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I. INTRODUCTION

In 1982 and 1983 prerecorded videocassettes began laking their thrm as
the fastest growing of the new media for video program distnburion,
The "home wvideo” industries of vidcocasselles and videodiscs are
important b understand because they are not only changing the eco-
nomic system by which media products are delivered but they are alse
disrepting the framework of copyright law governing that system, Pre-
vailing mdestry forecasts maintain that howseheld penetration of vid-
eocassetie recorders {VORs) atone will reech at least 25-3{ percent by
1994, with some predicting as much as 530 pereent penetration (Video-
week, Doelober 106, 1983, p. 6 While RCA's decision to stop prodaction
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of the CED videodisc player in 1984 was a sethack for program distribo-
tors, discs represented a relatively minor partion of the markel.

This chapter deals with the distribution process of prerecorded vid-
eocasseties and videodises and how these mediz compete with alterny-
tive delivery systems. Understanding the competilion among video
media greatly benefits from attention to the process of theatrica) featare
film distribution, Theatrical features are by far the dominant preduct on
prerecorded seftware as well as on pay-TV systems, and remain among
the most important programming ingredients of advertiset-supporied
television. Consumer demand for all the video media, as well as movies
shown in thesters, are closely related.

The thesix of this chapter is that prerecorded home video success i uily
competes as & delivery system by offlering distributors more efficient,
“unbundled” methods of pricing programs to consemers. This direct,
unbundicd pricing is far supenior to that of advertiser-supported broad-
casting and, is important respects, is superior o the “bundlid”™ pricing
of the subscription-supported pay-TV systems. Home video's botler
pricing can significantly increase the revenues a distributor earns from a
given supply of programs. As a result, its main Impact on advertiser
supported broadeasting is likely to be not only the direct diversion of
viewers' time but also the indirect offect of inereased competiiion and
inflation in the program supply market.

A handicap to home video's ability to compete with other pay media
has been the First Sale Doctrine of the 1976 Copyright Act, which
constrains the distributor’s ability to control the pricing of prerecerded
software. Congress may modify the doctrine before this artiele appears,
but comments on this issue are offered, if only for posterity's sake.

It. PRERECORDED HOME VIDEQ SOFTWARE DISTRIBUTION

A. Consumer Demand For Hardware and Software

Table 7.J documents the explosive growth of home video hardware and
soltware. By carly fall 1984, videocassette and videodisc hardware had
reached into abow 16 percent of U.8. TV households, with about half of
thal growth in the previous twelve months alone. Especiatly in the case
of ¥CRs, the demand has been fueled by steadily dropping hardware
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Table 7.1, Growth of Home Video Hardware and Software (Wholesale
to Dealers), 1979-1982 (in millions)

1979 1986 1987 1082 ToR3

Hardware
Yideocassetie recorders
units 0.5 {.8 1.4 20 4.1
% NfA © NrA 51,300 51,550 42550
Videodisc players:
units — — MNrA 0.2 0.3
3 — -— MN/A %65 ¥7s
Eoftware
Blank cassettes
unise 10 15.0 230 4.0 5.0
L3 N MNIA £304 5324 485
Prerccorded cassetles
unils 2.6 33 50 5.5 a5
3 £75 R0 5270 344 400
Videodiscss
unils — — NiA 54 B.O
b3 — — N/A NiA 150

Spurces: Knowledye Industry Publicarions, Inc., Ebectronic fadostries Assecistiodr.
*The CED videodise, which has dominated the markel, was iniroduced in 1981,

prices in the last few years. 1n 1984, VCRs ranged ia price from ahow
$300 to about $1200 for high fidelity models.? Yideodise players ranged
fram ahout $200 for the lower-priced CED machines to about $700 for
the more sophisticated and generatly superior laser disc mudels, In spite
of their higher prices, VCR sales have dominated disc player sales by
more than a ten to one margin. Wifh the demise of the CED player, the
disc has become a nepiigible market element; only abour 100, (X0 laser
disc players have been sold in the United States, compared to over
S04, 00 for the CED player,

The greater popularity of WCRs is duc to their sbility to record
programs off the air. This is suggested by the higher sales of blank tape
1 contrast to prerecorded tapes, as shown in table 7.1, Surveys, in fact,
consistentty show that the main consamer use of VORs is time-shift
viewing—the recording of programs from broadeast and pay television
tor watching at a more convenient time (1.5, Congress 1983d). Nev-
ertheless, prerecorded home video programming is emerging as a major
domestic industry. Analysis placed total retsi! volume of domestic sales
and rentals of prerecorded tapes and discs at the $1 billion-plus leve! in
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1783, ebout one-third to one-half of current consumer ¢xpenditures on
pay cable TV subscriptions (Videcweek, January 23, 1984, p. 7).

An imporiant advantage for home video's mbilily t¢ compete wilh
other media is the great product diversity it offers. As of early 1984,
about 6,000 titles were reported to be available on tape {Videoweek,
January 2. 1944, p. 8), though only ebout 1,200 appeared on the CED
videodisc and much fewer than that on laser disc (Videoweek, October
10, 1983, » 6} Theatrical feature films, which are usually made avail-
ahle four to nine months after their initial theatrical release, domimate
the program fare of both cassettes and discs; table 7.7 demonstrates this
faet for videocassettes. A smatl proportion of exercise and “how 0"
tapes included in the “Instrectional and Informationz!” category make
up the majority of all programming thatl is now originally produced fur
videocassettes. A rapidly prowing category has been music video, an
outgrowth of MTY s success on cable television. The available feature
fitms on cassette include the majonity of all Hollywood movies relcased
in the past few ycars and hundreds of old Hollywaood, fareign, and culi
featares. Home video brings you not only Srar Wars bul Casablanca
and [ Waltked with o Zombie.

