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NCTA is the principal trade association representing the cable television industry
in the United States. Its members include cable operators serving more than 90% of the

nation’s cable television subscribers, as well as more than 200 cable programming
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networks and services. NCTA’s members also include suppliers of equipment and
services to the cable industry.

INTRODUCTION AND SUMMARY

In the Cable Television Consumer Protection and Competition Act of 1992 (the
“Act”), Congress directed the Commission to adopt rules and regulations concerning
horizontal and vertical ownership in the cable industry. Now, almost a decade later, the
Commission is still wrestling with that mandate and trying to implement it in a way that
is consistent with legislative intent and the First Amendment.

The United States Court of Appeals for the District of Columbia Circuit has held
that the Act’s purposes embody legitimate government interests — namely, “the
promotion of diversity in ideas and speech” and “the preservation of competition.”" But
it has also made clear that the Commission’s rules cannot pass First Amendment muster
unless there is a reasonable evidentiary basis for concluding that they will promote those
interests in a way that will not unnecessarily limit the speech rights of cable operators.
The rules previously adopted by the Commission did not pass this test, and so the
Commission is rightly compiling a new record to determine what limits are appropriate —

under today’s factual circumstances — to achieve the purposes of the Act.

Current circumstances differ sharply from the state of the marketplace that
Congress confronted in 1992. At that time, Congress noted that competition among

providers of multichannel video programming services had “not emerged on a

"' Time Warner Entertainment Co. v. FCC, 240 F.3d 1126, 1130 (D.C. Cir. 2001) (“Time Warner II),

quoting Time Warner Entertainment Co. v. United States, 211 F.3d 1313, 1319 (D.C. Cir. 2000) (“Time
Warner I).
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widespread basis.” In particular, while Congress believed that Direct Broadcast
Satellites (DBS) “potentially could provide competition to the cable industry,” DBS had
not yet even been launched. Today, not only has competition emerged but, as the
Commission’s annual reports have documented, consumers nationwide now have a
choice among providers of multichannel video programming services — including two
firmly established and vigorously competitive DBS services.

A second important changed circumstance is that while Congress was, in 1992,
concerned with the “explosive growth in vertical relationships between cable operators

»* that trend has been dramatically reversed in the past decade.

and program suppliers,
Many of the established program networks that were vertically integrated in 1992 are no
longer owned by companies that also own cable operators. And, while the number of
channels of programming provided by cable systems has greatly increased, the
percentage of those channels occupied by vertically integrated program networks has
greatly diminished.

As shown in the attached analysis by Howard Shelanski, formerly Chief
Economist at the Commission and currently Acting Professor of Law at the University of
California, Berkeley School of Law,’ both of these changed circumstances are relevant in
assessing the appropriateness of ownership restrictions in this proceeding. The

emergence of DBS companies as fully competitive alternatives substantially raises the

costs to a cable operator of rejecting programming for any reason other than its

Report of the Committee on Energy and Commerce of the House of Representatives, H.R. Rep. No. 92-
628, 102d Cong., 2d Sess. 45 (1992) (“House Report™).

> Id at46.
Y Id at4l.
> Statement of Howard A. Shelanksi, Jan. 4, 2002 (“‘Shelanski”).
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attractiveness to customers. Even if an MSO might want to favor affiliated programming
by denying carriage of an unaffiliated competitor, or even if it might want to deny access
to viewpoints with which it disagreed, the fact that its customers could nevertheless
obtain such programming by switching to one of the DBS providers or some other
available competitor would significantly inhibit it from doing so.

Moreover, a sharp decrease in the amount of vertical integration coupled with a
large increase in the channel capacity of cable systems means that even if MSOs faced no
local competition from DBS and others, there would still be little reason to fear that MSO
carriage decisions would be motivated by an incentive to favor affiliated programming
rather than a desire to provide the most attractive options to their customers.

There is even less reason — indeed, no reason — to suspect that two or more MSOs
might collusively refuse to carry a particular program network. It is quite possible, of
course, that multiple MSOs might individually decide not to carry a program network,
and that, as a result, the network is unable to reach enough subscribers to ensure its
viability. But, as the Court of Appeals pointed out, Congress was not worried about this
prospect.

Congress directed the FCC to ensure that no single MSO might act, unilaterally
and unfairly, to suppress the flow of programming to viewers and that no group of MSOs
might jointly engage in such unfair conduct. There is no way to prevent multiple MSOs
from independently choosing not to carry a program network. Nor is there anything
unfair, anticompetitive or undesirable about such a result where the purpose and effect is
not to suppress the competitive development of programming. This is how a competitive

marketplace is supposed to select winners and losers. And there is no reason to set
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ownership limits based on the theory that multiple MSOs will engage in joint action
because there is no evidence or reason to believe that such collusion will occur.

Where there is little reason to expect anticompetitive foreclosure of programming
development, there is a serious risk that limits on ownership may do more harm than
good. There are efficiencies associated with size that effectively increase the amount and
quality of programming available to consumers. If, even with a large share of MVPD
subscribers, a single cable operator’s programming selection is unlikely to suppress the
flow of programming, ownership limits may simply prevent the benefits of those
efficiencies.

This is obviously a result that the Commission should seek to avoid in
implementing its statutory mandate. Both the First Amendment and the public interest
require that any limitation on ownership be no more stringent than necessary to promote
diversity and prevent foreseeable anticompetitive suppression of programming.

