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Introduction

New technologies that allow for high-speed data transfer over the Internet have revolutionized the
way consumers and businesses communicate. One huge success story plays out every day as millions
of people around the globe use the Internet to make low-cost or free telephone calls using a technol-
ogy called Voice over Internet Protocol (VoIP). The switch from old copper wires to the Internet
for phone service not only made things cheaper, but also left telephone companies scrambling to
upgrade their systems and provide customers with the most up-to-date communications technology.
[t also meant that telephone companies now compete with any other business that can provide a
high-speed connection to the Internet such as cable, satellite, and wireless firms.

Convergence is the ongoing theme in the nation’s communications marketplace, and for the most
part it is happening at a decent pace. One area, however, where positive change is not happening
fast enough is video service. This lag can be traced to the cable franchise regulatory system whereby
local governments set the terms and conditions for businesses to enter the video market.

Local governments that hold a vested interest in maintaining the current system have stymied at-
tempts to foster competition and provide consumer protection in the video programming market. All
too often, alternative cable franchise bids are ignored, costly entry barriers are raised, and lawsuits
are filed to block service choice for consumers. As a result, less than five percent of incumbent cable
providers face effective competition.! With basic and premium cable rates soaring to all-time highs,
and municipalities working to shut out new, affordable video technologies, government’s failure to
protect the public interest is more clear than ever.

The legal regime of cable franchise agreements is broken. It harms consumers and must come to an
end. This paper provides an overview of the cable franchise debate and suggests solutions that will
benefit all Americans.






The BaSICS. Cable Franchise Agreements

The cable franchise system is a series of federal laws and regulations that operate on the local level.?
These laws provide a legal framework for government officials when they sign franchise agreements
with cable providers, and for states when they draft regulatory standards.

Under its jurisdiction to regulate cable television, the federal government sets limits on franchise fee
rates and basic service price caps, provides minimum standards for customer service, and prohibits
local franchise authorities (LFAs) from creating “unreasonable” barriers to competitive franchises.
State and local lawmakers, in turn, address and manage consumer complaints, set service standards,
outline business procedures, and can generally demand anything from cable companies not prohibited
by federal law. In addition, cities hold authority to maintain their public rights-of-way, facilitate the
process of acquiring and renewing a cable franchise agreement with cable companies, and manage
most consumer issues with their incumbent cable provider.

Typically, multi-channel video programming distributors (MVPDs), or cable service providers, must
enter a lengthy approval process to be granted a franchise agreement. Because MVPDs are virtually
guaranteed to evade any market competition after receiving a franchise, many municipalities require
them to provide a Christmas list of fringe benefits in order to receive a franchise. These usually
include programming grants, channels for public access, educational and government use, and free
cable installation for public schools and city buildings.

All franchisees are required to pay “franchise fees” to their local franchise authority, which is typi-
cally a municipality, but can also be a state or a region. Through these fees, the authorities grant
the right to “rent” the public right-of-way to video service providers, which must access streets and
public spaces to install and maintain programming equipment.’ Federal law currently caps municipal
franchise fees at five percent of gross annual revenues from the MVPD.*

[t can take anywhere from six to 18 months to be awarded a franchise, a cumbersome process that

usually requires expensive lobbying campaigns and multiple rounds of private and public negotia-

tion.’ Franchise agreements are typically limited for 10-15 years, and are subject to a lengthy renewal
6

process.

The unspoken premise behind the cable franchise system is that cities are regulating a monopoly
service for local residents. In exchange for high franchise fees and significant financial and service
concessions from cable companies, cities tacitly agree to insulate franchisees from market competi-
tion. This practice still thrives today, despite a series of federal laws designed to curb the market
distortion and political favoritism caused by municipalities.






Cable Franchise Laws: A Look Back

The Cable Communications and Policy Act of 1984 codified many of the typical franchise rules set by
cities in the 1960s and 70s, and authorized municipalities to set their own customer service standards.
On balance, the Cable Act eased some of the local schemes cable companies complained were chok-
ing industry growth, such as crooked franchise auctions, and it helped clarify a hitherto endless maze
of municipal rate control restrictions and franchise renewal provisions.” Most notably, the Act pre-
empted basic cable rate regulation from LFAs, incurring the wrath of power-deprived municipalities.

