%

21%

16%

8%

19%

12%

9%

7%

        Source: CEA Market Research – Consumer Perspectives of Digital Television III (2002)


Many content producers are developing high-definition or value-added DTV programming, and it is important for all the industries and companies that stand to gain from the success of DTV to promote this new content to consumers.
   

Powell Proposal


FCC Chairman Michael K. Powell and previous FCC Chairmen and Commissioners have noted that there are many different players in the broadcast, cable, satellite, programming and consumer electronics industry that play a vital role in the development of DTV in the U.S.
  While some observers see progress towards that goal, efforts to achieve this result are hampered by what is termed a “chicken-and-egg” dilemma facing the widespread adoption of DTV. 
  In other words, broadcasters are concerned about the number of DTV sets that are manufactured by consumer electronics companies and are made available to consumers at retail outlets.  Broadcasters are also concerned about the prospects of cable and DBS operators carrying broadcaster’s digital channels for subscriber’s enjoyment.  The consumer electronics industry is concerned about federal mandates requiring manufacturers to install DTV tuners in sets because consumers may find the sets too expensive and unnecessary.  MSOs, DBS operators and the consumer electronics industry are concerned about local and network television and cable programmers’ efforts to provide compelling HDTV programming with mass appeal. 


To provide a near-term boost to the DTV transition, FCC Chairman Powell presented a voluntary plan to key industry players.
  The intent of the proposal was to provide an immediate spur to the transition by giving consumers a reason to invest in digital technology today while work continues on resolving the longer-term issues associated with the transition. While the plan was not intended to be comprehensive or to undermine the importance of other DTV issues under discussion, it sought to advance two key goals: (1) increase the level of compelling digital content available to consumers; and (2) provide cable subscribers access to that content over their cable systems.


Specifically, Chairman Powell’s proposal called for the following voluntary industry actions:

1. Top Four Broadcast Networks (ABC, CBS, Fox and NBC), HBO and Showtime 
Provide high-definition or other “value-added DTV programming” during at least 50% of their prime-time schedule, beginning with the 2002-2003 season.
 

2. Broadcast Licensees
By January 1, 2003, or as soon thereafter as they commence broadcasting, DTV affiliates of the top four networks in markets 1-100 will obtain and install the equipment necessary to pass through network DTV without degradation of signal quality (e.g., pass through HD programming, if that is what its network provides).

3. Cable Operators
By January 1, 2003, cable systems with 750 MHz or higher channel capacity will:

A)  Offer to carry, at no cost, the signals of up to five broadcast or other digital programming services that are providing value-added digital programming during at least 50% of their prime-time schedule.

B)  Provide cable subscribers the option of leasing or purchasing a single set-top box that allows for the display of high definition programming.
 

C)  Market the digital television products the operator provides, including on their systems and in monthly bills, so that consumers know what programming is available and how they can receive it over the cable plant.

4. Direct Broadcast Satellite Operators
By January 1, 2003, carry the signals of up to five digital programming services that are providing value-added digital programming during at least 50% of their prime-time schedule.

5. Consumer Electronic Equipment Manufacturers and Retailers

A)  Commit to meeting the demand for cable set-top boxes that allow for the display of high definition programming.

B)  Market broadcast, cable and satellite DTV options at point-of-sale.

C) Include over-the-air DTV tuners in new broadcast television receivers according to the following schedule:

· Sets 36” and above – 50% of units to have DTV tuners by January 1,2004; 100% by January 1,2005;

· Sets 25”-35” – 50% of units to have DTV tuners by January 1,2005; 100% by January 1,2006;

· Sets 23“-24” – 100% of units to have DTV tuners by December 31, 2006.

D)  Include digital input(s) (e.g., 1394/5C and/or DWHDCP) on all new HD-capable television receivers and display devices by January 1, 2004.

The plan received widespread support.  In July 2002, Chairman Powell noted that virtually every industry – cable, broadcast and satellite – had either fully embraced the plan, or made real commitments to advance the transition.
  As a result of the committed efforts of these industries, many of the key elements of the DTV transition are beginning to fall into place.

DTV Tuner Plan


In August 2002, the Commission adopted a Second Report and Order and Second Memorandum Opinion and Order that gives consumers access to digital programming by requiring over-the-air DTV tuners in nearly all new television sets by 2007.
  By enacting a five-year rollout schedule that starts with larger, more expensive television sets, the Commission hopes to minimize the costs for equipment manufacturers and consumers.


The Commission noted that DTV receivers are a necessary element of broadcast television service in the same way that analog television receivers have been since the inception of analog television service.  Although analog receivers are still dominant today, that will change as the transition to DTV progresses.  The Commission said that its jurisdiction is established by the 1962 All Channel Receiver Act (“ACRA”), which provides it with the authority to require that television sets be capable of adequately receiving all frequencies allocated by the Commission for television broadcasting.  The authority provided under the ACRA applies to all devices used to receive broadcast television service, not just those used to receive analog signals. 


The Commission said the roll-out schedule reflects and accounts for the following points:  (1) inclusion of DTV reception capability in new television receivers requires the redesign of product lines; (2) prices are declining and will decline faster as economies of scale are achieved and production efficiencies are realized over time; and (3) prices of large television sets have been declining at a rate of $100 to $800 per year, so the additional cost of the DTV tuner may be partially or completely offset by the general price decline.  The Commission said this plan will ensure that new television receivers include a DTV tuner on a schedule as close as economically feasible to the December 31, 2006 deadline.  


Specifically, the Commission’s order requires that all television receivers with screen sizes greater than 13 inches and all television receiving equipment, such as VCRs and DVD players/recorders, be required to include DTV reception capability after July 1, 2007, according to the following schedule:

1. Receivers with screen sizes 36 inches and above – 50% of a responsible party’s units must include DTV tuners effective July 1, 2004; 100% of such units must include DTV tuners effective July 1, 2005.

2. Receivers with screen sizes 25 to 35 inches – 50% of a responsible party’s units must include DTV tuners effective July 1, 2005; 100% of such units must include DTV tuners effective July 1, 2006.

3. Receivers with screen sizes 13 to 24 inches – 100% of all such units must include DTV tuners effective July 1, 2007.

4. TV Interface Devices – VCRs and DVD players/recorders, etc. that receive broadcast television signals – 100% of all such units must include DTV tuners effective July 1, 2007.


The Commission temporarily declined to adopt labeling requirements for television receivers that are not able to receive any over-the-air broadcast signals.  It stated that it is unclear when, or if, such products will become commercially available or how they will be marketed.  The Commission will continue to monitor the state of the marketplace and take additional steps if necessary to protect consumers’ interests. 

Ancillary Services

Given the DTV transition and advancements in digital compression, broadcasters are struggling to figure out what to do with the extra bandwidth capacity.  Some plan to use the additional capacity to offer consumers more television channels.
  Others are delivering high definition programming.
  Several plan to use the extra bandwidth capacity to offer ancillary, supplemental, and perhaps even interactive services.  However, for the service to be fully interactive, a return channel is required.  

The technical standards for DTV operation approved by the Commission provide broadcasters with a range of service opportunities.  To strengthen DTV’s chances for success, the Commission in 1997 decided to allow broadcasters to use their channels according to their best business judgment, as long as broadcasters continued to offer at least one stream of free programming to consumers.
  Thus, broadcasters must provide a free digital video programming service that is at least comparable in resolution to today’s service and aired during the same time periods as today’s analog service.  


Broadcasters are granted great flexibility in how they use their new spectrum, provided that uses do not interfere with the provision of over-the-air television programming.  Broadcasters are still bound by the public interest standards that apply to broadcast television.  DTV license holders must also pay the Federal Government a fee for ancillary and supplemental (subscription) DTV services.  In requiring fees for proposed subscription services, Congress’ goal is to ensure that broadcasters pay approximately what they might pay if the spectrum were auctioned.
  Thus, the public receives some portion of the value of the spectrum assigned to broadcasters. 


In October 2001, the Commission ruled that noncommercial educational (“NCE”) broadcasters are required to use their entire DTV bitstream capacity primarily for nonprofit, noncommercial, educational broadcast services.
  It also ruled that the statutory prohibition against the broadcast of advertisements on NCE television stations applies only to broadcast programming streams provided by NCE licensees, but does not apply to any ancillary or supplementary services presented on their excess DTV channels that do not constitute broadcasting. The Commission further ruled that NCE licensees must pay a fee of 5% of gross revenues generated by ancillary or supplementary services provided on their DTV service. The Commission said it would not establish a bright line test to define the term “primarily” but will instead define it as a “substantial majority” of a NCE station’s entire digital capacity, measured on a weekly basis.

The Commission said that allowing advertising on NCE broadcasters’ ancillary or supplementary services that are non-broadcasting would permit NCE stations flexibility in providing such services as well as enhance their ability to raise revenue for their support and the transition to digital television.  However, the Commission said that at the same time, observing the ban on advertising on any free-over-the air service will preserve NCE licensees’ fundamental mission of providing a nonprofit, noncommercial, educational broadcast service.  The Commission concluded that NCE licensees are not exempt from the statutory requirement to pay fees on revenues generated by the remunerative use of their excess digital capacity, even when those revenues are used to support their mission related activities.  

Broadcasters have included data in their television signals for years.  Date and time stamps, closed-captioning information and second language audio programming are the kinds of data that can be embedded in the current analog television signal.  However, broadcasters are developing new digital products and services to help make the most use of their channels by using the Commission’s Fifth Report and Order as a guideline.  One of these new digital services is “data broadcasting” or “datacasting.”
  


Exhibit 2 shows an example of one type of data broadcast network architecture and how it works.
   A content producer or distributor typically delivers encoded data electronically or by means of physical media to the data broadcasting ingest center or network operations center (“NOC”).  

Figure 2: Sample Diagram of One Type of Data Broadcast Network Architecture
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Because the data is digitized it can represent text, audio, video, graphics, software applications or even control information.  Once the data is received, the data broadcaster formats the data, adding error and data-loss protection.  The data is then scheduled for “playout” over satellite and terrestrial communication facilities. Client usage statistics and network errors are analyzed in the NOC.  The NOC can also encrypt material and authorize its reception by subscribers if necessary.  Television stations that are a part of the data broadcasting network form the nodes in the network.  Content and necessary broadcast playlists are received at the nodes via satellite or fiber optic Wide Area Networks (“WANs”), and are stored in the node server.  Content is injected into the node's ATSC bit stream and transmitted over-the-air with the station's television signal. 


The client
 uses a receiving device comprised of a terrestrial antenna, a demodulator and an ATSC receiver to tune into encrypted data broadcasts from one or more nodes.  Registered clients are able to decrypt this material and cache it, or display it if it is streamed.  The client may also filter content based on user preferences selected and stored in a file. 


Data broadcasting allows broadcasters to distribute data at phenomenal speeds using accessible opportunistic bandwidth.  Broadcasters can take advantage of the tremendous throughput inherent in the channel because they have a full 6MHz DTV signal consisting of a packet stream with a speed of approximately 19.4 Mbps.   Data broadcasting takes advantage of the variations in required video data rates to provide an auxiliary service with a steady, average rate of data delivery over an established time interval.


The data that is broadcast is embedded as digital data in existing television signals in the same way that teletext services use spare lines at the top of television picture frames.  Data can be carried either by terrestrial broadcast, DBS or cable transmission.  A receiver (e.g. satellite, UHF/VHF tuner) and a data broadcast decoder are required to receive the data.  The advantage of data broadcasting is that data is transmitted instantly to anyone capable of receiving a television signal with the necessary receiver. 


In homes and workplaces, consumers can use receivers plugged into PVRs or other STBs, PCs or other storage-type devices to capture the digital signal.  Once captured, the receiver separates the data bits from the television programming bits to display the data on-screen or to save on a hard drive for later use. 

Broadcasters are pursuing a wide range of data broadcasting opportunities in the consumer, small office/home office and business marketplace.
  As with many new digital technologies, the challenge is to develop products and services with profitable business models.  This is tremendously important to broadcasters, who are searching for ways to develop new revenue streams. 

Digital Rights Management


Movie studios, television networks, computer-chip makers, software companies and consumer electronics manufacturers agree that DTV programs must be protected from unfettered distribution over the Internet by consumers.
  Many people in the creative community want to protect against unauthorized distribution of their works.
  As one media executive laments, “when viewers can download the entire season of a show from the Internet for free and without commercial advertising, what value does syndication have?”


In August 2002, the Commission issued an NPRM designed to facilitate the transition to DTV and to explore whether it can and should mandate the use of a copy protection mechanism for digital broadcast television, and what impact such regulation would have on consumers.
  It noted that the current lack of digital broadcast copy protection may be a key impediment to the DTV transition’s progress.  Without a digital copy protection scheme that prevents the unauthorized copying and redistribution of digital media, content owners assert that they will not permit the digital broadcast of high quality programming.  Without such programming, consumers may be reluctant to buy DTV receivers and equipment, thereby delaying the DTV transition.  

Private industry negotiations have reached consensus on a technical “broadcast flag” standard (ATSC Standard A65/A) that would limit copying of some programming aired by broadcast-TV stations.  However, there is no universal agreement on the use and implementation of the flag.  There is also no industry agreement on how to enforce digital broadcast copy protection.  The NPRM seeks comment on the jurisdictional basis for Commission action in this area and whether it should intercede in this matter.


If Commission-mandated digital broadcast copy protection rules are needed, the NPRM asks the following questions: (1) is the broadcast flag the appropriate technological model to be used; and (2) is a government mandate requiring broadcasters and content providers to embed the broadcast flag (or other content control mark) within digital broadcast programming necessary?


Regarding reception of the digital broadcast signal, the NPRM asks questions in several areas.  For example, should the Commission mandate that consumer electronics devices recognize and give effect to the broadcast flag (or other content control mark)?  What is the appropriate point in a consumer electronics device at which digital broadcast copy protection should begin?  Would a digital broadcast copy protection system be effective in protecting digital broadcast content from improper redistribution?  Would digital broadcast copy protection work for digital broadcast stations carried on cable or DBS systems, and if so, how?  Should the Commission mandate the use of specific copy protection technologies (such as DTCP/5C or HDCP) in consumer electronics devices that are designed to respond to the broadcast flag? And, if so, how would a particular technology receive approval for use and who would be the appropriate entity to make that decision?



Consumers will be affected if the Commission adopts a rule mandating the adoption of a broadcast flag or other digital broadcast copy protection mechanism.  This also raises several questions that must be considered.  For example, will requirements to protect digital outputs interfere with the ability to send DTV content across secure digital networks?  What is the impact of digital broadcast copy protection mechanisms on existing and future electronic equipment?  Will digital broadcast copy protection have an effect on the development of new consumer technologies?
Interactive Television


The Commission has not previously defined ITV.  It has, however, characterized ITV as a service that supports subscriber-initiated choices or actions that are related to one or more video programming streams.
  ITV is evolving rapidly and the services it provides may enable increased viewer control of the television viewing experience by permitting the integration of video and data services – including Internet content - and by allowing real-time interaction with other viewers.
  In connection with its review of the AOL Time Warner merger, the Commission issued a Notice of Inquiry to consider whether industry-wide rules were needed to address any impediments to the development of ITV services and markets.
  The NOI sought to gather a more complete record on the ITV industry, generally, and the deployment of ITV services by cable operators, in particular.


