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enter into this Agreement and the Purchaser
Documents, and to consummate the
transactions contemplated hereby and thereby.
It is not necessary for the Purchaser or any
Affiliate of the Purchaser (or any person in
which the Purchaser or any Affiliate of the
Purchaser has an attributable interest under the
Communications Act) to seek or obtain any
waiver from the FCC, dispose of any interest in
any media or communications property or
interest, terminate any venture or arrangement,
or effectuate any changes or restructuring of its
ownership, including, without limitation, the
withdrawal or removal of officers or directors or
the conversion or repurchase of equity securities
of the Purchaser or any Affiliate of the
Purchaser or owned by the Purchaser or any
Affiliate of the Purchaser (or any person in
which Purchaser or any Affiliate of the
Purchaser has any attributable interest under
the Communications Act). The Purchaser is
able to certify on an FCC Form 314 that it is
financially qualified.

In a similar vein, a sales agreement provided as follows:

Buyer is legally, financially and otherwise
gualified to acquire and own the Station and
operate the Station’s Business under all
applicable federal, state and local laws, rules and
regulations, including the Communications Act.
The filing of the Assignment Application will
not require any waiver of the FCC’s rules,
regulations and policies, with respect to Buyer or
any Person having an attributable interest in
Buyer pursuant to the Communications Act or
the rules, regulations and policies of the FCC.
To Buyer’s Knowledge, no fact or circumstance
exists relating to the FCC qualifications of
Buyer that (a) could reasonably be expected to
prevent or delay the FCC from granting the
Assignment Application or (b) would otherwise
disqualify Buyer as the licensee, owner, operator
or assignee of the Station.

[Vol. 19.2
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3. Selling Assets But Obtaining the Benefits of a Stock Sale

In some situations and especially for tax reasons, the seller of a
radio station might insist on a sale of stock (rather than assets). Buyers
generally prefer to purchase assets rather than to risk assuming hidden
liabilities by acquiring stock and in order to get the tax benefits of a
stepped-up-basis of the assets. One seller devised an unusual and
creative solution by persuading the buyer to agree to the following
provision:

The Purchase Price will be increased by an
amount equal to the amount by which, all else
being equal, the income taxes of the
Stockholders resulting from this sale of assets
exceeds the income taxes of the Stockholders
which would have been payable upon a sale of
stock of the Seller, as reasonably determined by
Seller’s  accountants, plus  $10,000.00 to
compensate Seller for additional attorney’s and
accounting fees, provided that Seller, Seller’s
accountants and the Stockholders will make
available to Buyer such information as Buyer
shall reasonably request for purposes of
verifying the determination of Seller’s accounts,
including income tax returns if needed.

4. Limiting Personnel and Promotional Obligations

Most asset purchase agreements require the seller to use its best
efforts to retain existing employees and to maintain the same levels of
expenditure for advertising and promotion. However, one seller
negotiated the inclusion of the following provision:

Except for the level of Sales Department
employees (which Seller intends to reduce
shortly after execution of this Agreement), Seller
will use its best efforts to maintain its staff
levels; however, Seller shall be under no
obligation to hire employees to replace any
employees who may voluntarily resign between
the period from execution of the Final Sale
Agreement and the Closing.

The Agreement also provided that “Seller shall be under no
obligation to maintain the same levels of expenditures for advertising
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and promotional efforts as expended prior to execution of this
Agreement.”

In another asset purchase agreement the seller obtained the
following provision: “It is understood and agreed that the defection of
any of the Stations’ present employees following the execution of this
Agreement and prior to the Closing Date shall not constitute a
material adverse change in the business of Seller.”

5. Easing the Pain of the Buyer’s Default

How can the seller be protected if the buyer “walks” from the
deal? Most agreements provide for the collection of liquidated damages
by the seller (usually, the total amount of the escrow deposit) in the
event of a breach of any material representation, warranty, covenant,
or condition. Typically, the liquidated damages provision makes clear
that the seller has no other remedies in the event of a breach. For

[

example, one asset purchase agreement stated that “[rlecovery of
liquidated damages from the Escrow Account shall be the sole and
exclusive remedy of Seller against Buyer for failing to consummate this
Agreement on the Closing Date and shall be applicable regardless of
the actual amount of damages sustained.”

In some situations, sellers have been able to negotiate a provision
which gives them the option of collecting the escrow deposit as
liquidated damages or going to court to collect compensatory damages.
For example, an asset purchase agreement provided that in the event
of a material breach by the buyer of any of its representations and
warranties, the seller had the option of treating the escrow deposit as
liquidated damages or, at seller’s option, waiving the right to liquidated
damages and bringing “an action at law or in equity to cover its actual

compensatory damages, if any, sustained as a result of such default.”
6. Selling the Equipment “As Is”

Sometimes the seller of a station tries to obtain a provision that,
in effect, states that the buyer is acquiring the equipment and the
buildings on an “as is” basis. One asset purchase agreement provided
that “Buyer and Seller agree that Seller expressly disclaims any
warranties of merchantability or fitness for a particular purpose, and
that Buyer has obtained the advice of independent engineers employed
by Buyer as to the usefulness or fitness of the personal tangible assets
for Buyer’s purposes.”
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7. Turning Adversity into a Tax Deduction: A Charitable
Donation

Are there any alternatives to bankruptcy for a deficit ridden
radio station that cannot attract buyers? One alternative carrying
potential tax benefits for the owner is for the licensee to donate the
assets of the station to a qualified Section 501(c)3) charitable
corporation. For example, a licensee donated the assets of the station
to a local college. One agreement provided that the donor intended
that “the transfer of STATION to COLLEGE shall be a contribution
to enhance COLLEGE’s public educational services” and stated that
the “Donor values the equipment, facilities and other elements of this
donation of STATION to COLLEGE at [specified sum].” One
cautionary note: the Internal Revenue Service requires an appraisal
that documents the value attributed to the assets of the station.

8. Profiting From a Material Positive Change: The Flip Side of
Material Adverse Change

A “material adverse change” provision is included in some
contracts to protect the buyer in the event that the station performs
poorly between the date of the execution of the acquisition agreement
and the closing. Generally, sellers take the position that a “material
adverse change” provision is not appropriate if a LMA is entered into
on the ground that the LM A shifts the operating risk to the buyer.

By contrast, some agreements provide for an upward adjustment
of the purchase price for the seller in the event the station performs
significantly better than anticipated. For example in one asset purchase
agreement the parties agreed that the cash payment to be paid by the
buyer to the seller at the closing would be increased on a dollar for
dollar basis, by the increase in working capital during the term of the
time brokerage agreement into which the parties were entering
contemporaneously with the execution and delivery of the purchase
agreement. Conversely, the parties also agreed that the cash payment
to be paid by the buyer would be decreased, on a dollar for dollar basis,
in an amount equal to any decrease in working capital that occurred
during the term of the time brokerage agreement.

A “material positive change” clause can be very useful for a seller
when there is clear reason to expect that the station will increase in
value following the closing. For example, say you’re the licensee of a
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small market radio station and you have a construction permit
application on file with the FCC to relocate the station closer to a
major metropolitan center. You've decided to sell the facility before
completing the upgrade, but you would still like to realize an upside
from the increased value the upgrade is likely to deliver. How do you
achieve that objective?

One approach to this problem can be found in an asset purchase
agreement in which the parties established a base purchase price for
the station of $7 million, which was subject to upward adjustment if
the buyer, within three years of acquiring the station, successfully
completed the upgrade and sold the station to a third party for a net
profit in excess of $10 million. The specific amount of the adjustment
depended on the amount of the net profits from the resale. Specifically,
in the event that the net profits on the resale of the station were
between $10 million and $30 million, the seller, was to receive a 10%
share of the net profits in addition to the base price. If the net profits
exceeded $30 million, the seller, would be entitled to 25% of the net
profits over that figure.

To effectuate these provisions, the agreement required the buyer
to notify the seller in writing within five days of entering an agreement
for the sale of the upgraded station to a third party. The notice was
required to include the amount of the purchase price adjustment to
which the seller was entitled. Moreover, because the agreement
provided that the net profits were to consist of the buyer’s net proceeds
for the resale minus all of its direct costs related thereto (including, e.g.,
legal and engineering fees, filing fees, build out costs, and any costs
associated with the third party purchase agreement or any channel
change agreements), the buyer was also required to furnish an itemized
breakdown of the costs used to calculate net profits, which breakdown
was subject to audit by the seller. Finally, the agreement directed the
buyer to instruct the third party purchaser to distribute the purchase
price adjustment directly to the seller at the time of the closing of the
resale of the station. The caveat to the seller in this kind of
arrangement is that the buyer may either wait to sell the station until
after the negotiated period of time or may never sell the station.

9. Using Warrants

The use of warrants also enables the seller of a station to reap
some benefit from an increase in the value of the property after the
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station is sold. For example, in one transaction, the purchase price for
the stations was one million dollars. The letter-agreement for the
purchase of the stations provided that the buyer would deliver to seller
“a warrant for five percent (5%) of the accretion in the stations above
the $1,000,000 price.” The warrant was made exercisable when the
stations were sold to an independent third party or at the maturity of
the bank loan taken out by buyer (namely, five years from the closing).
In the event that the stations were not sold prior to the maturity of the
loan, the parties agreed to engage an appraiser to determine the
stations’ value. The letter agreement provided that in the event of a
disagreement between the appraisers, they would choose a mutually
acceptable third appraiser whose opinion would be binding.

10. Obtaining Added Value for Seller Paper

“Seller paper” (a purchase money mortgage) can be used as a
means of financing the purchase if mezzanine financing or
subordinated debt is difficult to obtain. Seller paper is usually
subordinated to senior bank debt and often takes the form of a loan at
two to three times cash flow for a five-year period at a fixed interest
rate at or below prime. Some agreements give warrants to the seller to
provide the seller with the benefit of the possible upside of a
transaction. In other transactions, all or some seller paper takes the
form of a covenant not to compete. In some deals, the seller is given
stock in the acquiring company as well as a promissory note.

In one transaction, the seller agreed to take a promissory note in
the amount of $400,000 with the following terms: (a) the entire
principal balance (including any deferred interest accrued during the
first year), but would not be due until five years after the closing, and
(b) the note would be deemed paid in full if on or before a fixed date,
the buyer paid the seller $250,000 plus all accrued interest. This
promissory note reflects a negotiated discount for early payment,
which provides a significant benefit for both the buyer and the seller.

In addition, the buyer agreed to deliver another promissory note
with a principal balance equal to the lesser of the face amount of all of
the accounts receivable or $150,000. The asset purchase agreement
provided that prior to full payment, the seller could put the note to the
buyer in exchange for a 5% stock interest in another broadcast station
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owned by the buyer “plus the payment of all accrued interest, including
any deferred interests accrued during the first year.”

To protect the seller, payment of both promissory notes was
secured by a security interest in the tangible and intangible personal
property used in the operation of the station. To benefit the buyer, the
agreement provided that the buyer’s obligations were subordinate and
junior with regard to its obligations (including any refinancing) to one
or more institutional lenders up to a maximum principal balance of
$2,500,000. Also, to make sure that the seller helped the buyer obtain
financing, the asset purchase agreement provided that:

Seller agrees to cooperate with Buyer, Buyer’s
underwriters, lenders, and their respective
agents and representatives in connection with
Buyer’s financing arrangements, including
without limitation providing such information
and documents as Buyer may reasonably request
for the purpose of obtaining the funds required
to consummate the transaction.

This transaction illustrates how the seller can accommodate the
buyer by, in effect, providing working capital, by creating an incentive
for early payment of a note, and by making it easier for the buyer to
obtain financing. In turn, the buyer provides the seller with a
subordinated secured interest in the physical assets of the station and
an option to purchase stock in another broadcast licensee.

11. Securing Protection for Seller Paper

If the seller provides the buyer with seller paper, what protection
can the seller obtain to make sure that the station will be operated
properly and that financial and other information will be provided on
a timely basis after the closing? One seller sold the station assets for
$4,000,000 and received the buyer’s promissory note in the amount of
$3,200,000. Since the seller paper accounted for the lion’s share of the
sales price, the seller wanted protection in addition to a security
agreement (accompanied by a UCC-1 filing), a trust deed on the real
estate, and a pledge agreement from the three individuals who
provided personal guarantees.

The asset purchase agreement provided for a series of “post
closing covenants” by the buyer concerning the operation of the
station in accordance with all laws and regulations, payment of all
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taxes, maintenance of the assets in good condition and repair, and
keeping the assets free of liens and encumbrances. These covenants
echo those that the seller provided for the period between execution of
the contract and the closing. Also, the buyer was required to keep the
assets fully insured against fire, theft or vandalism and to name the
seller as an additional insured under the policy and to “insure the life
of one of the principals of the buyer” in an amount equal to the
unpaid balance of the Note with the Seller named as beneficiary.” The
buyer was also obligated to provide the seller with quarterly financial
statements. The seller or an agent of the seller was given “the right at
reasonable times during Buyer’s normal business hours to inspect the
assets and to inspect, audit and copy any books and records of Buyer
relating to the Assets.”

Although it would seem logical that the seller should be able to
protect itself by providing that the station will revert to the seller in the
event that the buyer defaults on the seller paper, this type of
reversionary interest is prohibited by the FCC’s rules. Section 73.1150
of the Commission’s rules is broadly worded. It provides that, in
assigning a broadcast license, the licensee “may retain no right of
reversion of the license, no right to reassignment of the license in the
future, and may not reserve the right to use the facilities of the station
for any period whatsoever.””* Moreover, the Commission staff takes
the position that such a reversionary interest cannot be salvaged by
including a requirement that FCC approval be obtained before the
station is reassigned to the seller.

Section 73.1150 can also be read to prevent a seller from holding
rights to provide programming over the station once the closing
occurs. In an agreement for the sale of a noncommercial educational
radio station, the parties included a provision whereby the seller would
hold a right of first refusal to “prepare, produce, present on-air, and sell
course materials for” college level courses to be aired on the station if
the buyer ever proposed to offer such college-level courses as
programming on the station. The FCC staff objected to this provision
and the parties found it necessary to file an amendment to the
purchase agreement that struck this provision. According to the
amendment, the parties agreed to strike the provision because the FCC

47 CF.R § 73.1150 (2010).
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staff had advised counsel for the parties that the provision “must be
deleted to bring the Agreement into compliance with FCC rules and
policy.”

12. Building a Margin of Error in Financial Statements

One of the most important provisions of a contract is the
representation and warranty concerning the accuracy of the financial
statements furnished by the seller. The seller should review its
financials with its accountant(s) and other experts to identify
problems. The wording is often the subject of intense negotiations. In
some exceptional situations, the seller is able to negotiate a contract
that contains no representations or warranties concerning financials,
but the seller should beware. In a stock transaction, SEC Rule 10b-5
prohibits “ ... mak[ing] any untrue statement of a material fact or...
omit[ting] to state a material fact necessary in order to make the
statements made, in the light of the circumstances under which they
were made, not misleading.”