In any event, if there is to be an ownership cap based on the number of
subscribers affected by the programming decisions of a single cable operator, such a cap
cannot reasonably be adopted without also revisiting the rules for attributing ownership.
The attribution rules for such a cap should be crafted to ensure that only subscribers who
are actually affected by the cable operator’s programming decisions are counted towards
the cap. The current rules effectively establish an irrebuttable presumption that a
minority shareholder with a five percent interest in a cable operator will control or
influence the programming acquisition and carriage decisions of the cable operator, and,
therefore, all the subscribers of the cable operator are attributed to that minority

shareholder.
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But especially in light of the decline in vertical integration in the cable industry, it
is unlikely that a minority shareholder will have any reason to influence programming
decisions. It makes more sense at least to establish a rebuttable presumption, in such
circumstances, that there is no control or influence and that the subscribers should not be
attributed to the minority shareholder.

It is not necessarily the case that the same attribution standard that is appropriate
for the cable ownership restrictions will also be appropriate for all other media ownership
rules. But it is crucially important, in each case, that the attribution rules only attribute
ownership to minority stakeholders who may have the ability and the incentive to
influence a company in a way that is relevant to the underlying ownership restriction.
And just as the longstanding five percent standard is an inappropriate measure of relevant
ownership for purposes of the cable restrictions in light of current marketplace
conditions, it may no longer be appropriate for purposes of broadcast and other media
ownership restrictions.

Therefore, the Commission should initiate a separate rulemaking proceeding to
review and revise as necessary the attribution rules for cable and other media ownership
restrictions, and NCTA respectfully petitions the Commission to do so.

L. CHANGED CIRCUMSTANCES HAVE SUBSTANTIALLY DIMINISHED

THE ABILITY AND INCENTIVE OF CABLE OPERATORS,

REGARDLESS OF THEIR SIZE, TO SUPPRESS THE FLOW OR

DIVERSITY OF PROGRAMMING AVAILABLE TO TELEVISION
VIEWERS.

When Congress enacted Section 11(c) of the Cable Television Consumer
Protection and Competition Act of 1992, it was concerned that horizontal consolidation
of the cable industry, coupled with increasing vertical integration, could result in the

unfair and anticompetitive suppression of diversity and availability of programming for
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consumers.’ As the United States Court of Appeals for the District of Columbia Circuit
emphasized, Congress was mainly interested in preventing “anticompetitive” behavior.’
The statutory language “addresses only ‘unfair[]” impediments to the flow of
programming,”® and “it is clear from the structure of the statute that Congress’s primary
concern in authorizing ownership limits is ‘fair’ competition.””

In holding that Section 11(c) did not, on its face, violate the First Amendment, the
Court found that the statute addressed a reasonable concern, based on evidence available
at that time.'® But Congress did not, in Section 11(c), establish specific limits on cable
ownership. Instead, it directed the Commission to set appropriate limits that “balance the
concerns expressed about concentration with the efficiencies gained by greater
integration.”"' And, as the Court of Appeals made clear in Time Warner II, the
Commission is required to strike that balance based on current marketplace conditions
and to demonstrate that the limits are necessary to achieve the objectives of the Act:
“[IIn ‘demonstrat[ing] that the recited harms are real, not merely conjectural,’ . . . the
FCC must show a record that validates the regulations, not just the abstract statutory

authority.”"

See, e.g., Report of the Senate Committee on Commerce, Science, and Transportation, S. Rep. No. 102-
92, 102d Cong., 1** Sess. 32-33 (1991) (“Senate Report”).

Time Warner II, 240 F.3d at 1136.

Id. at 1135.

Id. at 1136.

See Time Warner I, supra, 211 F.3d at 1319-20.
Senate Report at 34

Time Warner II, 240 F.3d at 1130, quoting Turner Broadcasting System, Inc. v. FCC, 512 U.S. 622, 664
(1994).
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The marketplace circumstances that worried Congress in 1992 have changed
significantly. Vertical integration between cable operators and program networks is not
only no longer on the rise; it has substantially declined. Meanwhile, as the result of
system upgrades and technological advances, the number of channels provided by cable
systems has greatly increased. Finally, DBS — which had not even been launched in 1992
— now offers two competitive alternatives nationwide, in addition to cable’s other
terrestrial competitors. These changes diminish both the ability and the incentive of cable
operators to make program carriage decisions in a manner that harms competition or
diversity — which, in turn, reduces the likelihood that, at any particular level of
concentration, there will be anticompetitive harm that outweighs the potential efficiencies
and benefits associated with size.

A. Vertical Integration Has Sharply Declined, While Channel

Capacity and the Number of Available Program Networks Has
Greatly Increased .

One of the principal reasons why Congress was concerned about horizontal
consolidation of cable systems was that many of the larger cable MSOs were vertically

integrated. It perceived that “a few large, vertically integrated firms increasingly control

large segments of the domestic cable marketplace.”” It worried that these firms would
act in an anticompetitive manner to “favor programming services in which they have an
interest, denying system access to programmers affiliated with rival MSOs and

discriminating against rival programming services with regard to price, channel

" House Report at 41 (emphasis added).
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positioning, and promotion”"" — and that this would, in turn, “reduce diversity in

programming by threatening the viability of rival cable programming services.”"