The Commission attempted to identify the major technical resources or “building blocks” necessary for the provision of ITV services (particularly high-speed ITV services) and, if it was determined that a general nondiscrimination principal should be adopted, how it should be applied to the provision of the building blocks.
  The components identified by the Commission in the ITV NOI are as follows: a video pipeline associated with interactive content (e.g., the MPEG video stream), a two-way connection (e.g., via the Internet) and specialized customer premises equipment (e.g., the interactive television set-top box).
  This narrow definition of what constitutes ITV was developed to address the concerns certain parties had with the merger between AOL and Time Warner.  The scope of ITV services available to the public is much broader than what was contemplated by the Commission in the NOI.  


ITV services are currently being offered by television broadcasters, cable programmers, cable operators, satellite carriers and third party interactive service providers, with the broadcasters and programmers concentrating on enhanced television and ITV-over-television applications and the cable and satellite operators developing video-on-demand and personal video recorder technologies.  The ITV services, described in detail below, are often referred to as single screen applications where all of the activity is received and processed either through the television receiver or the set top box provided by the cable operator, satellite carrier, or the ITV service provider.  Programs or applications that require a viewer to access a computer, while watching television, are known as two screen services and are not generally accepted as true ITV.  However, two-screen applications are being deployed in the interim to provide simple interactivity (e.g., users are able to log on to the associated website to retrieve more information, or participate in polls and/or quizzes).  Some examples of current ITV applications are provided below.

Enhanced Television

Enhanced television services generally allow the viewer to obtain more information on certain programming, purchase products, permit the manipulation of the video image, or provide input on questions posed by the program distributor.
  With this type of technology, the subscriber accesses a graphic interface, overlay, or a screen that wraps around the displayed video signal(s), providing supplementary information related to the video display or a related t-commerce transaction opportunity.
  


While broadcast television stations were among the first delivery systems to offer enhanced television services to viewers, cable operators have recently entered the fray. AOL Time Warner, for example, has deployed technology allowing subscribers to change and manipulate camera angles when viewing sports programming.  Oceanic Cable, AOL Time Warner’s cable division in Hawaii, has recently launched this type of ITV service using software developed by NDS.
  Interactive polling is another growth area in the ITV field, and another type of interactive service Oceanic Cable is now providing to its Hawaii cable television subscribers. The application presents banner strips on subscribers’ television screens asking them to answer questions and taking votes during programs and advertisements.  Subscribers reply using their remote controls with the results then compiled and presented to the audience.
  

Internet Over Television


Internet over television gives a subscriber the ability to launch an Internet browser on the subscriber’s television screen, and navigate between surf, chat, and email applications.
   Depending on the system, a subscriber may have the ability to view a program or commercial using a remote control or wireless keypad device.  The subscriber can click on a hyperlink that appears on the screen while the user is watching regular programming and be taken to the corresponding website containing the supplemental information through a process called “channel hyperlinking.”

Electronic Program Guides


Electronic Program Guides (“EPGs”) are on-screen directories of programming delivered through various means, including cable plant, telephone lines, and over-the-air broadcast signals.
  Original-generation EPGs are not interactive, but rather continually scroll programming listings.  These EPGs are generally delivered as discrete video programming channels.  Newer, interactive EPGs, (“IPGs”) however, allow users to sort and search programming, give program descriptions, provide reminders of upcoming programming, and take users to programming they select.  Interactive EPGs can be transmitted via the Vertical Blanking Interval (“VBI”)
 of analog channels, or may be transmitted as stand-alone digital data streams.  The distributors of EPGs are MVPDs such as cable and DBS operators.
  The sellers of EPGs are EPG companies.
  Gemstar,
 the current market leader in the provision of EPGs, has contracted with AT&T for provision of EPGs on AT&T cable systems, and several other operators such as Comcast, Charter, and Intermedia. Some regard interactive EPGs as the most important interactive application because they act as electronic gateways to the variety of services offered by multichannel video programming distributors.

Video-on-Demand


Video-on-Demand (“VOD”) is analogous to the PVR in its function.
  VOD permits subscribers to instantly access video programming of any kind for a small fee for each event ordered.
   Subscribers are able to pause, fast-forward or rewind programming in the same manner as permitted by a traditional video recorder.  VOD is an evolved form of pay-per-view where subscribers do not have to wait to view desired programming. VOD requires video servers
 with hundreds of gigabytes of storage as well as a digital set top box in the subscriber’s home.
  Cable systems, and to some extent, local telephone companies have the necessary upstream and downstream architecture and bandwidth to offer VOD. The major issues facing the rollout of VOD by cable operators includes: (1) channel capacity; (2) set top box deployment
; (3) tiering and marketing decisions; (4) pricing decisions; and (5) content.  In a key development for delivering VOD, Comcast has agreed to launch a video-on-demand system that is combined with Gemstar’s EPG in a Motorola set top box.
 This integration of technologies simplifies subscriber selection and ordering of VOD programming options.
  Other variants of VOD include:


Subscription Video-on-Demand  


Subscription Video-on-Demand (“SVOD”) functions like VOD, but has a different marketing structure.
  Rather than pay for each event viewed, the subscriber pays an additional monthly fee, on top of a premium service fee, to access certain programming on an at-will basis.  For example, a subscriber would pay an additional $3.00 more per month for HBO which would allow him to access certain programming, such as “Sex and the City” or “The Sopranos,” for instantaneous viewing.  Charter Communications has recently launched an SVOD package in several of its systems where subscribers can access children’s’ programming provided by several cable programmers and PBS for a $9.00 flat fee.


Near Video-on-Demand


As mentioned earlier in this chapter, NVOD is similar to VOD in that the subscriber selects the individual program for a fee, but the video is not delivered instantaneously.  Rather, the program starts at certain time intervals, likely every ten minutes or so, and the user switches between video streams to simulate fast-forward, rewind, etc.  The program is likely to be stored at the headend, while the program is stored on video servers for traditional VOD.

Other ITV services 


There are other types of ITV services that are being developed by technology firms and deployed by either cable operators or satellite carriers. One burgeoning area is interactive gaming where, for example, individuals with high speed Internet access can engage in multiplayer games through certain websites.  Also, there are several firms that have developed software permitting subscribers to place wagers on sporting events.  However, the legality of this type of ITV service is questionable absent legislation permitting its deployment.

Personal Video Recorders


Since the 1970s, devices and services such as the VCR and PPV television have increased personalization of television viewing.
  Instead of passively receiving whatever broadcasters choose to show the public, control over content and when it is viewed is shifting from the broadcaster to the viewer.
  Increased penetration of digital video services and new home video technologies such as the PVR mean the trend towards personal television will be even more pervasive in the future.


A PVR is a device connected to a television set, either embedded in an STB or as a stand-alone device, which uses a hard disk drive, software, and other technology to digitally record and access programming.  PVR technology allows a consumer to pause, replay, rewind, fast-forward and otherwise time-shift television programs.
  While PVRs cannot play prerecorded videocassettes or DVDs, they make it relatively simple to record pay-per-view signals or other content from digital platforms, such as DBS, and provide the user with the same level of control over the playback of a movie as home video provides.


The devices are “smart” in that they can select shows for a user based on a particular topic, categorization or prior viewing habits.  Users simply select the shows they are interested in from the television viewing guide with the press of a button.  PVRs enable the user to skip past commercials in recorded material with one simple click.


Compared to the launch of other consumer electronic devices such as the DVD player, consumer adoption of PVRs has been marginal but promising.  However, the integration of PVR functionality with other devices, such as television sets or STBs, should rapidly increase deployment and consumer adoption.
 Integrated products allow service operators to bundle their services, which may provide an attractive business model while undercutting retail sales of standalone PVR units.
  Although the market for PVRs is still small at approximately $38 million in 2001, analysts project the market to reach about $35 million in 2002 with an anticipated growth rate of approximately 12.6% per year to $61 million in 2005.
  


Studies show that most consumers may not purchase a stand-alone PVR in the near future because the VCR satisfies most of their current recording needs.
  Price and lack of product knowledge are also factors limiting sales of stand-alone PVRs.  For example, the average cost of a PVR was approximately $304 in 2001 compared to $309 in 2000 and the initial $460 in 1999.  These prices are quite high relative to the average price of a VCR, which was $72 in 2001 and $83 in 2000.  A PVR combined with an NVOD subscription service may prove to be a better model for video programming distribution instead of pure VOD, which requires a considerable amount of bandwidth.  A device which combines a PVR with a DVD recorder (“DVD-R”) may also be an attractive consumer product because of its ability to make permanent copies of programs on a DVD from the PVR.


Several companies offer PVRs, including ReplayTV Inc. and TiVo, Inc.  Last year, ReplayTV announced that it would no longer sell PVRs directly to consumers, but would focus on licensing its technology to cable and other television-oriented companies.
  In August 2001, Sonicblue acquired ReplayTV, and announced that it again would sell PVRs over the Internet and at select retail outlets.
  TiVo, the market leader, has an installed customer base of more than 280,000.  The second generation box, TiVo Series 2, currently sells for approximately $399.99 and operates with any television system: antenna, cable, digital cable, satellite and combination.
  TiVo is offered on a subscription basis for approximately $10 a month.
  About 20% of its reported 200,000 subscribers receive the service through DirecTV using an STB that combines DBS and PVR functions.
  In addition, EchoStar offers STBs, the DISHPlayer and the DishPVR, with PVR capabilities.


One television executive notes that consumer adoption of PVRs has not been as widespread as predicted.
  Consumers may adopt the PVR, much like the VCR and every other new form of entertainment, but the PVR may not have quite the same effect as experts assume.
  


Another broadcast executive compares potential revenue losses from skipped commercials and the disk storage of copyrighted programming to the current massive losses threatening the music industry.
   He estimates that almost one million households (or less than 1% of total television viewers) currently use PVR devices on a regular basis.
  He cautions that if cable and satellite operators continue plans to integrate PVR technology into their STBs, within five to ten years there might not be any commercial ads on television.
  In his opinion consumers may be asked to pay for programming if the networks lose advertisers.  He warns that PVRs could present a real threat to the television industry, translating into a future cost to American consumers of approximately $250 annually per household through cable subscriber fee increases or conversion to “pay for” services of advertiser‑supported basic cable networks.
 


A different network head, who admits to owning a PVR, suggests that PVR users might not be inclined to skip past commercials during sporting events because the commercials are sports-related and almost weave into the programming.
  For instance, during televised golf tournaments, players often talk about equipment during the commercials.
  The content of the commercials tends to be compatible with the format of the golf show.
 Thus, golf enthusiasts might “stay tuned” during the commercial breaks to find out what brand of golf ball or golf club their favorite professional golfer endorses.  



Overall, there is a growing concern that given the opportunity to skip through entire commercial and promotional pods during a network break, a large number of consumers will choose to skip.  This concern may be valid, considering a recent study which concluded that people who watch recorded television shows on PVRs skip past commercials over 71% of the time (See Table 31).
  The study noted that the skip rate for PVR users was more than four times that of viewers watching shows recorded on a VCR.
  The skip rate was also more than 65% higher with PVR users than with people who actively ignored commercials on live television.
  

Table 31: Television Ads Not Watched (Prime Time)
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Fast Food
44.4%
23.7%
94.6%
22.2%
25.4%
94.4%
94.7%

Credit Cards
62.8%
18.8%
93.6%
14.2%
23.1%
93.5%
93.7%

Upcoming Program
74.2%
21.4%
93.4%
15.8%
27.6%
92.4%
93.7%

Mortgage Financing
73.9%
19.6%
92.7%
19.4%
19.8%
91.1%
93.5%

Home Products
40.6%
17.2%
88.5%
13.3%
22.8%
80.4%
93.6%

Personal Improvement
68.2%
14.3%
85.6%
12.4%
16.9%
80.3%
91.2%

Pet Related
55.7%
16.2%
81.9%
12.8%
21.3%
80.2%
84.6%

Soft drinks
21.9%
8.7%
81.4%
6.1%
9.8%
80.7%
82.9%

Male Hygiene Products
63.8%
15.1%
78.2%
12.4%
19.7%
75.6%
82.1%

National Automotive
52.6%
18.4%
71.3%
15.3%
26.1%
65.7%
79.4%

Feminine Products
41.3%
13.7%
64.1%
8.7%
19.2%
50.3%
78.6%

Local Automotive
58.1%
14.6%
62.8%
10.4%
19.3%
57.5%
68.2%

Specialty Clothing
32.7%
15.6%
61.3%
13.7%
24.1%
55.2%
64.9%

National Dept Store
37.8%
16.9%
60.8%
12.5%
22.2%
58.3%
62.7%

Home Improvement
16.2%
17.9%
56.7%
10.2%
25.8%
41.2%
68.8%

Local Dept Store
21.6%
10.2%
55.1%
8.8%
13.4%
52.6%
61.3%

Movie Trailers
11.3%
15.9%
47.3%
11.9%
13.6%
29.7%
41.3%

Drug 
31.7%
13.1%
46.9%
11.2%
15.7%
41.2%
49.7%

Beer
4.4%
5.1%
32.7%
4.9%
5.3%
20.1%
35.6%

Unweighted Avg.
42.8%
15.6%
71.0%
12.4%
19.5%
65.3%
74.8%

Samples
8,654
1,148
976
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Overall, with PVR users, commercials on cable fared a bit better than on network television. However, in the top “turn-off” categories of fast food, credit cards, mortgage financing and home products, the statistics were virtually the same as network-run commercials.
  


While the broadcast and advertising industries are concerned about viewers skipping commercials, it is foreseeable that the PVRs personalization functionality may radically affect the advertising model.
  The concept of primetime may become much less important, as programs are viewed other than when they are broadcast. Scheduling programs and the significance of ratings during specific time periods may change the rules for airtime pricing.


PVR manufacturers acknowledge that advertisers are concerned about the commercial skipping features of the PVR.  One manufacturer has announced a new initiative that demonstrates how advertisers can establish far deeper communication with consumers by using key functions of a PVR to transform the traditional 30-second commercial into “advertainment.”
  Using the new advertainment capabilities, advertisers will be able to provide an electronic tag for commercials that come into view of PVR subscribers.  Simply clicking the PVR remote control while the commercials are on the television screen will transport the PVR subscriber to a “video showcase” area where the viewer can watch innovative advertiser-produced and branded entertainment.  This strategy gives advertisers new abilities, including (1) telescoping 30-second commercials that viewers can watch; (2) branded video showcases stored on the PVR hard drive; (3) lead generation and request for information features; and (4) real-time audience measurement data.