While most contracts provide that financial statements are
prepared in accordance with “generally accepted accounting
principles,” sellers try to include a provision, which allows for a margin
of error. For example, in one asset purchase agreement, the sellers
negotiated the following provision:

The financial statements are not audited but are
prepared substantially in accordance with
accepted accounting principles consistently
applied, are correct in all substantial and
material respects and present fairly, the
operating income and financial condition of the
stations as of their respective dates and results
of operations for the period then ended.

13. Providing Incentives for the Seller and the Seller’s Key
Executive

How do you provide an incentive to the hands-on executive of
the seller who will be responsible for making or breaking the success of
the acquired station? In one asset purchase agreement, an executive of
the seller was given a lucrative compensation arrangement whereby he
would have a substantial personal stake in the operation. First, he was
given an opportunity to purchase stock in the corporation at a
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sweetheart rate and on sweetheart terms—while the price for the stock
was specified as $100,000, the buyer agreed to loan the executive
$66,667 of the $100,000, payable over a three-year period. Second, the
executive was given options to purchase an additional 15% of the
stock: 5% at closing, 5% one year later and 5% in two years for one
dollar each purchase. Third, if the stations were to be sold for more
than $50 million, the executive would receive, as a bonus, 20% of the
net proceeds; if sold between $47.5 million and $50 million, a
proportionate percentage.’’

The asset purchase agreement also contained a creative way of
assuring that the station would have sufficient funds to operate prior
to the closing and giving the seller a piece of the action if the station
was very profitable the first year after it was sold. The buyer agreed to
loan the seller $200,000 which would be credited against the sale price
at closing. If the deal were to fall through, the buyer would take back
$200,000 with interest plus $10,000 “to compensate Purchaser for its
costs and expenses in making the loan.” The contract provided for “an
incentive profit payment” of $500,000 to the seller if the gross revenues
during the first year after closing were greater than or equal to $4
million. The payment is a creative way of giving the seller a share of
the profits without having to give away a stock interest.

14. Obtaining Benefits Through FCC Rulemaking

Diligent broadcasters remain perpetually attuned to application
and rulemaking activity at the FCC that could potentially affect their
ability to seek an improvement in station facilities such as: increasing
the station’s power or moving the antenna closer to a larger market. A
rulemaking might lead to a significant improvement in coverage.
Generally, these types of facilities improvements take a lot of time.
Months and, frequently, years may be devoted to the upgrade project.
Having invested substantial time, effort and money in the upgrade
project, the seller does not want the buyer to reap the benefits of the
project without rewarding the seller for its efforts. The buyer does not
want to pay the seller for those efforts unless they produce results. Of
course, at the time that the application is filed, the parties cannot be
sure that the FCC will grant the application or the rulemaking that will

35 . . . . .
A cautionary note: any executive compensation plan must comply with the strict
requirements contained in Section 409A of the Internal Revenue Code.
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lead to the improvement of the station’s coverage or even that the
improved facilities authorized by the FCC will receive local zoning
approvals.

The compromise usually achieved in such cases is to include a
provision whereby the buyer will make a payment to the seller above
and beyond the purchase price if the upgrade project is successful. The
difficulty in such cases is in reaching agreement as to what constitutes
successful completion of the project. An initial grant by the FCC staff
is subject to further review and consideration, so the issuance of a
favorable staff decision is usually not a satisfactory point at which to
consider the project complete. Even when the staff decision is final,
other obstacles may arise that would prevent the station from ever
achieving the facilities upgrade that had been contemplated by the
parties. Zoning authorities may deny permission to build the new
facility. The tower site may prove to be unsuitable for construction.
The construction permit application filed in response to the successful
rulemaking may not be granted.

As each milestone in the process of upgrading the facility is
reached, the risk that the project may fail decreases, but the length of
time that the impatient seller must wait before it receives its payment
increases. The seller may be forced to trade dollars for a more
immediate payment. Whatever compromise ultimately is reached by
the parties, it is vitally important that the payment be tied to a clear,
demonstrable event, such as a final FCC decision, a final zoning board
decision or the FCC’s final grant of a covering license application for
the facilities. The use of a well-defined triggering event helps to avoid
disputes as to the timetable for payment.

In deciding which event will trigger the payment obligation, the
parties may be tempted to use the final grant of the covering license
application inasmuch as the issuance of that grant removes virtually
all uncertainty as to whether the upgrade will become a reality. Sellers,
nevertheless, would be well advised to take care in doing so. Processing
of covering license applications has a very low priority at the FCC and
as a result, it is not uncommon for many months to elapse before the
covering license is granted. In the meantime, buyer is able to make use
of the upgraded facilities while seller continues to wait for its payment.
From a seller’s perspective, that is an unhappy situation. One
alternative triggering event that could be used is the FCC’s grant of
Program Test Authority (“PTA”). Stations routinely operate under the
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terms of PTA during the time the covering license application is
pending. Although grant of PTA does not signal an absolute certainty
that the license will be granted, it reduces the risk of non-grant to
nearly zero.

VI. How 1o MAKE THE CrosING Looxk Easy

The closing brings to a successful conclusion the long and
sometimes ulcerous process of deciding to sell or purchase a radio
station, finding a buyer (or seller), valuing the business, conducting due
diligence and negotiating agreements reflecting the interests and intent
of the parties. At the closing, the consideration (cash, notes or stock) is
exchanged for the property. And if all has gone well, the buyer and
seller walk away convinced that each got a good deal, and the lawyers
finally smile with a sense of accomplishment, collect the papers and
quietly leave the scene to the sweepers and shredders.

We can offer some general guidance to those contemplating a
closing. Do not lose sight of the fact that, for the most part, once the
deal has been struck, the buyer and seller share the same general
objective: to close the deal. No one—not the buyer, the seller, nor their
lawyers—relishes surprises at the closing. Taking into account the
differing interests of the buyer and seller, try to keep all parties
informed as your preparations progress and be ready to solve
problems, not just identify them.

On that note, a comprehensive document checklist can give you
the memory of an elephant. First, analyze the requirements for the
closing and then develop checklists describing the tasks to be
accomplished, the documents to be prepared and signed, the persons
responsible for each task or document, and the status of preparations
and delivery. Second, circulate checklists to all parties early in the
preparation period so that they may use them as the vehicle for
coordinating the actions and preparations of the buyer, seller, their
counsel and their other representatives.

The devil is in the details. The details for the closing are set forth
in the acquisition agreement, and a typical agreement will contain
sections that usually are titled “Conditions to Closing” or “Deliveries
at Closing.” One of the key conditions to closing the purchase and sale
of a radio station in most agreements is the issuance of a final, non-
appealable order by the FCC consenting to the transaction (the Final
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Order). This might be an assignment of the seller’s license to the buyer
in an asset transaction or a transfer of control stemming from the
buyer’s purchase of a controlling interest in the company which is the
licensee of the station. The grant of an assighment or transfer
application by the Media Bureau will become a final order by
operation of law 40 days after the issuance of a public notice by the
FCC announcing the grant, provided that no petitions for
reconsideration or applications for review are filed and that the
Commission does not rescind the Bureau’s action on its own motion.

In addition, under certain conditions the buyer and seller must
make certain notice filings with the Department of Justice and the
Federal Trade Commission pursuant to the Hart-Scott-Rodino
Antitrust Improvements Act of 1976, as amended (e.g., the purchase
price is more than $63.4 million and certain other thresholds
concerning the size of the buyer and seller are met.) Once the buyer
and seller have received notification that the prescribed 30-day waiting
period following the filing has been terminated or expired, the parties
may proceed to closing.

It is now common practice for the buyer and seller to close
without waiting for finality of the FCC grant. Where a lender is
involved, the parties sometimes close prior to finality by placing into
escrow the funds furnished by the lender and providing for the release
of such funds to the seller (with any interest earned thereon) when the
FCC grant of the assignment or transfer application becomes a Final
Order.

Checklists will help but the heavy lifting usually takes the form
of coordinating your actions and documents among all parties,
spotting problems in advance, and developing, coordinating and
implementing solutions to those problems. Also, consider holding a
“pre-closing” at least one day prior to the closing, so that documents
may be revised prior to the scheduled date of the closing and the
closing can consist only of wiring the money at the opening of business
on the closing day. Since wiring sometimes takes longer than expected,
the earlier the funds are wired, the better.

But the preparation and effort are worth it. When the work is
complete, the buyer, the seller and their counsel will have shepherded
the transaction to its intended conclusion.
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VII. A Crosincg Worp

The path of a broadcast station acquisition and sale is a long and
sometimes rocky road, from the initial letter of intent to the closing
(and through the relevant post-closing period). This article attempted
to assist both seller and buyer in identifying and avoiding the potholes
and pitfalls in between. Today’s broadcast marketplace presents special
challenges to buyers and sellers, as to economic outlook and the rise of
competing media outlets. These challenges compel the parties in a
station transaction to be well briefed and adequately prepared to
accomplish  their mutual objectives without risking delay,
dissatisfaction, and disillusionment in the acquisition process. It has
been our goal in this article to assist the reader in minimizing the
inevitability of mistakes in the radio station acquisition process, so
that seller and buyer make a mutual success of their joint endeavor.
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THE ECONOMIC IMPACT OF
FREE CONFERENCE CALLING SERVICES'

Alan Pearce
W. Brian Barrett

*

Free conference calling services have added a new dimension to
the long-distance telecommunications marketplace in the United States
and abroad. Accompanying the introduction of these services, there
are a variety of business and public policy issues that have been raised
here in the United States. These issues include access service charges
imposed on Interexchange Carriers (“IXCs”), profits made or lost by
IXCs and Local Exchange Carriers (“LECs”), fees paid by LECs to free
conference calling companies, benefits accruing to the general public
through the ability to efficiently collaborate and engage in business,
political and religious activities, and the resulting positive byproducts:
an expansion in economic growth; an increase in employment growth;
and an increase in the availability of services such as broadband in
these often underserved areas. This report will examine and evaluate
the accuracy of the unsubstantiated economic and policy attacks,
propagated by dominant IXCs that have been leveled at the free
conference calling industry.

To date, most of the debate has focused on the Federal
Communications Commission’s (“FCC”) access charge regime and the
charges levied by LECs on IXCs for originating and terminating long-
distance telecommunications services. Under the current regulatory
framework in the United States, the costs for these access charges are
necessarily imputed into the costs that IXCs incur while enabling their
long-distance customers to make long-distance calls. Accordingly, the
law requires IXCs to bill and collect from their customers and then pay

A prior version of this article is available at

http:/ /www.freeconferencecall.com /factreport.asp.
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LECs for the use of their network in transiting these long-distance
calls. This report will examine this regulatory framework and the
economics of LECs billing IXCs for terminating access charges
associated with free conference calling services.

The report also includes a discussion of the economic structure
of the long-distance telecommunication market and the implications of
that structure on natural (market-based) pricing and level of
telecommunications service. This is followed by data and analysis that
demonstrates that long-distance calls to free conferencing services are
profitable for the IXCs, despite their claims to the contrary.

The IXCs’ position as to the profitability of calls made to free
conference calling services necessarily implies that there is another
motive behind the IXCs’ attacks on free conference calling services.
This report searches for and uncovers the IXCs’ hidden motive, which
stems from the fact that many IXCs have had to reduce the price of
their own conference calling services and have had to develop and
introduce new services in response to new entrants in the market.
Generally, this is exactly how the competitive market should work;
new entrants launch new, more innovative services in what has been
an entrenched market dominated by a few large companies, thereby
spurring competition and driving down prices. In the end consumers
win, so long as dominant firms are not able to use their market power
along with regulatory and public policy mechanisms to eliminate the
emerging competitors. Finally, what is often left unsaid by those who
attack the new entrants is that they actually fulfill the FCC’s
underlying public policy goal of providing advanced services to rural
Anmerica, while simultaneously stimulating competition and creating
employment opportunities.

I. Free CoNFERENCE CALLING COMPANIES
A. The Role of Free Conferencing Companies

Free conferencing companies are third party service providers
that provide LECs, both rural and non-rural, with innovative services.
By subscribing to local exchange services offered by LECs, free
conferencing companies allow competitive carriers to diversify their
revenue streams and remain viable in the face of technological
advancements and changing consumer preferences that have resulted
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in decreased demand for traditional wire-line services." Free
conferencing companies have been the necessary catalyst that has
allowed the affiliated LECs to build human capital, re-invest capital in
operations, and provide more and better service to local customers.
Farmers Telephone Company of Riceville, Jowa (“Omnitel”) is an
example of a LEC that did business with a free conferencing company
from 2005 until 2007. Because of changing consumer preferences,
Omnitel did not have much of a future before working with a free
conferencing operation.” Today Omnitel is able to offer its rural
customers a wide array of services, including high-speed Internet, toll-
free numbers, a variety of long-distance plans, teleconferencing, cable
TV, wireless and more.” Similar outcomes are possible for other rural
LECs and are completely consistent with the FCC’s vision for vibrant
competition in rural America.

1. Broadband Expansion on American Reservations

Like rural Competitive Local Exchange Carriers (“CLECs”),
American Indian tribes have also become increasingly interested in
supporting the provision of free conferencing services as a way to
diversify income streams and provide their nations with economic
development opportunities, including the deployment of broadband
and other modern telecommunication services. These reservations are
located in some of the country’s most remote areas, and until now,
business models that respect the tribe’s autonomy, while effectively
providing those who reside in these remote areas with modern
telecommunications and Internet service, have consistently failed.
These failures have stemmed from a misunderstanding or lack of
appreciation for the tribe’s history and culture, excessive infrastructure
costs, and lack of financial resources necessary to secure “luxuries”
such as broadband Internet access. The result, as FCC Commissioner
Michael Copps has noted, is a level of broadband access on Indian

" MorGAN STANLEY, TELECOM SERVICES 5 (2009).

* Dionne Searcey, Calling Riceville: How 2 Guys' lowa Connection Took Big Telecoms for a
Ride—Calls Sent to Their Area Piled Up Access Fees Until FCC Interceded, WarL St. J., Oct. 4,
2007, at Al.

3 Ex Parte Letter and Presentation on behalf of Omnitel Communications and Great Lakes
Communications from Edward A. Yorkgitis, Jr., Kelley Drye & Warren, LLP to Marlene
Dortch, Sec’y, FCC (Feb. 15, 2008), in FCC MC Docket 07-135, available at

http:/ /fjallfoss.fcc.gov /ecfs /document / view.action?id=6519841644.
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reservations that is “shockingly low” and “a national disgrace.”® Free
conferencing services are already helping to turn this tide.

Tribes are now discovering that they can establish their own
telephone companies and sell local exchange service to free
conferencing companies and applications to the Federal Government.
In doing so, the American Indian people can finance their own
infrastructure  build-out and internet libraries, and provide
telecommunications and broadband services to all reservation
residents, subsidized by American Indian-owned businesses and not by
the United States Federal Government. They have discovered that
their ability to operate viable telecommunications businesses provide
them with the opportunity for economic growth and independence.