Even if it were reasonable to assume that vertically integrated firms would
unfairly discriminate against unaffiliated programmers, the threat that such discrimination
would pose to the flow and diversity of programming today would no longer be
worrisome. This is mainly because the trend towards vertical integration has been
reversed. A far smaller percentage of the program networks carried by cable systems are
vertically integrated today, and, as Professor Shelanski points out, “[t]his change directly
reduces the extent to which cable operators could diminish the amount and diversity of
programming being offered on the market by discriminating in favor of programming that
they own.”'®
In 1992, almost half (48%) of all the national cable programming services were

owned by cable operators. Today, only 26% are vertically integrated:

Number of  Percent of Total Number

Number of  Percent of Non- Non- of Satellite

Vertically Vertically

Year Integrated  Integrated Vertically Vertically Delivered .
Services Services Integrated Integrated Prog.rammlng
Services Services Services
1992 42 48% 45 52% 87
1994 56 53% 50 47% 106
1995 66 51% 63 49% 129
1996 67 46% 80 54% 147
1997 68 40% 104 60% 172
1998 95 39% 150 61% 245
1999 104 37% 179 63% 283
2000 99 35% 182 65% 281
2001 73 26% 208 74% 281
Source: 1999-2000 FCC Annual Competition Reports; NCTA Research
" 1d
¥

16" Shelanski at 9.
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Moreover, in 1992, “twelve of the top fifteen most-watched services, according to
prime-time rankings, [were] vertically integrated, an increase from ten in 1990.”"" And
cable had interests in fifteen of the top 25 networks in 1994." But by 2000, according to

the Commission’s Seventh Annual Competition Report, only 9 of the top 20 networks (in

terms of subscribership) — and 5 of the top 10 networks — were vertically integrated in
2000." Only 6 of the top fifteen most watched services, according to prime-time ratings,
are vertically integrated today.”® At the same time, a substantial and increasing number

of the non-vertically integrated networks are now owned by large media companies.

Meanwhile, as the percentage of non-vertically integrated programming services
has sharply increased, so have the number of channels offered by cable systems and the
overall number of programming services available.”’ In 1992, the total number of cable
programming services was only 87, of which 45 were not vertically integrated with cable
operators. By 2001, the total number of cable programming services had more than
tripled — to 281. And, since the percentage of non-vertically-integrated programmers has
increased from 52% to 74%, this means that the number of such programmers has more
than quadrupled — from 45 to 208.

Thus, it obviously has turned out not to be the case that cable programmers must
be vertically integrated or must agree to give cable operators an equity stake in order to

compete for carriage on cable systems. And even if cable operators that have an

7" First Report, 9 FCC Red 7442, 7522 (1994).

' Id. at 7522-23.

19" Seventh Annual Report, 16 FCC Red 6005 (2001), at Table D-6.
" Id. at Table D-7.
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ownership interest in program networks were to favor those networks in making carriage
decisions, this would not have the stifling effect on competition and diversity in the
programming marketplace that Congress feared. The average cable subscriber’s system
now provides approximately 90 channels of video programming, and the number
continues to grow as more and more systems upgrade to 750 MHz of capacity. In this
environment, even if every vertically integrated cable operator were to carry every one of
its affiliated program networks, there would be more than enough channels to ensure
vibrant competition among vertically integrated and non-integrated program networks
from multiple, diverse sources.

B. Competition in the Retail Sale of Video Programming Has

Effectively Eliminated Incentives To Discriminate Against or
Suppress the Quality of Unaffiliated Networks.

As the Commission points out, “Perhaps the most important difference between
the industry in 1992 and today is that in 1992 there was no clear nationwide substitute for
cable.” Even in 1992, when most cable systems were the sole providers of subscription
multichannel video programming service in their local communities, cable operators had
strong incentives to maximize the value and attractiveness of their channel lineups.

Cable was hardly an essential service; only 60 percent of the nation’s television
households were cable subscribers. Even most cable subscribers spent most of their
viewing time watching broadcast television programming. For the remaining 40 percent,

the free over-the-air availability of such programming and the availability at video stores

21 See Notice, q 16.

2 1d.,922.
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of the same movies available on cable’s premium movie channels, along with a
multiplicity of other sources of entertainment, provided a sufficient alternative to cable.

Thus, as Professor Shelanski points out, “[c]able providers have long had reason
to increase the appeal of their offerings in order to grow their subscriber base, increase
revenues by increasing the value of their service to subscribers, and pull viewers away
from conventional television and video rentals.”” Cable operators may have had
incentives to invest in, develop and own attractive programming, both to drive cable
penetration and to derive additional revenues from the sale of such programming to other
distributors and, in some cases, the sale of advertising. But any decision to favor
affiliated program networks over unaffiliated networks without regard to their relative
attractiveness to consumers would have had costs as well as benefits. Even in 1992, the
benefits of promoting an affiliated network would have been offset by the opportunity
costs of failing to maximize the value of cable service to subscribers.

Today, the costs of discriminating against an attractive but unaffiliated program
service have sharply increased while the benefits have diminished. Cable operators are
no longer the sole providers of multichannel video programming service in their
communities. To the contrary, largely but not only because of the ubiquitous nationwide
availability of two DBS providers, virtually all cable subscribers now have choices
among comparable multichannel services at comparable prices.

The rapid, steady and continuing growth of DBS has transformed the competitive
landscape since 1992. When the horizontal ownership provisions were enacted, DBS was

still a prospective competitor. Cable’s principal multichannel competitors were C-band

2 Shelanski at 5.
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satellite services (which served about a million C-band dish customers in rural areas),
multichannel multipoint distribution services (with about 300,000 customers), and
wireline overbuilders (serving 1.3 million customers).”* Even by 1994, it was still the

case, according to the Commission’s first annual report on the Status of Competition in

Markets for the Delivery of Video Programming, that “for most consumers, cable

9925

television is the only provider of multichannel video programming,” although home
satellite dish customers increased to about two million subscribers.*®

But with the advent of DBS and the growth of other MVPD providers, the number
of customers receiving service from someone other than the incumbent local cable
operator has increased nearly ten-fold since enactment of the 1992 Act — from 2,330,000
in December 1992 to more than 20,876,000 in September 2001. Cable’s share of MVPD
subscribers nationwide has dipped below 80%.>” The growth of competition appears to
be steady and irreversible.