Conclusion

There are technological advancements and deployment concerns, economics issues, regulatory challenges and consumer adoption questions that broadcasters face as they compete in the media industry.  However, MPEG compression and encoding technologies have increased the ability for broadcasters and other competitive video distributors to transmit video over video distribution systems and the Internet.

The transition from analog to digital television is underway.  Ultimately, the DTV transition will shift into high gear when three factors come together: (1) a critical mass of high-definition or value-added digital content; (2) distribution of that content to consumers; and (3) DTV sets in consumer’s hands.  For some broadcasters, securing financing to pay for station equipment is difficult.
  Many worry that some broadcasters will not meet the transition deadline.
  Cable operators feel pressure to carry broadcaster’s digital signals.  Consumers are evaluating the value proposition of DTV sets and programming, and are encouraged by the sharp picture and superior sound quality.  Local and network television, cable programmers and other content producers are offering more DTV programming in their program schedules.  Broadcasters, movie studios, television networks, computer-chip makers, software companies and consumer electronics manufacturers are concerned about digital rights management and copyright protection but cannot agree on a solution.  

Broadcasters are developing plans to utilize portions of the excess capacity in the spectrum to offer ancillary, supplemental and interactive services.  To date, however, the vast majority of television stations have not acted on these plans.  This is likely due to the uncertain business models for such new services.  If significant demand and profitable business models develop, these additional services may generate new revenue streams and help defray the costs of the station’s digital build-out.  It appears that the growth of the ITV industry continues to proceed at a cautious pace.  Ancillary and interactive services are slowly gaining consumer acceptance and are slowly becoming available through cable operators and satellite carriers as well as broadcast television stations.  The rollout of ITV services will accelerate as (1) content owners and video programming distributors form strategic alliances; (2) the cost of providing ITV services continues to decline; (3) the deployment of two-way capable STBs increases; and (4) the transition to a digital environment progresses.  PVRs may increase consumer’s programming options and alter behavior patterns. The Commission will continue to monitor this line of business and report, where appropriate, on new developments and issues that may arise in the future.  

Overall, technological developments increase the opportunities, challenges and competition faced by broadcasters.  These digital technologies may permit broadcasters to become multichannel, multi-revenue stream video programming providers.  However, these developments per se do not change the apparent scenario for broadcast television in the near term – a continuing gradual decline in viewing shares.  If new services are developed and successfully deployed by competitors, the potential exists for rapid erosion of broadcasting’s share.

IX. Advertising Market Developments

Introduction


This chapter briefly considers and discusses changes in the advertising market both in terms of market structure and in terms of new advertising formats.  The advertising market has experienced consolidation, both on the buy and sell-sides in recent years.


With regard to new advertising formats, the arrival of interactive capability may present new models and opportunities for advertisers.  However, given the valuable consumer feedback and data retrieval capabilities of interactive formats, any potential added value also raises issues relating to the protection of children and consumer privacy.  Thus, advertisers and broadcasters may have to balance their interests in targeting and monetizing eyeballs versus the viewer’s interest in privacy.  

Changes in Advertising Market Structure

Sell-Side Consolidation


Over the past ten years the major broadcast networks have either entered the business of cable network provision or expanded an already existing smaller presence.  In 1990, ABC and NBC each had some cable network holdings.  Disney’s purchase of ABC increased the portfolio of cable networks associated with ABC, while NBC has added modestly to its cable holdings over the decade.  Fox started two cable networks in the 1990’s and also bought and sold the Family Channel.  CBS had modest purchased cable holdings of its own at the time of its purchase by Viacom.  In addition to expanding the group of cable networks under common ownership with CBS, Viacom also recently added a second broadcast network, UPN, to the mix.  AOL Time Warner started out as a cable network owner and then added the WB, a broadcast network.


Consolidated media companies who own television and radio stations, cable channels and print publications can offer advertisers a wide variety of package deals.
  For example, in May 2001 Procter & Gamble Co. and Viacom Plus, the cross‑media sales and marketing unit of Viacom, announced the creation of a cross‑platform marketing partnership.
  The agreement encompassed marketing initiatives for Proctor & Gamble brands across twelve Viacom television properties in the United States: CBS Television Network, MTV, MTV2, VH1, Nickelodeon/Nick at Nite, CMT, BET, UPN, TV Land, Paramount Television, King World and Comedy Central.  Cross‑platform marketing partnerships offer advertisers "one‑stop shopping" to leverage and integrate brand messages across a media company's full range of advertising‑based assets.  According to industry estimates, cross‑platform agreements will represent up to 40% of media buys in the future.


There are many business reasons for media mergers and consolidations.  Companies join forces to expand their packaging, content production and distribution platforms (such as AOL Time Warner); to be self‑sufficient supplier‑distributors (as with Viacom and CBS); to strategically change or reposition themselves (as when Westinghouse bought CBS and Vivendi bought Universal); or for a company's cash resources (as when Viacom bought Blockbuster).
  Media owners suggest that consolidation can lead to lower cost structures and higher revenues as a result of more advertising and cross-promotional opportunities.
   


Broadcast television executives at companies which own two stations in a market believe that their companies gain greater influence with advertisers.
  For example, a station group which owns two television stations and one or two sports networks in a city such as New York, NY or Los Angeles, CA is in a position to have a powerful voice with advertisers.
   Other benefits include cost-control, higher profit margins and better‑quality news and entertainment for viewers.
  If a company owns multiple stations in a market, the company can have a strong position in the syndication business, and the opportunity to grow its own syndication business or to have more leverage when dealing with third parties.


Media executives also suggest that vertical integration in the media business is beneficial because a vertically integrated company has an opportunity to generate revenue not only as a program producer but also from advertising on its local television stations, domestic cable and international channels.
  Successful shows make money, and a program’s wide-spread appeal can be monetized in a vertically integrated organization.


Some media executives suggest that consolidation among advertising agencies contributes to smaller advertising revenues because of greater information flow among advertisers.
  Before consolidation occurred in the advertising and marketing services industry, broadcasters discreetly sold ad space to diverse and independent agencies.
  Today, broadcasters sell ad space to agency networks with knowledge of similar sales arrangements, which tends to decrease ad prices.

Buy-Side Consolidation 


There has been a considerable amount of consolidation, merger and acquisition activity not only among advertising agency clients, but also within the advertising and marketing service industry.  Over the last few years, there has been acceleration in the rate of account consolidation that has moved business to the top consolidated advertising agency networks and holding companies at an unprecedented rate.
  These large companies, such as WPP Group, Interpublic Group of Cos. and Omnicom Group, participate, via their subsidiaries, in many other areas beyond traditional advertising such as public relations, promotional sales and event marketing.
   


Advertising industry analysts suggest that ad agency clients will continue to consolidate their accounts at fewer ad agency networks for several reasons, including pricing leverage, elimination of redundant costs and inefficiencies and brand harmony.
  The relationship and planning may still be down on the agency or subsidiary level but the purchase negotiation is typically done on a consolidated basis.  Moreover, more accounts will be consolidated as merger and acquisition activity continues among clients.  While there has always been pricing pressure by clients in search of price concessions when soliciting bids, the leverage a client has over an agency when that agency is its sole supplier creates an opportunity for the client to seek special price considerations.  Clients note that it is expensive to have multiple agency relationships due to agency costs which include back office functions, legal support and additional staff.  Frequently, it makes better business sense to consolidate an account due to cost redundancies.  While price is still not likely the main criteria for an account move, it is becoming more and more of an incentive to readdress an agency relationship and shop around.  


Media buyers appear to have a stronger position in the industry today than ever before.  Consolidation on the buy-side has occurred for several reasons, including: 1) consolidation within advertising and marketing services companies; 2) acquisitions; and 3) account movement.  The major agency networks and holding companies have realized that they can achieve greater leverage and service their clients better by having larger media buying organizations. Within the last few years, all of the major holding companies have pooled most of the media buying functions out of their agency networks and created a stand-alone entity.  OMD was formed through the media buying business at DDB and BBDO at Omnicom.  Mindshare is the media buying business of both Ogilvy Mather and J. Walter Thompson at WPP Group, and Magna Global is the umbrella for all of the media business within Interpublic.


Agency networks and holding companies are aggressively combining their own internal media businesses and acquiring others to attain scale and to secure more business from clients.  Scalability is particularly important when pursuing media business.  Larger media advertising buyers may benefit from stronger relationships with the media and better media rates.  Given the escalating costs of mass media in the late 1990s, even the slightest ad price discount is meaningful to a large client. 


Securing a price discount, however, can be problematic for several reasons.  As the agency networks acquire more subsidiaries, they face the challenge of realizing synergy within the new larger network.
  To be successful, they must get their individual subsidiaries cooperating with each other to offer clients a fully integrated suite of advertising and marketing services, while making sure that the costs of servicing the client are fairly apportioned.
 Another reason is that the potential exists for client conflicts.
 While many clients will insist that a competitor is not represented by the same agency, some global clients may try to claim category exclusivity for the entire ad agency.
  Clients may also want to keep business at several agencies for creative diversity.
  Because of the need for creative flexibility and trend-driven ad campaigns, clients will often spread business to several places or review their agency contracts on a regular basis.  Furthermore, using different agencies may enable each brand manager to pursue his or her own style and create different strategies for different product lines within a company.


It would stand to reason that the more dollars a media buying company has within its network, the more leverage that company will have in negotiating pricing and placement of advertising dollars for their clients.  A decade ago, there were three major television networks and 25 leading media buying entities. The balance of power was clearly with the sellers of advertising space.  At issue is whether that pendulum has switched today, given that there are only a handful of top media buyers and a multitude of sellers, as cable and other national networks evolve.
  One reason in favor of agency consolidation was that agency networks and holding companies, with their massive combined spending, were supposed to bring clients more clout in the upfront television buying market, which typically lasts no longer than a week.
  However, it has been suggested by some sellers and buyers at midsize media agencies that the larger agency networks tend to be the slowest and bulkiest players in the market.
  Because of their size in terms of dollars and number of clients, they have to balance competing needs, which hampers the negotiation process.  While size does earn agency networks a certain amount of clout at the bargaining table, they might not be able to use their size to negotiate from a position of strength.  By not moving quickly, they are not able to react because they have so many client accounts to service.  As a result, they may cut hasty last-minute deals, mostly on terms favorable to media sellers, or risk being left out of the market.
  Many believe that these shops are so large they cannot force networks to lower prices because they cannot afford to pull out of deals.  They have so much money and so many clients at stake they are practically forced to compromise.  As one top industry executive has noted, “an agency’s ability to make a deal is commensurate with its ability to walk away.”
 

Current Trends and New Advertising Formats

Product Placement and Sponsor-Supplied Programming


If, as expected, integrated PVRs become popular, broadcasters must find additional revenue streams.  As discussed in Chapter VIII of this paper, some in the broadcast industry are looking to DTV and ITV to provide new revenue opportunities.  Regardless of the type of technological advancement, broadcasters must ensure that they provide ad buyers the greatest number of advertising and promotional options.  Proactive advertising companies, for example, are already looking at future opportunities within sponsorship and product placement.  Increasingly, marketers are shouldering production expenses in return for benefits or rewards that may include product placement, sponsorships, and in some cases, sweepstakes.  On behalf of their advertising clients, media companies are even staging and paying for parties and corporate events, developing elaborate promotions and mailings and agreeing to do unusual product placements.


Movie viewers may be used to seeing commercial goods placed in films, but product placement will appear on all the broadcast networks, as well as on some cable shows, during the 2002-2003 television season.
  One reason television and cable networks are chasing such partnerships is to help offset rising production costs in a weak advertising environment.  These networks are eager to capitalize on the fast-growing demand from marketers to push beyond the limits of traditional commercials.  


In 2002, Johnson & Johnson and AOL Time Warner Inc.’s TNT cable network entered into an arrangement where Johnson & Johnson agreed to fund two movies for TNT.
  TNT agreed to support the movie with a multi-million dollar promotional campaign, spreading it across various sister properties owned by AOL Time Warner.  Johnson & Johnson agreed to pay for the production of the film in exchange for extensive sponsorship rights.  It also received about half of each movie’s television ad inventory to promote its own products.  Such partnerships illustrate the recent trend toward high-profile consumer brand companies entering into financial arrangements which result in the anticipated outcome – credit from consumers for bringing audiences quality entertainment.
  


Today, even on the cable networks, sponsor-supplied programming may not be as prominent as it was from 1942 to 1960, the so-called “Golden Age” of the broadcast networks.
  At that time, marketers such as General Electric, Texaco, Kraft Foods, Proctor and Gamble, Colgate Palmolive and Philip Morris together with ad agencies such as BBDO, Foote, Cone & Belding, J. Walter Thompson Co. and Young & Rubicam were involved in producing shows for ABC, CBS and NBC.  Decades later, that joint venture concept moved into the barter-syndication realm via advertisers like Colgate.  On network cable, Bristol Myers – now Bristol Myers Squib – supplied the “Alive & Well” series to USA Network in the 1970s.  Today, advertisers such as Proctor & Gamble still supply some programming for broadcasting.  Proctor & Gamble’s daytime programs “As the World Turns” and “Guiding Light” continue to run.  During primetime, Proctor & Gamble has a partnership role with Paramount Television in the airing of “Dawson’s Creek” and the syndicated “Star Trek: Deep Space Nine.” 


Programmers find that advertisers are interested in financing shows focused on outdoorsy and family-oriented genres, plus those emphasizing male and female interests.  The male-oriented, outdoor-themed shows in particular afford product placement opportunities.
  For instance, at the cable network ESPN, most of its outdoor and fishing programs are pre-sold to advertisers – meaning they are sponsor-supplied or pre-sponsored.  Nearly all secure one-year commitments to see how the shows will perform in the ratings.  When the shows arrive with a pre-sold title sponsor, ESPN gives the sponsor exclusivity in the client category.  However, the presenting sponsors must purchase the majority of the commercial time within the program. Accounts in bartered programs must buy additional inventory elsewhere on the schedule.

Individual consumer product companies are not the only entities financing network or cable channel programming.  Firms representing an entire product category are also sponsoring and financing category-themed programming in exchange for category exclusivity.
 In exchange for advertisers accepting production expenses, they receive commercial time, sponsorship rights and product placements during the actual show.  Advertisers believe these efforts will help break through the “clutter” of network commercials.  However, partnerships between advertisers and content producers can lead to constraints in the ability to sell time to advertisers not in the partnership – especially those whose products are in a similar category (e.g., a program sponsored by one brewing company may not be able or willing to sell ads to another brewing company).
 