Frices for prerecorded sofrware are extrcmely varied and are chang-
ing rapidly. Prerecorded cassciles are both sold and rented 1o consum-
ers. Rentals overwhelm sales: retailer surveys indicale that rentals
usbaty make up B0 to 9% percent of all their transactions. This is not
surprising in flight of relative prices, Cassettes can Wioally be rented for
31 w0 $5 for a 24- to 48-hour perind, while sales prives, generally
$24.95 10 $79.95, arc exceedingly high by electronic media standards.
Unlike cassettes, a high proportion of videodiscs are sold rather than
rented. One explanation is certainly that sales prices have heen lower

Tabte 7.2, Prerecorded Videocassetie Software by Type of
Programming (Wholesale Volume, 1983)

Theatrical features 67%
Aduh Glms id
Instructional &nd informatione! 7
Children's 7
Music 4
Other b
TOTAL LI

Sidthre: Videmeesk, Janpary 23, 1984; F. Eberstad & Co., ne. das,
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for discs, generally $19.95 to $34.95, while rental prices (where reatals
gre zvailable) have been in the same $1 to 35 range. As b resuit, owners
of disc players have B for greater tendency te build libracics of pre-
recorded programming than do VCR owners. Teble 7.1—which shows
umit sales of discs at nearly as high a level Bs prerecorded casselles,
despite the much smaller number of disc players in use—underscores
this trend,

How do the home video software industries create such great diver-
sity al thesc radically different prices?

B. Market Strocture of Software Distribution

£yen though the industry’s structure remains unsettled, outlines are
emerping. As illustrated io figure 7.1, five stages to the videocassetle
production-distribution process can be identified. Program producers
for videocasseltes are mostly the same as for the movie industry be-
cause the main product is movies, In addition, hundreds of other entities
produce music videos, instructional and other programming. Distribu-
tors {often referrcd (o as “distributors/manulaclurers”™) are mainky the
theatrical movie distributors because they own Lhe rights to the best-
selling movies, Table 7.3 shows their identities and 1983 market shares.
Maost of the movie studins have simply formed 2 home video division,

‘7 Producers

Distrihutors o Dreplicacors

Figure 7.5 The Prerecorded YVideocasseite Distribution Process
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Table 7.3, Distributor Market Sheres of Prerecorded Videocassette
Shipments, 1983

% Share,

Disiribuitor Prerecarded Unitsa
CRS/Fox 18%
Paramonumnt 18
RCA/Columbia iz
Warner in
MGM/UA i)
MCA ]
Vestron i
Disney &
Thorn EMI 5
Embassy 3
Others _4
TOTAL 1 0%

Soukey: Videowesk, Janusey 2, 1534,

"M dnedading adult tittes.

Twa of the major firms, CBS/Fox and RCA/Columbia, are joinl ven-
{ures managed separately from the film studios involved. AN thesc
distributors actively compele to buy the home video rights to indepen-
dently produced and distributed theatrical features and to nontheatrica)
programming. As a result, the larger distributors offer several hundred
titles, including many the movie studios have retrieved from their fikm
libraries. Virtually all revenues, however, are derived from recent major
theatrical features during the period immediately following their release
on casselies. Consumer acceptance of thein varies as drastically as their
popularity with theaterpoers, In the duplication stage hundreds of vid-
eocasselic recorders simultaneously copy the original tape. The dupli-
catar then ships the tapes in bulk under instroction from the distributor
lo wholesater warghouses,

The whalesalers negotiate advance orders wilh retailers and deliver
the tapes by reshipping them in smaller quantities. Although whole-
salers usually concentrate their activities within geographic regions,
they do not retain exclusive geographic rights or dominate local areas.
Most important, distributors do not grant exclusive sefling rights 1o a
wholesaler for major films. The result is that wholesaling is & free-for-
all; firms compete intensely for orders from widely dispersed retailers.
Various reports puf the number of wholesalers now operating on =
national basis at 20 1o 30 and steadily declining.
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some of the major distributors avoid the wholesale stage altogether
by direct sale end shipment to retail outlels, but to deie, such distribu-
tion has accounted for a smal}! share of volume. Independent whole-
salers have been at an advamtage because of the Jarge number of
different titles they have to offer. Direct distribution has therefore been
primarily to large chain stores and depatrtment stores for which transac-
tional economies of scale for individual tifles are sufficiently high 10
compensate for the low number of titles svailable. Most of the thou-
sapds of retailers across the country are specialty stores, some of which
atse sell audic records and Lapes. Growth of nonspecially outlels has
been occurring very rapidly, notably amonp supermarket chains, de-
partment stores and movic thealers.