Cable’s MVPD competition is not limited to DBS. With the deployment of
broadband facilities capable of providing video, voice and data services, new
overbuilders and utilities — such as RCN/Starpower, Wide Open West, Western
Integrated Networks, and Knology — are offering competitive wireline video services as
part of “full-service offerings.”

But it is DBS that has shown the most remarkable growth spurt. From a standing

start in 1992, the two principal DBS providers — DirecTV and EchoStar — now rank third

* .
First Report, 9 FCC Rcd at 7540.
1d. at 7480 (roughly half of four million HSD users subscribe to one or more programming services).

NCTA, Cable & Telecommunications Industry Overview (2001), p. 14.
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and sixth among all cable and non-cable MVPDs, serving 10.3 million and 6.4 million
customers, respectively.”® In the last year alone, the total number of DBS subscribers
jumped from 14 million in September 2000 to 16.73 million in September 2001 —a 19
percent annual growth rate.

As the Commission’s annual Competition Reports have shown, DBS service
providers no longer largely target rural or “high-end” customers. Their marketing is
aimed directly at cable customers, and the up-front equipment costs that once may have
limited their appeal have largely been eliminated. Moreover, to the extent that DBS’s
inability to provide local broadcast stations ever served as a competitive hindrance, that
problem was been removed by the Satellite Home Viewer Improvement Act of 1999.
Today, both DBS companies offer consumers everywhere a fully competitive alternative
to cable, with comparable programming and comparable prices.

What this means is that a cable operator that refuses to carry attractive
programming services may now, in addition to failing to attract new subscribers and
failing to maximize revenues from existing subscribers, lose existing customers to its
competitors. As the Commission has recognized, “the competitive presence of DBS
reduces cable operators’ incentive to choose programming for reasons other than quality
because a cable operator that selects programming on some other basis risks loss of

subscribers if high quality programming is available via DBS.”** It was obvious, as well,

2 See “Hughes Reports Third Quarter 2001 Financial Results,” Hughes Press Release, Oct. 17, 2001;

“EchoStar Reports Over $1 Billion of Revenue, Record EBIDTA and Net Income in Third Quarter,”
EchoStar Press Release, Oct. 23, 2001.

¥ Notice, 9 22.
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to the Court of Appeals that “[i]f an MVPD refuses to offer new programming, customers
with access to an alternative may switch.”*’

Moreover, competition in the retail sale of multichannel services undermines the
incentive and ability of a cable MSO, even if it were to serve the lion’s share of MVPD
subscribers, to suppress the price it pays for programming in a manner that adversely
affects the availability of programming that is attractive to consumers.”’ Such a cable
operator would not have the option of capturing monopoly profits by selling less (or
lower quality) programming at monopoly prices because consumers in virtually all of the
communities that it served could turn to one of the ubiquitously available DBS providers
or another competitor that offered more or higher quality programming and/or lower
prices.”

C. With the Decline of Vertical Integration and the Presence of

Competition in the Retail Sale of Multichannel Video

Programming Service, the Beneficial Effects of Size Are Likely
To Outweigh Any Anticompetitive Harm.

To the extent that the limit on horizontal ownership envisioned by Section 11(c) is
meant to prevent a large MSO from inflicting anticompetitive injury on programmers and
consumers, the changed circumstances described in the previous sections make it unlikely
that any such injury will outweigh any efficiencies and procompetitive benefits

associated with size. Congress recognized from the outset that “there are legitimate

3 Time Warner 11, supra, 240 F.3d at 1134.

31" See Shelanski at 5.

32 See, e.g., Addamax Corp. v. Open Sofiware Foundation, Inc., 888 F. Supp. 274, 280 (D. Mass. 1995),

citing J. Jacobson & G. Dorman, “Joint Purchasing, Monopsony and Antitrust,” Antitrust Bulletin, 1, 17
(Spring, 1991); Areeda, et al., Antitrust Law, § 574.
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reasons for integration,”” and that the efficiencies of size may actually serve to promote

rather than suppress programming investment and development:

The Committee . . . is aware that consolidation in the cable
industry has brought some benefits to consumers. The
Committee believes that the growth of MSOs in the cable
industry has produced some efficiencies in administration,
distribution, and procurement of programming. Further,
programmers’ transaction costs also may have been
reduced in the absence of the need for negotiation with
each of thousands of local cable systems throughout the
country. Moreover, large MSOs, able to take risks that a
small operator would not, can provide a sufficient number
of subscribers to encourage new programming entry.**

Thus, Congress specifically directed the Commission to take these procompetitive

9935

benefits, “among other public interest objectives,”” into account in adopting “reasonable

3% on horizontal ownership. Specifically, the Commission must adopt rules that

limits
“account for any efficiencies and other benefits that might be gained through increased
ownership and control” and it may “not impose limitations which would impair the
development of diverse and high quality video programming.”

As the channel capacity of cable systems and the number of cable program
services vying for viewers has greatly increased over the last nine years, so, too, have the
risks of investing in new programming. In these circumstances, the potential efficiencies

and procompetitive benefits that Congress recognized in 1992 are only likely to have

become more prominent.