By way of example, the Crow Creek Indian Reservation of South
Dakota was one of the most economically disadvantaged places to live
within the United States boarders. The Crow Creek Indians now have
their own phone company, Native American Telecom Enterprise LLC,
that provides for broadband services, modern telecommunications
services, and an internet library. They now have an impetus for
economic expansion and personal pride. Jobs are being created, and a
source of income for the Tribe has been created that will be used for
further economic growth and the general welfare of their people.
Without the ability to provide access service to other companies and
realize the revenues, the American Indian owned telephone company
business model would not be viable.

This business model is now being adopted in other remote
locations, such as the Pine Ridge Indian Reservation, and many others
have shown interest. This example helps to highlight the fact that the
application of the rural exemption for other rural locations is a
valuable stimulus to economic growth in rural areas, true to the FCC’s
intention.

* Andrew Feiberg, Copps Call State of Broadband for Native Americans ‘A National Disgrace’,
BroapBaNDBRrEAKFAST.cOM (Dec. 11, 2009),
http:/ /broadbandbreakfast.com /2009 /12 / copps-calls-state-of-broadband-for-native-

americans—a—national—disgrace.
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B. Access Charges, Long-distance Plans and Conference Call Pricing—
Tracking the Cash Flow

This section outlines the costs and pricing structures involved in
the initiation of a telephone call to a conference call bridge. It includes
the pricing of unlimited long-distance calling plans, because it is this
aspect of conference calling that is most often misunderstood and
misinterpreted by those who oppose free conference calling.

LEC  Originating Access Charges IXC
e A I
b === \ T T .
Long-Distance Charges |
Call Flow | LEC
Terminating Access Charges
Payments
Made

--p

Figure 1: Free Conference Calling Traffic and Cash Flow

Conference call companies provide free conference calling
services to consumers by entering into marketing agreements with the
LECs whereby the conference call provider receives a marketing fee in
return for generating conference call traffic. The free conference
service model, shown in Figure 1, illustrates the typical cash flow
scenario: (1) a call participant, who has already purchased a long-
distance calling plan from an IXC, dials a long-distance number; (2) the
IXC pays the call participant’s originating LEC an originating access
service payment for each minute of the call; (3) the IXC pays the
terminating LEC that provides local exchange service to the
conference call provider a per minute terminating access fee; and (4)
the Host, terminating, LEC pays the conference call provider a
marketing fee in a manner determined by contract between the
terminating LEC and the conference call provider. This cash flow

> For clarity and ease of reference, the LEC that provides local exchange service to the
conference call provider will be referred to as the “Host LEC.”
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scenario is repeated for each call participant under the free
conferencing service model.

The model in Figure 1 is modified in situations where there is an
intermediate carrier between the IXC and the terminating LEC. Such a
carrier is known as a transport company or centralized equal access
tandem /transport provider and serves to aggregate and route traffic
between the IXCs and smaller LECs. Transport companies often
charge a large mark-up, explaining some of the arguments made that
rural locations are high-cost. By way of example, Google recently
defended its practice of blocking certain access to certain rural areas
for its Google Voice service by stating that it would have to pay
between 12 cents and 39 cents per minute to these locations.® Google
contends that it blocks calls to these areas because they are cost
prohibitive.’” However, the LECs from which most of the free
conferencing companies receive service, and where Google blocks calls,
have tariffs that are only about 5 cents.® The difference is the mark-up
charged by the intermediate carrier. It is note worthy that these
intermediate carriers, and not the free conferencing companies, are the
benefactors of these high transport fees.’

The traffic and cash flow diagram is also modified slightly if any
of the call participants are also customers of an originating LEC that is
owned by, or affiliated with, the customer’s long-distance provider. In
this instance, illustrated in Figure 2, the IXC would effectively retain
the originating access charges collected from the customer.

Finally, it should be noted that another type of traffic and cash
flow analysis results if the caller initiates its call to a conference bridge
using a wireless phone or VoIP service. The imposition of access

€ Letter from Richard S. Whitt, Washington Telecom and Media Counsel, Google Inc., to
Sharon Gillett, Chief, Wireline Competition Bureau, FCC (Oct. 28, 2009) (on file with the
FCC), http:/ / www.fcc.gov/web /archives /googleletter.pdf.

7 See 1d.

% See Letter from David Erickson, President of Free Conferencing Corporation, to Marlene
Dortch, Sec’y, FCC (Nov. 4, 2009) in FCC WC Docket 07-135 & 07-52, available at

http:/ /fjallfoss.fcc.gov /ecfs /document / view.action?id=7020244588.

? Recently, alternative intermediate carriers in these “high-cost” areas have sprung up to
offer competition in these markets, transporting this same traffic at a rate around 2 cents
per minute, making the free conference calls affordable to the IXCs and other companies
like Google, and negating the “high-cost” reason to block calls and / or use other methods
of IXC self-help. See generally WipeVoice Commce’ns, Inc.,

http:/ /www.widevoice.com/services.html (last visited July 28, 2010).
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charges on these calls remains an unsettled issue on the regulatory
landscape and is largely beyond the scope of this analysis."

>
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Figure 2: Modified Free Conference calling Traffic and Cash Flow

C. Hosted vs. Free Conference Calling: Comparing the Economic
Alternatives

The pricing of access charges, long-distance calling plans and
conference calling services are, in some ways, intertwined and the
interplay between these various services needs to be explained fully,
fairly, and completely. A primary objective of this report, therefore, is
to explain and analyze the interplay, and the often complex and
confusing characteristics of these telecommunication services.

There are generally three types of business arrangements for
provisioning conference calling services in the United States: (1) large
and often dominant IXCs that generally provide conference calling
services in partnership with one or more nationwide conference call
service companies (e.g., Genesys, a partner of Qwest), and that have
traditionally utilized a host-pay system whereby all callers dial a toll

10 See Ex Parte Letter and Presentation from Brian Benison, AT&T to Marlene Dortch,
Sec’y, FCC (Aug. 5, 2008) in FCC CC Dockets 01-92, 96-45 & WC Dockets 05-337, 99-68,
& 07-135, available at

http:/ /fjallfoss.fcc.gov /ecfs /document / view.action?id=6520036878. This is not to suggest
that wireless and internet-protocol phone service is not a significant component of the
market, but rather that the dispute regarding payment of access charges for conference
calling services is predominantly discussed within the context of landlines. These
dynamics are likely to continue to change as AT&T and others argue that the FCC should
consider eliminating the Plain Old Telephone System (“POTS”) in favor of an Internet
Protocol based system.
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free (1-8XX) number to access the call; (2) Incumbent or Competitive
LECs that own their own conference bridges and may provide a
combination of host-pay and free conferencing services; and (3) small
independent conference call companies that secure local exchange
service from ILECs, CLECs, and/or rural CLECs that generally,
though not exclusively, provide a free conferencing service where each
caller dials a long-distance number and incurs long-distance charges to
participate in the conference call.

1. All Conference Calls Involve Access Charges

Despite the differences in business models, an important
attribute unifies this complex set of business arrangements. That is,
each conference calling model incorporates a long-distance charge,
which necessarily includes originating and terminating access charges
for the use of the LECs’ network, is assessed. These originating and
terminating access charges apply to all conference calls. For calls made
to 1-8XX numbers, the access charges for all participants will be paid
by the call’s host. For free conferencing services, each participant will
pay its own long-distance charge in order to access the call (i.e., each
individual caller pays for the long-distance call individually as part of
his/her monthly local and long-distance telephone bill).

2. Free Conferencing Services Provide Consumers with More

Choices

On the other hand, the free conferencing services are unique in
providing a greater level of consumer choice. By way of example, those
consumers using the free conferencing services have the option of: (1)
dialing into a conference call bridge using a direct-dial phone number
and their existing long-distance plan; (2) utilizing a 10-10 XXX “dial-
around” number to select a specific IXC while dialing; (3) using a pre-
paid long-distance calling card; (4) implementing a wireless device (e.g.,
a cell phone); or (5) utilizing a Voice-Over-Internet Protocol (“VoIP”)
service. These free conferencing services do not require a host to pay
all of the costs but rather allow each participant to pay their own share
of the call’s cost. Hosted conference calls, on the other hand, are more
expensive to the host and can be cost-prohibitive. This is an important
distinction, because free conferencing services provide an additional
economic alternative for would-be conference hosts, an alternative
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that is an efficient, cost-effective method of mass communication, the
absence of which would leave many with no viable alternative.

II. Twue Errect oF REGuLAaTORY PRICING DECISIONS
A. The Current Policy Issues

The current policy issue before IXCs, the FCC, various state
utility commissions, and Congress is whether IXCs should be required
to pay tariffed terminating access charges to rural LECs that pay
marketing fees to their customers that market, promote, and provide
free conferencing services. Major IXCs, such as AT&T, Qwest
Communications, Sprint, and Verizon, which are often vertically
integrated with LECs and offer their own competitive conferencing
services, have repeatedly claimed that terminating rural CLECs are
charging too much for termination, or are “pumping” excessive
volumes of traffic through these rural areas in order to take undue
advantage of the existing regulatory framework that permits rural
CLECs to operate under and receive higher tariffs than metro
locations."" It is important to note that this is a result that the FCC

contemplated and ultimately decided is acceptable and even
desirable."

B. Pricing Discretion is Under the Complete Control of the IXCs

As this report explains, the rural tariff rates present no
profitability problem for IXCs resulting from long-distance calls to free
conference calling services. To the extent that IXCs may not make a
profit on any given customer or any particular call as a result of the
IXCs’ unlimited long-distance plans, that is not an issue for the FCC
or Congress, but is a direct effect of the IXCs’ own business plans and
pricing, a matter within their complete discretion. A problem of their
own making, the IXCs cannot be heard to complain when they have

"In the case of Free Conferencing Corporation, the terminating access charges levied by
the LECs are all less than or equal to the National Exchange Carrier Association’s rate
allowed under the FCC’s “rural exemption.” See Access Charge Reform, Seventh Report
and Order and Further Notice of Proposed Rulemaking, 16 FCC Red. 9923, para. 65-73
(Apr. 26, 2001) [hereinafter Seventh Report and Order].

" AT&T admits that the CLECs they are challenging are charging around the NECA
band 8 rates. See Ex Parte Letter and Presentation from Brian Benison, AT&T to Marlene
Dortch, Sec’y, FCC (Dec. 3, 2009) in FCC Docket WC 07-135, available at

http:/ /fjallfoss.fcc.gov /ecfs /document / view?id=7020350996.
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knowingly and intentionally adopted a business model whereby they
sell unlimited long-distance plans for a fixed monthly charge, without
regard to the volume or destination of the telephone calls placed by
consumers.

C. Shifting of Resources

Under any regulatory pricing plan, the final prices are often
arbitrary and subject to compromise and change over time. The
regulator must weigh the costs and benefits of setting the price at any
given level. At current levels, all service providers are profitable.
Nevertheless, AT&T and others have suggested that the FCC should
lower rural CLEC access rates, at least for the purpose of conference
calling services.

A change in access rates will have little practical effect on the
demand for free conference call services. As long as the new rate is
sufficient to keep all current service providers profitable (although at
different levels), and thus in business, then the only economic effect
would be a transfer of wealth from one service provider to another. In
this instance, the shift would transfer wealth from the smaller, less
competitive companies to the larger, more dominant ones (the IXCs).
This will produce negative results on future competition and product
development. Therefore, the appropriate line of inquiry is a policy one:
does the policy analysis underlying the rural exemption remain valid
and does the FCC intend to continue to ensure that rural America has
ubiquitous access to wire-line and emerging services (e.g., broadband)?

The FCC’s intent is to stimulate the businesses of the rural LECs
(both ILECS and CLEC:s) to invest in their markets and provide better
and possibly cheaper, more imaginative and innovative services to
customers, because these areas are generally underserved by the major
and dominant nationwide companies. This ideally translates into more
and better jobs, lower local telephone bills, and improved local and
national telecommunications services. This is precisely what the rural
LECs sponsoring free conferencing are doing. In general, they serve a
relatively small number of customers and offer full local telephone
service, VoIP, high-speed Internet, digital TV, and long-distance

.. 13
telecommunications.

13 o
See Yorkgitis, supra note 3.
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Meanwhile the large former Regional Bell Operating Companies
(“RBOCs”—AT&T, Verizon, and Qwest—are assiduously divesting
themselves of their small and rural ILECs."* This is evidence that the
major IXCs are not interested in serving many rural markets in
Anmerica.

D. The Effect of Unlimited Calling Plans

The strategic business issue concerning unlimited local and long-
distance calling plans will now be explained and analyzed in more
detail in order to understand the effects these plans are having on
conference calling services. The overall profitability of long-distance
services is also analyzed in detail.” This analysis concludes that
because unlimited long-distance plans must be analyzed based on
average costs and average revenue, the plans yield significant profits for
IXCs, even when consumers utilize a relatively large quantity of free
conference calling services.

E.  Awverage Cost Should Not Be Confused With Marginal Cost

The IXCs’ tendency to conflate marginal and average cost is not
trivial, and has, in fact, resulted in significant misperceptions regarding
the free conference calling service industry. Indeed, ILECs are required
to base their prices and profit calculations on average costs, rather
than marginal costs. It is understood that less profitable service
offerings, generally in rural America, must be subsidized by earnings
from the more profitable densely populated areas (where call volume is
high and costs low) in order to foster the FCC’s mandate of ubiquitous
services.'® This is a critical business and policy matter as large ILECs
are actively divesting themselves of their rural properties in an effort to
lower their average costs and then concentrate their business strategies
on the high-density, high-volume, low-cost, high-profit areas. Indeed,
this exact scenario was one of the underpinnings that resulted in the
FCC’s creation of the rural exemption for CLECs.

The introduction of unlimited long-distance calling plans,
successfully launched by the ILEC-IXC combinations, has become a

" Brian Osborne, Verizon Sells Rural Local Wireline Assets to Frontier, GEEK.cOM (May 14,
2009), http:/ / www.geek.com / articles / mobile / verizon-sells-rural-local-wireline-assets-to-
frontier-20090514 /.

'® See infra Section IV.

' See Seventh Report and Order, supra note 11.
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major aspect of conference calling that is frequently misunderstood
and misinterpreted by those who oppose free conference calling. With
these increasingly popular unlimited plans, where both local and long-
distance services are bundled into a fixed monthly rate, the IXCs and
LECs/IXCs (e.g.,, AT&T and Verizon) may lose money on any given
marginal call that is placed by one of their customers to any long-
distance number. Indeed, this is true of any fixed price service, where
those who choose to use more of the “unlimited” services gain, but this
does not mean that free conference calling has made IXCs, generally,
or unlimited long-distance plans, specifically, unprofitable. In other
words, it is the average profit per user multiplied by the number of users
that determines the IXCs’ profit, and free conference calling services
may have the tendency to impact both of these factors differently.