Videodisc distribution mostly piggybacks on cassette distnbution.
The main difference is that RCA, the primary manufacturer of CED
discs, and Pioneer, the primary manulacturer of laser discs, also dis-
tribule discs through their own hardware outlets as well ws through other
retailers. Lisually, however, the disc manufacturers do “cusiom press-
ings” for the cassetie distributors, which relegates them o 7 role like
that of videotape duplicators.

. Pricing and Produet Diversity

The diversity in the home video industries is based on the fact that
ceonomies of scale in manufacloring and physical distribution are
reached al very low output levels. The most popular movie titles enjoy
a distribution of H0,0H00 or more vidocotape unmits—Flashdance
(225,000), S1ar Trek I (150,000}, and Raiders of the Lost Avk {550 (KD
are examples {Videoweek, September 5, 1983, p 2 Videoweek,
Novembear 22, 1383, p. 2). Maore typical movie titles are in the 10,000 to
25,000 unit range. But major distributors inlerviewed indicate that titles
with expected wholesale shipments of as ow as 3,000 unis are eco-
nomical to distribute, Many programs, especially those of the smaller
distributors, sell fewer than 1,000 upits, which is fewer than | per
10,000 videocassettc machines in the markel. High plant costs charac-
terize tape daplication and particularly disc pressing, bul most produc-
tion ecomomaes are reslized at these dow levels, as they are in the
disteibution process. Each fitn acts as a “commaon carrige™ to all pro-
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gram supplicts, which permils physical disiribution economies to be
guickly reached.

Prerecorded soflware prices are determined by both economic and
legal factors. First, the cost of the physical process of distributing
individual cassetie and disc wnits is high. The prevailing ailocations of
revenues for typically priced units are shown in table 7.4. Manufactor-
ing costs atone are in the $7.50 to $10 range for both cassettes and
discs. The large shares 1o the distribulor include inventory and operat-
ing expenscs end apparently escalating budgets for advertising and pro-
motien. The large variations of retail sales prices for cassettes of $24 .95
1o $79 .95 and for discs $19.95 o $34.95 are partly the result of price
experimentation by distributors and & generatly downward current price
moverment?, OF groatest interest is the refationship belween casselle
tetail sale prices and thelr dramatically lower rental prices. This rela-
tivnship, Bnd that of videocassetie (o videodisc sale prices, is partly
determincd by copyright law, a topic we return to below,

. COMPETTTION OF PRERECORDED HOME YIDEO WITH
{XTHER MEDIA

The competilive role of videorasscttes and videodises as program deliv-
ery systems is best understood in the context of the time relesse
seguence fot their dominant progranmiming of theatrical features; the age
of the film product is the most important way prerecorded software is
differentiated from other media.

Table 7.4. Distribution of Revenues by Industry Branch in
Prerecorded Software Sales, 1984

Videocassettes Videodises
(@ 550 Retat fec $30 Retail
o L % 5
Friducer/copyright
hokder 12 380 12 3 48
Distribulor 2% 14,20 21 6.42
Duplicator 18 800 25 7.50
Whotesaler : 1 .00 12 1.60
Hetailer an 1500 30 900
1005 15060 0% 230,04

Soumry; Watermat bnd Associales.
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A, The Theatrical Film Release Sequence

1. The Film Distribution Process

The first step in the film distribution process is the acquisition of film
rights by distnibutors, for there is Litthe actual verticel integration of
theatrical distribution into film production. In most cases, distributors
finance films made by independent producers or purchase distribution
rights to completed films. There are about {wenty national distributors,
but gix of them, the “majors,” consistently earn B0 to 90 percent of
domestic theatrical rentals, as shown ip table 7.5 The year to year
fluctuation im their markel shares reflects the notorious!ly high risk of
film production, but the same six or seven hirms have nevertheless
dominated the industry for over forty years (Waterman 1979,

it is significant that for major ilms, the distributor asustly obtains
the rights nol only to domestic theater distribution bt also to foreign
and all domestic video markets ineluding pay TV, broadeast TY, and
home video. By purchasing the rights te all theatrical and ancillary
markets, disiributors patn the opporienity to choose the “windows, " the
number of exhibitions within each window, the timing and amount of
advertising, and, to the extent allowed by technology and the law, reduit
Prices.

The prevailing sequence of theatrical movie distribation is shown in
fipure 7.2, There are many variations, bul this is a representative pat-
tern, After 2 movie is released to thealers, it is distriboted shortly

Table 7.5. Distributor Masket Shares of Domestic Thoatnical Rentals,
United States and Cenada, 1977-1983

Averdpe's
FRFTOJERE MeFG 19RO f9Ef JYR2  TUEY 1977-8%
Columbia 2% 1196 11% 149 1A% 0% 148, 1245
MOGMITEA i% 1t 15 7 qQ 11 10 12
Paramount 10 24 15 1} 15 14 14 15
Twentieth
Century Fox 28 {3 9 16 13 4 21 15
Universal i2 17 i5 20 14 30 13 17
Warner
Browkers 14 1a n 14 1% 10 17 15
All Others 14 11 15 13 18 11 11 i3

Sownce: Daftr Variets, Mmuary 13, 1964,
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Thealers

Yideoraysoiies /dics
“Eav-per—view" able

Pay—able/ 8TY Pay-cables/STY
Meework TV
TV Syndication

L] | 1 3 L]

Figure 7.2, Representative Release Sequence for a Major Theatrical Feature,
|9%4. Source: Waterman and Associates (1934),

thercafter as home video, 1t then appears on pay-lelevision systems,
aetwork television, and then on pay-television apain and 15 finatly syn-
dicaled to independent TV statinns where contracts for films not re
claimed by cable may be remewed for decades. “Pay-per-view”
exhibition roughly coincides with home video release hut has been a
negligible part of (otal revcnues breanse fow cable systems have the
required lechnology.