Broadcaster’s business models face mounting challenges as viewers continue to channel surf each time a scene ends, or opt to skip a commercial with the aid of a PVR.
   Media and advertising companies are looking at future opportunities within sponsorship and product placement.  However, there may be legal and regulatory issues that could potentially restrict or limit product placement options.  Many network executives indicate they are open to sponsor-supplied programs and detailed product placement schemes as long as the network retains editorial control.  Yet, why would an advertiser invest millions of dollars without expecting to have at least some control over how it is used? 


Recurring questions include:

1. How can a network please two large account marketers, competing in the same category, when one marketer underwrites a successful show and has its product displayed within the show itself and also in the commercials?  

2. How will viewers react to shows that are developed, produced and sponsored by advertisers whose (a) products are featured prominently in the show and (b) whose commercials are aired during the breaks?

3. How will the creative talent such as writers, directors, actors and producers react to editorial control being given to the advertisers?  

4. Who will take responsibility for the content and quality of the show?

Ultimately, time will tell whether product placement and sponsorship significantly add to the broadcaster’s bottom line.

Interactive Advertisements


For broadcasters and other providers of video programming with business models based on advertising, digital technology may provide new interactive advertising opportunities for media buyers and incremental revenue for ad sellers.  The concept of ordering a product or service via electronic communication is not new; e-commerce, where lets consumers purchase goods and services via the Internet, has been a rapidly growing industry
 since the mid-1990s.
  In fact, a recent study predicts that global business-to-consumer e‑commerce transaction revenues will grow from $88 billion in 2002 to $361 billion in 2007.
  The PC is expected to remain as the dominant platform for e‑commerce transactions over the next five years.
  Transaction revenues from fixed Internet or PC‑based e‑commerce will grow from almost $80 billion in 2002 to $255 billion in 2007.
  Analysts also note that television based e‑commerce (t-commerce) has significant potential as an alternative for PC‑based e‑commerce.  They forecast that it could account for almost 20% of total e‑commerce revenues by 2007, while contributing to slowing growth in PC‑based e‑commerce.
 


For some time now, viewers have also had the opportunity to tune into infomercials or shopping channels.  The success of home shopping channels has been tied to appealing product mixes, user-friendly call-in ordering systems and solid customer service.  If this approach is utilized with t-commerce, the potential payoff from selling a product or service directly to the TV viewer is intriguing not only to broadcasters, but also to ad agencies and large marketers.  


Interactive service opportunities such as PPV and VOD, opened up by conditional access technologies, have the potential for giving broadcasters many options for attracting more revenue.  By offering a number of unique formats for interactive ads, broadcasters benefit by assisting ad agencies in targeting specific groups of customers based on location or other criteria that are recorded in a conditional access system.  Depending upon the model and the underlying strategy, interactive advertisements can offer broadcasters and advertisers: (1) the ability to directly target specialized market cross sections; (2) the chance to gather valuable consumer data based on surveys and user requests; and (3) the opportunity to offer interactive contests and quizzes as viewing incentives.  Moreover, the ability to target individuals with a personalized message is particularly appealing for advertisers.  


The prospect of interactive advertising is a fundamental shift from mass market advertising to a more focused and response-based process, and a reliable feedback mechanism to measure ad effectiveness.
  Interactive advertising, along with t-commerce, represent a fundamental change in the way companies will advertise and market and the way consumers will see advertising in the future.  Today, many major advertisers and ad agencies view interactive ads as an experimental platform and are struggling to balance new interactive concepts with traditional brand-building functions.  Moreover, the added element of transaction capability adds more challenges such as (1) providing a good product mix with an easy-to-use ordering system; (2) managing customer service; and (3) offering compelling graphical user interfaces.

Interactive Advertising Targeting Children Raises Concerns


Clearly, regulatory restrictions and consumer acceptance pose a tremendous challenge, when one considers the potential transaction-oriented focus of t-commerce and interactive advertising.  Parents, community organizations, industry groups, politicians and regulators may have concerns about the captivating nature of interactive ads.  There may be an interest in limiting or controlling access by children and teenagers, particularly if t-commerce functionality is offered.   Both Congress and the Commission have noted that (1) television plays a significant role in the lives of children; (2) it has great potential to contribute to children’s development, and (3) Congress has a substantial interest in promoting children’s welfare.
  


The Commission has placed obligations on broadcasters to protect the interests of children, given broadcaster’s responsibility as trustees of the public airwaves.  In 1974, the Commission instituted a wide ranging inquiry into children’s programming and advertising practices, which led to publication of the Children’s Television Report and Policy Statement (“1974 Policy Statement”).
  The Commission concluded that children are more “trusting and vulnerable to commercial ‘pitches’ than adults” and that children “cannot distinguish conceptually between programming and advertising.”
   


In 1990, Congress enacted the Children’s Television Act of 1990 (“CTA”).
  The objective of Congress in enacting the CTA was to increase the amount of educational and informational programming on television.
  The CTA imposed two principal requirements.  First, commercial television broadcast licensees and cable operators had to limit the amount of commercial matter that could be aired during children’s programs to not more than 10.5 minutes per hour on weekends and not more than 12 minutes per hour on weekdays.  Second, the Commission had to consider whether all television broadcast licensees had served “the educational and informational needs of children through the licensee’s overall programming, including programming specifically designed to serve such needs.”
 


In October 2000, the Commission issued an NPRM seeking comment on how existing children’s television obligations, developed with analog technology in mind, should be adapted to apply to DTV.
  The NPRM noted that DTV offers a range of possible applications, including potential revenue generating video and data services, such as subscription television, interactive services, time-shifted video programming and new video/information services.
 


At issue in the NPRM proceeding is how the Commission’s children’s programming advertising limits and policies will apply to DTV broadcasters.  By converging Internet capabilities with broadcasting, DTV permits a new level of interactivity between broadcasters, advertisers and viewers.  Clearly this capability offers great potential for enhancing the educational value of children’s programs by, for example, permitting children to click on icons that appear on the screen during the program which take them to websites with more in-depth information about the topics covered in the program.  However, the interactive capabilities of DTV also allow for the direct sale of goods and services over the television.  This capability presents marketers with new opportunities to reach children, which raises concerns in light of the difficulty young children have in distinguishing commercials from programming and the particular vulnerability of children to advertising.  


The Commission is considering children’s advertising and programming policy issues regarding:

(1) applicability to free over-the-air channels, or to all digital channels both free and pay, 

(2) prohibition of all direct links to commercial websites during children’s programming,

(3)  prohibition of the use of DTV interactivity capability in children’s programs to sell products, and

(4) changing the definition of “commercial matter” to include some or all types of program interruptions that do not currently contribute toward the commercial limits.

Privacy and Interactive Advertising


In addition to child protection issues, privacy issues concerning the aggregation, use and confidentiality of consumers viewing and purchasing information also pose challenges to the widespread acceptance of interactive ads.  If these concerns become obstacles, interactive advertising formats will have to allow for parental control over the content viewed by different family members.  They will also have to provide a guaranteed level of privacy and security, especially if these formats allow for consumers to purchase products or services.


Opinions vary as to the likelihood for success of interactive advertising and its underlying technological platform.  Despite the economic, technical, regulatory and programming challenges inherent in deploying an ITV platform that can support interactive advertising, industry executives and analysts still believe that ITV has great long-term potential.
   However, as audiences become more fragmented, some in the industry believe that ITV producers will have to create content for each audience base, making the sheer volume of content needed difficult in terms of cost and time to produce.
  With respect to interactive advertising, others suggest that there will surely be faster, less expensive ways to produce advertisements and programming catered to ITV in the future. 
 To be successful, interactive advertising must be designed to work in a hybrid, integrated environment that incorporates the best of advertising with the best of broadcast television.
  

Conclusion


There have been changes in the advertising market both in terms of market structure and in terms of new advertising formats.  The advertising market has experienced consolidation, both on the buy and sell-sides in recent years.  Media owners suggest that consolidation can lead to lower cost structures and higher revenues as a result of more advertising and cross-promotional opportunities.  Broadcast television executives at companies which own two stations in a market believe that their companies gain greater influence with advertisers.  Buyers of advertising have also faced consolidation activity in their industry.  These consolidations have been the result of several factors, including consolidation within advertising and marketing services companies, acquisitions and account movement.  Product placement and sponsor-supplied programming are not new concepts, but they may provide additional revenue for broadcasters.  New advertising formats promise to present new models and opportunities for advertisers.  However, given the valuable consumer feedback and data retrieval capabilities of interactive formats, any potential added value also raises issues relating to the protection of children and consumer privacy.  The Commission is reviewing issues related to potential effects that DTV and interactivity may have on children’s advertising and programming.  Thus, advertisers and broadcasters may have to balance their interests in targeting and monetizing eyeballs versus the viewer’s interest.  

X. The Market for Broadcast and Non-Broadcast Video Programming

Introduction 


This section provides a brief overview of the financial interest and syndication rules (“Fin-Syn”), which were repealed in the mid 1990s, and discusses the evolution of the programming market after the repeal of those rules.  The section then discusses prime time programming trends and the role of independent production in the programming market.  The section also briefly discusses some recent trends, including repurposing and summer programming.  The section also reviews the status of programming in the cable arena—with a particular focus on sports and news programming.  It is clear that since Working Paper 26, television programming has undergone monumental changes as producers have found increasing outlets to display programming, most notably over the cable platform.

Repeal of Syndication and Financial Interest Rules

Like the program distribution market, the program production market has also undergone significant changes since the release of Working Paper 26.  Broadcast network program production in particular has experienced a significant shift over the last decade.  From 1970 through the early 1990’s, the broadcast networks were subject to Fin-Syn.
 These rules prohibited any network from acquiring financial interest in television programs produced wholly, or in part, by a person other than the television network; networks could only purchase rights from the producer to air such programming, or alternatively, they could produce programming entirely in-house.  Later, pursuant to Consent Decree entered into between the Department of Justice and each of the respective networks (NBC in 1978, and ABC & CBS in 1980), the amount of in-house program production activity was limited.  Furthermore, under the Fin-Syn rule, the networks could not engage in the business of syndication for programming distributed over the network, but produced outside the network.  For programs wholly produced by the networks, the Fin-Syn rule required that, if the program was to be syndicated, the networks were required to sell their syndication rights to others.  

But since the release of Working Paper 26, all of these regulations have been eliminated.  In January 1993, the Commission repealed significant portions of Fin-Syn.
  Then in November 1993, in response to a joint motion filed by the three networks, the U.S. District Court for the Central District of California entered an order lifting the prohibitions imposed upon the three networks pursuant to the 1978 and 1980 Consent Decrees.
  In September 1995, the Commission eliminated the remaining Fin-Syn rules.


Since these regulations were eliminated, the market for broadcast program production has evolved significantly.  Many challenges and trends have emerged in the programming marketplace.  Some of these were evident during 2001-2002 and continue in the 2002-2003 broadcast network season.  They are briefly discussed below.  

The Programming Marketplace


In the days before multimedia competition, the primary way networks increased advertising revenues was to increase audience shares.  The networks could increase the total audience by (1) adding television households or (2) by increasing hours of viewing of existing viewers.  The networks could also increase their audience shares by luring viewers away from other networks.  In these cases, spending more money on development and production as a way to generate more popular programming was a rational strategy, as long as doing so resulted in equal or greater increases in advertising revenues.


Since the release of Working Paper 26, however, there have been several notable changes in the network program production market.  The Fin-Syn rules were repealed, and production costs have skyrocketed.  Because of (1) changes in demographics and work behavior, (2) audience fragmentation, and (3) the enormous clutter of video programming and sources, broadcast network program viewing per household is declining.  


To adapt to these changes, the networks have developed programming strategies with an eye towards developing brand awareness to differentiate themselves from each other.   Broadcast networks and their parent companies are also concentrating on controlling more of the programming they distribute.
  When a network controls its product, it may realize several advantages.  It can become involved early on in the show development process to attract the desired demographic and build the brand.  It may also have the ability to negotiate better terms with the sister studio than with a third-party studio, with the corporate parent as the ultimate beneficiary.  This could mean more leverage in negotiations with other production studios.  Also, there may be the opportunity for the network to repurpose content on sister networks (cable and broadcast) and leverage it on-line at a lower incremental cost to the network.  


The broadcast network business remains highly volatile due to the fact that every show that a network runs is not an overnight success with viewers.  Before the repeal of the Fin-Syn rules, the major studios provided lots of programming.  Even then, there were several joint ventures with independent producers seeking financing from a studio.  With the repeal of the Fin-Syn rules, networks can own their own programming and pool together some the costs and risks associated with developing and producing shows.  These factors contributed to various merger and network startup activity in the television industry.

From Pitch to Fall Line-Up


The process whereby an idea for a network series makes it into the fall line-up can be costly, tedious and stressful for producers, writers, directors, talent and network programmers and schedulers.  The process starts with network executives reviewing a series of pitches, which come from sources such as aspiring affiliated or non-affiliated writers and producers, affiliated or non-affiliated studios that have writers and producers under contract, talent agencies and even the actors themselves.  For example, in the drama category alone, a network programming department can hear between 250-300 pitches for an upcoming season.  The network may then purchase roughly 50 scripts, paying anywhere from tens of thousands of dollars to an outright guarantee depending on the track record and prestige of the writer or creator.  The network may then select and produce ten or so pilots.  Networks conduct extensive scheduling meetings and test the pilots in front of network executives and randomly-selected or targeted audiences.
  As a result, of the ten that are produced, maybe six or seven make it to the fall schedule. Out of this six or seven, perhaps only two may be selected for a second year of production.

Programming Costs


The broadcast network business is very risky because good content tends to be expensive and the advertising base has not been large enough to support all the networks with an economic return for all. 
  Thus, the economics surrounding series network television production are extremely imperfect.  The costs associated with producing dramatic and sitcom programming have changed since the repeal of the Fin-Syn rules.  The estimated cost of producing one hour long drama episode is up from $1.1 – $1.5 million (during Fin-Syn) to $1.4 – $1.6 million (after Fin-Syn).
  Episodes of programs such as NBC’s “ER” can cost ten times that amount to produce.
  For a half-hour sitcom episode, the estimated production cost is up from $400,000 – $900,000 (during Fin-Syn) to $550,000 – $1.2 million (after Fin-Syn). 
  Programs such as NBC’s “Friends” can cost much more than that per episode to produce each week.  Also, “movies of the week” (MOWs) also pose production challenges because they can cost upwards of $3.5 million to produce.  Rising costs and poor ratings have led to most of the networks discontinuing the production of MOWs.


The high cost of programming can stem from the high cost of talent, which does not help the economics of the network or the studio.
  Yet, from the studio’s perspective, if a show in which it has an ownership interest is successful for 100 episodes, that show can be syndicated or licensed in a foreign market.
  Recent trends indicate, however, that many syndication and foreign market opportunities are diminishing rapidly.

