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regulatory institutions appear tu miss the point of scarcity cntirely and
have repeatedly been described as mistaken, accidental, and counterpro-
ductive: the historical product of policymakers who failed to understand
the nature of property rights to airwaves.

This article seeks to revise such thinking about the **wronghead-
edness’ of U.S. regulatory policy toward the broadcast spectrum. Rather
than stumbling into a legal structure under erroneous pretenses, a careful
examination of the early radio broadcas market and the legislative
history of the Federal Radio Act of 1927 reveals that subsequent decision
making under the *‘public interest, convenience, or necessity’ licensing
standard was a compromise designed to generate significant rents for each
constituer  nfluential in the process. Most fundamentally, the nature of
rights in the ‘ether”™ was precisely understood; the regulatory approach
adopted chosc not to reject or ignore them but to maximize their rent
values as dictated by rational scif-intcrest.

This articte is arranged as follows. First, the tre  )nal interference
rationale for licensing is outlined in Scction 1; this reasoning has served as
the basis for important First Amendment law in the United States. Sec-
tion 1 describes why this line of argument has been rejectcd by contem-
porary analysts of broadcast regulation, who have themselves set forth an
“error theory'" explaining the licensing and regutation of broadcasters.
Sections 111 and IV explain the 1920s radio broadcasting market and the
shock to that system in the 1926-27 “breakdown of the law™ period.
Section V details the 1926 Oak Leaves decision establishing privale prop-
erty rights to spectrum at common law. Sections V1, VI, and VIl dis-
cuss the legislative agendas of thc major broadcasters, the regulators. and
public interest advocates. respectively. Section 1X interprets the Federal
Radio Act of 1927 as an equilibrium solution for these competing inter-
ests, brought together by a rent-sharing arrangement created from the
proceeds generated in the spectrum-assiy :nt process. In concluding,
Section X attempts to identify the source ot analytical confusion as stem-
ming from a focus on auctions. when vested rights in the ether werc

Case for a Fourth Commercial Network. 12 Public Pohcy 513-36 (1974). Bruce M. Owen.
Economics and Freedom of Expression (1975); Harry J. Levin, Fact and Fancy in Televi-
sion Regulation (1980). The protecuomist policy (for incumbent broadcasters) against cable
entry is detailed in Stanley M. Besen, The Economics of the Cable TV “Consensus.”™ 1.7 I
Law & Econ. 39-51 (1974); Glenn O. Robinson, The Federal Communications Commission:
An Essay on Regulatory Walchdogs. 64 U. Va. L. Rev. 169-262 (1978); Stanley M. Besen &
Robert W. Crandail, The Deregulation of Cable Telewision, #4 L. & Contemp Probs. 77-124
(1981); Thomas W. Hazlen, Cabling Amenca: Economic Forces in a Political World, in
Freedom n Broadcasting 208-23 (C. Veljanovski ed 1989).
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TABLE 1

ESTIMATED **LosT RENTS'" FROM ZERO-PRICED TELEVISION SPECTRUM ALLOCATION (1975)

Capital Value of Rents
(1985 $) at S Percent

1975 License Rents (Real Discount Rate +
No. of Stations (December 1985 $) Risk Premium)
VHF a9 846,731,500 16,934,630,000
UHF 177 11.170.000 223,400.000

Source.—Harry I. Levin, Fact and Fancy in Television Regulation (1980), at 114-15; and Economic
Report of the President (1987). at 31§

quickly esti  ;hed de jure and dc facto, thus biasing all future rent distri-
bution schemes.

I. THE INTERFERENCE RATIONALE FOR LICENSING

The first U.S. spectrum policy was to seize the entire band for govern-
ment use: the Navy took it for militarv communication.* But private users
demanded access for purposes of ra  telegraphy, and were successful in
persuading Congress to direct the secretary of commerce to license pri-
vate radio opcrators in the Radio Act of 1912. The federal eovernment
was asserting ownership of the electromagnetic resource, | n a rather
peculiar way: the secretary 100k no payment and issued no exclusive
frequency rights. Licensing’™ was but a zero-priced club admission to
unlimited use of the band.