Although theaters are siill the dominant source of distributor income,
the Jdisiribution process has become increasingly oriented toward this
motley coliection of dowpstream video markets; they now account for
40 to 50 percent of domeslic net revenues from theatrical features,
including about 5 percent from presecorded home video (Watcrman and
Associates 1084 “Cablecasting” 1983} The process of exclusive first-
run theater showings followed by progressively wider release Lo
weuhrun” theaters has declined. Simultaneous nationwide releases to
500 ta 1,000 of even more thealers including as many as 443 1o 60 within
a single urban area, arc increasingly common for major fikms, A very
suecessful feature may slay in theaters for six months or mote, b
others are withdrawn much sconer to maximize their value in ancillary
markels.
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2. Price Tiering

The release sequence is sssentially a method of price discrimination by
theatrical distributors, or to se & Jess incriminating term, “price tier-
ing.” The value of a movie declines with its age. Movies are first
released in theaters ai highest prices to “high value” consumers who are
most egger to see them. Others who are less tager, but will pay some-
thing, may wait to sec them a year or more later on pay-TV. Those
unwilling 1o pay anything, “low value” consumers, waif three ycars or
more unti] the movies are refeased to the free television market, Thesc
“high vatue” and “low value” consumer markets are segmented by
means of the time lags berween release to each successive medivm.

The pre-television theater distribution system represented the classic
example of price tering. As illustrated by the system used in Chicage in
the 1930s {table 7.8), “Class A" films were suceessively priced in
majot cities at ¥5¢, 50¢, 40¢, etc., to as low as 10¢ in 4 series of twelve
or Inore separate (heater rans over a period of several months {Condnt
1961, Common knowlcdge of the elapsed time before the mawvie would
appear al later run thealers separated the “high value™ from the “Loww
valug" palrons becawsc the former were less willing to wail for lower
DLiCES.

Broadeast television and the new video delivery systems have taken
the place of subrun theaters in the price Lering sequence. Price ticring at
the retai! level is harder to identify in the differcntiated collection of
pew technalogies, but the oullines are cvident. Single pay-per-view
exhibitions of movies on the QUBE cable system, for example, are
wsuakly priced at $3 o $4 per household, comparcd to only 310 for a
monthty menu of sixieen to beenty new lcatures appearing several
weeks later on pay cable,

Achieving the optimal release stralegy for an individual theatrical
feature is as much an art as a science;? underlying the art, however, the
rotc of each delivery system in the modern release sequence is deter
mincd by its usefulness to the distributor as & price tiering tood. The
distributor’s ultimate interest is nol retail price, of course, bul the net
revenue per viewer which the delivery sysiem can earm. This will de-
pend on the delivery system’s costs, on its attrsctiveness 10 CONSUMETS,
and, ip parlicular, on the technolegy's pricing mechanism. 1o trading
subrin theaters for electromic media, the distributor achieved lower
delivery costs but sacrificed the pricing efficiency of the theater turn-
shile,
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Disisshutors cen be expected fo place delivery systems with direct
unbundled pricing toward the front of the release sequence becatse
those media can more effectively skim the surplus from high velue
consumers end therefore return higher net revenues per viewer to them.
Contrast, for example, broadcast television, pay cable, and pay-per-
view cable. The hapless pricing mechenism of advertiser-supporied
broadcasting offers ro possibility of segmenting high value from low
valie consumers, banishing them to the ead of the seguence, Monthly
pay cable is more efficient, but the bundhing of sixteen v twenty movies
topether for a single monthiy subseription price—aof about $10-—canno
take advaniage of hiph intensities of demand for individual movies
within the group. Pay-per-view cable is direct, unbundled pricing; it
permits the same kind of seH-selection of high value consumers for
individual movies as the theater terastile does,

The available data is Hlustrative, Distributors have typically received
about 50 percent of gross revenues from pay-per-view cable exhibitions,
or about $1.50 to $2.00 per houschold when applied to the QUBE
system’s price levels. This compares to net revenues of approximately
20¢ per subscribing hausehold which distributors are reporied o coliect
from the pay television scrvices. Assuming typical ratings, prevailing
license terms for theatrical features on network television yield only
about ¢ per household (o the distributor, or about 4¢ per viewer 4

It is hard Lo tmagine an invention which could bring more havec to
this economic system than the videocassetie recarder. Commercial pi-
racy and home taping have been the subjects of highly publicized legal
battles and apparently continve to drain distributors’ income.S Pre-
recorded programming is also constrained by technology and the law of
copyTight, but is an evident nel addition to the distributor's eaming
capacity.