Prime Time Programming Trends


The amount of prime time hours produced by the networks has increased since the early 1990s.  During the 1993-1994 broadcast season, the Big Four networks produced 18%–34% of their primetime hours.
  However, for the 2002-2003 season, the Big Four networks will produce 49%–67% of their primetime hours.
  

A large proportion of the shows aired by the networks are produced by sister studios.  For example, of the 94 weekly hours of prime-time programming planned for the 2002-2003 broadcast season, only 21.5 hours of that programming (approximately 23%) is produced by a studio not affiliated with any one of the major broadcast networks.
  On average, 57% of the programming aired by the major networks is affiliated with that network.  Fox aired the most affiliated programming during primetime, airing nearly 58% of its primetime hours with programming from Fox studios. 


For the 2002-2003 season, a large portion of shows produced are aired on sister networks.
  With the exception of AOL Time Warner studio, networks carry a high proportion of sister studio shows, leaving few studio shows to air on non-affiliated networks.
  NBC studios air 100% of their shows on the NBC network, while Disney studios air 88% of their shows on the ABC network.  Compared to the 2001-2002 season, each studio’s percentage is roughly the same.



A large percentage of pilots ordered by sister networks are picked up.
  For the 2002-2003 season, AOL Time Warner studios ordered and picked up the highest number of total pilots with a total of 11.  It also had the highest percentage of its pilots picked up with 40%, while NBC studios had the lowest with 20%.

In addition, almost every studio had a higher percentage of pilots picked up by an affiliated network versus pilots originally ordered by that network for the 2002-2003.  For example, 96% of Disney studios’ pilots were ordered by ABC, and 100% of these pilots were picked up by ABC.  Although the Fox broadcast network originally ordered only 59% of Fox studios total pilot production, it picked up 88% of Fox studios’ final output.
  There may be several reasons for this, such as (1) the network is picking up pilots it did not originally order to help out sister studios, or (2) they may have underestimated their need for new pilots, and their sister studios helped them out.  In either case, the networks and their sister studios appear to be leveraging vertical integration.  The one exception was AOL Time Warner studio, where 59% of AOL Time Warner studios’ pilots were ordered by The WB, but 55% of those ordered pilots were picked up by The WB.

Independent Production

Case Study #1: Tollin/Robbins


The number of independent production companies has declined due to the high costs associated with financing the development and sustained production of network television programming.  Yet, some independent and non-affiliated production companies continue to operate.  In the independent production arena, smaller companies have found that they need to secure financing from a strategic partner or larger entity and diversify their business in order to compete.  For example, Tollin/Robbins Productions is involved in all forms of entertainment – reality series, comedy and drama series, motion pictures and talent management.
  It has nine series in production for the 2002-2003 season, including four destined for The WB’s primetime schedule (See Figure 3).

Figure 3: Tollin/Robbins Roster (2002-2003 Season)
Series
Network
Season
Co-Production Partner

All That
Nickelodeon
9
Nickelodeon Productions

Arli$$
HBO
7
-

Birds of Prey
WB
1
Warner Bros. Television

The Back Sash
WB
Midseason
Warner Bros. Television

Cousin Skeeter
Nickelodeon
6
Nickelodeon Productions

The Nick Cannon Show
Nickelodeon
2
-

Slamball
TNN
1
Telepictures Productions

Smallville
WB
2
Warner Bros. Television

What I Like About You
WB
1
Warner Bros. Television







Source: Electronic Media (2002)


To better handle the exposure to financial risk on the deficit financing of television series programming, Tollin/Robbins was purchased by Clear Channel Communications.  With Clear Channel as a parent company, it now has access to deep pockets and the promotional synergies of numerous radio stations, billboards and television stations.

Production Companies Face Challenges



Ironically, success can prove to be problematic for production companies.  Even if a production company is able to get one or more series picked up by a network, it has to keep them on the air.  Trends suggest that in order to remain in business, a production company must not only develop network television programming that gets picked up by a network, but it must also minimize its exposure to downside risks by securing financing from a third party or major studio.
  Otherwise, if a production company cannot keep its show on the air, the potential upside from possible syndication or foreign licensing revenues is lost.  It is almost certain that it may never recover from the production deficits.  The burdens associated with keeping several deficit-financed shows on the air, maintaining strong network ties and relinquishing significant ownership stakes has led high-profile independent production entities such as Sony’s Columbia Tristar Television Studio and the Artists Television Group to either close or exit the new network television series production business.
  In Columbia TriStar's case, the studio spent more than $75 million on long‑term talent‑holding deals over a two year period, which left it typically carrying significant deficits while its network co‑production partners were largely off the hook.

Case Study #2: Television Production Deals 


While the trend is for more programming to be supplied by a sister studio, not all of a network’s programs are supplied by the sister studio.  Growing in their place are situations where producers enter into production deals directly with the broadcast networks.



Some networks have opted for “work-made-for-hire” deals with production companies that are staffed by members of the screen actor and writer’s guilds.
  These independent contractor-type production companies usually have an infrastructure in place and maintain autonomy.
 They can also create a streamlined process in dealing with writers, producers, directors and actors.  


Broadcast networks desire to air the best programs that work and bring in a large audience share while containing front-end costs.
  Production deal negotiations take into account the track record and leverage of the producer along with the network’s desire to broadcast a winning show while keeping costs down.  Thus, networks are eager to work with successful writing and non-writing producers, directors and others who have solid track records.  Most of the networks, however, try to offer high-profile producers lower front-end salaries in exchange for greater financial rewards on the back-end cable network and domestic or international syndication sales of prime-time television series.
  Because of (1) the increase in the number of distribution outlets (e.g., cable channels), (2) the decrease in available syndication fees, and (3) the collapse of the foreign market, there are no guarantees that an agreement to accept more of an interest in the backend will be lucrative.
 


Some non-affiliated production companies, such as Tollin/Robbins Productions, HBO Independent Productions (HIP) and Regency Television, are guaranteed a level of discretionary financing to do most of the legwork in corralling big-name talent for television series.
  In the case of Tollin/Robbins, which has a production deal with Warner Bros. Television, this has paved the way for Tollin/Robbins’ talent management division to deliver Nickelodeon teen star Amanda Bynes for The WB's fall 2002 comedy “What I Like About You.”

Repurposing and Summer Programming


Broadcast networks have engaged in the practice offering their cable network counterparts shared exhibition on certain prime‑time dramas and sitcoms in order to aggregate viewers to make up for declining ratings.
  The ultimate goal of this practice, called “repurposing,” is to provide a solution to escalating programming costs.
  


Given (1) the recent rise in the popularity of some cable programming, and (2) the desire to schedule more original scripted programming in the summer, some made-for-cable scripted programming is now being licensed to broadcast networks for a second shared broadcast window.  In 2002, for example, “Monk” (produced by Disney’s Touchstone) which aires on the USA Network, is now being licensed to ABC for a second shared broadcast.
  


If this practice continues, the trend towards the sharing of the licensing costs could serve as another business model for the broadcast networks to program more of their summer schedules with original scripted programming.  However, it remains to be seen whether scripted series will have the same upside in the ratings as non-scripted, reality-based programming.


ABC Entertainment and the ABC Television Entertainment Group also broke ground with traditional cable network players in striking a two-year development deal with HIP.
  Under the terms of the deal, HIP develops and produces series programming funded by ABC and for broadcast on the network.
  



The summertime ratings success of cable programming has forced the networks to develop new strategies for attracting summer audiences.  Before the rise in cable’s summer audience share, the broadcast networks were primarily concerned with getting as much mileage as possible out of each original series, given the high production cost of each program.
  That meant reruns, and with its lower ad rates, summer was the natural destination.
  However, in response to cable’s summertime success, broadcast networks have turned to developing and producing reality shows, some scripted series and specials-turned-series for broadcast during the summer months.  This creates an incremental cost to the network because, but for the success of cable, the networks would air reruns and not finance programming to be aired during the summer.  Even with its lower ad rates, the summer season has become an important battleground. If nothing else, its symbolic importance to cable looms large.  If the cable networks can beat the broadcast networks in summer, similar success in fall and spring may not be far behind.
  This might lead to a situation in the not too distant future where the broadcast networks and the cable networks are competing 52 weeks a year with some category of original programming.
 

Sports Programming



The current trend in sports programming is that the number of games covered is increasing, but costly to produce.  Where very few televised sports result in a profit for a network, they remain effective platforms for promoting unrelated television programs and broadcast networks are paying billions of dollars for the right to broadcast these games.  The expensive broadcast rights are resulting, however, in the migration of more sports programming to cable television.  For example, the National Basketball Association (“NBA”) entered into a six-year, $4.6 billion deal with Disney and AOL Time Warner.
  This deal shifts 90% of NBA games to basic cable and relies as heavily on subscriber fees and other media platforms as it does on advertising for economic support.  This trend may continue, since broadcast and even cable networks no longer singularly can command the hefty advertising premiums needed to offset record high multiyear license fees, particularly in the wake of declining viewer ratings.



When pursuing sport’s rights, it appears that there may be a benefit of owning multiple networks to share programming costs and aggregating audience to garner advertising dollars.  Perhaps the only way to generate revenue is to amortize the license costs over a broader range of media outlets, including cable, broadcast TV and radio, print and the Internet.  



ABC, CBS, NBC and Fox each spend more than $1 billion annually on sports rights, compared with an estimated $750 million on series and entertainment programs and $400 million on news.  Additionally, the networks have to pay huge costs to produce sports programming, while little or none of this expense is absorbed by the network affiliates.  This model may change, and affiliates may be forced to bear some of the cost to provide sports programming to viewers.  However, since the networks have lost more than an estimated $1 billion on sports telecasts in 2001, they may opt for more “time buy” sales of advertiser-sponsored soccer, motorcycling and other sports.

Cable Programming  

The substantial increases in MVPD channel capacity over the last decade, due to cable system upgrades, the advent of DBS, and the application of digital compression technology, have supported a concomitant increase in the number of cable networks available, both national and regional.  This section examines trends in cable programming.

Cable networks fall into two broad categories and several subcategories.  Some cable channels provide general interest fare and “look like” broadcast networks, while the majority target niche audiences (although some “niches” are fairly large).  The difference between “general interest” and “niche” is a bit blurry at the boundary.  As the number of broadcast networks has increased, they have found it more and more profitable to target certain demographic groups with their programming.  In the cable context, general interest channels include such networks as TNT, USA, and Lifetime.  Lifetime, of course, targets the female audience.  Some might call that a “niche,” but it is broader than the “young women” demographic at which many programs on the WB broadcast network are aimed.  General interest networks tend attract the largest audiences among cable networks and for that reason are most able to support original scripted programming.

There are several popular “niches” for cable programming.  Among them are sports, news, children’s programming, and music.  Along with the niche concept, to understand cable programming it is also useful to consider the concept of branding.  Cable programmers work not only to forge and promote an identity for a single channel, but, once a successful brand has been created, leverage it into new companion networks.  Coordinated efforts go beyond the cable network sphere.  Increasingly, broadcast and cable networks, often under common ownership, coordinate some of their programming activities.  The remainder of this subsection examines cable program network development in light of these categories and concepts.

General Interest Programming

There are, of course, some cable networks that provide general interest programming not unlike that of the broadcast networks.  For example, USA Network, Lifetime, and TNT fall into this category.  And pay networks such as HBO also provide some series programming and made for cable movies in addition to the theatrical films that remain a large share of their total schedules.  In order to examine the question of network ownership and control of programming from a cable perspective, then, the most fruitful approach appears to be to examine some of these networks.  The following brief sketch is based on discussions with staff at the four networks mentioned above.


General interest cable networks still rely on off-network or other previously exhibited programming for a substantial portion of their primetime schedules, and thus much less original programming than broadcast television.  Lifetime’s all-day schedule includes more than 50 percent original programming, with a disproportionate share in prime time.  Of the original programming close to half is owned by Lifetime.  Data on USA Network’s primetime schedule indicate noticeably lower levels of original and network-owned programming.  TNT’s original programming is a small share of the total schedule, but it is concentrated in prime time.  On the premium network side, HBO’s all day schedule includes 23 percent of scheduled hours devoted to original programming.

Niche Programming

Many cable programming networks target niche audiences, such as news, sports, and music.  In general, the news channels produce all of their own programming, although they may acquire some footage from outside suppliers.  Even though the sports networks produce their own coverage of sporting events, these networks generally spend a significant amount to acquire the rights to air sporting events.  The music channels mostly began with music videos as their staple programming.  The channels generally do not own the videos, but they are usually acquired without payment, since the music producers value the publicity of network exposure.  The music channels continue to exhibit videos but have also moved into longer form programming as well (some of which is original programming), but much of that is not scripted series.  Examples include reality programming such as “The Osbornes” on MTV and documentaries/biographies such as “Behind the Music” on VH1.

Sports

The provision of sports programming warrants special attention because of its widespread appeal and strategic significance for video program distributors.  Regional sports programming in particular has been, and continues to be, an important segment of programming for all video program providers.
  According to a 2000 survey, between 40 and 58 percent of cable subscribers would be less likely to subscribe to cable service if it lacked local sports.
 Cable overbuilders have frequently noted that access to sports programming is so essential to the success of a cable system that many operators will pay exorbitant prices and agree to entertain other less attractive business arrangements just to obtain it.

It is clear that the advent of cable and DBS has vastly increased the total amount of sports programming available and has brought coverage of plenty of sports programming that was not and would not be transmitted via broadcast television.  Some have argued that this has been accompanied by "migration" of some sports programming from broadcast to cable television and other pay media.  A 1994 Commission inquiry concluded that there was little evidence of migration of sports programming from broadcast to cable.
  This report does not purport to update that inquiry.  It is worth noting, however, the distinction between the following two situations.  Some sports programming that was on broadcast television and has moved to cable would, in fact, still be on broadcast television if cable did not carry it.  Other sports programming that has moved from broadcast to cable television may have done so due to declining broadcast audience levels and would not, in fact, have remained available on broadcast even if it were not carried on cable.  Conceptually, one might not want to count as "migration" programming that is dropped from broadcast television due to declining audience ratings. It is possible that some local coverage of baseball games is in this category. 

Increasingly, cable operators have acquired interests in sports programming networks and sports franchises, and more and more key programming is controlled by a few of the largest cable MSOs.
 The most widely distributed sports programming network, ESPN, is owned by Disney.  EPSN reaches 81 million television households through a variety of delivery technologies.  Although ESPN dominates national sports programming, regional sports distribution is dominated by Fox Sports Net, which owned 69 percent (20 of 29) of all regional sports networks as of June 2001.  Fox Sports Net, jointly owned by News Corp. and Cablevision, reaches 77 million television households.
 Both News Corp. and Disney also have interests in sports teams and sports venues making them vertically integrated at all levels of the sports industry. Fox/Liberty also has an ownership interest in Cablevision's other sports businesses and networks, including the Madison Square Garden Network, the Madison Square Garden arena complex, and the New York Knicks National Basketball Association ("NBA") and Rangers National Hockey League ("NHL") teams.
   Comcast Corporation ("Comcast") holds a 66% interest in a partnership named Comcast-Spectacor, which owns the Philadelphia Flyers NHL team, the Philadelphia 76ers NBA team, and the CoreStates Spectrum and CoreStates Center sports arenas.
  Comcast Spectacor has also entered into a joint venture agreement with the Philadelphia Phillies Major League Baseball ("MLB") team to create SportsNet.