Responding to criticism over rate pre-emption in the 1984 Cable Act and the clamor for competi-
tive choice in video programming, Congress passed the Cable Television Consumer Protection and
Competition Act of 1992. This new law claimed to foster competitive choice in multi-channel
video services, and re-imposed rate regulations on incumbent cable providers unless: 1) fewer than
30 percent of households in a franchise area subscribe to their incumbent cable provider; 2) two or
more alternative cable providers offer service to at least 50 percent of area households, and at least
15 percent of them choose to subscribe to their service; or 3) city-owned cable companies offer ser-
vice to at least half of the local households.®

When none of these conditions are met, federal regulations empower local franchise authorities
to place limited price caps on cable service and equipment costs in the absence of even the most
minimal competition.” Additionally, the 1992 Act required the FCC to establish minimum national
standards for customer service in the cable market, such as appointment scheduling, billing issues,
and telephone answering.!® Next came the Telecommunications Act of 1996, which moved the
cable sector in a more deregulatory direction.

For example, the Act created new restrictions on local franchise authorities, including a ban on
government meddling in the way cable providers use subscriber equipment and transmission tech-
nology, as well as prohibiting franchise authorities from requiring any additional telecom service
or facilities other than institution networks (public schools, libraries, and buildings). Federal law-
makers also deregulated cable rates by eliminating price caps on every service tier but basic, and
expanded the competitive exemptions to price caps to include the entry of telephone companies
that provide cable service “comparable” to the local incumbent. The Telco Act also fostered new
market entrants by ending the cable-telco cross-ownership ban that prevented telephone companies
from providing video programming in their service area.

Despite these federal checks on local franchise power, municipalities still wield broad authority to
establish their own provisions, fees, and franchise requirements. Though federal law explicitly pro-
hibits monopolistic cable franchises,!! municipalities and cable operators have found alternate ways
to maintain their lucrative non-competitive franchise agreements.

Some municipalities have perversely used the franchise bidding process to strong-arm unfair agree-
ments from cable providers, such as requiring corporate funds to help cover local budget shortfalls,

5



Cutting the Cord

or the procurement of unrelated goods and services for public use by cable operators. In order to gain
a franchise, one MVPD in Sacramento, California, had to agree to plant 20,000 trees.'? Likewise, an
MVPD in Miami was required to contribute $200,000 each year to the local police department for an
anti-drug abuse program.” Although federal laws have since tightened what can be demanded, city
officials still find creative ways to push the legal envelope.'

The city of Palo Alto, California, required its cable franchisee to provide free Internet access to its
public schools and libraries, as well as provide free ad time for its media administrators.” In 1999,
the city of San Francisco required its franchise grantee to provide every current cable subscriber with
four coupons for free Pay-Per-View, purchase a mobile video production van for municipal use, as
well as wire and serve over 160 public buildings with free cable.!® Additionally, millions of dollars are
usually necessary to fund advertising, lobbying costs, political access, and other forms of “franchise
campaigning” that greases municipal wheels towards obtaining an agreement.

In an effort to “equalize” incumbent and rival franchisees, some state legislatures have passed “level
playing field” (LPF) laws for video programming providers. Most of these laws require that new video
programming franchisees must carry a regulatory burden at least equal to the incumbent’s, saddling
would-be cable competitors with the same inane and peripheral rules. In effect, these “fairness” mea-
sures have served as barriers to market entry for rival MVPDs, which would not be likely to match the
financial strength and resources of incumbents. At least 11 states have LPF laws on the books, and an
increasing number are stipulated in the franchise agreements themselves. LPF legislation adds to the
array of large, mandatory initial costs to place a franchise bid, thwarting competition in local markets.

Some local officials have also experimented with public-run video programming services, leveraging
local bonds and the public trust in hopes to make quick cash or score points with voters before Elec-
tion Day.'8 By absorbing costs through cross-subsidy schemes, and exempting themselves from paying
taxes and franchise fees, municipal cable systems distort local competition and create artificially low
prices to lure subscribers. But lacking private-sector resources, proper planning and real-world flex-
ibility, many of these endeavors have foundered at taxpayer expense, burdening local residents with
millions in debt and mothballing cable facilities."