B. Prerecorded Home Video in the Price Tiering Sequence

Bath rental and sales of prerecorded software offer new opportonities
for the distributor to tier prices and earn higher revenues from each
muvie. In this respect, retail sales are a bonanza 10 the distribulotr.
Surplus revenue ¢an be skimmed rem consumers with such high vatue
demand thal they want 1o own the whole movie. Distributors heavily
promate tape sales and have long expressed an interest in advancing the



Home Video and Disiribution of Films 235

from controlling its dispesition by a retailer. Under the docirine, re-
tailers have been able 1o either rent or sell prerecorded videocussettes or
discs oblained from distributors at their own discrelion. Ax physical
objecls, cassettes are very durable and can be rected oul wlmost indefi-
nitely. The dislributor has still been able to at leasl crudely controt
rental prices thal competing retailers set, and thus the number of times
each lape is rented, by comtroliing the wholesale price of the wspe. The
First Sale Doctrine has simply forced the distibulor to gse the same
wholesale price to control both the retail sale and rental prices of the
cassette,

It would be a complete accident if the relevant clastivities of demand
werc snch that the distributor’s optimal whotesale price {or rentals and
for sales were identical, The evailable evidence is thai the price elas-
tivity of demand for tape sales at prevailing retail prices his been very
high, above the distribulor’s profi-maximizing level, and that con-
versely, the price elasticity of demand for tape rentals has been very
low, below the distributor’s profit-maximizing level. An execotive of
onte distribution company presented consumer survey dats fo this effoet
in 1983 congressiopal hearings and testified that if the Viest Sale Doc-
trine were repeated, his company’s stratepy would b to ryise wholcsale
prices of videpcasscties earmarked to rotailers for tenlul and lower
wholesate prices of tapes earmarked for sale. The pricing experiments
of some distribulars seem to have confirmed the high price elasticity of
sales demand. The discoumied $39.95 prices for Flushdance and
Raiders of the Lost Ark in 1983 produced much grewter sales than
higher-priced but similarty suceessful theatrical films, such as Toorsie
(§79.95) (Home Video and Cable TV Report, Febroary |3, 1984, p. 1},

A main reasop that videodise sale prices have been fpwer than cas-
sette sale prices also follows from this agreement; videodises are sub-
ject o physica) damage, and player penetraiion has been oo Low for a
rental market to be successful. Distributors have therefore ket wholesale
disc prices at optimal Jevels for rotail sale.

The First Sale Doctrine has also pecessarily constrained the timing of
sale and rental release to be the samc as well. It is likely that the
doctrine has inhibiled the distbutor from moving software release of
feature films, at beast for retail sales, forward to an earlier date.” Re-
tease for sule prior to rental release is consistent with lhe price tiering
model since sales appeal 1o high-value consumers more than do reatals,



134 David Waterman

reiease of movies op cassetle into an gverlapping of perhaps even co-
incident position with theatrical release. One indication of these inter-
¢sts is that the royalty fee which accrues [0 the copynght holder (usually
ihe distributor, for major films) far a typically priced $49 93 cassette is
about 55,80 (table 7.4 gbove). Movie theaters are otherwise the mesl
lucrative component of the price tiering sequence; nel reverue PEr pa-
trop is gbout 10 ta 15 percent of box office gross, which based on the
MPAA 1983 average admission price of $3.14, is appriimately 30¢ 10
50¢ per individual.®

Comparison with the high royalty for tape sales can be misleading,
however, without taking into account the distritutor's peculiar probiem
lhai once said by the retailer, all control of the tape’s nse is tost; other
individuals bexides the purchaser may sce it or copies made [rom it
Data aboul the extent of this grapevine of viewers is elusive, but dis-
tributors apparently helieve that its undercutting effect on theater atten-
dance is slipht. Al least one company, Paramount, hzs encouraged
themer owners 1o sct np videocassette stores in theater lobbies by pub.
licizing survey data that theater slendance and casselle sales are aclu-
ally complementary; that is, Paramounl reported, large percenlages of
casscite buyers prefer to see the movie in a theater hefore purchasing &
tape of it (Sutherland 1984).

Distributor enthusiasm (of cassette rentals has heen markedly less
hecause of restraints of copyright law discussed below. But like casselie
sales. rentals offer an upbendied method of pricing which is better able
to skim tevenues from higher-value consumers than the untundled pric-
ing of pay-TV scrvices downslreantin the relcase sequence, Technology
constrains cassette release of movies to be in advance of their pay-TV
release; otherwise, the YCR's ability Lo record programs off the alr
would undermine the market for prerecorded programming. The un-
bundled pricing of both cassette sales and rentals, however, is an coco-
pumic rationale for why they would precede pay-TV regardless of this
proflem,

1. Effects of the First Sale Docirine

The distributor's flexibility in the pricing and timing of home video
software release has been restrained by the First Sale Doctrine of the
Copyright Act, which preveats the distcbuter of a copynighted product



23 David Warerman

From the distribulor’s point of view, il is evident thal software sales
and sofiware rentals are essentially two differenl media which require
different decisions as to iming and pricing in order for total revenues
from the full release sequence 1o be maximized. From a public policy
pint of view, the need to modify the First Sale Droctrine i6 clewr,
Because it inhibits efficient pricing by distributors, the doctrine lowers
the supply of programming that cen profitably be produced. In this
respect, il is hitlle more than a quirk in the Copyright Act, another
example of the inability of lcgislation to antivipate lechnological and
marketing devclopments in communications.