News

At the time of the release of Working Paper 26, local news programming was one significant programming advantage held by broadcasters over cable.  Cable systems have carried local news services since at least 1986, when Cablevision first launched its local news network “News 12 Long Island,” and provision of local news is increasing. Most regional news networks cover a single city or other limited geographic market, or subsections of that market. Networks provide such localized information as local and regional news, public affairs programming, local and regional government assembly sessions, school closings, and coverage of high school sports.
  News networks are increasingly moving into smaller markets and market subsets. Cablevision Systems Corp., for example, has three “hyperlocal" news channels in the New York designated market area ("DMA").
  Such networks are viable because of the lower cost of digital production (compared with analog news production). Furthermore, regional and local news programming networks can offer lower advertising rates than local broadcast stations in these smaller markets attracting advertising dollars as easily as their larger, more national competitors. As of July 2002, as many as 22.3 million cable subscribers had access to local or regional news programming.

Despite their local nature, twenty-four hour local news services compete for ratings with national news services like CNN and broadcast news.
  Again, digital production allows these local news networks to be cost competitive in large and small markets alike.
  A regional news channel in a major market can cost between $15 and $20 million a year to operate, and cable operator license fees and advertising revenues have recently begun to cover more of the channels' operating costs.
  New England News (a regional news channel), for example, receives 60 percent of its revenues from subscriber fees from cable operators, charging nearly as much as CNN.
  

While some analysts believe that regional news programming has not yet reached "critical mass," many predict that regional news programs could become a significant competitive force in the video programming marketplace. 
 As of June 2001, 36 percent of the 80 regional programming networks counted (29 networks), were regional news networks. Unlike sports programming, regional and local news networks have a more diverse ownership.  Some regional news networks are vertically integrated with cable MSOs, but many are not.
 

Children’s Programming  

Children’s programming networks are among the most popular of all cable networks.  In the second quarter of 2001, children-oriented programming networks ranked among the top three networks in terms of full-day ratings averages, and children’s programs ranked among the most highly rated of all cable network programs.  Children’s networks are an instrumental element to any cable operator lineup, with Nickelodeon and the Carton Network reaching more than 80 million households.

Branding

In order to differentiate themselves from one another and from the broadcast networks, cable networks are by and large distinctly branded.  Most have accomplished this through specialized, or niche programming, as described above.  General audience networks brand themselves as well in order to distinguish themselves from one another and from the general audience broadcast networks. Many have done this by introducing an increasing amount of original programming and marquee events. Carriage by cable operators depends on a well-established brand and distinct value to subscribers.  Below is a discussion of some of the strategies cable networks have used to uniquely position themselves with respect to cable operators.

Original vs. Acquired 

Cable networks continue to consider the proper balance of original programming and repurposed programming.  Repurposed programming is less risky because its relative popularity has been proven during its initial run, but original programming helps the network better establish brand identity. Broadcast and cable origination programmers alike, however, find it difficult to create, develop, and see to completion, original production programming. 

There is significant risk in developing an original concept and producing it in a way that will appeal to viewers.  Program producers often find it difficult to recoup their initial investments in program development.  Since original production programming is deficit financed, the programming must be developed first before it can begin to generate a return on investment.  In the past, broadcasters have relied on syndication for a substantial portion of the return on investment.  Specifically, the foreign market has been the most lucrative market for syndication sales, but this is rapidly changing.  Whereas in the past, there was a tremendous foreign market for American productions, this is becoming less so.  Foreign producers are rapidly entering the market and there is less of a need for American programming.  This could have substantial impact on the domestic market for program production causing a greater reluctance to sink large investments in original programming.  Although this is more applicable to broadcast programming, it is also true for cable network programming, as cable networks begin to provide more and more original programming in order to establish brand identity.

As Table 32 shows, basic cable networks and premium networks alike are spending more of their programming dollars on original programming.  Table 32 also shows that cable networks will continue to spend more money on original programming than on acquired programming.

Quality vs. Economy
Working Paper 26 noted that increased expenditures on programming would likely become a less effective profit-maximizing strategy for cable networks, and that the new strategy might be to offer lower quality programming to contain costs.  Today, networks must strike a delicate balance between expensive programming and cost effective programming. Networks continue to struggle to find the most effective strategy to please audiences, cable operators, and to some degree, advertisers as well.  Networks must find the most accurate mix of quality and price that will appeal to cable operators. Networks have learned that more expensive programming does not necessarily generate larger audiences.  Nevertheless, some networks opt to spend a great deal of money on a few marquee programs to help establish brand name recognition for the network, while disbursing the balance of programming dollars on less expensive, more broad appeal programming.  Brand name recognition promotes overall efficiency for the networks; if viewers can come to expect a certain amount quality of programming from a particular network, then the network will not have to expend as much to promote the balance of its lesser quality or lesser cost programming to attract viewers or advertisers. 

Brand Extensions

A recent trend in cable origination programming is brand extension.  Brand extension helps cable networks, and ultimately operators, create significant additional value from new networks by extending the brand of existing networks. As such, many cable operators have decided to carry derivative or “multiplex” programming of the established cable networks.
  The Commission first reported this trend in the 1998 MVPD Competition Report, when it noted that there was a general trend by existing programming service providers, regardless of whether they were vertically integrated with MSOs, to create derivative programming services or brand extensions of their programming offerings.
  For example, The Discovery Channel, affiliated with Liberty Media and Cox Communications, has launched several new “Discovery” networks, including Animal Planet, Discovery Civilization, Discovery En Espanol, Discovery Health, Discover Home & Leisure, Discovery Kids, Discovery Science, Discovery Wings, and Discovery Travel and Living.
  Similarly, HBO, affiliated with AOL Time Warner, has launched several new “HBO” networks including HBO Plus, HBO Signature, HBO Comedy, HBO Family and HBO Zone.
  Viacom, a major program provider that is not affiliated with any MVPD, has also utilized derivative programming and brand extension approaches.  Viacom's MTV has launched such MTV derivatives as MTV2, MTV “S’, and MTV “X “.  Another non-vertically integrated program provider, Lifetime Television has launched a new “Lifetime” network called the Lifetime Movie Network, which airs made-for-television movies and theatrical films targeted to women.

Cooperative Efforts with Broadcasters

In spite of competition in such areas as news and sports programming, many broadcasters and cable networks are joining forces to provide programming.  In some cases, the ventures are jointly produced programming, blending brand-name recognition and viewing flexibility.  For example, NBC News is carried on both broadcast and cable through the NBC broadcast network and by CNBC and MSNBC cable networks.  Similarly, ABC’s Sports is a joint effort of ABC broadcast network and ESPN cable network.   Other joint efforts include NBC’s efforts with cable network CourtTV to present several jointly produced news magazine segments. In other cases, the venture is one of immediate repurposing, either from broadcast to cable within a week’s time (e.g. name shows), or vice versa (e.g., Monk).  Most recently, ABC entered into a “first look” programming deal with HBO Independent Producers to jointly create new programming for the broadcast television audience.  Under the deal, HBO will develop and produce series programming for broadcast on ABC, while ABC will finance the production, possible in partnership with HBO.
There has been significant consolidation on the network side of the business.  In addition to affecting advertising sales and cross-promotion opportunities, this process has allowed the networks’ to spread their programming and scheduling expertise over a wider range of product and thus use that expertise more efficiently.  Viacom has assembled the largest network group, encompassing broadcast networks CBS and UPN in addition to following cabvle networks:  BET, Country Music Television, MTV, CH1, Nickelodeon, TV Land, The National Network, Showtime/The Movie Channel, and 50 percent of Comedy Central. 
 Disney holdings include ABC, the Disney Channel, Toon Disney, the Family Channel, 80 percent of ESPN and its progeny, 50 percent of Lifetime, 37.5 percent of Arts and Entertainment and the History Channel, and 39.5 percent of E! Entertainment Network.  GE’s portfolio includes NBC, CNBC, 50 percent of MSNBC, and 25 percent each of Arts and Entertainment, American Movie Classics, Bravo, and the History Channel.  AOL Time Warner owns two thirds of the WB broadcast network, along with CNN, Headline News.the Cartoon Network, TNT, TBS Superstation, three quarters of HBO/Cinemax, 58 percent of Court TV and 37.3 percent of Comedy Central.  Fox owns the Fox broadcast network as well as national cable networks Fox News Channel, and FX, along with more than a dozen regional sports networks. 
Comparative Expenditures

This subsection provides estimates of the expenditures on programming of cable networks, broadcast networks, and broadcast stations.  For the purposes of this discussion, it is assumed that cable systems do not spend money on program production directly.  Estimates for basic and pay cable networks are available from PKA, while estimates for broadcasting networks and stations must be constructed from available data.  The figures appear in Table 32.

Working Paper 26 contains a discussion of revenues and programming expenditures of broadcast and cable networks.  It develops an estimate that broadcast networks spend .65 of their gross revenues on programming.
  Applying that figure to year 2000 four-network gross advertising revenues yields an estimate of $10.3 billion, or $2.6 billion per network.  A contemporaneous trade press estimate indicates that the big four each spend around $2.15 billion on programming, for a total of $8.6 billion.
  It appears reasonable to assume, then, that each of the big four networks spends $2.2-2.6 billion per year on programming. Table 4 provides a1990 network advertising revenue figure of $9.963 billion, so using the estimating procedure of this paragraph, 1990 network programming expenditures were $6.5 billion. 

Table 32 indicates that basic cable network programming expenditures in 2000 were equal to 40.8 percent of network revenues, a noticeably lower fraction than assumed in the broadcast network case.  The figure for pay networks is 51 percent. A lower ratio for cable than broadcast networks is plausible, given that there are many dozens of cable networks and only four broadcast networks in the figures reported herein.  The ratio of basic plus premium cable, to total broadcast programming expenditures, was 30.7 percent in 1995 and 48.6 percent in 2000.
Table 32: Programming Expenditures ($mil)


1990
1995
2000
2001
2010

BROADCAST(1)






Total Broadcast Revenues
25,607
30,704
41,694
n/a
n/a

Total Broadcast Programming Expenditures
11,216
13,386
17,114
n/a
n/a

Networks
6,476
7,540
10,327
n/a
n/a

Stations
4,740
5,846
6,787
n/a
n/a

Expenditures/Revenues (%)
43.8%
43.6%
41.0%
n/a
n/a








BASIC CABLE NETWORKS






Total Basic/Expanded Basic Network Revenue
2,976
6,562
15,857
17,867
40,690

Total Basic/Expanded Basic Programming Expenditures
1,437
2,933
6,471
7,206
15,496

Original Programming Expenditures (incl. News)
593
1,356
3,548
3,973
9,883

Original % of Total
41.3%
46.2%
54.8%
55.1%
63.8%

Programming Acquisition Expenditures (incl. Sports)
844
1,577
2,923
3,233
5,613

Acquired % of Total
58.7%
53.8%
45.2%
44.9%
36.2%

Expenditures/Revenues (%)
48.3%
44.7%
40.8%
40.3%
38.1%








PREMIUM CABLE NETWORKS






Total Premium Network  Revenue
n/a
2,319
3,609
3,979
5,626

Total Premium Network Programming Expenditures
n/a
1,175
1,846
2,062
2,982

Original Programming Spending  
n/a
365
604
701
1,193

Original % of Total
n/a
31.1%
32.7%
34.0%
40.3%

Theatrical Movie Licensing
n/a
810
1,242
1,361
1,789

Movie Licensing  % Total
n/a
68.9%
67.3%
66.0%
60.0%

Expenditures/Revenues (%)
n/a
50.7%
51.1%
51.8%
53.0%








Sources: Broadcast data: Staff estimate based on data in Table 4 and NAB Television Financial Report, 1995 and 2001 editions. Basic cable data: Kagan World Media, Economics of Basic Cable Networks 2002, Dec. 2001, at 23-28. Premium cable data: Kagan World Media, The State of DBS 2002, Sept. 2001, at 273-274; Kagan World Media, Pay TV Newsletter, July 2002.

Notes:

(1)Syndication is not accounted for.

The Table 32 estimates for television station expenditures on programming, both purchased and original (including local news, etc.), are based on the NAB Television Financial Reports.  They are rough estimates and are subject to the caveats mentioned above regarding the Television Financial Report data.
  The categories in the report that include programming expenses are programming, production, and news.  In 2000 (2001 Television Financial Report at 2-3), those categories accounted for .291 of net revenues on average.  Moreover, agency commissions were .14 of gross advertising revenues, national and regional representative commissions were .064 of the relevant national and regional advertising revenues, and national and regional advertising revenues were .4 of total gross advertising revenues.  The report also lists three other revenue categories:  “Tradeouts and Barter,” “Network Compensation,” and “Other Broadcast-related Revenues.” In 2000, these accounted for .077 of net revenues.  These figures allow calculation of a conversion factor from gross advertising revenues to net revenues (from advertising and other sources) of .904.
  The Television Financial Report indicates that programming expenditures are .291 of net revenues, so they are .291*.904=.263 of gross advertising revenues for 2000.
  The earliest year for which the data from Television Financial Report permit a similar calculation is 1994, and the procedure outlined in this paragraph yields a programming expenditures factor of .303 of gross advertising revenues. 


Table 4 contains data on television station gross advertising revenues (national plus local spot) for 1990 and 2000.  The figures are $15.644 billion in 1990 and $25.806 billion in 2000.  Applying the relevant factors yields the table 38 estimates of $4.7 billion for 1990 and $6.8 billion for 2000 programming expenditures by television stations. 

It is now possible to compare cable and broadcast programming expenditures.  The 2000 total for basic plus premium cable is $8.3 billion, compared to $10.3 billion for broadcast networks and $6.8 billion for broadcast stations.  In terms of total resources devoted to program acquisition, broadcast networks alone outspend cable networks.  Mroeover, on a per-network basis, broadcast networks spend far more than cable networks on programming.  Although 1990 data on pay cable network expenditures are not available, table 38 suggests that broadcast networks far outstripped cable networks in 1990, since basic and premium cable1995 total programming expenditures of $4.1 billion are smaller than broadcast networks’ 1990 programming expenditures of $6.5 billion.