Senate Report at 33.
House Report at 43.
3 47U.8.C. § 533(D(Q2).
Id., § 533(H)(1).

%)
(=}
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Moreover, as Professor Shelanski points out, there are potential efficiencies and
procompetitive benefits of horizontal integration that go beyond the effects on
programming;:

This is particularly the case when enormous investment is
being made to upgrade cable networks to higher capacity,
two-way systems that can both deliver more channels and
allow consumers to send and receive data at high speeds.
To the extent that there are scale and scope economies in
engineering, equipment procurement, and deployment of
technical personnel, there may be good reasons for cable
systems to expand their size.”’

Since the anticompetitive risks identified by Congress have been largely
alleviated by the decline in vertical integration and the emergence of DBS providers as
fully effective competitors, it is unlikely that the effect of consolidation on competition
will, on balance, be anything but positive. And “[t]hat balance itself weighs strongly
against any prescriptive ownership prohibition and in favor of the most permissive rule
the Commission can promulgate consistent with Congress’s mandate.”®
II. THERE IS NO EVIDENCE — AND NO RATIONAL BASIS FOR

EXPECTING - THAT CABLE OPERATORS WILL COLLUDE TO DENY
PROGRAMMERS ACCESS TO THEIR SYSTEMS.

As the Court of Appeals made clear, the principal purpose of the horizontal
ownership provisions of the statute is to prevent large cable companies from engaging in
anticompetitive conduct that artificially suppresses the flow of programming to
consumers. And, as shown above, the decline of vertical integration in the cable industry
and the development of vibrant competition between cable operators, DBS providers and

other MVPDs have made it unlikely that horizontal integration will have such

37" Shelanski at 13.
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anticompetitive effects. To the contrary, in light of the risks associated with starting a
new network, the prospect that a single MSO can deliver and guarantee a large number of
subscribers may encourage the development of more programming than would occur in a
highly fragmented marketplace.

The Court also suggested, however, that, wholly apart from any anticompetitive
actions that a large cable operator might take to purposely exclude a programmer owned
by a competitor or to artificially suppress the price — and thus the quality or output — of
programming, Congress meant to ensure “that a programmer have at least two conduits
through which it can reach the number of viewers needed for viability.”*

The Court thus held that the Commission could reasonably adopt a limit designed
to ensure that no single cable operator had so many subscribers that a programmer could
not be viable unless it obtained access to them — although it did not address “the validity
of the premises supporting the FCC’s conclusion that a 40% ‘open field’ is necessary.”*
What the Court said that the Commission could not do, however, was adopt a limit
designed to prevent two or more operators from collectively having so many subscribers
that a programmer could not be viable unless it obtained access to them — at least, in the
absence of any evidence or reason to believe that such operators were likely to collude in

refusing to carry a particular programmer. The rules are only meant to prevent “unfair”

impediments to the flow of programming, and the Court could not “see how the word

¥ 1d at12.

3 Time Warner IT at 1131.

0 qa
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unfair could plausibly apply to the legitimate, independent editorial choices of multiple
MSOs.”*

The Court acknowledged that a joint decision by two or more MSOs to carry or
not carry particular services could constitute the sort of unfair conduct that Congress
meant to prevent. But when the Commission attempted to justify a horizontal limit
designed to ensure that no two MSOs had the power to collusively prevent a programmer
from reaching a critical mass of subscribers, the Court found that “the FCC ha[d] put
forth no evidence at all that indicates the prospects of collusion,” and it vacated the rule.*

The Commission is considering, in this proceeding, whether again to adopt a limit
designed to ensure that no MSO acting independently — and no MVPDs acting jointly —
can foreclose a program network’s viability by refusing to carry it. If the Commission
pursues this “open field” approach, it will find that it is still the case that there is no
evidence supporting the prospect of collusion. Not only is there no evidence that any
such collusion among MSOs in the selection of programming has occurred. There is also
no reason to believe that MSOs have any incentive to engage in such joint activity.

As Professor Shelanski points out in his paper, cable operators’ incentives to
collude to deny carriage to a program network or to artificially suppress the price and
quality of programming are constrained by the same factors that make unilateral
anticompetitive conduct unlikely. The costs of refusing to carry a program network that
would be attractive to customers or suppressing the quantity and quality of such networks
are likely to outweigh any benefits associated with favoring affiliated program networks

or reducing the amount paid for programming:

1 Id. at 1135 (emphasis added).
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For cable operators to collude in the procurement of
programming to the point that program production was
harmed would be self-defeating and against the interests of
the colluding parties. The colluding cable operators would
have to predict that their benefits from reduced payments to
the programmer would be greater than their losses from
subscribers dissatisfied with receiving the degraded
offerings of weakened program producers. . . . That
tradeoff becomes increasingly unlikely as subscriber
growth rates diminish and especially as competition from
other MVPD subscribers like DBS operators increases.
Only if the colluding parties have captive customers with
relatively inelastic demand for cable services is the tradeoff
between program cost and program quality likely to be a
generally profitable one. Those conditions do not hold in
today’s MVPD market.*

III. THERE IS NO NEED TO LIMIT CARRIAGE OF VERTICALLY
INTEGRATED PROGRAM NETWORKS IN ORDER TO PREVENT THE
PROBLEMS THAT CONGRESS SOUGHT TO ADDRESS.