For example, the town of Acworth, Georgia ran local taxpayers $10 million into debt to build their
municipal video service, only to be forced to sell it to a private company once projected costs sky-
rocketed.? City officials in Scottsboro, Alabama, created their own municipal cable system to pro-
vide lower rates to residents — but when the incumbent cable provider unexpectedly cut their own
rates, the city went to court to prevent them from doing so.!



Cable Franchise Laws ¢ Competition Today

There are tens of thousands of local cable franchise authorities in the United States.?> With a market
controlled by numerous municipal, state and federal standards, new video programming entrants
must endure a hornet’s nest of red tape to even begin providing service to customers. This daunting
task is almost impossible for smaller cable companies and industry entrepreneurs, who struggle to
match the market power and fiscal strength of incumbent cable providers that make billions each
year keeping competitive alternatives away from their consumers.

Currently, provisions under the 1992 Cable Act impose rate regulations in lieu of competitive forces
within a local market. However, this price-control mechanism fails to deliver the superior consumer
benefits of true competition.” FCC data shows that when cable service providers are allowed to
compete in a city, consumers are offered lower cable rates, more channels, and enjoy a better price-
per-channel ratio than consumers in non-competitive municipalities.?*

Without Competition With Wireline Competition
Monthly Cable Rate $45.56 $38.80
Channel Selections 70.1 74.9
Price-Per Channel $0.665 $0.523
Source: Federal Communications Commission

Underscoring this phenomenon, federal investigators found that cable franchise operators “generally

lower rates and/or improve customer service where a wire-based competitor is present.”?

Consumers deserve better, and marketplace competition must truly be embraced as a public priority.

Many supporters of the current cable regulatory regime point to a 2006 FCC survey which shows that
cable companies control 72 percent of the video programming market, with digital broadcast satel-
lite (DBS) companies taking a 28-percent market share.”® They allege that these figures, combined
with the fact that DBS providers could reach nearly 100% of American households, don’t show the
rock-ribbed monopoly critics claim the cable industry to be for local video programming. However,
the fact that there is some competition doesn’t mean that consumers wouldn’t benefit from more.
Then there’s also the consideration that the numbers don’t reveal the complete picture.

For instance, less than five percent of municipalities are found to have what the government calls
“effective competition” — either having a second hard-wire competitor, or a DBS provider that serves
more than 15 percent of the local market. Although the market share of broadcast satellite providers
is noteworthy, DBS companies often serve non-franchise rural areas where cable companies aren’t
present, skewing figures to appear as though they run strong head-to-head competition against the
franchised cable providers. Anyone who lives in a big city knows that line-of-sight and so-called
“beautification” mandates sometimes stand in the way of DBS adoption.



Cutting the Cord

Absent vigorous competition to promote good service in the video market, government has
attempted to step in and regulate behavior. Unsurprisingly, this command-and-control approach
hasn’t worked. At best, customer-service regulations at every level of government have been
useless. Such regulations have been more effective at smothering competitive bids than protecting
Americans from anti-consumer behavior from government-sheltered cable providers. According to
the latest American Customer Satisfaction Index (ACSI), cable television operators rank dead last
for consumer satisfaction among all measured industries.”” As the Index notes that some scores for
the graded companies were “falling to their lowest [levels] ever,” the cable community as a whole
was bested by the notorious corner-cutting airline industry, and even the bureaucratic U.S. Postal
Service. It’s clear the monopoly franchise system is broken, and that citizens need a healthier,
competitive marketplace.

Federal laws have done little to rein in the power of franchising cities, and the competitive benefits
of a healthier market are still absent from most municipalities. With local governments continuing
to squander their responsibility to serve the greater public interest, and consumers stuck with rising
cable rates, urgent action is needed from the federal level to reform the local franchise regime.



MOVIﬂg Forwal’d. Creating a Better Future

As workers in Silicon Valley are well aware, anyone with skills and a broadband connection can
compete globally for programming, accounting and other types of well-paid jobs. In that kind of at-
mosphere, it’s important that Americans don’t let their high-speed connections fall behind. Unfor-
tunately, that is exactly what has happened, and government barriers to new services that increase
demand for broadband further exacerbate the problem. At last count, America ranked a dismal 16th
in broadband deployment. However, new video providers using cutting-edge technologies to reach
customers may provide a solution to boosting deployment, by creating more demand and supply for
high speed Internet access.