Conclusion

The repeal of the Fin/Syn rules allowed networks to take ownership of studios and shows and resulted in considerable consolidation, with all the broadcast networks now sharing the same parent with at least one full-service television production studio.
  While not every television studio owns a network, every network but NBC has a full-service sister studio. Networks have also outsourced production efforts to independent contractors as a way to curb deficit financing of programming.  The repeal of Fin/Syn has also led to the networks increasingly taking equity stakes in third-party studio productions, thus ensuring their participation in possible upside from syndication sales, while potentially lowering their costs and potential risk.
 Plenty of data are available regarding broadcast network ownership of programming, but only limited information was available regarding cable ownership.  It suggests a lower level of network ownership of programming for general interest cable networks compared to broadcast networks. 


In the cable sphere, expanded channel capacity has increased the number of cable channels available.  Some are of the general interest variety, but most cater to niche interests, such as news, sports, music, or children.  Expenditures on programming by both cable networks and broadcasters (networks and stations) has risen over the past decade.  Broadcasters continue to spend more than cable, particularly if the comparison is made on a per-network basis.

XI.
Conclusions


The year 2001 was a difficult year in many respects, including for video advertising revenues.  However, just as the television industry recovered from the last revenue drop in 1991, indications are that it will recover from this one as well.  A review of longer term trends suggest that, as it entered the new millennium, the television industry was in fairly good financial shape and continues to provide a high level of service to viewers and a valuable platform for advertisers to reach the public with their messages.  


The television industry faces competitive and technological challenges, some of them the same ones that were facing them ten years ago.  Non-broadcast channels delivered by cable (and now DBS) continue to eat into broadcast audience shares.  On the other hand, television broadcast programming (primetime in particular) continues to attract audiences far larger on a per network basis than cable.  The small per network audiences for cable are one important reason why broadcasters have been able to increase their advertising revenues over the past decade in the face of viewing share declines.   Although the advertising dollars did not shift proportionately from broadcast to cable, the broadcasting share of video advertising revenues continued to drop.  It appears that cable advertising has become a better substitute than before for broadcast advertising, so it is likely that, in the future, cable audience share gains will be more strongly reflected in advertising revenue share gains.
On the other hand, in retrospect, some of the predictions of Working Paper 26 appear to have been too pessimistic.  

Television Stations


The number of television stations has grown by over 12 percent since 1990, and none have gone dark.  Gross advertising revenues per station, in both nominal and real terms, were higher in 2000 than in 1990.  Additionally, the latest industry-wide performance data available (for the year 2000) indicate that the television station sector is at least as profitable in 2000 as it was in 1990.  Cash flow figures are particularly robust, and this is true across all market sizes. The limited data available suggest that the bulk of locally-produced programming is news and that, as a percentage of total expenditures, per station spending on news has risen on average for all market sizes.  On the other hand, anecdotal evidence suggests that some stations have cut back on their news programming over the past decade.


Television networking remains a very efficient method of program distribution, and it appears that the formation of new broadcast networks during the past decade (a development not anticipated in Working Paper 26) has strengthened the position of many formerly independent stations.  Well over 200 stations are affiliated with the new networks WB, UPN, and Paxton.  Although hard evidence is not yet available, it is likely that the relaxation of the television duopoly rule (recommended in Working Paper 26) has strengthened the position of some of the formerly weaker stations.  On the other side of the competitive ledger, cable systems are becoming stronger competitors in the local advertising market, as cable system clustering and the increasing sophistication of cable interconnects make local cable a more efficient advertising buy.

Television Networks


In the aggregate, television networking is a barely profitable business.  Most observers believe that currently the seven commercial broadcast networks are losing money (with substantial profits for NBC outweighed by losses by others).  On the other hand, 20 years ago, networking also was a marginally profitable business.  Although the impetus for forming the UPN and WB networks may well have been the desire of studios to ensure some distribution capacity for their program output, the reality is that the number of television networks has risen not fallen, and that, as mentioned above, previously independent stations were quite willing to affiliate.


Regulatory changes have substantially affected the television network environment.  The biggest influence was the repeal of the Commission’s former syndication and financial interest rules (along with the termination of related consent decrees that the big three networks had signed with the Justice Department).  The relaxation of the Commission’s dual network rule also was of some importance.  Once it became possible for television networks to own primetime programming without restriction, it apparently became attractive for the movie studios, who were the primary producers of television programming, to affiliate with a network.  Network ownership can provide assured distribution for some of the sister studio’s product.  Thus, Viacom and Warner formed the UPN and WB networks, respectively.  Disney purchased ABC and Viacom acquired CBS.


In addition to network-studio combinations, another important structural development has been the combination of broadcast and cable networks in the same company.  This makes it possible for network companies to spread their expertise in program selection, promotion, and advertising sales over a larger range of outputs (i.e., networks) and possibly realize some economies of scope in network operation.  The aggregation of broadcast and cable networks into a single company also apparently allows efficient sharing of the costs of the rights  to some major sports and also has affected the manner in which advertising is bought and sold.  This aggregation also can facilitate (although it is not a prerequisite for) “repurposing” of broadcast programming.  The idea is to re-use a broadcast program (whether it be a newscast, a drama, or a comedy) on an appropriate cable channel and thereby increase the revenue it generates.  


Notwithstanding all of the difficulties that broadcast networks face, from declining advertising revenue shares to rising costs of program production, their output is a major portion of the programming schedule of over 1,000 commercial television stations, and, overall, those stations enjoy rather high margins.  Hence, one should not place too much emphasis on the meager aggregate profits of television networks.  It is likely that, as time goes on, the networks will find ways for their affiliates to contribute more to programming costs.   

Rival Delivery Systems


The television broadcasting industry faces challenges both from current multichannel video programming distributors and from technological developments as well.  The data suggest that cable and DBS are and will continue to be major video distribution rivals to broadcast television.  Both have grown substantially in subscribership over the past decade, particularly the rapid expansion of DBS since its 1994 launch.  The rate of growth of cable subscribership has flattened and, within the next ten years, the same is likely to occur with DBS.  A simple extrapolation of subscriber penetration trends suggests that cable plus DBS penetration of television households will peak at somewhere between 80 and 85 percent, with other platforms accounting for a small additional share of households.


The advent of DBS, cable investment in increased capacity, and the application of digital compression technology means that MVPD subscribers now have access to a far larger menu of programming choices than they did in 1990.  The growing share of cable subscribers choosing the digital tier suggests that they are taking advantage of the expanded range of programming on offer. This, of course, is one of the primary explanations for the increase in cable viewing shares.  Moreover, although the rate of increase in MVPD subscribership is slowing, the trends toward increased viewing hours of cable programming and decreased viewing hours of broadcast programming continue in cable and DBS households.


Viewers also are spending more money on prerecorded media.  The development of the DVD, with its higher picture and sound quality compared to videocassettes, has fueled this expansion.  Sales and rentals of cassettes also remain robust.

Technological Change


Broadcast television has always been an industry with a single revenue stream (advertising) which has put it at some disadvantage to MVPDs, with their dual revenue streams (advertising and subscription fees).  Technological developments have the potential both to threaten the advertising base of broadcast television and to provide new revenue stream opportunities.


Although the current penetration of PVRs is quite low, this device poses a potential threat to the advertising revenue base of television.  The PVR functions as a kind of combination search engine and digital recorder.  It enables viewers to “time shift” their favorite programs (reducing the value of time-sensitive advertisements actually viewed) and to skip commercials entirely. It appears that the industry is taking the “threat” of PVRs seriously and taking or contemplating various measures to respond.  One possibility is to make the advertisements more interesting or entertaining, so people will want to watch.  Another possibility is increasing use of product placements within the actual programming, thus making the advertising message harder to avoid.  One unresolved factor in this regard is the limit of viewer tolerance for product displays of this nature.


Perhaps the single biggest technological development in broadcast television since Working Paper 26 has been the beginning of the transition to DTV.  Well over 500 stations are transmitting in digital mode now.  The remaining commercial stations were subject to a May, 1, 2002 deadline to commence transmissions and most have received short-term waivers.  DTV offers broadcasters a substantial increase in transmission capacity, which they can use to provide HDTV, multiple streams of standard quality programming, data broadcasting, or some combination of these services.  Broadcasters are permitted to offer services for a fee on their DTV channels, so there is a  possibility for the elusive second revenue stream.  Beginning DTV transmissions requires a fairly significant up-front investment in facilities, but the precise range of services that will be provided over time is not yet obvious.


An increasing amount of HDTV programming is being transmitted and, when the cost of DTV reception equipment declines further, the mass of US consumers will benefit.  On the other hand, it is fair to say that business models for other DTV services have yet to emerge.  Among the business issues yet to be resolved is the carriage of fee-based DTV services by cable and DBS providers.  Because the Commission’s broadcast signal carriage rules do not require carriage of ancillary and supplementary services, carriage would have to come as the result of a commercial agreement between the broadcaster and the cable or DBS operator.  Among the issues that would likely be subject to negotiation is the split of revenues that the broadcaster’s service would earn. 


Many of the services under discussion for DTV can be placed under the heading of “Interactive Television,” or ITV.  ITV is a term for which a clear consensus definition has not yet emerged. The one common thread in the ITV discussion is subscriber/viewer interaction.  Somehow the subscriber or viewer exercises control over or reacts to what she sees on the screen.  The interaction could be to choose among streams of information or programming delivered in real time; to choose to access supplementary material that has been previously transmitted and stored on a hard drive at the viewer’s premises; or it could be to use some sort of return channel to request the transmission of particular content, to make a purchase or conduct another type of transaction.  Digital transmission is not a prerequisite for ITV, although it is fair to say that the bulk of ITV applications rely on digital transmissions.


In view of the fact that neither the broadcast industry nor any of its competitors has yet demonstrated a compelling ITV business model, it is necessary to be cautious in commenting on the possible long-run impact of ITV.  A few observations can be made, however.  First, ITV has the potential to target advertisements precisely, and even individually, to viewers.  This could ultimately make advertising more valuable and ensure that viewers who could skip advertisements do not do so.  Targeting techniques raise issues of viewer privacy and proper treatment of child viewers. 


Second, broadcasters rely on MVPD delivery platforms to reach most households.  They will need to make commercial arrangements with the MVPD for carriage of their ITV content and, at least in the case of cable, probably need a commercial arrangement for the return path, if a return path is needed.  In the case of off-air broadcast transmissions, the return path would likely be a dialup telephone connection, a cable modem, or DSL.  In the case of DBS, the situation is less clear, but the telephone return path currently appears more likely than a satellite-based return path. 


The third observation applies to all of the technological developments discussed, and that is that none of them appear to benefit broadcasting differentially compared to other video delivery platforms.  Hence, while these developments are likely to benefit consumers, their impact on the relative position of broadcast television is more questionable.  To the extent that new technology moves broadcasting from a one-revenue stream world to a multiple-revenue stream world, it will put broadcasting on a more similar footing to MVPDs than before.

Programming


The last decade has seen a substantial increase in the number of programming networks available, including an expansion in the number of broadcast networks.  While the broadcast networks continue to cater to the mass audience,  there is a greater tendency to target their programming to particular demographic groups.  On the cable side, although some networks (including some of the most popular ones) continue to provide general interest programming, the growth has primarily been in niche services, providing, e.g., children’s, sports, news, music, nature, or lifestyle programming.


Program costs have risen substantially in recent years, probably due to the expansion in demand, continuing a trend identified in Working Paper 26.  The decline in foreign demand for syndicated US programming has reduced one source of revenue from which to recover production costs.  Broadcast networks have adopted a variety of approaches as a response to rising costs.  None is applicable across all situations and none is the definitive answer to the cost challenge.  Network responses include the following.  With regard to high-cost sports programming, at least one network has reduced its total exposure, while others have signed deals that spread sports rights over broadcast and cable networks.  Responses to the increasing cost of scripted programming include repurposing (re-using programming by running it on a cable channel almost simultaneously to the broadcast run) and some increased use of unscripted news magazine or reality programming.  To the extent that reality programming is introduced during the summer as a response to new cable programming, it would actually represent a cost increase over the re-runs previously shown at this time of year.


On the program production side, the rising upfront costs of broadcast network entertainment programming appear to have perpetuated a structure in which  most programming is produced by or in association with a large scale  company that can spread the production risk over a large range of programs.  The repeal of the syndication and financial interest rules has meant that most of these large scale companies are integrated network-studio firms.  Currently the major broadcast networks own anywhere from one half to two thirds of their primetime programming, but there is some anecdotal evidence that the pendulum may be swinging back in the other direction.  It is also important to note a trend in which some top level producers or writers are signing exclusive or “first-look” deals with studios, a situation that positions them somewhere in between “independent” and “in-house.”


On the cable side, most cable general entertainment networks go through a process of evolution in which they begin with almost exclusively programming drawn from the broadcast networks or films and move eventually to a greater level of original programming, including some that is produced in-house.  Only fragmentary information is available on cable network ownership of its programming.

The Final Analysis


Broadcast television is certainly a survivor, even a vigorous survivor.  It still provides the most popular and widely viewed video programming.  It is swimming in a sea of competition and it is fair to say that the currents of cable and DBS rivalry will only strengthen.  Working Paper 26 made some predictions about the future of broadcasting and recommended some policy changes.  In retrospect, some of those predictions were too pessimistic, so this paper is more circumspect.  Although broadcast television’s competitive position is likely to erode further, the fact that it is still delivering on a per-network basis audiences roughly five times the size of the largest cable networks, suggests that any further decline is likely to be gradual.  The future of broadcasting will depend on its ability to continue to provide valuable programming on a cost-effective basis and to respond to the challenges and grasp the opportunities that new technology has to offer.
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� Working Paper 26, at 13.  Nielsen last reported the number of over-the-air broadcast televisions stations available to the median household in 1996 as 13.  Nielsen Media Research, Television Audience 1996, at 13.  Nielsen has not reported this figure since, but we do not believe this number has changed substantially over the last five years.  We base this estimation partly on the fact that the total number of new stations overall has not increased substantially. See Table 4.


� See Chapter VIII for a discussion of some other platforms which have limited usage.  In addition, note that the footprint of the DBS services covers the entire contiguous United States, but, because a clear line of sight to the southern sky is needed for reception, DBS is not available to 100 percent of television households.


� See discussion in Chpater V, infra regarding the reliability of the homes passed data.


� The large size of HSD antennas and local zoning restrictions meant that the service was not effectively available to a large fraction of households.


� These services are discussed in detail in Chapters V and VI.


� See Rate Deregulation & the Commission’s Policies Relating to the Provision of Cable Television Serv., Report on Competition, MM Docket No. 89-600, Report (“1990 Cable Report”), 5 FCC Rcd 4962, 5106-07 (1990).


� NCTA, National Video Programming Services: 1994-2001, Cable Developments 2002, May 2002, at 23.  In the Commission’s Annual Report on the Status of Competition in the Market for the Delivery of Video Programming, the Commission estimated the number of national programming services at 294.  NCTA notes in its latest Cable Developments, that there were errors in this calculation, and that the number of national programming networks was actually 287.  See Video Annual Assessment of the Status of Competition in the Market for the Delivery of Video Programming, CS Docket No. 01-129, Eighth Annual Report (“2001 MVPD Competition Report”), 17 FCC Rcd 1244, 1309-10 ¶ 157 (2002).