2. Summary

The fact that disiributors have chaven to release movies on prerecorded
software in spite of the docirine is evidence that they increase their net
revenues by doing so. Because of the docirine distributors tose controd
of relative sales and rentat prices, hui not absolule price levels. By
sctting wholesale prices high enough, the distributor can ensure that
prerecorded software release contributes more revenues than it subtracts
from otier media in the release sequence. The First Sale Dioctrine
constrains the distributor, but the end result is a more cfficient price
ticring System.

IV. PROSPECTS FOR PRERECORDED HOME VIDEG

Eventually. pay-per-view or soine other electronic system will no dhuubi
take its turn in the progress of technology toward more clficient video
pricing and delivery systems, Until then, there is at least more than jusl
extrapolation from last year's trend hehind the high expectations for
prerecorded software distribulion. We can gxpect to see these develop-
INERts:

[. Tower hardware and software prices
Bigher volume and improved technoiogy should coptinue the trend in the
lact fow years of dropping ¥CR prices. Reports of VCRs o come i the 5204
1o $300 suggested retail price range have appeared in the made press fe.p.,
Videoweek, September 12, 1983, p. 3),
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Scveral Factors should contribule to lower costs for prerecorded cassetic
menufecturing and distribution. Tape munufacturing ¢asts are widely pre-
dicted to fall as ihe technology becomes morc cfficient, including the pros.
pect Tor "compressed lime” rathet than “real time" melhods of duplication,
V5 secms likely to win the videocasselle compalibility war, which will put
downward pressere on relafler margins by deureasing their invenlery costs ?
The major impetus oward lower poftwars prices will probably be increased
hardware penctration. As software volume riscs with i1, the disiribulion sys-
1cm will bocoine cheaper because of greater ecnnomics ib physical handling
and transactions. Direct distribution, rather than (be shipping and reshipping
process now in practive al the whotesade level, will benefin from 2 prolifera-
nion of nonspecialty owtlets,

The relationship of Jower software costs Lo iower software prices must be
guakified. Repeal of the First Sale Doctiae may still resul in a met inerease in
rental prices. The everall price trend for snfiware szhes and rentusls, however,
witl be downward.

2. Greater program diversity

As hardware penetration fises, it will become increasingly profitabdc to
manufacture Bnd distribute obscure program materials, The film studios, fos
example, will be able to reach into more and more remote comers of their
libraries.

Higher penetration will widen the cconomic base o sppert oTiginal pro-
gramming for hime viden. While the audience base needed to support fic-
Giunal drama for cassette release alone is very Jarge, there is no reason (hal
origing) programping for cassetles canant be price tiered just as made-for
pay TV movies &re now sold downsiream to independent broadcasi statons,
Sale and renta! of musie videos alonp with their cable TV exhibition on MTV
also shows the possibitity of price Gering cutside the theatrical Nilm category.

Lowet prices and greater diversity will increase the competitive edpe
of home video as a detivery system. What can compete apainst it? Other
unbuadled pricing media like pay-per-view cable are the best prospects.
The greatest handicap of prerecorded cassetle distribution is the incon-
venience of traveling to and from rental locations for tapes, a problem
solved by pay-pet-view systems,

The survival of the laser disc as a significant entertainment medium,
faced as it is with the prospect of still lower VCR prices, appears to rest
on ils use as a read-only-memory (ROM) device for personal comput-
ers, a function which some behieve will be importani. In the meantime,
the laser dise will meke only very minor contributions te the pre-
recorded software indestry.
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Some fragmentation of thealer audiences is inevitable if higher ¥YCR
penetration occurs or il software release moves closer to thestrice! tre-
tezse. The main impact on video media is likely to be on its downstream
neighbor in Lhe release sequence, pay-TV, because of its unbundled
pricing, home video rentals and sales can underming pay-TVY's revenuc
base by skimming off its higher-value subscribers. Still, becanse cas-
sette tentals and sales offer products differentiated from both theaters
and pay-TV, their rale as a complementary sowrce of distributor income
15 ensured.

Of particular nterest is the impact of prerecorded home video on the
still dominant competitor in the video marketplace, broadcast Lelevi-
sion. The degree to which prerecorded programining aciually diverts
viewers' time from broadcasting appears miner. The 1982 Nielsen diary
study showed that during the fonr-week survey perind, VR owners
watched an average of only 1.8 prerccorded tapes, & very smatl propor-
tion of total housebold viewing. The 1983-84 Nielsen Update report-
edly shows little change.® However, there is likely to he a grealer
indirect impact via the program supply markel. Along with pay-TV,
home video is part of a process by which more efficient program pricing
is shifting a vast pool of cunsumer surplus away from viewers of adver-
tiser-supported broadeast television ta the producers and distributors of
that programming (see Noil, Peck, and McGowan 1973 for a general
discussion). The higher revenues that suppliers can earn from a given
supply of programiing encouUrages entry it the markel and hids up
production factar costs,

Consider the effects to date of all the pay media on the demand for
theatrical features. In sharp contrast o broadeast television’s decima-
tion of thoater attendance in the 19505, table 7.7 shows that the wear and
teur of the new videa revolution on domestic theater demand has been
slight. Both real box office revenucs and theater admissions have re-
mained roughly constant since 1977, in spite of the rapid grovwth
throngh 1983 of VCRs (1 to 10 percent penetration) and pay-TV services
{2 (o 22 percent penetration) ("Cable Stats” 1984, p. 5. Theatnica! film
revenues from the broadcast networks have apparently declined during
this period, but not nearly as much as pay-T¥ and home video income
has increased: since 1977, the contribution of all domestic ancillary
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Table 7.7. Motion Picture Theater Admissions and Box Office
Revenues, 19771983 (Millions)