The electromagnetic spectrum was. fortunately, an abundant resoiirce;
these  lial transmissions occurted on point-to-point bases, and ¢ es-
tion was not an issue. That changed soon after radio broadcasting became
viable in 1920-21 (see Table 1). Hundreds of commercial stations began

ting into “‘the ether,”” bringing zero-cost band to an end. The
prevailing ““ownership’’ rule became increasingly hizarre, a fact which
was only 1o become cvident in a federal court cas 1926 and a subsc-
quent opinion of the U.S. attorney general shortly tnereafter. These re-
vealed that the secrelary of commerce was legally unable to enforce fre-
quency exclusivity; many radio stat roamed the spectrum at will,
crossing into desired areas and frequencies without constraint. The mar-
ket degenerated into ‘‘chaos,’” as the Supreme Court would observe in

* This was not a unique poltical response In China, the northem warlords monopohzed
all radio communications 3n the 1912-27 epoch as *“[t]hey considered radio to be military
equipment”’ (Zhenzh: Guo, A Chrunicle of Private Radio in Shanghai, 30 J. of Broadcasting
& Elec. Media 379-92 (1986)).
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ical.'” The interference problem is widely recognized as onc of defining
separale frequency “'properties’’; it is logically unconnected to the issue
of who is to harvest thosc frequencies. To confuse the definition of spec-
trum rights with the assignment of spectrum rights is to belicve that, to
keep intruders out of (private) backyards, the government must own (or
allocate) al} the houses. It is a public policy non scquitur, as has recently
been noted in an important District of Columbia circuit opinion.'®

Indeed. even when the government assumes legal ownership of prop-
erty. a renegade broadcaster could still interrupt an assigned frequency.
The intetference problem is solved by allowing the assigned user {that is,
the effective owner) the right to punish such interloping. And that comes
by virtue of his title to the frequency nght, which could be awarded by
lottery or sold on the open market just as easily as it is assigned by federal
comparative hearings to a particular broadcaster on the grounds of
“public interest. convenience. or necessity.”!”

The standard economic interpretation, then, has been based on what 1
shall call the **error theory"” of federal licensing. It holds that government

Wedia Law 35-51 (Daniel L. Brenner & William L. Rivers eds. 1982) and Matthew Spitzer,
Controlling the Content of Print and Broadcast. 58 § Cal. L. Rev. 1349-1405 (1985).

13 See Pool. supra note 1; and Edwin Diamond and Norman Sandler. The FCC and the
) of Telec ications Technology, in Telecommunications in Crisis 3-56

Dx
(1983).

4 See Mark S. Fowler and Danie L. Brenner, A Marketplace Approach 1o Broadcast
Regulauon, 60 Tex. L. Rev. 207-57 (1982); Lawrence H. winer, The Signal Cable Sends,
Pant I: Why Can't Cable Be More Like Broadcasting? 46 Md. L. Rev. 212-83 (1987).

'S The e Je for regul is based on the common pool problem with
spectrum since without nights definition the resource tends 10 be squandered. The act of
nghts definition is one of entry basriers. in the sense of excluding nonowners from the use of
resources This act of property enforcement to elimi the rfe e problem has given
bih in NBC and Red Lion) 10 the notion of “physical scarcity’” of the arwaves, thus
placing government regulation in a unique hght. It is the interference probiem, then, that
motivates the ~'physical scarcity™ rationale for government licensing and regulation; hence.
the 1wo notions tend 1o be employed interchangeably. By whatever name, this docinne l}ns
lost creditality ‘= %~ contemporary legal literature. **The ‘scarcity’ rationale for treating
brosdcasung d tly from other media of mass communicalions for purposes ‘.)f substan-
Live regulation nas worn so thin that continuing to refute il would be gratuitous.”* Daniel L.
Polsby. Candidate Access 1o the Air: The Uncertain Future of Broadcaster Discretion. 8
Sup. Ct. Rev. 223-62 (1981).

'8 Telecommunications Research Action Center and Media Access Project v Federal
Communications Commussion. 801 F. 2d 517 (D.C. Cir. 1986).