� The figures are not precise measures of the resources available to broadcasters, cable operators, DBS operators, or film producers to acquire and distribute programming, since the advertising figures are gross expenditures.  Nor do they separate out the costs of distribution infrastructure and programming for the four (five, if one separates theatrical and home video distribution) delivery platforms.  Moreover, because advertiser valuation of viewer exposures is not the same as viewer valuation of programming, and because direct payments for video programming underestimate their total value to consumers, the figures do not reflect the total value to consumers of video programming.


� Table 2 does not include HSD revenues or revenues from other delivery platforms (e.g., MMDS) that have low subscriber levels.


� For a more detailed discussion of this topic, see generally Owen, Bruce and Wildman, Steven, Video Economics (Cambridge, MA: Harvard University Press) 1992 (“Owen and Wildman”) and Setzer, Florence and Levy, Jonathan, Broadcast Television in a Multichannel Marketplace, chapter II; OPP Working Paper 26, Federal Communications Commission, June 1991.


� “Additional viewer” must be understood as an additional viewer who is within the range of a broadcast station or DBS operator’s signal or who is connected to a cable system carrying the signal.


� Owen and Wildman at 148-150.


� Television Bureau of Advertising, www.tvb.org


� A detailed analysis of substitutability among advertising media is beyond the scope of this paper, but see Silk, Alvin et al., “Íntermedia Substitutability and Market Demand by National Advertisers.”  Working Paper 8624, National Bureau of Economic Research (December 2001); available at www.nber,org/papers/w8624.


� Television Bureau of Advertising, “Trends in Advertising Volume.”  Available at � HYPERLINK "http://www.tvb.org/tvfacts/trends/advolume" ��www.tvb.org/tvfacts/trends/advolume�; visited Jne 26, 2002.


�  Multichannel video programming distributors (MVPDs), such as cable television and Direct Broadcast Satellite services are subscribed to by about 85 percent of US television households 2001 MVPD Competition Report, 17 FCC Rcd 1244 (2002), Table C-1.No cable network is carried by every MVPD.  However, 12 cable networks reach more than 80 percent of television households, with TBS having the largest reach at 82.7 percent.  See Paul Kagan Associates, Cable Television Investor, July 29, 2002, p. 14 and table 1 in chapter II.   


� Broadcast networks distribute their programming to affiliates via regional satellite feeds, so they have the flexibility to sell regional as well as national exposures.


� Cable operators generally pay cable  networks a per-subscriber fee and receive in return the right  to retransmit the network’s programming and the right to sell some of the advertising availabilities within the program stream.


� If the focus is narrowed to network advertising sales only (i.e, national spot and syndication are not included), the cable network share in 2001 was 45.4 percent.


�  Veronis Suhler Stevenson “Veronis Suhler Stevenson Issues Annual Communications Industry Forecast,” August 5, 2002 PR Newswire.  See also Communications Daily, August 27, 2002 (quoting Standard and Poor’s chief economist to the effect that television advertising revenue will grow by 3.5 percent this year, will pick up momentum in 2003, but will not return to the rapid growth levels of the mid and late 1990’s). 


� Discussions with advertising agency personnel suggest that local cable can be attractive to different categories of advertising buyer.  The discussion in the text emphasizes developments that appear to make local cable advertising an increasingly good substitute for local broadcast advertising.  However, observers point out that cable also is attractive for low-budget  local advertisers who may see it as much a substitute for local radio as for local television.


� Electronic Media, July 8, 2002, p. 2 and Multichannel News, July 22, 2002 p. 2.


� “Upfront on the Upfront.”  Bear Stearns Equity Research Entertainment; June 7, 2002.


� “Television Broadcasting:  Local TV Advertising; Can It Post Double-Digit Growth in Second-Half 2002?”  Bear Stearns Equity Research, Media; June 2002.


� Nielsen Media Research, Television Audience 1996 (1997) contains average station per household figures for 1990 and 1996


� Working Paper 26 Table 3, p. 15.


� Neilsen Media Research, cited by the Television Bureau of Advertising at www.tvb.org.


� The data for table 8 come from Nielsen.  Unless otherwise specified, “cable viewing” data includes viewing via the other multichannel video program distributors, such as DBS.   


� Viewing shares in this report are presented based on the sum of household delivery.  Taking account of multiset viewing, the figures are percentages of total viewing and sum to 100 percent.


� See “Editorial:  Networks need to get  serious about summer.” Electronic Media, July 22, 2002, p. 10.  See also “A TV First:  Ad-supported Cable Wins Primetime Viewership Race for Entire 2001/2002 Season,” available at � HYPERLINK "http://www.cabletvadbureau.com" ��www.cabletvadbureau.com�; visited Sept. 29, 2002.


� 2001 MVPD Competition Report, 17 FCC Rcd 1244 (2002), 


� The comparison could not be done for prime time due to the lack of data on total cable and broadcast advertising revenues for the prime time daypart.


� In 2000 and 2001, Nielsen separated out “all other cable” from pay and basic.  This is not included in the universe of advertiser-supported programming.  See notes to table 11.


�   Nielsen data compiled by Bear Stearns in Bear Stearns Equity Research, Media, Broadcast Television Fact Book ; May 2002, p. 122.


� Paul Kagan Associates, Economics of Basic Cable Networks 2002, p. 61.


� See Media Dynamics, Inc., TV Dimensions 2001 at 60.


� Data are available for spot rates received by affiliates of the big three networks.  For all households, the average CPM is $17.45.  Id.  The rate is slightly higher than the network rate of $15.75.  This is likely a reflection of the fact that most network advertising is bought in bulk during the “upfront” market and also the lower transactions costs associated with purchasing national exposure via a single transaction as opposed to assembling coverage from multiple sources in the spot market.


� John M. Higgins and Allison Romano, “Cheaper by the thousand.”  Broadcasting and Cable Feb. 4, 2002, at 20-28.


�  See Report and Order in MM Docket No. 95-39 (Review of the Syndication and Financial Interest Rules), 10FCC Rcd 12165 (1995) and Report and Order in MM Docket No. 00-108 (Amendment of Section 73.658(g) of t he Commission’s Rules – The Dual Network


Rule), 16 FCC Rcd 11114 (2001).


� See Bear Stearns Diversified Entertainment Equity Research, Media, Diversified Entertainment, We Are Family, May 2002, p. 5 (stating that the big three commercial networks were marginally profitable in the 1980’s and that in 2002 the six major commercial networks, taken together, will lose money). 


�  “Network Television Cost and CPM Trends,” in Trends in Media, Television Bureau of Advertising, at � HYPERLINK "http://www.tvb.org/tvfacts/index.html" ��www.tvb.org/tvfacts/index.html�, visited Aug. 13, 2002.  The 2000 figure includes seven networks—ABC, CBS, NBC, Fox, UPN, WB, and Pax.


� Bear Stearns, Broadcasting/TV&Radio, Equity Research Media, November 2001, p. 23.


� Reality programming has lower production cost than scripted series, so adding reality programming to the regular season lineup cuts production costs.  On the other hand, to the extent reality programming is introduced during the summer, replacing reruns, then it does not actually result in lower programming costs.  Reality programming is unlikely to represent a long term solution to the cost pressures networks face.


� A discussion of a pending petition for revision of Commission rules governing network-affiliate relations is beyond the scope of this paper.


� National Association of Broadcasters, Television Financial Report, 2001 edition, p. 34.


� Some have argued that the way for network companies to become more profitable is to buy additional stations with high profit margins.  While this could raise the profitability of the resulting combination, it is not clear that purchase of a station is required in order to effect a change in the revenue split between stations and networks.


� According to network company staff, the big four commercial networks have anywhere from 176 to 213 affiliates.  The others have smaller numbers of affiliates.


� See Broadcasting and Cable, January 21, 2002, p. 60, for a list of duopoly combinations.


� The Television Financial Report provides average figures for a variety of measures.  It also provides various performance ratios, which are calculated by first averaging the numerator values, then averaging the denominator values, and the calculating the quotient.  The problem with this procedure is best illustrated by an example.  Suppose that two stations had ratios of  profit to net revenues of one-fourth and one-sixth, respectively.  The average profit to net revenue ratio for the two is 5/24.  However, the financial report calculation procedure is to average the numerators and denominators and then divide, yielding an estimate of 1/5.


�  The National Association of Broadcasters Television Financial Report provides average figures for profits, cash flow, net revenues, etc. for each station category.  Dividing, for example, the average cash flow figure by the average net revenue figure, gives a result that is different from what would be obtained if the quotient were first calculated for each station and then averaged.  This does not, of course, affect the sign of the calculated percentages, and the magnitudes are roughly correct.  See note 49, supra.


� See National Association of Broadcasters, Television Financial Report, 1991 and 2001 eds. The 25th percentile figure is the one that has 75 percent of the observations in the sample above it.  It is, of course, true that the identity of stations in the “bottom quarter” may have changed from 1990 to 2000.


� National Association of Broadcasters, Television Financial Report, 1991 and 2001 eds.


� See “Bud Paxson leads deal to clear analog channels for wireless use.”  Electronic MediaU, Feb. 26, 2001, p. 32.


� There are, of course, differences in the two data sets.  The Table 13 data do not include network compensation, but do include gross advertising revenues, including agency commissions, so they overestimate what is available to stations.  The table 17 data include network compensation and do use net advertising revenues, but, as the introduction to the 2001 Television Financial Report makes clear (at i), several large market NBC and Fox stations that had previously participated in the survey did not do so in 2000.  This likely explains the precipitous drop in the Fox net revenue figure from 1995 to 2000.


� See Dan Trigoboff, “The news not out of Topeka,”  Broadcasting and Cable, April 22, 2002, p. 12 (noting that the third-ranked station in Topeka, DMA 138, has dropped local news, as have some stations in other markets).


� Kagan World Media, History of Cable and Pay TV Subscribers And Revenues, Cable TV Investor, May 24, 2002, at 8.


� See NCTA, National Video Programming Services: 1994-2001, Cable Program Services, Cable Developments 2002, May 2002, at 23, 27-212; see also Table 21.


� While some DBS subscribers do receive local broadcast signals via their DBS service pursuant to the Satellite Home Viewer Improvement Act of 1999, DBS subscribers in approximately 158 DMA’s are not provided with local broadcast network signals via satellite.  DBS can offer distant network signals, but only to a portion of DBS households (only those households unserved by local network affiliates over the air).


� 47 U.S.C. § 543(b)(7); 47 C.F.R. § 76.901(a).


� 47 U.S.C. § 534(a), (b)(1), 47 C.F.R § 76.56(b) (obligations to carry local commercial stations); 47 U.S.C. § 535(a), (b); 47 C.F.R. § 76.56(a) (obligations to carry qualified noncommercial stations).  Under these statutory provisions and the Commission's rules, commercial broadcast television stations may elect whether they will be carried by local cable television systems. 47 U.S.C. § 325(b)(3)(B); 47 C.F.R. § 76.64(f). The must carry provisions of the 1992 Cable Act also directed the Commission to initiate a proceeding at the time that it prescribes modified standards for what is now referred to as digital television ("DTV") and “to establish any changes in the signal carriage requirements of cable television systems necessary to ensure cable carriage of such broadcast signals of local commercial television stations which have been changed to conform with such modified standards." This provision is codified as Section 614(b)(4)(B) of the Communications Act, 47 U.S.C. § 543(b)(4)(B). In the 1996 Act, Congress stated that no ancillary or supplementary broadcast service shall have must carry rights. 47 U.S.C. § 336(b)(3) which was added to the Communications Act by Section 201 of the 1996 Act   In the context of adopting digital television standards, the Commission sought comment on relevant must carry rules or policies that might be needed both during the transition to DTV and once DTV has replaced the current analog system. Advanced Television Systems and Their Impact Upon the Existing Television Broadcast Service, MM Dkt. No. 87-268, Fourth Notice of Proposed Rulemaking and Third Notice of Inquiry, 10 FCC Rcd 10540, 10552-10554 (1995). Depending on the rules that the Commission may ultimately adopt, if any, cable and OVS operators subject to the must carry rules would be required to allocate a portion of their channel capacity to the carriage of DTV signals.


� Information gathered in re: Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Statistical Report on Average Prices for Basic Service, Cable Programming Services, and Equipment, MM Docket No. 92-266, Report on Cable Industry Prices, 17 FCC Rcd 6301, 6308, Tbl. 1 (2002).


� Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Statistical Report on Average Prices for Basic Service, Cable Programming Services, and Equipment, MM Docket No. 92-266, Report on Cable Industry Prices, 17 FCC Rcd 6301, 6308, Tbl. 1 (2002).  


� Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Buy-Through Prohibition, MM Docket No. 92-262, Order, 8 FCC Rcd 2274 (1993); Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Tier Buy-Through Prohibitions, MM Docket No. 92-262, Order, 7 FCC Rcd 8672 (1992).


� 47 U.S.C. § 543(l)(2); 47 C.F.R. § 76.901(b).


� Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Buy-Through Prohibition, MM Docket No. 92-262, Order, 8 FCC Rcd 2274 (1993); Implementation of Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, Tier Buy-Through Prohibitions, MM Docket No. 92-262, Order, 7 FCC Rcd 8672 (1992).


� See Paul Kagan Assocs., Inc., Paul Kagan’s 10-Year Cable TV Industry Projections, The Cable TV Financial Databook, July 1996, at 11; see also Paul Kagan Assocs., Inc., Paul Kagan’s 10-Year Cable TV Industry Projections, The Cable TV Financial Databook, July 1997, at 10.


� See Paul Kagan Assocs., Inc., Paul Kagan’s 10-Year Cable TV Industry Projections, The Cable TV Financial Databook, July 1997, at 10; Paul Kagan Assocs., Inc., Paul Kagan’s 10-Year Cable TV Industry Projections, The Cable TV Financial Databook 2000, July 2000, at 10.


� NCTA, National Cable Video Networks by Type of Service, Cable Television Developments, Apr. 1994, at 7-A.


� NCTA, National Cable Video Networks by Type of Service 1976-1995, Cable Television Developments, Spring 1996, at 6.


� NCTA, National Cable Video Networks by Type of Service 1980-2000, Cable Television Developments 2001, Fall 2001, at 8.


� NCTA, National Cable Video Networks by Type of Service, Cable Television Developments, Apr. 1994, at 7-A.


� NCTA, National Cable Video Networks by Type of Service 1980-2000, Cable Television Developments 2001, Fall 2001, at 8.


� Kagan World Media, Major U.S. VOD Deployments and Trials, Broadband Cable Financial Databook 2002, July 2002, at 79.
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