It is important to note that the LECs that work and collaborate
with free conferencing companies charge less, on average, for
termination access than most rural ILECs. Indeed, many of the LECs
that work with free conferencing companies have commercial
agreements, with some of the same IXCs that have been so vocal in the
debate, at rates substantially lower than the tariff rates for those
areas.'” The implication raised by the adoption of these commercial
agreements is that natural market forces self-regulate the industry, and
that additional regulation by the FCC or Congress is unnecessary. If
an IXC claims that it is losing money due to terminating access
charges, then it can only be due to a faulty analysis used to determine
the pricing of unlimited calling plans. Notably, despite continued
claims that free conferencing services are ruining the profitability of
unlimited long-distance plans, the IXCs have continuously refused to
produce data to backup these claims. And anecdotal evidence would
suggest that the contrary is true. Indeed, AT&T, Verizon, Sprint and
Quwest, the four dominant IXCs, continue to aggressively promote their
unlimited long-distance plans, which are increasingly popular with
consumers.'® The profitability related to the use of unlimited calling
plans is discussed in detail in Section I'V.

" David Erickson states that alternative rates are frequently available below the tariff
rates. See supra note 8.

' Unlimited plans come with many of AT&T’s U-Verse plans, Verizon’s FIOS, and
virtually all cell phone plans.
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III. Pricing MoDELs FOR LonGg-DistaNcE CALLs
A. Marginal versus Average Cost

There has been some confusion between average cost and
marginal cost in arguments and disputes before the FCC, the courts,
and Congress.” AT&T in particular has made a claim that the
marginal costs of switching an additional call for rural CLEC:s is close
to $0, and therefore a rural exemption to charge higher tariffs is
unnecessary.”’ Marginal costs are irrelevant, however. As has been
outlined and demonstrated above, only average cost is relevant.

AT&T’s conclusion that marginal cost is close to zero assumes
that there is unlimited capacity in each switch. If indeed the number of
calls is growing, as the evidence suggests, then LECs providing local
exchange service to conference call providers must therefore continue
to upgrade and improve the quality of their switching equipment in
order to meet the increased demand. This has been the case for many
LECs. For example, Omnitel used its profits from offering free services,
including free conferencing, to upgrade and improve services for all of
its rural customers.

To further illustrate the critical relationship of marginal cost to
average cost, consider a hypothetical switch that costs $1,000,000. As
long as the switch is below capacity, it has zero marginal cost. In other
words, the LEC would incur no additional cost to add an additional
call to the switch. Further assume that the switch can handle 100,000
calls at any given time. As the call volume increases over time, the
short-run average cost falls as the volume increases. Now suppose that
the call volume is, on average, 99,000 calls at any given time. In this
scenario, the marginal and average cost per call is extremely low, because
the switch is near capacity. However, as soon as call volumes get at or
near the 100,000 call volume limit, the LEC will be required to buy an
additional switch in order to accept the next call. Assuming this
additional switch also costs $1,000,000, the marginal cost for accepting
that next call will be $1,000,000. With the purchase of the additional
switch completed, however, the marginal cost per call will return to
near $0.00, while the short-run average cost for all calls will remain

1 See Establishing Just and Reasonable Rates for Local Exchange Carriers, Notice of
Proposed Rulemaking, 22 FCC Red. 17989, para. 14 (Oct. 2, 2007).
% See Benison, supra note 12.
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somewhat high, decreasing again as the volume of traffic increases,
until such time as both switches are near capacity and the purchase of
a third switch is required. If this cost is averaged over a longer period
of time, it is possible to measure the company’s long-run average cost,
which is certainly not $0.00, as the IXCs imply.

Arguments that the cost of switching additional calls for LECs is
equal to $0.00 are clearly and obviously a marginal cost argument.
Since the switching equipment is expensive, the long-run average cost
is not falling quickly with each new call. Indeed, the same arguments
can be applied to the IXCs. IXCs have an expensive network of
switches, transmission lines, and transmitters. They too have (close to)
zero marginal cost for each additional call. Would they argue, however,
that there is no additional cost for a call, such that their rates to
consumers should be approaching zero, given the significant volume of
calls that they carry on their network? If this logic is followed by
regulators, one or more interested parties would suggest that the IXCs
should be required to sell their services to consumers for a fraction of a
cent per minute if they have almost zero marginal cost. Clearly, this
argument is flawed, and thus has no relevance to the issue of free
conferencing services. How then can the IXCs justify their demand
that rural LECs sell access to their networks for a faction of a cent per
minute merely because the volume of calls to these networks has
increased?

If the long-distance callers do not have an unlimited long-
distance plan but rather are paying a per-minute rate, then even on a
marginal cost basis the IXC will make a profit for each and every call. It
is known that these calls make a profit because IXCs pay access
charges for every call, not just those that connect to free services, so
the IXCs must price long-distance services to make a profit. More
evidence of their rates and profitability is given below.

If, on the other hand, the caller uses an unlimited calling plan to
connect to a free conferencing service, then the IXC will incur the
same marginal cost (i.e., the terminating access charge), but will have
no marginal revenue (i.e., increased revenue from its customer). This
does not mean, however, that there is no profit, since the profit is
determined by average cost and average revenue. Accordingly, if there is
a problem with profitability associated with free conference calls, it has
nothing to do with the cost, which remains constant, but rather the
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problem is on the revenue side, and therefore in the pricing of the
long-distance plans. It is also true that not only are the IXCs earning a
profit on average, but their profits have actually been growing since
free conference calling and unlimited long-distance plans have become
popular with consumers, as is explicitly and graphically demonstrated
in Figure 4.

Furthermore, terminating access charges paid by the IXCs to the
Host LEC participating in free conferencing services plays only a
minor role in the overall business operations of AT&T, Verizon, Sprint
and Qwest. In principle, any LEC could purchase a conferencing
bridge and thereby increase the volume of minutes and thus costs to
the IXCs. This only becomes a “problem” for the IXC if it charges a
flat monthly rate for unlimited long-distance and local calling.
Otherwise, if the IXC charged its customer per minute of use, the
business incentives would immediately change and the IXC would
have every incentive to encourage its customer to make lengthy calls to
the conference calling bridge.

Nevertheless, the IXCs might still complain, since profits would
be larger if they paid lower access charges, but the same is true of any
access costs. The same is also true if IXCs reduced labor costs by
withholding pay from employees or reduced infrastructure cost by
refusing to pay vendors that provide switches or other infrastructure.
These activities would be unlawful methods of increasing profits, just as
the IXCs’ refusal to pay switched access charges is an unlawful method
by which the IXCs increase profits and eradicate competition.”
Despite their claims, the IXCs are not “losing” money. In fact the IXCs
are actually experiencing increased profits as these new services bring
new unlimited long-distance customers to the IXCs, thereby enlarging
the overall market, to use, and pay for, more IXC services.

B. Profit Maximizing Pricing by IXCs

The IXCs offer services with a number of pricing plans and
various types of bundling with other products. Furthermore, this
happens at both the residential and commercial level. Though
individuals generally pay the same price for any given bundle, larger

1See 47 US.C. § 201(b) (2006) (“All charges, practices, classifications, and regulations for
and in connection with such communication service, shall be just and reasonable, and any
such charge, practice, classification, or regulation that is unjust or unreasonable is declared
to be unlawful. . .”).
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businesses buy bulk minutes at a discount, more like a wholesale rate,
and are also offered bundled services. Therefore rates vary depending
on minutes bought and by the ability of a consumer to negotiate lower
rates. For an IXC to be profitable, average prices overall must be above
the IXC’s long-run average costs.

1. Why do IXCs Choose Different Pricing Philosophies for
Voice and Data?

A signal of IXCs’ pricing problem is that AT&T is reconsidering
its pricing for unlimited data on cell phones. AT&T has discovered
that 40% of its data traffic is coming from 3% of AT«T Mobility’s
Smartphone users.”” According to AT&T’s use of the term, one might
expect the company to accuse its customers of “traffic pumping.”
AT&T is considering tiered pricing plans that will resemble the
traditional voice plans, that were in place before the proliferation of
unlimited calling plans; a customer pays for a certain amount of
minutes and then pays a per minute rate once that limit is exceeded.”
AT&T and other IXCs could similarly modify their unlimited long-
distance plans to charge a premium to those long-distance customers
that, in the IXCs’ opinions, consume excessive quantities of unlimited
long-distance services.

2. Fixed Pricing for Unlimited Service has a Preconceived
Business Purpose

A fixed price for unlimited service is not an unusual situation for
many businesses. The following analogy may shed further light on the
fallacy of the IXCs’ arguments. Consider, for example, tire stores,
which frequently offer free balancing and rotation for the life of the
tires if you buy a complete set of four tires for your car. Does that mean
that the tire store loses money each time a customer comes in to
balance and rotate the tires? What if the stores are owned
independently and franchise the tires from a major national supplier?

Further assume that tires must sell for the same price everywhere,
but the national supplier must compensate stores with higher rent and
labor costs to help them cover the costs associated with this service.

22 See Jenna Wortham, AT &T to Urge Customers to Use Less Wireless Data, N.Y. Times, Dec.
10, 2009, at B6.
P1d.
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What if the customer chooses to balance and rotate at the downtown
store instead of the suburban store? Does that mean the customer is
ruining the profitability of the national chain? Surely the chain will
account for this in their pricing model and charge sufficiently for the
original tires to cover their costs.

What if the downtown tire store only sells tires, but a small
company contracts to do the balance and rotation services at its
neighboring downtown location? The supplier may prefer customers go
to the suburban store since providing service through the contractor
costs more, but does that mean they are losing money? Can the tire
store simply refuse to pay the contractor, because too many customers
use the contractor’s services?

How many new customers will the tire store draw in because it
offers this balance and rotation service as part of the bundle that
consumers buy with their new tires? This draws more revenue to the
store but also to the chain by attracting more customers away from
competing tire brands—and they are likely to be loyal, satisfied
customers that purchase other products and services from the tire
store. If the supplier felt the services were being abused, they could
limit the number of free balances and rotations or impose a small
incremental service fee on the work done in the downtown store. Just
like the tire store, the major IXCs have tremendous flexibility to offer
consumers a variety of plans with varying terms. For example, per
minute long-distance rate plans from the major IXCs range between
$5.00 flat fee per month, plus 5 cents a minute at AT&T, to $1.99 flat
fee per month, plus 15 cents a minute at Qwest. Verizon’s rates are
$6.00 per month, 5 cents per minute, with a $9.99 minimum per month.
Sprint no longer advertises residential long-distance (anyone who is
interested must call an 800 number to ask for pricing information), but,
according to SaveOnPhone.com, Sprint is charging 5 cents per minute
plus $8.95 per month and MCI (now a part of Verizon) offers 4 cents
per minute plus $6.99 per month. **

* Rate Comparison Chart, SaveEONPHONE.coM (2008),
http:/ /www.saveonphone.com /chart.aspx (last visited Sept. 9, 2010).
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3. IXCs Have the Market Power to Implement Various Pricing
Plans

Some companies also have started introducing hybrid plans,
similar to wireless plans, where consumers pay a flat fee for a certain
volume of minutes and then pay for each minute by which they exceed
the predetermined volume. MCI, for example, offers 200 minutes of
long-distance for $12.99 plus 5 cents per minute for minutes used over
the initial 200.

Each IXC also offers “unlimited” plans as well. For example,
Qwest and AT&T both advertise $25 per month for unlimited plans.
Similarly, the major IXCs offer bundled services tied to various home
services offered by their captive ILECs. With bundled services, the
price of each additional service, like unlimited long-distance, is even
less depending on what else a customer buys. This is another example
of averaging used in pricing models. *’

4. Unlimited Calling Plans Lure Consumers

Another inquiry that is relevant to the profitability of IXCs is
how many customers with per minute long-distance bills (for example,
averaging, between $10-$30 month, but varying across months)
switched to unlimited plans (for say $25 per month) just to substitute a
higher expected, but predictable bill, in exchange for eliminating the
risk that they might have an occasional extremely high monthly bill
that results in “sticker shock.” In these circumstances, the major IXCs
are increasing profits by having people switch from per minute plans to
monthly plans.”

It is likely that many customers who were on per-minute plans
switched to unlimited plans because they saw the availability of free
conferencing, and other free telecommunications services and wanted

5 The “price” that is produced by the necessary average cost method is a form of hybrid,
or aggregate, pricing. Aggregate pricing can also create problems for the IXCs because it
tends to skew economic incentives and natural market forces, as we have noted with the
“unlimited” pricing model that desensitizes consumers to the actual costs of using the
service and may even encourage additional usage that serves to drive up the average costs
to the IXCs.

* Evidence suggests IXCs are using such bundling as their major marketing strategy. See,
e.g, AT&T, AT&T, Annual Report 2008, 37,

http:/ /www.att.com /Common /about_us/annual_report/pdfs /2008 ATT_FullReport.p
df.
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to have worry-free access to them. Granted, many of these customers
may not use the free services, or use them to a lesser degree, if they had
to pay per minute rates, but that does not mean that the IXCs are
negatively affected merely because a consumer wants to use some free
services in conjunction with their unlimited long-distance plans. In
fact, the record demonstrates that customers use only 21 minutes of
free conferencing services per month, on average.”’

5. Why are the IXCs Complaining?

Taking another look at this, Figure 3 demonstrates, according to
FCC and Bureau of Labor Statistics (“BLS”) data, that the average
revenue per minute for long-distance telephone calls is currently about
7 cents, plus or minus 1 cent.”® This suggests that the IXCs are earning
between 4 cents and 6% cents per minute on every call made to a free
conferencing service, or 24 cents per minute in the case of the customer
in Exhibit B. Even at 3 cents per minute for access charges, which is at
the high end, and accepting the lowest possible estimate for profit, the
IXCs are making 4 cents per minute of increased conference traffic,
which is an extremely generous profit on these calls.

This, then, begs the question: Why are the IXCs fighting against
the free conferencing companies? Is the real intention to eliminate
competition and then take advantage of a business niche created by
the free conferencing companies?

One theme becomes clear. The claims about “losing money” on
calls made to free conferences are bogus. Of course, the IXCs would
prefer lower access charges, but then they would like lower taxes and
lower labor costs as well. In short, this argument is merely another way
for these powerful economic interests to get a larger share of the
market.

27 See Ex Parte Letter and Presentation from Ross A. Buntrock, Counsel, Free
Conferencing Corporation to Marlene Dortch, Sec’y, FCC (Oct. 16, 2009), in FCC WT
Docket 07-52, available at

http:/ /fjallfoss.fcc.gov /ecfs /document / view.action?id=7020142308 (letter),

http:/ /fjallfoss.fcc.gov /ecfs /document / view.action?id=7020142310 (presentation).

8 BureaU OF LaBOR STaTIsTICS, CONSUMER PRICE INDEX (2010),

http:/ /www.bls.gov /news.release / pdf / cpi.pdf; TELECOMMUNICATIONS INDUSTRY
Revenues: 2007, http:/ /hraunfoss.fcc.gov /edocs_public / attachmatch /DOC-
293261A2.pdf.
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Figure 3: Average Revenue per Minute for Residential Interstate Toll Calls

More evidence can be derived from the rates of return for the
IXCs. Figure 4 shows that the rate of return for the interstate services
business has been increasing to high levels since at least 2003. This fact
is supported by the 10Qs filed with the Securities and Exchange
Commission (“SEC”) that also point out higher profit margins with
unlimited plans.” In fact, the complaints from the IXCs about “traffic
pumping” that are the subject of several ongoing legal battles have
given the IXCs cover to raise rates, because they continually claim—
and complain—to the FCC, the state regulators, and to Congress that
their asserted lack of profits compel them to raise prices. Since, in fact,
there is no evidence to support a lack of profit, this argument is
baseless, as demonstrated by the increasing rates of return for the
major [XCs.