Verizon Communications has invested billions of dollars into FiOS, a fiber-optic national network
that uses light pulses to connect consumers with high-grade voice, video and data services. FiOS takes
a fiber-to-the-premises (FTTP) strategy that directly plugs homes with the full benefits of cutting-
edge fiber optic cable, which is more capable than the outdated networks built with coaxial cable
or copper wires, and even hybrid fiber/coaxial networks used by many of the large cable companies.
Absent the daunting challenge of obtaining tens of thousands of franchise agreements, FT TP holds
great promise for expanding consumer choice with the latest innovations in video programming.

Another new technology is Internet Protocol Television (IPTV), which delivers video to homes
using Internet Protocol over broadband connections. By competing with regular cable by delivering
video over the Internet, IPTV is set to grow tenfold by 2010.2 AT&T is shaping up to become a
leader in IPTV, as its own video service, known as Project Light Speed, will use high speed Internet
to bring video-on-demand and crystal clear programming to consumers. This should be good news
for the economy, but according to industry reports, the leader won’t be the United States. Instead,
countries such as China, France, and Italy are forecast to lead.

If America can clean up its franchising system to allow for the quick growth of FTTP and IPTV, it
would not only foster better, faster, and cheaper video services, it would also stimulate economic
growth as hardware and software companies will need to provide products and the content industry
will have more outlets. Indeed, according to a recent report by the market research firm In-Stat,
worldwide revenues due to new “premium services” such as video on demand, digital video record-
ing, and interactive TV will surpass $600 million in 2009.? Of course, the report also says that the
U.S. will not get the biggest part of that pie.

In an interview with InternetNews.com, In-Stat analyst Michelle Abraham blamed franchise laws for
slowing down the American market. “The current franchise regulations — needing a franchise license to
serve a community — really does require a lot of negotiation with each community,” she said.*® It’s also
worth noting that IPTV is also something that cable companies see as their next generation service.

Indeed, in mid-2005, at least one cable company made it clear to consumers in San Diego that
watching television over an Internet connection is no longer a futuristic idea. The testing of a new
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service called “Broadband TV” by Time Warner Cable demonstrated the power of communications
convergence and why legacy regulations governing the sector need to be shelved.

There’s been plenty of discussion about the plans of telco companies such as AT&T and Verizon
to roll out advanced technologies to compete with cable. But the test in the San Diego area was
cable-driven. Competitive forces are pushing cable companies to attempt to innovate before key
competitors can break free of red tape. Those same companies are working the political process in an
effort to slow down the entry of competitors. This should tip off legislators that convergence in the
communications space requires a revamp of the nation’s policies.

In fall of 2005, California’s cable lobby was blatant about its objectives when it circulated a letter
to Sacramento lawmakers in an attempt to scare them into protecting cable’s dominant position in
the video market. The California Cable and Telecommunications Association’s (CCTA) November
9 letter started by stating, “The Bell telephone companies are beginning to aggressively offer local
video services in California and around the nation.”

That was true, and consumers stand to benefit. According to the CCTA, however, there “could be
serious negative impacts” to new competition and CCTA president Dennis Mangers asked letter
recipients “to oppose such efforts before it is too late.” The impending crisis is clearly that the cable
sector fears strong competition. Of course, they don’t advertise it that way.

Instead, the CCTA tendered a weak double-speak argument that the telephone companies should
not be allowed to compete because they might not do it right. That is, the cable industry is worried
that the telcos might not compete in every single jurisdiction, and if they don’t do that, their argu-
ment is that the sky is going to fall.

What they’re seeking to protect are LFA “build out” provisions, which require franchisees to univer-
sally install cable hardware throughout a city. This capital-intensive demand serves to seal monopo-
listic conditions, as only a single provider market would likely facilitate cost recovery for artificially
accelerated investments by MVPDs. Though city officials and cable companies argue that build out
laws are about “fairness,” the reality is that millions of American households don’t actually need or
desire government-driven expansion of video programming, just as there are millions who turn down
broadband service despite heavy promotional discounts from competitive broadband providers. Ac-
cusations that new video competitors will “cherry pick” consumers and “redline” neighborhoods are
uninformed and misplaced.