The concerns that caused Congress to direct the Commission to establish
“reasonable limits on the number of channels that can be occupied by a video
programmer in which a cable operator has an attributable interest” were similar to the
concerns underlying the horizontal ownership provisions of the 1992 Act. And just as
changes in the marketplace have, for the reasons described above, largely alleviated the
horizontal ownership concerns, those same changes have eliminated any need for vertical
limits.

Congress was specifically concerned that “vertical integration gives cable

operators the incentive and ability to favor their affiliated programming services.”** This

concern was fueled by “the increased vertical integration in the cable industry,” and by

2 1d at 1133.

# Shelanski at 10-11 (emphasis added).

* Senate Report at 25.
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the “lack of local competition” faced by cable operators ** — neither of which is still the
case.

Vertical integration is no longer increasing. As shown above, it has dramatically
declined since 1992, while channel capacity has sharply increased. Moreover, the
marketplace for the sale of multichannel video programming services is vibrantly
competitive.

And as a result, vertical integration is no longer accompanied by the incentive or
the ability to discriminate in a manner that inflicts anticompetitive harm on unaffiliated
programmers or MVPDs — or on consumers. This is because the decline in vertical
integration and increase in channel capacity limits the impact that vertically integrated
companies could have on competition and diversity even if such companies were
consistently to favor their affiliates. Even when the Commission adopted its former
rules, at a time when vertical integration was more prevalent, it “recognized that the need
for a vertical limit would likely decrease as channel capacity increased” and operators
needed to fill more available channels.*® The declining percentage of programming
services owned by cable operators guarantees that cable operators will need to purchase
unaffiliated services to fill their expanded channel capacity.

Meanwhile, the established availability of two national DBS providers and other
competitors as alternatives to incumbent cable operators throughout the country raises the
costs of discriminating against unaffiliated companies and removes incentives to do so.
As the proponents of the 1992 legislation made clear, their concern that vertically

integrated cable operators could and would discriminate against unaffiliated programmers

Y I1d at24.
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was premised on the notion that “cable systems are not subject to effective competition”*’

and that “the guy who controls a monopoly conduit is in a unique position to control the

flow of programming traffic to the advantage of the program services in which he has an
equity investment . . . and to the disadvantage of those services . . . in which he does not
have an equity position.”**

For reasons discussed above, competition from the DBS companies and others
means that a cable operator that makes carriage decisions for reasons other than to
provide the most attractive selection of programming will incur a cost in loss of
subscribers and revenues to its MVPD competitors. As the Court of Appeals recognized
in questioning the Commission’s refusal to exempt cable operators subject to effective
competition from its vertical limits, “exposure to competition will have an impact on a
cable company’s ability to indulge in favoritism for in-house productions. After all,
while reliance on in-house suppliers offering an inferior price-quality trade-off will
reduce a monopolist’s profits, it may threaten a competitive firm’s very survival.”*
Moreover, the ability to harm an unaffiliated program network is reduced because refusal
to carry the network by no means forecloses its access to viewers in the communities
served by the cable operator.

What this means is that limiting the number of channels on a cable system that

may be occupied by vertically integrated programmers is no longer necessary or useful to

advance the government’s interest in ensuring that cable operators do not discriminate

Notice, q 75.

Senate Report at 24.

1d. at 26 (quoting Testimony of Preston Padden (INTV)).
¥ Time Warner I1, 240 F.3d at 1138.
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against unaffiliated program networks in a way that thwarts competition and diversity.
The interest may be a legitimate government interest. But competition among incumbent
cable operators, DBS providers and other MVPDs is sufficiently vibrant to prevent such
discrimination without any channel occupancy limits. Thus, to the extent that such limits
interfere with an operator’s editorial discretion in selecting the array of programming that
best meets the interests and demands of consumers in this competitive marketplace, they
will inherently — and unconstitutionally — “burden more speech than necessary” to further
the government’s interests.*
IV.  PETITION FOR RULEMAKING: THE COMMISSION SHOULD
INITIATE A RULEMAKING PROCEEDING TO REVIEW AND REVISE

THE ATTRIBUTION RULES APPLICABLE TO ALL MEDIA
OWNERSHIP RESTRICTIONS.

In trying to determine whether any particular level of ownership of cable systems
is likely to lead to the sort of “unfair” and anticompetitive conduct that Congress meant
to prevent, the definition of “ownership” is obviously a relevant factor. It makes sense to
attribute ownership of a cable system, for this purpose, to a particular entity only if the
program carriage decisions for that system can be affected by that entity in ways the rule
is intended to address.

The current attribution rule, under which all of the subscribers of a cable operator
are attributed to any entity with five percent of the voting power of that operator, is not,
on its face, appropriately tailored to the purposes of a horizontal ownership cap or the
channel occupancy limits. Unless there is reason to believe that a five percent

shareholder participates in and, as discussed below, controls the program selection and

O Turner Broadcasting System, Inc. v. FCC, 520 U.S. 180, 189 (1997) (quoting United States v. O Brien,
391 U.S. 367, 377 (1968)) (emphasis added).
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procurement activities of the cable operator, it is hard to see any reason why the
shareholder should be attributed with ownership of that system for purposes of these
rules.

The Commission has in the past maintained that its longstanding five percent rule
was reasonable for purposes of its 1992 horizontal ownership rules largely because, “in
widely held corporations, an owner of 5% or more would ordinarily be one of the two or
three largest shareholders,” and, “with such ownership a holder of 5% or more would be
able ‘to potentially affect the outcome of elective or discretionary decisions and
command the attention of management.”"