The claims that the IXCs are “losing money” on long-distance
are false. It is raised merely as an argument designed to distract
regulators from the IXCs’ efforts to quash competition stemming from
new entrants to the conference calling market.

2 See FCC, ARMIS Annuar Summary Rerorr, 43-01 (2008).
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The rates of retum reported here are for all interstate services and may not necessanily agree with
rates of retum reported by the carriers on other Commission forms. For example, price cap
carriers also report rates of retum on the Commussion's Form492A. The Form 492A, Rate of
Return Monitoring Report. however, excludes revenues and costs for non-price cap services and
mcludes adjustments, if any, for the previousyear's sharing obligation or low end adjustment
Thisreport displays results that reflect the current mergers between (1) Bell Atlantic and GTE,
now Verizon Comumumnications, (2) SBC Communications (Southwestem Bell, Pacific Telesis,
Southem New England Telephone, and Ameritech) and BellSouth Comummunications, now AT&T

Figure 4: Holding Company Interstate Rates of Return
F. CoMPETITION FROM NEW MARKET ENTRANTS
A. New Competitors and New Markets

Conspicuously absent in the complaints filed by the IXCs is the
fact that services offered by free conferencing companies are effectively
competing with services offered by the IXCs. Until 2005 the only
teleconferencing service offered by the big telecoms was a host-pay toll-
free dial-in service. This service was prohibitively expensive for many
consumers that desired to use conference calls to collaborate on
entrepreneurial ventures (i.e., small business), for philanthropic or
religious purposes (i.e., nonprofits), or to deal with the government.
Free calling services were pioneered as a response to this market
tailure.

Indeed, starting in 2006, many IXCs were forced to adopt a
consumer-friendly model similar to free conferencing, that is,
participant-paid conferencing. Though many still charge the host per
minute, per caller, these new offers are significantly cheaper than the
traditional host-pay toll-free services. Over the intervening years, the
price for these service offerings have continually declined from 25
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cents per minute in March 2007 (AT&T) to 8% cents per minute, as of
November 2009.%

B. IXCs are Engaged in Unfair Competition

The IXCs’ complaints and refusals to pay for access charges
associated with free conference call services, is an example of unfair
competition whereby IXCs leverage their nationwide market power
and corporate strength to control, and perhaps eliminate, emerging
and increasingly vibrant competition, much as the “Robber Barons”
did in order to build and assert their monopoly power in the late 19
and early 20" centuries.

Another issue appears to underpin the complaints of the IXCs’:
the fundamental shift of consumers away from traditional landlines to
wireless and VoIP services. According to an analysis by Cable and
Satellite:

While wireline voice continues to lose customers
to wireless, the loss was slightly less this quarter.
The telcos saw a 7% decline in y/y losses as
fewer people moved given difficulties in the
housing market (also partially caused by a
relatively easy comp from 2Q08). Cable saw an
accelerated slowdown in phone additions for
the 5th consecutive quarter.

The shifting preferences of consumers, raises three further issues
that must be explored to fully understand the economic impact of free
conference calling services. First, what is the purpose of the FCC’s
policy that allows rural CLECs to charge more for access services than
urban ILECs? Second, what has been the effect of the implementation
of these rules? Finally, what is the effect on the LECs, the IXCs, and
consumers, particularly rural telecommunications consumers? These
issues will be explored in detail.

* See AT&T Conference Calls-More Than Just a Call, BLOGSHARP: Cutting Epce Posts
(Mar. 3, 2007 10:33:40), http:/ / www.blogsharp.com /news_2054.html.

31 Topp RETHEMEIER & Jerr Wirobparczak, HupsoN SQUARE ResearcH , CABLE AND
SaTeLLiTE TELECOM SERVICES: 2Q09 VIiDEO, VOICE AND DATA INDUSTRY REVIEW (2009).
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C. FCC Regulations and Statements: IXCs use “TRAFFIC PUMPING” in
Order to Mislead Legislators

Rules relating to access charges collected by LECs are
enumerated in the FCC’s Seventh Report and Order and further
Notice of Proposed Rulemaking, adopted on April 26, 2001.” In that
document, the FCC clearly and unequivocally concluded that LECs
serving exclusively rural areas are entitled to tariff access charges at
rates generally exceeding those of ILECs. In reaching that decision, the
FCC articulated several reasons for this rural LEC exemption:

... to encourage the deployment to rural areas
of the infrastructure necessary to support
advanced telecommunications services and of
the services themselves. . . .

... [rural CLECs] experience much higher costs,
particularly loop costs, when serving a rural
area with a diffuse customer base.. ..

...the exemption we adopt today is not
properly viewed as an implicit subsidy of rural
CLEC operations. Instead it merely deprives
IXCs of the implicit subsidy for access to certain
rural customers that has arisen from the fact
that non-rural ILECs average their access rates
across their state-wide study areas.

As a result of the Seventh Report and Order, rural CLECs must
follow one of two pricing rules: (1) if the CLEC competes with a non-
rural ILEC, then it may tariff at the highest NECA rate,” or (2) if the
CLEC competes with a rural ILEC, then its tariff rate is limited to the
maximum of the competing rural ILEC (which may also be the highest
NECA rate).”

The IXCs’ complaints wrongly allege that free conference calling
services violate the FCC’s intent in setting rural access charges. Their
arguments either fail to address the actual intent of the FCC in their
entirely, or to analyze the FCC’s intent in light of current market
realities and the positive impact that conference calling services can
have on other aspects of the rural CLECs’ business operations.

? See Seventh Report and Order, supra note 11.
P 1d. at para. 65-67.
* See id. at para. 73.
¥ Seeiid. at para. 79.
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Since the FCC was specific in its intent in adopting the rural
exemption, failing to address all of the factors enumerated by the FCC,
while focusing exclusively on only one variable, reveals little about
whether a specific rural LEC is or is not violating the spirit of the
FCC’s policy and its intent. For example, rural ILECs often have
outdated switches. The ILECs involved with free conferencing services
purchased soft switches capable of handing off VoIP traffic.
Furthermore, AT&T has submitted that the FCC should eliminate
circuit switches entirely in favor of wirepods. This will only put more
pressure on the rural LECs, especially ILECs. Without revenue sources
to pay for the new switches, how can the rural LECs continue to
provide universal service?

D. The Economic Impact of the IXCs” Refusal to Pay for Access Services

In a variety of complaints before the FCC, rural CLECs and free
conferencing service providers have alleged that large IXCs, with
dominant market power (e.g., AT&T, Verizon, Qwest, and Sprint) are
committing various anti-competitive practices against small, non-
dominant LECs and related service providers.”® These practices
include, but are not limited to, not paying for access charges, routing
calls through low quality or exhausted lines, or outright call blocking.
At the same time, the relative size and financial strength of large IXCs,
such as AT&T, Verizon, and Qwest, provide an enormous advantage
over the small firms.

E. IXCs Abuse of Market Power

To illustrate, AT&T is worth approximately $152 billion, which
is more than half of the Standard & Poor’s market capitalization for
the entire Telecommunications Sector. Furthermore, they have
increased their dividend each year since 2004, and continued that

% See, e.g., MHJP, Inc., Forfeiture Order, 23 FCC Red. 18497 (Dec. 19, 2008). The following
parties have filed comments under Docket 07-135: Free Conferencing Corporation, ZipDX,
Hypercube, Tekstar Communications, Northern Valley Communications, Sancom,
Global Conference Partners, Futurephone.com, FeatureGroup IP, Great Lakes
Communication Corp, Baraga Telephone Company, All American Telephone Co, e-
Pinnacle Communications, ChaseCom, Omnitel Communications, M /C Venture
Partners, Columbia Capital, Citynet, LLC, Granite Telecommunications, Inc., PAETEC,
RCN Telecom Services, Inc., U.S. TelePacific Corp., MetroPCS Communications,
Windstream Communications, DISH Network, DeltaCom, Level 3 Communications,
COMPTEL.



226 Media Law & Policy [Vol. 19.2

trend by raising it again in January of 2010. Small LECs, on the other
hand, are worth less than 1% of AT&T’s value. Further, rural LECs,
like IXCs, are experiencing shifting consumer demands and thus are
expected by UBS analysts to experience continued revenue declines.”

To continue to provide a sustained or improved quality of service
to rural consumers, rural CLECS must diversify their service offerings
and revenue streams. Many are beginning to offer wireless service,
while others are providing facilities to conference call providers.
Regardless of their business strategies, the business reality remains the
same: rural CLECs are in increasing jeopardy as consumer preferences
shift toward more modern services with the concomitant higher costs.
Consequently, the FCC’s goal of ubiquitous access services is similarly
jeopardized when rural CLECs are the victims of unfair competitive
practices.

Similarly, free conferencing companies are also significantly
smaller than any of the IXCs, serving a small percentage of the total
conference call market. Accordingly, the IXCs’ practice of withholding
access payments, thereby forcing LECs and conference call providers
to expend considerable sums on litigation expenses, has a
proportionally greater negative effect on these much smaller
competitors of the dominant IXCs. Stated differently, a small, start up
conference call provider places far greater value on $100,000 than does

an AT&T, a Qwest, a Verizon, or a Sprint.
F. Consumers Ultimately Pay the Price for Abuse of Market Power

Moreover, as rural CLECs and conference call providers are
harmed by the refusal of IXCs to pay access charges, so too are
consumers. Notably, IXCs generally refuse to pay for both traditional
call traffic and conference call related traffic. Consumers will
ultimately be the biggest losers, as the availability of innovative
services is diminished for rural consumers and as competitive
conference call service providers are choked off by the IXCs. In the
end, consumers will experience higher prices and less choice, as the
dominant firms in this oligopolistic market push pricing to suit their
urban and high-density markets.

3T Batya Levy, T AL., UBS Inv. ResearcH, THE RuraL TeLecom MontTor (2009).
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G. CONCLUSIONS

This leads to some straightforward observations:

* Conference calling services are currently provided by an array of
entities ranging from the very large, (e.g., AT&T, Verizon, Qwest,
Sprint, et al.), to the very small, (e.g., rural telephone companies
and small competitive local exchange carriers).

* Broadly speaking, there are two major types of conference calling.
First, host-paid conference calling where the calling-in party pays
nothing because the host pays all of the telecommunications
expenses. Host conference calling arrangements were developed,
and are still dominated by, the giants of the industry. Second, in
free conferencing services the conference attendee pays for the
long-distance call. These conference calling arrangements are
generally used by charities, small and large businesses, and political
organizations, where the calls are generally terminated in a rural

area.
* When the dominant ILECs/IXCs complain to the FCC about
“traffic pumping,” “access stimulation,” and refuse to pay

terminating access charges, there is a hidden motive and agenda on
their part, namely to frustrate and weaken the competitive
positions of the small, non-dominant companies that offer
conferencing services competing with the dominant companies.

* Despite claims to the contrary, the dominant IXCs are not
confronting either a loss of business opportunities or profit as a
result of the free conferencing competition. If they are suffering at
all, it stems from their unlimited long-distance pricing models,
which they are free to modity.

* Conference calling competition introduced and promoted by the
free conferencing companies has resulted in lower prices for all
conferencing services. As a result, all customers of these services
have benefitted, along with the companies that provide them.

* Free conference calling services have expanded the market for
unlimited long-distance plans.

* The average revenue per minute and rate of return for the IXCs’
long-distance services have been increasing, not decreasing.

* The evidence supports a conclusion that unlimited long-distance
plans are, on average, profitable for the IXCs. Thus, it can be
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concluded that free conference calling services have, on average,
resulted in increased profits for the IXCs.

* FCC regulations and statements have consistently and
categorically concluded that the policy goal for rural America
should encourage the deployment of the infrastructure necessary to
support advanced telecommunications services. In order to support
that laudable and widely supported goal, the access charges for
originating and terminating long-distance traffic in rural areas can
be higher than the nationwide average. Referred to as “the rural
exemption,” this policy is designed to overcome the technological
and capital costs of providing advanced services in rural
America—services that if they were withheld would result in severe
economic and employment suffering.

* If the FCC eliminates the rural exemption or places regulatory
constraints that result in tariffs that are simply too low, the action
would have a negative impact on future competition and product
development, thus eviscerating the FCC’s policy underlying the
rural exemption while impeding the provision of available and
affordable broadband services.

* The dominant IXCs are assiduously divesting themselves of their
own rural ILECs, adding further evidence that these major,
profitable companies are no longer interested in serving rural
American markets.

* Some rural communities are being so poorly served by incumbent
telephone service providers that they are forming their own CLECs
because they cannot get service from existing IXCs/ILECs.
Perhaps the least served communities in the nation are those on
Native American Reservations. In fact, a number of them have
formed CLECs and offer up-to-date telecommunications-
information services at affordable rates. This trend should be

encouraged by the FCC.
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FINANCING FILM THROUGH AGGRESSIVE TAX INCENTIVES
— A LOSING PROPOSITION FOR THE STATES?

Alexander Malyshev’

“Runaway production” is not new. The exodus of production
from the Hollywood studio lot has been afoot for decades, and usually
occurs for two distinct, but not totally separate, reasons: (1) “artistic
flight”;' and (2) “economic flight.”* Because the former is primarily
fueled by creative decisions it is not the focus of this paper.

To combat economic flight abroad, Congress passed, and
President Bush signed, a bill with the goal of keeping production and
filming in the U.S.” However, some states, taking a page out of

) Associate, litigation department, Stern & Kilcullen, LLC in Roseland, New Jersey.
Former editor of Media Law & Policy. Mr. Malyshev holds a BA from Montclair State
University (2006) and a JD from New York Law School (2009). The views expressed in this
article are his alone.

! Artistic flight is a result of a director’s creative vision which requires filming away from
the studio lot to give the film an “authentic” feel. While any decision has some economic
aspects—and the venues often capitalize on the opportunity by lowering costs to make the
decision easier—artistic flight is fueled primarily by artistic vision. Prime examples of this
kind of flight are location shoots in New York City or Paris, which offer an atmosphere
that is often impossible to replicate on a studio lot.

* Economic flight is only incidentally artistic (requiring only that one location resemble
another closely enough to justify the artistic compromise). An example of successful flight
in past decades included Vancouver and Toronto, Canada, where tax incentives and
cheap labor attracted big (and small) movie producers to shoot “on location” (which could
stand for the Midwest or New York City). In fact, between 1996 and 2006, more than 1,500
film and television productions were “outsourced” to Canada (not including the “scores”
of made for TV movies produced there). See Kelly Nestruck, Set in the US, Filmed in Canada,
Fed Up in Hollywood, Guarpian.co.uk (Nov. 1, 2007 10:50 GMT),

http:/ /www.guardian.co.uk /film /filmblog /2007 /nov /01 / kellynestruckthursampic;
Edward Jay Epstein, Northern Expenditure: Why are so many mouvies still being shot in Canada?,
State (Feb. 13, 2006), http:/ / www.slate.com /id /2136064.