This plea for government help in staving off competitors should be rejected as quickly as a Nigerian

spam scam. Competition is always good for consumers, and in some of the few areas where the Bells
have managed to overcome outdated cable franchise laws, the results are astounding.

10



Moving Forward

Keller, Texas is one example. In the summer of 2005, Verizon introduced its FiOS TV service in
Keller, offering 180 video and music channels for US$43.95 a month, or a 35-channel plan for
$12.95 a month. It also offered three tiers of fast Internet access over fiber for $34.95 to $199.95.3! In
response, the local cable company, Charter Communications, dropped its prices, offering a package
of 240 channels and fast Internet service for $50 a month. That amounts to big savings for the people
of Keller, compared to the hefty $68.99 Charter once charged for a TV package alone.

Market forces should be working like this all over the country to benefit consumers. Unfortunately,
vested interests like cable companies and local governments, who have controlled and taxed the
market for years, are doing everything they can to stand in the way. Legislators should not make
Americans wait much longer for government to come through with help in reforming the system.
Taking away power and money from local bureaucrats and their paymasters can be a tough slog, but
it must be done — and the faster, the better. As economic studies have found, a one-year government-
created delay for video service providers like AT&T and Verizon could cost subscribers anywhere
from $6 to $8 billion in unrecoverable consumer welfare losses.*?
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What J[O dO? Policy Reform Recommendations

There are at least three ways that the current system could be reformed — through state reform, fed-
eral legislation, or FCC action. On the state level, things are already moving.

In the summer of 2005, Texas governor Rick Perry signed legislation to make it easier for telephone
companies to provide IPTV to Texas consumers. Texas took a bold first step as the first state in the na-
tion to allow new video entrants to obtain a state-issued, statewide cable and video franchise instead of
requiring franchises from individual municipalities. Under the Texas law, cities still receive franchise
fees and retain authority to manage rights-of-way, and there are no mandatory build-out provisions.

“This legislation will ensure that Texas is at the forefront of the telecommunications industry, bring-
ing thousands of new jobs and billions of economic investment to our state,” said Rep. Phil King,
House sponsor of the Texas legislation.?* He’s right, and other states, such as Indiana, have followed
suit.* But not all states have gone about reform in the best possible way.

Virginia’s legislation, for instance, is problematic. Because of a provision in the Virginia state con-
stitution, the legislature could not transfer power to authorize use of municipal public areas to the
states. That left cities still in primary control and the franchise process still broken. As a way to deal
with the long delays that franchisees often face, the Virginia law specifies that new entrants can opt
out of raw negotiations and instead seek an ordinance that specifies among other things that new
entrants must comply with build out requirements of an initial service area in a 3 year period, build
out to 65% in 7 years, and 80% in ten years.* For an industry that is now operating on Internet time,
these requirements are backward, useless, and serve to pile more red tape on an area that works best
when left free from government interference. Fortunately, state governments are not the only way
to fix the country’s broken cable franchise system.

The federal government could also pass legislation to address the issue. Indeed, communications is a
national, if not international, medium. Therefore, a federal regulatory structure would be preferable
to a state structure. Consumers would be better off if Congress were to preempt local franchising
authority and create a light-touch regulatory structure. That would avoid a costly patchwork of laws
and better fit the natural range of the technology. Some elected officials are working on this issue.

In one of the first moves to modernize America’s outdated communications laws in the summer of
2005, Senator John Ensign, a Nevada Republican, introduced the Broadband Investment and Con-
sumer Choice Act. In its original version, Ensign’s bill would have almost completely wiped out federal
and state price controls and protected fiber owners from forced-access rules. Other important parts of
the Ensign bill included the elimination of state and local video franchises for all players in the market,
as well as preference for privately run communications services over those operated by the government.
That’s the right road for American competitiveness, but the FCC could also have an impact.

13
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Indeed, the FCC could act in the same way it did when VolP hit the scene. When it became obvious
that VoIP was set to practically obliterate traditional phone service, state governments attempted to
regulate it. The FCC wisely saw that it didn’t make sense to have a patchwork of laws for a national,
and indeed international, service, so the agency pre-empted state meddling.’ The same could hap-
pen for the video market and current FCC Chairman Kevin Martin seems amenable to the idea.