1977 1978 1970 1380 198! 1987 1983

Number of admissions 1953 HI28 120 1020 16T 1175 R1ST
Box office revenues
currenl $ 2372 $2643 S2R21 $2740 %2960 $3452 33766

1977 %, CPl.deflated £2372 %2454 52353 2020 §1971 $H162 $2250

NowircE: Motion Picture Assaciation of America.

markets to theatrical fiim revenues has risen from about 20 pereenl torits
present 40 or 30 percent level (Walerman and Associates 1984;
Catlecasting, 1983), mostly because of growth in pay cable televi-
sion 0

A similar expansion has occurred in foreign markets foe theatrical
features, where the respective posttion of pay-cable and home video in
the domestic mackel are reversed, while pay-TV is almost nonexistent
in most countries outside North America, home video has boomed even
faster overseas than in the United States. In spite of heavy losses from
piracy. foreipn sales of home video software were reported to account
for ebout 32 billion in gross revenues {or i%83 (Terry, 1984). This has
been at significant expense Lo loreign theatricat rencals, but the resalr
has evidently been positive for U5, distribuiors.

The result of this markei expansion has been as expected—increased
theatricsl production. The number of theatrical features released since
1977 has steadily risen, as shown in Table 7.8. Mcanwhile, inflation in
produclion factor cosls is suggested by a reported rise in the average
feature budget of MPAA miember companies from $5.6 million in 1977
to 3119 million in 1983, a 29 percent increase in 1977 constant dollar
termys (AMilfimeter, 19540,

Theatrical production is accelerating, Based on 1983 production ac-
tivity, another §2 to 20 percent increase in theatrical features by the
major distributers should have occurred by the end of 1984, Daily
Variery teports theatrica] production investment planned by the nine
major distnibutors 1o be $1.7 billion in 1984, an increase by 36 percent
over |983 expenditures {Cohn 1984). If history is a lessun, the 1983-84
frenzy of theatricsl production may be part of the perennial boom and
bust eycles the film industry is farmeus for. The general trend skyward,
however, 15 clear
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Tuble 7.8. U.S. Theatrical Motion Picture Releases (not incinding
reissues), 1977-1983

1977 I9FE I9F 198D 7987 j9R2 JU&3
Nine largesi disgibulors M2 421 3% 136 45 149 165
AN natiopal distibutorst 167 171 188 193 208 12 245
ATl distributors MA NA NA KA NA 379 425

Soukes: Motion Piclure Asseciahon & AmEnice.

M A Membet Companies: Columbin, MOMAIA, Paremeanl Twemisth Cenmry Fox, Universal,
Watner. Embassy, Orion. Huene Viets {Wah Disney} These date du ho include edcases by the
wolassics” divisions which five of these companies formed In 198E ond laler, these aeceied far B new
relegses an LFR], 14 1m0 1982, 33 in (PR3

bEighleen to fwenly COMpRRiEs; bis0 (mclede: releases by the “classiva” divisions of the wajor
dizatcbutors.

cinclude: pppTonimately mncty distribuiods for which dara hes been wacked by the MEAA ginve
19532 ; mcludes Teleases by the “classie” divisions ol the mejor distrifiuiors.

The tote which home video alone has played in building these high
expectations for theatrical features cannot be isolated, but it certainly
has been important. Foreign home video markets are widely expoeted to
continue growing {Terry 1984} If expectations for VOR penetration in
the United States inaterialize, net domestic revenues to distributors
from prerecorded hume video could approach the income from sub-
scription-suppuried pay-cable by the end of the decade."

Thesttical films are themselves a relatively minor ingredient on
broadeast television, but the higher costs of making them inevitably
spilt over and ratse television production costs since both media draw
on essentially the same fuctor markets. Substantial investment in origi-
nul programming by the pay-TV networks contributes to this. The 1o
15 percenl constant dotbar increascs reported for various network T
progeam types since 1976-77 {table 7.9) suggest the extent of these
inflationary pressurcs o dake,

A key question for the future is the clasticity that the film and pro-
gram supply markets will shaw in the face of this increased demand,
Will there be more and belier programming, or just higher costs for the
same programming? Ta the extent that infiation is the determining fac-
tor, how will the broadcast networks be affected? To the degrec that
network edvertising demand is inelastic, higher prices can presumably
be passed ajang to advertisers without damage to programming appeal
and andience sizcs. To the deprec advertising demand is absorbed by
substitute media, however, the direct diversion of network sudiences by
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Table 7.9. TV Program Production Coest Trends,
1976/7-1983/4 Seacons

% Increase
19767 IR834 % Increase 1e77
(current ) (curreni §)  fewrven 8] (constant §

&0-minute action/

advERIUTE 330,000 $672.000 11 24 %%,
Mhminie sitnation

comedy $168 000 ¥335,000 1KY i Lo
Made-for-TY movics LE50.000 52,000,000 112% 35T