3 See American Jobs Creation Act of 2004, Pub. L. No. 108-357, § 181, 118 Stat. 1418, 1445
(codified as amended in 26 U.S.C. § 181 (2006)). Two of the industry’s largest unions, the
Directors Guild of America (“DGA”) and the Screen Actors’ Guild (“SAG”), argued (and
the Commerce Department agreed) that runaway production cost the United States $10.3
billion in lost revenue in 1999 alone. To offset this and jump start domestic production,
the Act, which had a December 31, 2009 sunset provision, included provisions that
allowed for (1) an immediate tax write-off of production expenditures for domestic film
and TV production under $15 million (or $20 million for production located in certain
“low income” communities), and (2) a 9% deduction from net income for qualifying
domestic film production.
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Canada’s playbook, introduced their own, often generous, tax
incentives to attract production. The result for California, and to a
lesser extent New York (with its own established film and television
industries), was a war on two fronts: international flight on the one,
and intranational flight—financed by both federal and state tax
dollars—on the other. These new entrants, however, were not immune
from the same effects, with late comers introducing even more
generous incentives.

Over the years the number of state programs exploded, with at
least forty-two states now participating in some capacity.! Two
interrelated policy considerations result from this rapid growth: (1)
over-saturation of the marketplace,5 and (2) a “race to the bottom”
with the generosity of the incentives.” In the process the states may
forego valuable opportunity costs that could produce a greater return
on their investment.

State incentives come in various forms—such as tax
forbearances, free use of locations, an inexpensive labor force and
even loan guarantees. Governments seek to recover these investments
in different ways. Under the most basic economic model, a state
benefits if the rebates and credits it provides are less than the taxes it
otherwise collects from the production.” However, governments also
count the creation of production-related jobs, tourism, the infusion of
revenue to low-income areas and the building of valuable
infrastructure as indirect benefits (which may even justify losses under

* See State Film Incentives, SCREeN AcTors GUILD, www.sag.org/ state-film-incentives (last
visited Sept. 12, 2010) (state-by-state breakdown of incentives).

> Over-saturation of the marketplace occurs when each state’s return on investment
declines as more states adopt aggressive subsidies.

% A “race to the bottom” occurs when states compete with each other, gradually ramping
up incentives to attract production, and in the process decreasing their own return on
investment.

7See Lauren Streib, Hollywood’s Favorite Cities, Forses (Dec. 10, 2008),

http:/ /www.forbes.com /2008 /12 /10/hollywood-movies-economy-biz-media-
cz_ls_1210moviecities.html.
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the basic model).® Louisiana’s film tax credit law exemplifies these

. ) 9
considerations.

It is undeniable that big studio productions can infuse large sums

of money into a local economy. Two examples are Louisiana and New
Mexico, both aggressive early adopters, which established their

programs two years before the national response in 2004:

* In 2008, New Orleans, Louisiana was home to twenty
productions, with budgets totaling $275 million. The City
estimates that at least half of that amount (almost $138 million)
was spent locally and therefore benefitted local businesses and
production workers. In fact, according to the Office of
Entertainment Industry Development (“OEID”),'"

81d. See also Dan Glickman, Stand Up for Creative Jobs, HurringTON Post (Mar. 19, 2009),

http:/ /www.huffingtonpost.com /dan-glickman /stand-up-for-creative-

jobs_b_177137.html (“Tax incentives, built responsibly, can serve a critical role in
economic stimulus. To do so, they must achieve three objectives: create jobs, increase

commerce and generate a positive return on taxpayer’s investment.”).

9 . i . . . .
The introduction of § 6007, the Motion Picture Investor Tax Credit, provides that:
The primary objective of this Section is to encourage development in

Louisiana of a strong capital and infrastructure base for motion picture

film, videotape, digital, and television program productions in order to

achieve an independent, self supporting industry. The objective is
divided into immediate and long-term objectives as follows:
(1) Immediate objectives are to:

(a) Attract private investment for the production of motion pictures,

videotape productions, and television programs in Louisiana.

(b) Develop a tax and capital infrastructure which encourages private

investment. This infrastructure will provide for state participation in

the form of tax credits to encourage investment in state-certified
productions and infrastructure projects.

(c) Develop a tax infrastructure utilizing tax credits which encourage
investments in multiple state-certified production and infrastructure

projects.
(2) Long-term objectives are to:

(a) Encourage increased employment opportunities within this sector

and increased global competition with other states in fully developing

economic development options within the film and video industry.

(b) Encourage new education curricula in order to provide a labor force

trained in all aspects of film and digital production.

(c) Encourage development of a Louisiana film, video, television, and

digital production and post-production infrastructure with state-of-the-

art facilities.

La. Rev. StaT. Ann. § 47:6007 (2010).

10 . . ,
OEID is a department of Louisiana’s Department of Economic Development.
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estimated that total production in Louisiana increased from $20
million in 2002 to nearly $700 million in 2007."

* New Mexico’s “Film Incentive Program,” boasting a $276
million fund earmarked for film and television investment and
production,'” was home to twenty-two productions, generating
$130 million of revenue for the state.”

While both programs are aggressive,'* neither is as generous as
Michigan’s, a relative newcomer hoping to build its own film industry
by providing public support of up to 42% of a production’s costs."
According to a study commissioned by Michigan, the program
(launched in April 2008) created 1,102 “full time” jobs, thereby
generating $53.8 million in new employment income.'® However, in the
same time period the program cost taxpayers about $48 million in tax
forbearance. Assuming the figures are accurate, a back of the envelope
analysis indicates that for every $1, the tax incentives generate only
$1.2 in revenue.

"'W. Thomas Angers et al., No Rules, No Problem, 55 La. B. ]. 428 (2008).
12 N.M. Statk Inv. Councit, FiLm INVESTMENT PROGRAM OUTSTANDING LOANS SINCE
IncepTION THROUGH JULy 31, 2007,
http: / /www.sic.state.nm.us / PDF%20files / NM_Film_Investment_Program_7.31.07_Final.
pdf.
" See Streib, supra note 7.
" Louisiana, which has a 4% state sales tax, grants a 25% investor tax credit based upon
the total in-state expenditures of a motion picture production. An additional 10% labor tax
credit is given for the hiring of Louisiana residents. The tax credits are fully transferable.
Louisiana also offers a 40% infrastructure tax credit for the building /establishment of
state-of-the-art facilities. The tax credits have no cap. See La. Rev. Stat. ANN. § 47:6007
(2010); New OrLeans Orrice oF FiLm aND ViDEO, http:/ /www.filmneworleans.org (last
visited Sept. 12, 2010).
New Mexico, which has a 5% state sales tax, gives a 15% tax credit on New Mexico based
production expenses. It also has no sales tax at point of sale for commercial filming, no
charge for filming at state-owned facilities; and even has a workforce training program to
assist production. See N.M. Stat. Ann. § 7-2F-1 (2010).
"> Micn. Comep. Laws § 208.1455 (2010); see Michael Cieply, States Underwrite Films, Some in
Narrowest Release, N.Y. Times, Mar. 19, 2009 at C1. Michigan has to rely on the generosity
of its program to attract production because a six year lag allowed states like Louisiana and
New Mexico to establish infrastructure which Michigan lacks. Additionally, the physical
proximity of New Mexico to Hollywood, and Louisiana’s unique topography (the bayou)
rovide advantages Michigan has to overcome.
® StEvEN R. MILLER AND ABDUL ABDULKARDI, MicH. STATE UN1v., THE EconomMic IMpPacT
of MicHiGaN’s MoTioN Picture PropUCTION INDUSTRY AND THE MICHIGAN MOTION
Prcture Probuction Creprr (2009), http:/ / www.michiganfilmoffice.org/cm /The-Film-
Office/ MSU_Economic_Impact_Study_269263_7%5B1%5D.pdf.
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The reason why these tax incentives are so attractive to
businesses is laid out in Schulyer M. Moore’s article.”” Put simply, most
films lose money, but nevertheless hundreds of films are produced each
year—almost in defiance of the laws of supply and demand."® One
important catalyst for the prominence of the tax credits is a shift in the
world of film finance. In the past, as much as one hundred percent of a
film’s budget was raised through “pre sales” at film markets (more
euphemistically known as “festivals”). That amount has shrunk to
about 70% today.”” The state and federal tax credits provide an
important lubricating function to the wheels of production by
providing “free money” to bridge the gap,” in essence making the state
a financial backer of the film. However, while this dynamic is
attractive to producers, it does not always lead to desirable results for
the states.

For example, in 2009 the Wisconsin Department of Commerce
issued a harsh report on the cost of film tax credits.”’ Wisconsin

" Schuyler M. Moore, Financing Drama: The Challenges of Film Financing Can Produce as
Much Drama as Takes Place on the Screen, 31-May L.A. Law. 26 (2008).

% Moore proposed two rationales for this: (1) the “sex-appeal” of being in the business; and
(2) the chance for a big payoff (while 600 to 700 movies are produced each year, only 200
movies may obtain a theatrical release; of these two hundred, a handful see a profit; but
rare “blockbusters” produce exponential returns, and may offset the loss suffered by
dozens of films.) As he points out, this is gambling in its purest form, tax-credits, therefore,
would be analogous to playing with the house’s money. Id.

" This led to layered finance models in which gap loans made up most of the difference,
but required completion guarantees and did not cover pre-production expenses, which in
turn required bridge lenders, who were willing to make loans to fund preproduction
expenses with no completion guarantees in place. Analogizing this to a housing loan, these
lenders would come in third in seniority, after both the primary mortgage and the
secondary mortgage on the film. Naturally, these kinds of loans carry a hefty premium
(sometimes reaching 1% per week). Id. at 28.

¥ This “free money” comes in two flavors: assignable and non-assignable tax credits.
Assignable tax credits can be readily sold to third parties, and an entire cottage industry
has developed around their brokerage. Competition increased the value of assignable tax
credits from 70 cents to 82 cents on the dollar. Non-assignable tax credits are not as liquid;
they are analogous to the securitization in the mortgage market—the company must obtain
a loan secured by the tax incentives for the lender to obtain direct payment of the tax
refund. Id.

1 See Wis. DEP'T OF CoMMERCE, CosT BENEFIT ANALYSIs OF WiscoNsIN Fim Tax CrepiT
Program (2009),

http:/ /www.senate.michigan.gov /gop /senators / cassis / Wisconsin%20Film%20Tax%20A
nalysis.pdf; see also Tom Still, Lights! Camera! Inaction? State film tax credits stir debate,
WisconsiN TecHNoLoGY NETWORK NEWS (Apr. 16, 2009),
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Commerce Deputy Secretary Aaron Olver characterized the tax credit
as “the least effective” tool in the agency’s arsenal of economic
development, saying that a tax credit for manufacturers costs the state
a little more than $3 for every hour of labor it creates, while the film
tax credit costs twenty times as much ($60, or 3x20) for the same hour
of labor.”? In other words, if we had to choose, we could get one full-
time job on a film for one year or we could get twenty factory jobs that
might last for twenty years.” Even in successful states like Louisiana,
that very scenario may cost the state’s taxpayers more than $20
* The specific question in Michigan with it’s decimated
manufacturing base and an unemployed skilled work force, is whether
film tax credits are a responsible investment in the future, or are the
opportunity costs foregone in pursuit of those industries too steep?

If a traditional investment in manufacturing jobs would yield a
greater return, as Olver suggests, the state foregoes that opportunity by
pursuing the far “sexier” field of film production. As mentioned supra,
states look at both the hard numbers (the return on investment) and
some indirect benefits, such as job creation, infrastructure, and tourism

million.

http:/ /wistechnology.com /articles /5943 /. The Department believes that the tax credits
cost more than they are worth in economic benefits to the state. The report called the
program “really expensive,” because it is not a typical tax credit program—capped at a
percentage of taxes paid—but a refundable tax credit program, making it akin to a blank
check, if the tax credit exceeds the recipient’s actual tax bill, the state will write a check for
the difference.

22 See Wisconsin Film Incentives, FiLM Wi1scONSIN,

http:/ /www.filmwisconsin.net/Incentives/ WhatTheyAre.asp (last visited Aug. 31, 2010).
The Wisconsin program has an investment tax credit of 25% that can be claimed for
investing in Wisconsin based productions; a comprehensive sales and use tax exemption
for machinery, equipment and services used in production and post-production and 0% tax
for all film and television services contracted by out of state production companies; a
refundable tax credit of 25% of direct production expenditures for feature films, television
movies, episodic and mini-series television, video games and broadcast advertising
production; a 15% state income tax credit for film, television and electronic game
production businesses who make a capital investment by starting a business in Wisconsin,
with further incentives available on a city-by-city basis. It is not nearly as ambitious and
costly as the Louisiana and Michigan programs.

2 See Still, supra note 21 (citing the Johnny Depp film “Public Enemies” which was shot in
Wisconsin) (“The film generated spending of $18.5 million but all but $5 million of that
spending took place outside the state. ‘Even making favorable assumptions about indirect
economic impact, “Public Enemies” only returned $1.70 for every $1 invested,’ the
Commerce report concluded.”).

#1d.
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to decide if the cost is worth it.”> Some of these assumptions, however,
may not be well grounded in fact. To wit:

e While a producer is concerned with the long term goal of
turning a profit, the state is interested in the job creation—and
business related expenses by the production—in the average 18-
month period of the production. To sustain employment, a
state needs a steady flow of new productions in the pipeline,
however, a factor often outside its control. While the generosity
of the tax credit is a part of the studio’s decision, it is but one
part of the calculus.”

* Arguably the most important secondary benefits—long term
infrastructure building and the post-production jobs in it—have
an important caveat closely related to the above point. The
numbers of jobs are finite, and while more than 600 films are
produced each year, only the handful of big-ticket productions,
undertaken by major studios, would produce the desirable
effects in a state. Simply put, there are not enough of those to
go around for each of the forty-two states currently in the
business of financing film to sustain long term production job
growth.”

* Even more precarious is the tourism justification. Even if a film
is spectacularly successful, tourism to the state is not
guaranteed, because a producer concerned with the bottom line
may choose a location based in part on the economic incentives

® These benefits are the “economic multipliers” effects on which legislatures rely to
support the passage of the tax credits. See MILLER, supra note 16; see also ErnsT & Young,
Economic anD FiscaL Impact oF THE NEw Mexico Fim Propuction Tax CrepiT;
PrePARED FOR THE NEwW MExico StaTe Fiim OFfice AND StATE INvEsTMENT Councrt (2009),
http:/ /www.nmfilm.com /locals /downloads /nmfilmCreditImpactAnalysis.pdf.

2 Incidentally, some states have legislation, such as Louisiana, that profess a long term
goal of providing “new education curricula in order to provide a labor force trained in all
aspects of film and digital production,” therefore committing further resources to the
enterprise. See La. Rev. StaT. ANN. § 47:6023 (A)(2)(b) (2010). But if these trainees act in
their own best interests, the best result the majority of states can actually hope for is that
trainees will find jobs in the field, most likely in already established film markets such as
California and New York—thereby transferring all of the benefits accrued to another
state.