As an initial matter, the rule applies to all corporations, not just widely held
corporations, and there are many instances in which a 5% ownership holder will not be
the largest shareholder in a corporation. For example, a corporation could have a 5%
owner and four other owners with 25%, 25%, 25%, and 20% ownership shares. In this
scenario, it would be unrealistic to believe that the 5% owner could control or “affect the
outcome of” the decisions of the corporation, and it certainly would be unreasonable to
impose an irrebuttable presumption of such control or influence. So, at the very least, the
5% rule is overbroad.

Use of the 5% threshold for purposes of implementing both the horizontal rules
and the channel occupancy limits also automatically (and irrationally) assumes that an

entity with an interest in a cable operator and a separate interest in a programming service

will have the incentive to attempt to persuade the cable operator to disfavor rivals of the

U Time Warner 11, citing Implementation of the Cable Television Consumer Protection and Competition

Act of 1992, 14 FCC Red 19014, 19034 (1999), and quoting Attribution of Ownership Interests, 97
F.C.C. 2d 997, 1005-06 (1984).
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programming service. Again, the overbreadth of the rule is readily apparent. For
example, the entity may have $100 million invested in the cable system and only $10
million (through a 5% interest) in a programming network, but the rules irrebuttably
presume that the $100 million investment will be subordinated to the $5 million

investment. Plainly, it would economically irrational for anyone to do so.

Moreover, it is not clear that a 5% owner of a cable system would have the ability
to persuade the system to make decisions that would favor the 5% owner by foreclosing
rival programming services. As shown above and by Professor Shelanski, DBS and other
competitive alternatives substantially raise the costs to a cable operator of rejecting
programming for any reason other than its attractiveness to customers. The fact that a
cable operator’s customers could obtain such programming by switching to one of the
DBS providers or some other available competitor would significantly inhibit the
operator from pursuing a foreclosure strategy. This suggests that even at common
ownership levels far greater than 5%, the conduct to which the rule is targeted is unlikely

to occur.

More importantly, a cable operator would be particularly unlikely to degrade its
optimal programming carriage decisions in order to favor the programming affiliates of a
5% owner. This is so because the benefits and costs of foreclosure are not distributed in
the same manner. If the cable operator were to foreclose a rival of its 5% owner, it would
experience all of the loss (in terms of subscribers that drop cable service in favor of a
competitive MVPD as a result of the foreclosure) but none of the gain, because it does
not own the favored programmer. It would not make sense for the cable operator to

pursue this strategy.
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Even if the management of a corporation were inclined to act in such a manner, it
would be inconsistent with its fiduciary duty to its other owners. Corporate directors and
officers have a fiduciary obligation to act in the best interests of the corporation,
including a duty to conclude transactions that are fair and beneficial to the corporation as
a whole.’” In short, corporate managers are constrained by their fiduciary duties from
engaging in a foreclosure strategy that advantages the affiliated programming of a 5%
owner when, as noted above, such a strategy would clearly not be in the economic

interest of the other owners.

Other than to favor its own program networks, how and why is a minority
shareholder likely to influence the programming decisions of a cable operator? The
answer is hardly obvious. Indeed, what is often obvious is that the minority shareholder
exerts no such influence or control. For example, while AT&T has owned a 25% interest
in Time Warner Entertainment for years, there is no evidence that AT&T has ever
influenced the network carriage decisions of TWE. Similarly, if there were in fact a
benefit enjoyed by programming networks affiliated with cable operators, how can one
explain the significant moves away from integration, including Viacom’s sale of its cable
systems and the more recent Liberty Media spin-off? Yet the Commission’s current
attribution rule creates an irrebuttable presumption that a shareholder with as little as a
five percent interest does participate in and affect the outcome program carriage
decisions.

In cases where this presumption is wrong, the result will be that a merger will be

barred even though the actual number of subscribers affected by a cable operator’s

52 Model Business Corporation Act, §§ 8.30, 8.42, 8.60-8.63 (1999).
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programming decisions is fewer than the number deemed by the Commission to be in any
way problematic. And this, in turn, means that procompetitive efficiencies associated
with size or clustering, which may benefit consumers and programmers will be lost for no
reason at all.”

This suggests that the interest of a minority shareholder ought not to be counted
towards the horizontal cap unless there is some indication that the minority shareholder
has exercised or will exercise control over the operator’s programming selection and
acquisition activities. In other words, there should be, at the very least, a rebuttable
presumption that a minority shareholder does not exercise such influence or control and
that its subscribers will not be counted for purposes of the horizontal ownership rules.*

In any event, this is a matter that the Commission needs to consider in
conjunction with the adoption of new cable ownership rules. An ownership limitation
based on the number of subscribers reached by a cable operator and an attribution rule
that determines whether interests of minority shareholders are to be counted towards such

a limitation are two interdependent factors of the same equation, and it makes no sense to

address one without considering the other.

3 Because the rule precludes any additional investments, the Commission’s reliance on SEC reporting
requirements is misplaced. The SEC rules simply require disclosure of the investment; in no way do
they cap the investment at that level. In contrast, the FCC rules forbid further investment once the rule
is triggered.