' More easily. in fact. Comparative hearings consume large agency resources. Indeed.
the FCC has. in recent years. pieaded for increased authority to assign frequency rights by
lottery or auction primanly due to agency funding constraints. See Evan Kwerel & Alex D.
Felker. Using Auctions 1o Select FCC Licensees (workung paper, Office of Policy and Plans.
FCC May 1985) The Congress has allowed the FCC to assign celluiar phone spectrum rights
by lottery in recent years but refuscs to allow FCC auctions {or license fees).
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frequency assignment, while logically uncomp 2 as a solution Lo the
common property problem in spectrum allocation sans property rights,
was a logical—if naive—response to a series of regulatorv events that
occurred in the carly days of commercial ra broadcas' . This eco-
nomic analysis was crafted largely in response 10 the “*chaos theory™ of
the Supreme Court. *‘[Blefore 1927, the allocation [of radio broadcast]
frequencies was left entirely : private sector, and the result was
chaos.'"'® Ronald Coase. in mis important 1959 articic in this journal,"
corrected this analysis by pointing out that chaos was not a product of the
private sector, but predictable consequence of ill-defined property
rights.

At this stage, however, both s of the debate accepted the two-stage
(pre-1927, post-1927) analysis. rhe actual history of the marketplace
turned out to be further truncated, though, as revealed by Jora Mina-
s ° Employing basic propenty-rights approach developed by
Coase, Minasian has established the current stylized history of the rights-
assignment institution in br¢ ast spectrum, focusing on four distinct
policy eras.

1920-23.—Radio broadcasting began in the United States in November
1920.%' and developed very rapidly. By the end of 1922, there existed 576
broadcast stations (sce Table 2). Each had reccived a federal license (zero
priced) from the secretary of commerce, empowered 1o issue such by the
Radio Act of 1912 (which, obviously, predated broadcasting | was
designed for radio tclegraphy). As excess demand for zero-priced broad-
casting rights developed, Secretary Herbert Hoover (an eneineer by train-
ing, and an enthusiastic booster of the emerging radioir  try) pointedly
withheld additional licenses on the grounds that interference would other-
wise result. In a 1923 federal court case,?® however, it was determined

™ Red Lion, supra note 6, at 380. This reasoning piggybacked on Felix Frankfurter’s 1943
NBC decision (supra note 5, at 212-13)

' So imporant analytically, in fact, that it led directly to the “‘discovery’’ of the Coase
Theorem. George J. Stigler. Memoirs of an Unregulaled Economist 75 (1988).

* Minasian supra note 7.

2 Early voice broadcasting experiments {*'radio telephony ™) had begun as early as 1908,
and a San Jose, California, transmitier had broadcast phonograph music to receivers in San
Francisco on an expenimental basis in 1915 (Glenn A Johnson, Secretary of Commerce
Herbert C. Hoover: The First Regulator of American Broadcasting, 192128, 40—45 (unpub-
lished Ph. D. dissertation, Univ. lowa 1970)). But the first regularly scheduled and ongoing
(2o this day) broadcasts began on KDKA in Pittsburgh. November 2. 1920—announcing
election returns in the Harding-Cox race (Gieason L. Archer, History of Radio to 1926, at
2014 (1938). The station was owned by Westinghouse and began service in order to in-
crease demand for radio receiving equipment.

T Hoover v. Intercity Radio Co., 286 Fed. 1003 (App D.C. 1923).




TABLE 2

EARLY RaDIO STATION DEVELOPMENT

New
Year Stations Deletions Increase Decrease Total
1921
September 3 3 3
October 1 1 4
November i 1 5
December 23 23 28
1922:
January 8 8 36
February 24 24 0
March " 77 137
April 76 76 213
May 97 9 310
June n 7 382
July 76 76 458
August 50 B 50 S08
September 39 23 16 524
October 46 22 24 S48
November 46 2 17 $65
December 3 20 11 576
1923:
January 28 34 . 6 570
February 24 13 11 581
March 30 29 1 582
Apnl 21 14 7 o 589
May 27 25 2 e 591
June 32 50 18 573
July 9 25 6 567
August 7 i 4 563
September 5 16 e 1 562
QOctober 2 14 8 . 570
November 1?2 33 e 21 549
December 12 34 22 527
1924:
January 27 20 7 534
February 21 7 14 548
March 32 " 21 569
Aprit 27 19 8 s
May 23 n 12 e 589
June 27 81 i 54 538
Juty 22 13 9 .. 544
August 7 18 . " 533

Sounce.—Hiram L. Jome. Economics of the Radso Industry (1925). a1 70,
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that the secretary had no legal authority to withhold a license, on the
grounds that Congress had not given him any stand=r4 on which to sclect
among compe applirants. The Court, however wed secretary
to select times and way  1gths so as to minimize nterference.