SraIRCE: Millimersr, Anniversary husue, 1984, Daify Variery deta

home video and other pay media will be exacerbated by lower program
values. In spite of current efforis by the networks to diflerentiate their
programming from pay-TV and home video with more of their own
“made-for" mailcrial, broadcast television may cventually be forced to
increasingly rely on lefrover programming, oripinating, if not in the-
aters, then on pay-TV, pay-per-view, or, perhaps, prerecorded home
videa,

Notes

1. Like wideodisc players, VORs arc masufactured using rwo incotrpatible
technolugics, The advantages of oac VCR Tormm over the ather (calicd Beta and
VHS) are fairty minor, but YHS is becoming more dominanl: the percentage of
WHS hardware sales has risen from 55% in 1979 e 70% in 1983 (Home Video
ard Ciable TV Report, January 21, 1983:3; Mome Video Yearbook, 19801463 The
dual format problem has seme effects on distribulion ¢osts and software avail-
ahility, but we will generally not distinguish berscen them,

2. hdpments are difficult to make in this rapidly changing industry, but i
appears that a dual pricing structure may be developing in which the lower
grassing theatrical features are priced relatively high—%79.95 is a predominant
benchmark—and the higher grozsing films such as Flavhdance and Raiders af
the Last Ark are priced low—3$24.95 or $39.95 are the carrent standards. An
cconomic cxplanation is that the low grossing Mims tend 1o be minonty taste
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[ilms with Telatively inclastic sales demands and the high grossing fiims popular
taste programming wilh elastic price demand. See Spence and Qwen 1977,

3. Word-of-mouth from the theatrical release, potential appeal of the film on
allernative media, and the prospects for repoal viewing are among the Rumerous
factors which cnier in. The advertising campaign is also a key component of all
release suategies. In peneral, fime periods before the “windows” of cach me-
diumn muist be long enough 1o cncourage carly patrorage but not 5o fong that the
impact of the adveriizing and pablicity from the theatricn) release is lost.

4. Theatrical feature prime time fatings are wsuably in the 14 16 18 ramee,
Reports of transsctions compiled from the trade press indicate prices for major
features (typically allowing two to theee exhibitions), bave gencrally been in the
£2 1o %4 million range since 1979, (See, for example, Weekly Variety, Mareh 21,
1979; December 9, 1979; March 12, 1984, barch 21, 9B Transartions in the
past twn years have apparently been very few. A in rating and » 1 million pet
cxhibition license {ee yields approximately B¢ per viewing househobd.

5. Commercial pitacy, af least in ibe Usited Seates, has been greatly con-
tained through Lighter security and stiffer penabties (Tusher 1984). Surveys show
that there is & significant wmoum of home taping [rom pay-TV and trading of
those tapes among foends (.5, Congress, 1983d; A C. Niclsen Co., 1982h). In
rarly 1954 the U.5. Supreme Court {Sony v Lintversal Studior 1984 held that the
sale of VCRs did not viciate the copyright law.

6. Abont 35 percent of box office revenucs remains with the theaters 10 cover
their utilitics, labor, capital depreciation, and a share of local advertising ex-
penditures, Another 10 percent is aceounted for by e distributor's uverhead and
operaling expenses for an claborate process of negotiating Hcense terms with
theaters and making and shipping film peints to them {Waterman 1979, Londoner
1980}, The major expense of theatrical distribution is advertising, which ac-
counted for an average of 24 percent of all box office revepues from 1980 10 1982
{Motion Pictare Associstinn of America 198453,

7. A major obstacle to any home video refease during a movie's theatrical mn
o to sales of any casscies at movic heaters has been the oppasition of theater
aveners. This scoms te be crumbling rapidly and one distributor, st least, recently
reteased 3 mujor featurc un home video software before the end of the llm's
thestdend retease (Sutherland 1984).

§. Retail stores compeie an the basis of (itte availability, and a major expense
i5 invemtory, Larger retailers often stock 3,000 wo 4,000 tilles. Although some
siores have pow dropped Beta tapes and others carry dhem in more limited
guaniities, most retailers carry the majonity of Gtles in both VHS snd Beds
[omnats.

9 The 1957 calenlaiion tees all vwners of VCRs, renters, and nonrenters as 4
base. Cablevision reports that the November 1983 to January [984 update of the
Mielsen diury study shows an averaps of 5 prerccorded tapes rented by Lhe 38
peecent of respondents who reated any 1apes (Capuzzi 1984). Apain 1aking all
VO pwners 2% 8 base, this translates inte an average nwmber of rentel tapes
viewed by VOR owners as appraaimately two per month,



Home Video and Disiribution of Films 243

10, Assuming thet the producc-distributors earned, el of all expenscs, 23
pereent of the approximately 358 million in 1983 domestic wholesale velume
[or theatrical feature cassclics and discs (67 percent of $550 mitlion, the whole-
cale volume for all program catcgoriesh, het theatrical distributor revenucs from
domestic cassetle and disc release were in the $100 million sange. Distributor
revenues from pay cable lcense [ees were reporied to be about 3425 million in
1983,

11. If pay cable revenucs double by 1990, as is gencrally expected, and do-
mestic home videa revenes quadrple, domeslic home video's contribution will
be ahoul 40 percent of pay cable’s [sec nole 10 gbowve), Scenanas assuming
substantiaf substitution effects or faster home video revenuc growin predict thal
hame video will contribute & rignificantly higher percentuge of tolal revenues ta
disiributors.