2T This appears axiomatic, but it does not stop states from passing subsidies in hopes of
attracting these productions, and further assuming that they can reproduce that result year
after year to justify the infrastructure and job growth assumptions made in passing the tax
credits.
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the state offers, thereby setting a story in a totally different
state, with no tourism benefit flowing to the incentivizing
State.ZS

An important implication of the scarcity of these projects is that
interstate competition is producing a “race to the bottom,” which only
has intensified as more and more states became aggressive in pursuing
film projects. While pioneers in the field—first New York, and more
recently New Mexico and Louisiana—only needed to compete with a
handful of states, recent arrivals, such as Michigan and Georgia, have
to create a place for themselves at the table by competing on the
generosity of their tax incentives.” Because Georgia and Michigan
cannot yet compete with incentives like a trained workforce or sound
stages, they are left with attracting film production using bigger tax
incentives. This is, of course, detrimental to all states involved. Just as
Michigan is left with the unenviable position of returning almost
nothing on its investment for the next 3-5 years, Louisiana—and, to a
lesser extent, New Mexico, thanks to its geographical proximity to
Hollywood—are in danger of losing productions and having their
trained workforce, and infrastructure, unengaged in the business they
worked to build.

Because the interests of the producers and the states are
diametrically opposed—the former vying for bigger incentives and the
latter for greater returns on their investment—aggressive competition
among the states favors the producers to the detriment of the states. If
competition presists (or increases) it may even become a challenge to
hold on to the gains already made, let alone succssfully build entirely
new industries. States must recognize that such competition is

* Consider two examples: First is the film Annapolis, originally set to film “on location” in
Maryland, but was lured at the last moment to Pennsylvania by a $10M incentive. Clearly,
Pennsylvania would get no tourism boost from this successful movie if one was inspired by
the movie to visit the naval academy. The second example is Runaway Jury, set in
Mississippi, but filmed in Louisiana for similar reasons. It would stand to reason that
Louisiana did not benefit from a tourism boost based on a movie set in Mississippi. Tax
Me If You Can, WALL St. ]., Mar. 14, 2009 at A8.

% See State Film Incentives, supra note 7; see also EconoMic REseArcH AssocIATEs, PROJECT
RerorT: LouisiaNna MoTioN PicTURE, SOoUND RECORDING, AND DicITAL MEDIA INDUSTRIES
(2009), http:/ /louisianaentertainment.gov /film /files /(ER A%20report)pdf.pdf. For
example, while Louisiana had an exemplary year in 2007, with an estimated $763M in
economic benefits—up from $576 in 2006, and $421M in 2005—its 25% production credit
is not nearly as generous as some of its newest competitors in Georgia and Michigan, with
30% and 42% credits respectively.
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economically detrimental to them, and that while big productions can
infuse large sums of money into a local economy, better uses for state
funds, which may produce greaters returns on their investment, may
exist.
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BROADCAST v. BROADBAND?
A SURVEY OF THE REALLOCATION OF BROADCAST
SPECTRUM FOR WIRELESS BROADBAND

Karen R. Sprung

“America’s future competitiveness and global technology
leadership depend, in part, upon the availability of additional
spectrum. The world is going wireless, and we must not fall
behind.... We are now beginning the next transformation in
information technology: the wireless broadband revolution.”’ On June
28, 2010, President Obama issued an Executive Memorandum which
committed the Federal government to nearly double the amount of
commercial spectrum available over the next ten years, in order to
unleash the innovative potential of wireless broadband.

The contribution of wireless services to overall gross domestic
product in the U.S. grew over 16% annually from 1992-2007, compared
with less than 3% annual growth for the remainder of the economy.”
The demand for mobile broadband services is increasing with the
introduction of new devices, as well as the availability of 3G and the
emergence of 4G networks. The mobile broadband industry is
expected to “drive innovation, job growth and investment through the
next decade,” while both usage rates and revenues in broadcast
television have declined significantly over the past decade.” An
inventory and possible repurposing of some television broadcast

"Managing Editor for Media Law & Policy. Ms. Sprung holds a BA from California State
University, East Bay, cum laude, and a MM from Boston University. She is a JD candidate
at New York Law School (May 2011). During her time at New York Law School, she has
been a recipient of the Faculty Scholar award and the Telecommunications Law
Fellowship. She also has worked as a research assistant in the areas of virtual property and
real money trade, and is currently involved in the development of a videogame law blog
for the Institute for Information Law & Policy. The views expressed in this paper are
solely those of the author.
' Memorandum on Unleashing the Wireless Broadband Revolution, 75 Fed. Reg. 38,387
(June 28, 2010).
2 FCC, ConnecTING AMERICA: NATIONAL BROADBAND PrLAN, at 75 (2010) [hereinafter
NationaL BroapBanD Pran] (citing Harold Furchtgott-Roth, The Wireless Services Sector:
A Key to Economic Growth in America 1 (Jan. 2009) (unpublished manuscript) (on file
with the FCC)), available at http:/ /download.broadband.gov /plan /national-broadband-
?lan.pdf.

Id. at 89.
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spectrum for wireless broadband is therefore a logical strategy to insure
efficient utilization of the scarce resource.

Section I of this paper defines spectrum.? Section II provides an
historical context for spectrum scarcity and regulation. Section III
discusses the solution to spectrum scarcity proposed by the National
Broadband Plan. Section I'V addresses broadcasters’ responses.

I. Wauart 1s SPECTRUM!?

The term spectrum, originally used in reference to light, refers to
a range of frequencies at which information can be transmitted
through the air.” Frequency is measured in hertz (“Hz”) or cycles per
second. The different propagation characteristics of various
frequencies make certain bands more suitable for specific uses. High
frequency waves can carry information, but not through walls, trees or
across long distances. Low frequency bands are considered the very
best, because those frequencies can carry signals through walls, trees
and across long distances in rural areas.” The lower bands, which are
used for broadcast, are also most suitable for wireless broadband.
These bands are considered the most valuable or the “beachfront”
property. Television broadcast bands comprise about 30% of spectrum
between 225 MHz and 1 GHz.

High usage and/or the presence of more than one service on a
particular band are significant considerations for spectrum planning
purposes. Two parties, for example, cannot broadcast on the same
frequency at the same time in the same area, without causing
interference to the other party.® In addition, some types of service may
be more likely to cause interference on neighboring bands than others.
This problem occurred in the 800 MHz band, when police, firefighters
and first responders transmitted radio dispatch messages on the same

* Spectrum is sometimes referred to as capacity or bandwidth.
> STUART MINOR BenjamiN, DoucrLas Gary LicHTMAN, HowARD SHELANSKI & PHILIP J.
WEIsER, TELECOMMUNICATIONS Law AND Poticy 5-6 (Carolina Academic Press 2d ed. 2006).
¢ The Communicators: Management of Broadband Spectrum Use (C-SPAN television broadcast
Mar. 23, 2010), available at http:/ / www.c-spanvideo.org/program /292688-1.
! FCC, SpectruM ANaLysis: OrTiONSs FOR BRoaDpcasT SpEcTRUM OBI TecHNICAL PAPER
No. 3, at 1 (2010) [hereinafter OBI TecunNicAL PAPER],
http:/ /download.broadband.gov /plan /fcc-omnibus-broadband-initiative-(obi)-technical-
aper-spectrum-analysis-options-for-broadband-spectrum.pdf.
BENJAMIN ET AL., supra note 5, at 31.
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band that Nextel used for its mobile services. If the first responders’
radio transmission was made at 850 MHz near a Nextel cell tower
broadcasting at 851 MHz, the result was interference which rendered
the first responders’ broadcast inaudible. The  Federal
Communications Commission (“FCC” or “Commission”) resolved the
problem by relocating the mobile service to a different band.”

An additional consideration is the amount of bandwidth
required for a particular use. The requisite amount of bandwidth
depends upon the amount and type of information that needs to be
carried. For example, an analog transmission will require more
bandwidth than a digital one, because digital transmission compresses
content.'® Following the transition from analog to digital television
(“DTV?”), broadcasters now can offer multiple channels of digital
programming simultaneously, using the same amount of spectrum as
one analog program."!

II. SpEcTRUM ScCARCITY AND REGULATION

Spectrum is a finite resource and subject to interference;
therefore, in the public interest, commercial spectrum is regulated by
the FCC under the authority granted by the Communications Act of
1934."” The Supreme Court reiterated the importance of regulation by
the agency in the seminal Red Lion Broadcasting v. FCC case:

? Associated Press, FCC, Nextel Agree to End Cell Phone Interference, FoxNews.com

(Feb. 7, 2005), http: / / www.foxnews.com /story/0,2933,146645,00.html (last visited

Sept. 5, 2010).

10 BENJAMIN ET AL., supra note 5, at 8.

"'What is DTV?, FCC, http: / /www.dtv.gov/whatisdtv.html (last visited Sept. 9, 2010).

"2 Communications Act of 1934, 47 U.S.C. § 151 (2006). The FCC has statutory authority
to grant, transfer, renew and terminate broadcast licenses. Historically, under the
Ashbacker Doctrine, the Commission held comparative hearings for bona fide competing
parties before one party was granted a license to the exclusion of another. Ashbacker
Radio Corp. v. FCC, 326 U.S. 327, 333 (1945). Subsequently, the Commission developed
“comparative criteria” for the comparative hearings, see Policy Statement on Comparative
Hearings, 1 FCC 2d 393 (1965). However, following the DC Circuit decision in Bechtel v.
FCC, 10 F.3d 875 (D.C. Cir. 1993) (holding that some of the “qualitative factors” in the
comparative criteria were “arbitrary and capricious”), the Commission ceased comparative
hearings until the issues raised in Bechtel could be resolved. In 1997, a Congressional
amendment to 47 U.S.C. § 309 granted the Commission the authority to conduct
competitive bidding procedures to resolve mutually exclusive applications for commercial
broadcast stations. Unless filed before July 1, 1997, the Commission does not currently
resolve disputes for competing applications by comparative hearing, reasoning that it is
generally “fairer and more expeditious” to grant mutually exclusive licenses by competitive
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[Tlhe rapidity with which technological
advances succeed one another to create more
efficient use of spectrum space on the one hand,
and to create new uses for that space by ever
growing numbers of people on the other, makes
it unwise to speculate on the future allocation of
that space. It is enough to say that the resource
is one of considerable and growing importance
whose scarcity impelled its regulation by an
agency authorized by Congress.1

However, government regulation was not viewed as the best
solution by everyone. Nobel Prize-winning economist, Ronald Coase,
proposed to the Commission in 1959 that the licensing process
arbitrarily enriched private operators, that spectrum should be treated
similarly to traditional property rights, and that the market would
correct itself."* Nonetheless, Coase still recognized that some form of
government regulation was necessary in order to prevent the
interference caused by multiple parties transmitting simultaneously on
the same spectrum.” Furthermore, because spectrum is a public good,
the policymakers determined that a market solution by economic
pressures in buying and selling frequencies was not appropriate. '’

More recently, in 1993, Congress authorized spectrum auctions.
From 1994 through 2009 there have been 75 spectrum auctions which
have yielded more than $52.6 billion for the federal government."” In
addition, the DTV transition in 2009 freed up 108 MHz of spectrum,
52 MHz of which was sold through the FCC’s 700 MHz auction,

bidding. Implementation of Section 309(j) of the Communications Act — Competitive
Bidding for Commercial Broadcast and Instructional Television Fixed Service Licenses,
First Report and Order, 13 FCC Red. 15920, para. 34, para. 55 (Sept. 6, 1998).

B Red Lion Broadcasting v. FCC, 395 U.S. 367, 399 (1969).

"*Ronald Coase, Why Not Use The Pricing System in the Broadcast Industry?, Testimony before
the FCC (Dec. 1959), reprinted in BENJAMIN ET AL., supra note 5, at 34 (theorizing that
between two stations in competition for use of the same band, the station which uses the
spectrum most efficiently (with the greatest “monetary measure of cost and benefit”), will
ultimately pay the most for the spectrum and retain ownership).

B Ronald Coase, The Federal Communications Commission, 2 J.L. & Econ. 1, 25 (1959).

16 BENJAMIN ET AL., supra note 5, at 46 (citing Ronald Coase, Comment on Thomas W. Hazlett:
Assigning Property Rights to Radio Spectrum Users: Why Did FCC License Auctions Take 67
Years?, 41 J.L. & Econ. 577, 580 (1998).

7 Tromas M. LeNARD, LAWRENCE J. WHITE & JaMEs L. Roso, TecH. Poricy INsT.,
INCREASING SPECTRUM FOR BrRoaDBAND: WHAT ARE THE OpTIONS? (2010),

http:/ /www.techpolicyinstitute.org/files /increasing_spectrum_for_broadband1.pdf.
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generating almost $20 billion in federal revenues.'® If broadcasters are
permitted to reap the economic benefits, spectrum auctions could
potentially provide some economic incentive to broadcasters as well,
thereby encouraging efficient use of spectrum and the auctioning of
unutilized spectrum.

III. NaTtioNaL BRoADBAND PLAN

Mobile broadband use in America is growing at an exponential
rate, and analysts predict that within five years more users will connect
to the Internet via mobile devices than desktop computers.” The sales
figures for new devices, such as the iPad, may be an indicator of a shift
in consumers’ preferences. Apple sold nearly 3.3 million iPads during
the quarter following its launch in April 2010, and is predicted to sell
16 million iPads by first quarter 2011.°' As users increase and the
technology becomes more sophisticated, applications will require even
greater amounts of bandwidth to operate, further compounding a
spectrum scarcity concern. Among the recommendations to remedy a
possible spectrum shortage, the National Broadband Plan (“NBP” or
“Plan”) proposes a reallocation of broadcast spectrum for wireless
broadband.

According to the Plan, the process for revising spectrum
allocations has historically taken between six and thirteen years,”* and
therefore the reallocation must occur now, in order to make spectrum
available to meet consumers’ future demand for wireless broadband.
The NBP recommends that the Commission initiate a rulemaking
proceeding to reallocate 120 MHz from the broadcast television bands
for wireless broadband use. The Plan further recommends the
establishment of a licensing framework allowing two or more stations
to share a 6 MHz channel assignment, as well as rules for the auction
of broadcast spectrum reclaimed through repacking and voluntary
channel sharing.”’

P 1d.

¥ NationaL BROADBAND PLAN, supra note 2, at 75.

20 Scorching iPhone, iMac & iPad sales boost Apple stock, DarLy News, July 21, 2010, at 46.

*! David Barbosa, Apple iPad: The Most Popular Mobile Device Ever?, TaBLETPCREVIEW.COM
(June 9, 2010), http:/ / www.tabletpcreview.com /default.asp?newsID=1436.