1923-26.—The secretary continued, in practice, to ration scarce broad-
casting licenses by selecting frequency. location. and wavelength assign-
ments. and even by refusing (in defiance of the Intercity verdict) to pro-
cess a continuing strecam of broadcast license applicants. This allowed
property rights questions to be solved at low cost, and the industry pro-
gressed smoothly until another unfavorable court decision for the Com-
merce Department. In April 1926, in United States v. Z--*4% Radio
Corp..** the Hoover licensing method was again found with  force of
law, and this time the court explicitly denied the department discretion
over time and wavelength assignment, as well as over license issuance
gencrally. Rather than appeal, Hoover turned to William Donovan, acting
attorpey general of the United States, for an interpretation of the law.
Donovan sided with the Zenith decision (and against Intercity) in his July
8 opinion and declared the federal government without authority 10 define
nights to spectrum.

July 8, 1926-February 22, 1927.—Faced v ypen entry into a scarce
resource pool. a classic ““tragedy of the commons’™ ed. Stations had
to be licensed bv the secretary of commerce; once licensed. they were
free to roam the |, select their own transmitting location, choose their
desired amplification level, and set their own hours. A breakdown of the
rights altocation scheme resulted in a predictable (in theorctical hindsight)
chaos; the Red Lion opinion’s “*cacophony of competing voices.'*

February 23, 1927-present.—Given the anarchy of the airwaves, Con-
gress finally sought to establish a system of excludable pronerty rights in
the clectromagnetic spec 1 by passing the Federal F » Act. Yet it
made a fatal analytical mistane: it confused the **chaos or wne ether™” with
a private enterprise policy regime and solved the interference externality
problem with an overdose of federal intervention—licensing by a **public
interest’” standard as determined by the Federal Radio Commission (born
in the act, signed into law February 23, 1927). While simply defining and
not assigning rights would have dealt with the externality problem in
broadcasting (or assigning rights without prejudice, as in an auction or a
lottery). Congress mistakenly squeezed two distinct activities one.

The entrusting 1o federal regulators of power over the life ana aeath of

** United States v. Zenith Radio Corp . 12 F. 2d 614 (N D 111 1926).
4 Supra note 6, at 380.
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American broadcasters slipped through Congress and remains public pol-
icy today. due to a fundamental misunderstanding. “itis difficult 10 avoid
the conclusion that the widespread opposition to the use of the pricing
system for the allocation of frequencies can be explained only by the fact
that the possibility of using it has never been seriously faced.”"** And, in
some detail, Minasian outlines this historical episode when chaos erupted
and was ended:

Neither a regulatory agency existed that had c« | ~v=+ the usc of radio frequen-
cies, nor wac there a private property exchange sys n operation. Indeed, the
tatter by def in cannot exist where there are no pnvate rights to be exchanged.
. Yet. the wnaotic conditions have served as the basis for choosing a system of
central control over the use of radio frequency spectrum. Aside from the incorrect
assessment of the probiem, the radio frequency use provides us an opportunity 1o
evaluate the outcome of governmental action in terms of the 9riginal goals for
which solution was sought—the desire to control interference.®

This view now dominates the received wisdom on broadcast licensing.
That understanding has been stated thus:

The drafters of the Radio Act [1927} and the C unications Act {1933] probably
never considered creating a property rights Mewnanism; indeed, had they lhought
about it, they would have assumed its impossibility. As late as 1958, CBS Presi-
dent Frank Stanton, the acknowledged intellectual of the industry, stated that he
had never considercd an auction system for allocation of broadcast rights. Just a
year later, Chicago's Ronald Coase demonstrated in a palh:brcaking article “,""
just such a system not only would work but was also the typical way of allocating
resources. In fact, despite the naive belief that allocation by government is the
only sensible way of doing things. a private market in broadcast ticenses now

flourishes.”