In mid-2005, Martin was quoted saying that “we need to place all broadband providers on equal
footing so that they can fairly compete in the marketplace. This means that we must treat all such

providers in the same manner — free of undue regulation that can stifle infrastructure investment.”’

He’s right, and one way to solve the problem of different rules for cable and phone services is for the
FCC to stipulate one policy for IPTV and, as with VoIP, pre-empt the states from touching it. That
way, when both cable and telco companies move their services to the Internet, as they are obviously
attempting to do, the providers will be on a more equal footing and real competition can thrive.

There have been other positive statements from Chairman Martin as well. In an August 2005 state-
ment to USA Today, Mr. Martin said, “I asked the staff to explore what the Commission can do to
ensure that local authorities are not unreasonably refusing to award additional competitive licenses”
for video. That’s a not-so-subtle message that if the problem isn’t solved soon, the FCC may act in
the interests of broadband deployment and consumer well being. Shortly following Martin’s remarks,
the FCC requested public comments on how to ensure that LFAs do not unreasonably refuse a fran-
chise to competitive entrants®®

Although it remains unclear which governmental body will wind up reforming the rules, there are
some key ideas that should guide the reform process. These include:

¢ Regulations should be reduced for all video providers. Companies can provide better pack-
ages and rates when industry rules foster capital expenditures and new market investment. Ca-
ble, telephone, satellite, wireless, and other providers should be regulated lightly and be allowed
to strongly compete for consumer loyalties. Current cable franchisees should also be freed from
many of the overly burdensome provisions that distort business practices and policy making.

e Local and state “level playing field” (LPF) laws are destructive. LPF laws serve to establish
another costly hurdle for competitive MVPD:s to clear, squeezing many companies out of the mar-
ket. A true level playing field law would eliminate burdensome requirements, not extend them.

e The pork politics of cable franchise negotiations must end. Federal lawmakers should pro-
hibit the “goodie bag” compensation franchisees routinely fork out for the use of public right
of way. Adding costs and responsibilities to a franchise agreement raises cable rates for local
residents, many of who will never benefit from the superficial agreements.

14



What to do?

“Build out” requirements under many franchise agreements should be discarded. Forcing
video providers to pay for more equipment than is necessary to serve consumers is a wasteful and
naive policy. Facilitating new market entrants is a more sustainable way to achieve local service
ubiquity than are heavy-handed mandates that needlessly overrun business costs.

Municipal cable service is costly and unnecessary. Rather than eliminate local barriers to
entry, some municipalities have chosen to muscle into the cable business themselves. That is
a venture that real competition could provide more efficiently, with much less risk to taxpay-
ers. Removing profit and loss from the equation, government cost projections run the risk of
appearing rosy and optimistic, and may not receive the same scrutiny as a competitive MVPD
would. Satellite video providers already have the ability to reach nearly 100% of all American
households. A national ban on municipal video programming service would prudently compel
city politicians to find more responsible alternatives to lowering service costs and facilitating
new investment by video providers.
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COHC'US'OH. True Reform and Competition Will Bring

America Up to Speed and Benefit Consumers

The cable franchise system was originally put in place to protect consumers from monopoly powers of
cable providers, but now that the threat of monopoly has been extinguished, so too should the rules.

Innovations in technology are improving the communications landscape, and policy makers must
ensure that all consumers realize the full benefits. There is a long history of legislation and regulation
in this area that includes unfortunate times when local governments used their franchise authority
for unrelated purposes.

Competition in the cable market is now potentially as wide as the market for broadband itself. Cable
competes with DSL, satellite, and wireless for market share, and as new broadband technologies be-
come available, competition will get ever more intense. But that will only happen if the laws are
mended such that everyone can compete without government regulations picking winners and losers.

The regulatory fix could come from state governments, Congress, or even the FCC. Since broadband
and the video service that travels over it is a national, if not international, medium, it makes more
sense to have national rules rather than a patchwork of state requirements.

A healthy communications sector affects how well America can compete with the rest of the world,
yet the United States is falling behind. It’s time for true reform — for governments to cease the pork
politics of cable franchise, for build-out requirements to disappear, for governments to stop compet-
ing with the private sector, and for a stable, light-touch regulatory framework for video.

17
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