22 NaTIONAL BROADBAND PLAN, supra note 2, at 79.

P 1d. at 88.
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Recommendation 5.8 proposes that the FCC should make
available an additional 500 MHz within the next ten years, 300 of
which should be between 225 MHz and 3.7 GHz and available for
mobile flexible use within the next five years.”* In the bands below 3.7
GHz, 547 MHz is licensed as flexible use spectrum that can be used for
mobile broadband. Currently, 170 MHz is being used by cellular and
PCS bands, and the majority of the remaining 377 MHz is just now
becoming available for mobile broadband use. Wireless providers
estimate future needs will range from 40 to 150 MHz per operator.”

The NBP also recommends that Congress should consider
granting the FCC and the National Telecommunications and
Information Association the authority to impose fees on spectrum that
is not licensed for flexible use.”® If implemented, the U.S. would not be
the first country to impose such license fees. The United Kingdom has
a user fee system in place called Administrative Incentive Pricing
(“AIP”) for commercial and government spectrum. A recent review of
the program has conclusively found that the AIP program is indeed
meeting the objective of incentivizing users “to make optimal use of
their spectrum.””’

IV. BRoaDcASTERS’ RESPONSE

Broadcasters are concerned about preserving their ability to
provide consumers with broadcast content and distribution,
particularly after undertaking significant effort and expense to upgrade
facilities in connection with the DTV transition.”® Broadcasters also
are working to develop “Mobile DTV” service, which would operate
on the broadcasters’ current 6 MHz spectrum alongside their other
broadcast service. The National Association of Broadcasters (“NAB”)

% The transition to DTV collectively cost broadcasters approximately $10 billion for
technical changes. Individual television stations spent $1-2 million for construction of
facilities, which includes new equipment and studios for transmission of the high
definition technology. Rosert Tanner, FCC, DicrraL TeLEvision TransiTION IN UNITED
States 9 (May 7, 2010) (slide presentation),

http:/ /aimp.apec.org/Documents/2010/ TEL /TEL41-LSG-RR /10_tel41_Isg_rr_008.pdf.
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asserts that any reduction in that spectrum allocation would hinder
broadcasters’ ability to roll out this new technology.”

Maximum Service Television, Inc. (“MSTV”) and the NAB are
proposing that to the extent that more spectrum is needed for
broadband uses, the Commission should not assume that broadcast
spectrum is the best place to find it.”” The comments also emphasize
four ideas: (1) broadcasting and broadband are not “either/or”
propositions; (2) local television broadcasting offers social benefits
which are not replaceable by other services; (3) by both policy and
directive, the FCC should provide universal communications for all
communities as well as local service; and (4) consumers have spent
approximately $109 billion in HD receiving equipment in the DTV
transition relying on the broadcasting services which cannot be
duplicated or replaced by wireless broadband, cable, or satellite
services.”) The comments further suggest that consumer demand for
mobile video is focused on the content that broadcasters offer,
including local news programming.”

On the other hand, according to a study by The Brattle Group,
“the over-the-air portion of broadcasting is becoming less economically
relevant to broadcasters.”” Furthermore, CTIA - The Wireless
Association (“CTIA”) asserts that the benefits of over-the-air (“OTA”)
broadcast services can be enjoyed without the use of broadcast
spectrum, as the majority of Americans do through their cable service.
CTIA’s comments further state that the number of consumers who use
OTA broadcast services has decreased by 56% over the past ten years,
whereas the number of people using smartphones has grown 690%

» Connecting Main Street to the World: Federal Efforts to Expand Small Business Internet Access:
Hearing Before Comm. on the Small Bus. and Entrepreneurship, 111th Cong. 9 (2010)
[hereinafter Hearing] (statement of former Sen. Gordon H. Smith, President and Chief
Exec. Officer Nat’l Assoc. of Broadcasters), available at

http:/ /sbc.senate.gov / public /?7a=Files.Serve&File_id=1b174400-fb5f-4098-b4c3-
3f821a8c966b.

39 Ass’N FOR MAXIMUM SERV. TEeLEVISION, INC. & NAT'L Ass’N oF BRoapcasTERs, COMMENTS
— NBP Pustic Notick #26 at 4 (Dec. 21, 2009), in FCC GN Docket Nos. 09-47, 09-51, 09-137,
available at http: / /fjallfoss.fcc.gov /ecfs /document / view?id=7020354401.

'1d. at 4-6.

21d. at 6.

3 CoLEMAN BazeLonN, THE BrRaTTLE GROUP, THE NEED FOR ADDITIONAL SPECTRUM FOR
WireLEss BRoapBanD: THE Economic BeneriTs AND Costs oF REaLLocaTions 11 (2009),
www.brattle.com/_documents/uploadlibrary / upload809.pdf .
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over the past four years.”* According to a survey by the Pew Internet
and American Life Project, 61% of Americans get at least some of their
news online,” and just over a quarter now read their news on a cell

phone.”® More than 80% of those surveyed receive news from emailed
. 37
links.

A. Emergency Services

The NAB and musicFirst, a recording industry trade group,”
propose that Congress mandate that every mobile phone sold in the
United States contain a chip to enable FM radio reception.” They
argue that having the tuner in the device would offer news and
guidance in emergency situations.

While an FM chip in a smartphone might give a user access to
approximately 30 local stations, a smartphone user streaming on an
internet radio application has hundreds, or even thousands, of stations
available online.” Moreover, wireless broadband applications can
improve public safety services. Location-based services can offer faster
location and recovery of missing persons and stolen property through
a Commercial Mobile Alert System (“CMAS”). CMAS will enable
emergency operations centers to reach targeted audiences with
emergency alerts on the device that most people almost always have
with them. "

B. Morality and Community Concerns

In the NAB State of the Industry Address, the Association
President and CEO Gordon Smith suggests that because broadcasters

3 CTIA — Tue WireLess AssociaTioN, CoMMmENTs oN NBP Pustic Norice #26, Uses OF
SpectruM 5 (Dec. 22, 2009), in FCC GN Docket Nos. 09-47, 09-51 and 09-137, available at
http:/ /fjallfoss.fcc.gov /ecfs /document / view?id=7020354548.

Doug Gross, Survey: More Americans Get News From Internet Than Newspapers or Radio,
CNN TecH (Mar. 1, 2010),
http:/ /www.cnn.com/2010/ TECH /03 /01 /social.network.news /index.html.
*% Andrew Vanacore, Survey: 26 Pct of Americans Get News Via Phone, ABC News
(Mar. 1, 2010), http:/ /abcnews.go.com / Technology / wireStory?id=9975310.
37

Id.
% See generally musicFirs, http:/ /musicfirstcoalition.org (last visited Sept. 17, 2010).
39 Jonathan Takiff, Radio-Chips in Cell Phones Debated, PuiLa. DaiLy News, Sept. 1, 2010 at
33.
“1d.
1 OBI TecuNICAL PAPER, supra note 7, at 12.



246 Media Law & Policy [Vol. 19.2

are required by statute to “observe community standards” and the
Internet is rampant with lewd material, any move which favors
broadband therefore supports the distribution of obscene material. He
argues that “if broadcasting loses spectrum and grandma’s new HDTV
is rendered useless, at least she will have the consolation of knowing
her grandson can get lewd material on his cell phone.”” Even if this
scenario were plausible, the fact is that broadcasting is not devoid of
indecent content either. The ongoing issue of fleeting profanity in
broadcast programming was recently argued in the Second Circuit by
broadcasters in Fox v. FCC (holding that the FCC’s policy banning
fleeting expletives violates the First Amendment).”

As for other public policy concerns, the FCC continues to
support the policy goals of localism and diversity of views in broadcast
television.” It should be noted, however, that localism and diversity
can be supported by mobile broadband as well. For example, mobile
broadband devices have enabled innovation in journalism. In 2009,
the images of democratic protests in Iran were captured and
transmitted to social networking websites via mobile devices,” which
has expanded First Amendment expression to diverse viewpoints and
to communities which were previously excluded from conventional
forms of media.*

C. Efficient Spectrum Use

In his testimony before the U.S. Senate Small Business and
Entrepreneurship Committee, Gordon Smith asserted that because
broadcast is one-to-everyone, it is indeed the most efficient use of

# Gordon Smith, CEO, Nat’l Assoc. of Broadcasters, 2010 NAB Show Inaugural State of
the Industry Address at the 2010 NAB Show (Apr. 12, 2010), available at

http:/ /www.nabshow.com /2010 /newsroom / pressRelease.asp?id=2260.

® Fox Television Stations, Inc. v. FCC, 613 F.3d 317 (2d Cir. 2010). On August 25, 2010,
the FCC filed a Petition for Rehearing En Banc in the Second Circuit, asserting that the
decision went too far in overruling the indecency regime and that the decision should have
focused on the longstanding context-based approach to indecency enforcement that was
sanctioned in FCC v. Pacifica Foundation, 438 U.S. 726 (1978). Brief for Respondents, Fox
Television Stations, Inc. v. FCC, 613 F.3d 317 (2010) (No. 06-1760-ag(L), 06-2750-ag, 06-
5358-ag), 2010 WL 3463628.

# OBI TecHNICAL PAPER, supra note 7, at 12.

* Twitter Emerges as News Source During Iran Media Crackdown, CBC News — TECHNOLOGY
& ScIENCE (June 16, 2009), available at

http:/ /www.cbc.ca/technology /story /2009 /06 /15 / iran-twitter-election-protest.html.
# OBI TecHNICAL PAPER, supra note 7, at 12.
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spectrum, whereas broadband, which is one-to-one, is “spectrum
hogging.”* Smith refers to the type of wireless broadband architecture
in which each user has his or her own path in the cellular network.*

However, the development of mobile ad hoc networks could
change this traditional cellular architecture. In a mobile ad hoc
network, each device in the network acts as both a sender and a
receiver, as well as a relay point for other devices.” Ad hoc network
technology has been in development for more than three decades,”
but the large amount of battery power required for mobile operation
has prohibited implementation of this technology for mobile
commercial use. Recently, researchers at Stanford University
announced a breakthrough in the development of a lithium-sulfur
battery, which will have 80% more capacity and ten times the power
density of lithium-ion technology.”' If the new battery type can be
integrated into the next generation of smartphones, mobile ad hoc
networks could be commercially available in the near future. Mobile
ad hoc network technology would not replace all cellular
infrastructure,” but it could vastly improve efficiency, as it would rely
on fewer cellular towers.

Additionally, there have been great advancements in the area of
digital data compression. By employing techniques which reduce the
wireless bandwidth required to send data such as photos, email, text
and flash content, wireless broadband technology remains efficient in
its optimization of available spectrum.”

* Grant Gross, Broadcasting Group Defends Its Spectrum Turf, PCWorLD (Apr. 27, 2010),
http:/ / www.pcworld.com /article /195071 /broadcasting_group_defends_its_spectrum_tur
f.html.

8 Hearing, supra note 29, at 8 (statement of former Sen. Gordon H. Smith, President and
Chief Exec. Officer Nat’l Assoc. of Broadcasters).

* Michelle Effros, Andrea Goldsmith & Muriel Médard, The Rise of Instant Wireless
Networks, Scr. Am., Apr. 2010, at 72.

*1d.

1 Sarah Perez, Battery Breakthrough Could Revolutionize Mobile Computing, REDWRITEWEB
(Mar. 15, 2010),

http:/ /www.readwriteweb.com /archives/battery_breakthrough_could_revolutionize_mo
bile_computing.php.

52 Effros, supra note 49.

>3 See generally Accelerated Broadband, PROPEL,

http:/ /www.propel.com /propel_direct/learn /broadband_propel.html (last visited

Sept. 12, 2010); Solutions: Technology, VENTURT WIRELESS,
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Whether the usage is one-to-one, one-to-everyone, or anything in
between, any inefficient use of spectrum can be viewed as wasteful or
“hogging.” To further carry out the objective of ensuring that “our
nation’s spectrum is put to its highest and best use,””* Chairman
Genochowski recently announced the launch of the Spectrum Task
Force,” whose purpose is to carry out the NBP’s roadmap for creating
greater spectrum efficiency.

In addition, the FCC has conducted extensive modeling and
analysis to determine the best spectrum repacking solutions. The
spectrum analysis in Options for Broadcast Spectrum, OBI Technical Paper
No. 3 explains that “through channel sharing, the FCC may be able to
repack channel assignments more efficiently to fit current stations with
existing 6 MHz licenses into fewer total channels, thus freeing
spectrum for reallocation to broadband use.””

For the first time, the FCC has launched a “spectrum dashboard”
which allows the public to view spectrum usage in the bands from 225
MHz to 3.7 GHz. The dashboard allows for greater transparency,
showing how spectrum is being used, who owns the licenses and what
spectrum is available.”” The NAB notes that the dashboard does not
currently cover all bands,® and believes that a comprehensive
inventory of spectrum allocation, including that spectrum allocated for
Federal government use, would be in the public interest.”

http:/ /www.venturiwireless.com /solutions / Vtechnology.html (last visited

Sept. 12, 2010).

>4 Press Release, FCC, Chairman Julius Genachowski Announces Launch of Spectrum
Task Force (Apr. 26, 2010), available at

http:/ /hraunfoss.fcc.gov /edocs_public /attachmatch /DOC-297722A1.pdf.

> The Spectrum Task Force will be co-chaired by Julius Knapp, Chief of the Office of
Engineering Technology, and Ruth Milkman, Chief of the Wireless Telecommunications
Bureau and “will play a critical role in the execution of the spectrum recommendations in
the National Broadband Plan, including long-term spectrum planning.” Id.

% “‘Channel sharing’ involves two or more stations combining their transmissions to
share a single six-megahertz channel.” OBI TecuNicAL PaPEr, supra note 7, at 14.

& Spectrum Dashboard, Beta, FCC, http:/ /reboot.fcc.gov /reform /systems / spectrum-
dashboard, (last visited Sept. 12, 2010).

58 Hearing, supra note 29, at 11 (statement of former Sen. Gordon H. Smith, President and
Chief Exec. Officer Nat’l Assoc. of Broadcasters).

*1d. at 10.
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V. CONCLUSION

Efficient spectrum use is not a zero-sum situation. Consumers do
not want to choose between broadcasting and broadband. As
spectrum management policies are developed for the public good, a
collaborative spirit will serve both broadcasters and wireless carriers
alike in reaching maximum efficiency. To this end, Sprint Nextel
recently announced that it cleared 35 MHz of broadcast auxiliary
service spectrum to free more spectrum for mobile broadband use.®
The project involved replacing 100,000 pieces of television
broadcasting equipment at more than 1,000 television broadcast
stations nationwide. This work is an example of cross-industry
collaboration, and was lauded as such by David Donovan, president of
MSTV. The NAB and the Society of Broadcast Engineers also worked
closely with Sprint Nextel on the project and are pleased with the
result achieved.”

The wireless broadband revolution is upon us. As we move
forward, the industry players and regulators must continue to work
together to create balanced policies to support consumers’ ever
increasing demand for wireless broadband while protecting the
community’s interest in broadcast distribution and content.

% Press Release, Sprint, Sprint Clears 35 MHz of Spectrum for Future Broadband Use
(July 20, 2010), available at
http:/ /newsroom.sprint.com/ article_display.cfm?article_id=1583.
6lg, .
See id.