B Coase. supra note 7, at 24.

2 Minasian. supra note 7, at 403.

3 Lucas A. Powe, Jr., American Broadcasting and the First Amendment 20} (1987).
Further elucidations of the error theory may be found in De Vany ez al., supra note 10. at
1499-1500; Pool. supra note 1, as seen above: Owen, supra note 12, a1 36-137, 43: Harry J.
Levin. The Invisible Resource 111-12 (1971); John Fountan. The Economics of Radie
Spectrum Management: A Survey of the Literature, New Zealand Dep't of Trade & Ind... at
Exccutive Summuary (1988); Bruce M Owen er al., Television Economics 139 (1974); David
Bazelon, The First Amendment and the "New Media''—New Directions 1n Regulating
Telec s.1n Free but Regulated: Conflicting Traditions in Media Law 52 (Bren-
ner & Rivers eds. 1982); Daniel L Brenner, *-Commentary,” in Brenner & Rivers eds., 60~
64, at 60, and Ida Walters, *'Freedom for Communications,” in Instead of Regulation 93—
134. 97 (Poole cd. 1982). One must venture into the communications field to find assertions
that a private rights-based answer could not solve the interference problem. Melody wntes
that *’[rlights to use the spectrum are not susceptible to legal enforcement as are private
property rights* (William H. Melody. Radio Spectrum Allocation Role of the Market. 70
Am. Econ Rev. 393 (1980)) But this is analytically incorrect, as is demonstrated by the
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Under this interpretation of the policy solution to chaos in the ether
postulated as a good-faith error, great confusion surrounded the tecl  al
problems of establishing rights to the airwaves, and the path mistakenry
chosen led to inefficiency and antisocial cconomic transfers.”® In eco-
nomic terms, the error theory posits the solution to the common resource
allocation problem as the only argument in policymakers’ objective func-
tions, with distribution questions so misunderstood as to be unanswerable
in any reasonable way. Yet in building an explanation of broadcast regula-
tion on the ‘‘absence of any serious attempt to establish by legislation a
system of transferable properiv rishts in the strum,”** the modcrn
interpretation identifies not the r of the ponucal marketplace in regu-
lating broadcasters but its own examination of the evidence. The ‘or-
ical record makes it abundantly clear that the allocation probiem in
avoiding a ‘‘tragedy of the commons' in spectrum confused neither
radio’s first regulators nor its regulatees. Quite the contrary, the property
rights regime chosen was selected primarity due to its distributional con-
sequences.

I11. A MARKET FOR THE ETHER

One ~f aur troubles =~ ~¢tting legislation [in 1923-26) was the
very cess of the itary system we had created. Members
of the Longressiona vummittees kept saying, “it is working
well, so why bother?™ A long period of delay ensucd.™

The pricing mechanism was more than considered an allocation device
in the carly days of radio—it was. in effect. There existed a very lively

current (and hence casily ubservable) regulatory regime under which privale rights to spec-
trum are today leased at a zero price to private broadcasters by the government. Such nghts
would not be fund. Hy difTe n any technical sense if identical claims to spectrum
were deeded over to private interests outright. A similar confusion is embodied in Dallas
Smythe, Facing Facts about the Broadcasting Business. 20 U. Chi. L. Rev. %6-106 (1952).
Both Professors Melody and Smythe are (were) in communications departments to which
these faully analyses appear 1o be confirmed. (Also note, however, that Hugh C. Donahue, of
the Ohio State University journalism department, makes no such error. See Hugh C

Donahue. The Batile to Control Broadcast News (1989)

** These transfers were ill adwvised on equity grounds icreating excess profits for the
regulated industry) and led to dynamic inefficiencies. as the industry (reacting to the exoge-
nous imposihion of a regulatory scheme} then lobbied for pr i barriers. Regul S
were tempted o dictate wasteful cross-subsidies: Posner’s ““laxauon by regulation™
(Richard A. Posner. Taxauon by Regulation. 2 Bell ). of Econ. & Mgt. Sci. 22-50 (19711

** Owen, supra note 12, at 36,

¥ Herbert C Hoover, The Memoirs of Herbert Hoover: The Cabinet and the Presidency
1920-1933, at 142 (1952)