> Under such an approach, there would, of course, be no need for a “single majority shareholder”

exemption — since minority shareholders would not be presumed to exercise influence or control
regardless of whether or not there is a single majority shareholder. But if the Commission were to
continue to attribute ownership to minority shareholders with some specified level of ownership, it
would certainly be appropriate to maintain the single majority shareholder exemption. If the reason for
attributing ownership to a minority shareholder is that, in a publicly held company, the shareholder
may, in fact, be one of the largest individual stakes in the company, the presence of a single majority
shareholder obviously undermines that presumption. There is no evidence and no basis in fact or logic
for presuming, in these circumstances, that a minority shareholder exercises any influence or control
over the programming decisions of a cable operator.
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This is true, of course, for all media ownership rules. It is not necessarily the case
that the same attribution standard will be appropriate across the board for all media
ownership rules. But it is crucially important, in all cases, that the attribution rules
attribute ownership to a minority stakeholder in a media company only in those
circumstances where it is reasonable to presume that such a stakeholder can and will
influence the company in a manner that is relevant to the underlying ownership
restriction.

Accordingly, as the Commission comprehensively undertakes not only to revise
the cable ownership rules in this proceeding but also to review its other media ownership
rules to reflect current marketplace conditions, it should conduct a separate rulemaking
proceeding to ensure that the attribution rules are accurately and appropriately tailored to
the underlying purposes of each particular ownership restriction. NCTA respectfully

petitions the Commission to initiate such a proceeding.
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CONCLUSION

The marketplace in which cable operators acquire and provide programming to
customers has been transformed by a sharp decline in the amount of vertical integration, a
large increase in channel capacity, and — most importantly — the ubiquitous availability of
DBS services in addition to other competitors in the retail sale of multichannel video
programming services. As a result, cable operators, regardless of their size, have little
ability or incentive to suppress the flow or diversity of programming — either
independently or collusively — in the manner feared by Congress when it enacted the
ownership provisions of the 1992 Act. Limits on ownership that are premised on the
expectation of such anticompetitive activity will serve no public interest and will only
stifle the potential efficiencies and procompetitive benefits associated with size.

In any event, the Commission cannot reasonably adopt caps on ownership without
reviewing and revising the standards for ownership attribution. Therefore, the
Commission should initiate a separate rulemaking proceeding to consider appropriate

attribution standards for all its media ownership rules.
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1. INTRODUCTION AND BACKGROUND

My name is Howard Shelanski. My current position is Acting Professor of Law at the
University of California at Berkeley. I received my B.A. from Haverford College in 1986, my
J.D. from the University of California at Berkeley in 1992, and my Ph.D. in economics from the
University of California at Berkeley in 1993. 1 have been a member of the Berkeley faculty
since 1997. In 1998-2000 I was on leave from my faculty position to serve as a Senior
Economist to the President’s Council of Economic Advisers (1998-99) and then as Chief
Economist of the Federal Communications Commission (1999-2000). I rejoined the Berkeley
faculty on a full time basis in July 2000. I formerly practiced law in Washington, D.C. with the
firm of Kellogg, Huber, Hansen, Todd and Evans and served as a law clerk to Justice Antonin
Scalia of the U.S. Supreme Court.

I teach and conduct research in the areas of telecommunications regulation, antitrust, and
applied microeconomics. My recent publications include articles in the Journal of Law,
Economics and Organization, the Yale Journal on Regulation, the University of Chicago Law
Review, the Journal of Law and Economics, the University of Chicago Legal Forum, and the
Columbia Law Review. 1 am co-author of the recently published legal textbook
Telecommunications Law and Policy (Carolina Academic Press, 2001). I am a regular
participant in academic conferences related to telecommunications policy and antitrust and
lecture regularly on both topics at universities in the United States and abroad. My C.V. is

provided as Attachment A.



This paper examines the economic incentives of cable operators in their procurement of
programming to distribute in today’s competitive market for retail video entertainment. The
conclusion of this paper is that cable operators have every incentive to ensure a sustained and
growing supply of diverse, high-quality programming to offer their subscribers. It is highly
unlikely that any cable company, no matter how big, would or could act in a manner that
systematically impairs the flow of programming to consumers. Nor is there any reason to
believe that two or more cable operators would collude to act in such a manner.

The maturity of the cable business is such that subscriber growth is becoming harder to
generate and is dependent on increasing the range and quality of program offerings to
subscribers. Even more importantly, multichannel video programming distributors (“MVPDs”)
face increasing competition in attracting viewers and an expansion in their own demand for
programming as a result of increased channel capacity. Both of these forces make it highly
unlikely that a cable operator would, regardless of its ability to do so, have incentive to suppress
the quantity or quality of programming that would otherwise be available and attractive to
consumers. Largely for this reason, the FCC should not adopt a stringent, prophylactic limitation
on the size of cable systems. Such rules are not costless, and because the need for them can be
shown to be remote, the Commission should instead adopt a permissive rule and leave the
unlikely events of harmful conduct to be addressed on a case-by-case basis.

This paper does not take a position on a specific level at which horizontal ownership
should be capped, nor does it advocate any particular policy alternative from among those
proposed in the FCC’s pending FNPRM. The purpose here is instead to analyze the underlying
case for any per se regulatory limit on cable ownership and to explain why that case is quite
weak in the current competitive environment in which MVPD providers operate.
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IL. The Economic Incentives of Cable Operators

A. Changes in MVPD Competition Provide Incentives for Cable Operators to
Avoid Harming the Programming Market.

To understand the economic incentives of cable operators, it is essential first to
understand the market environment in which they currently provide services to consumers. Since
the mid-1990’s, three fundamental changes have come to the market in which cable firms
operate. The first is the arrival of significant competition from DBS providers. The second
change is the substantial increase in channel capacity. And the third change is the reduction in
integration between program production and distribution and the growth of a more independent
and powerful programming market. Each of these changed circumstances influences both how
cable operators behave towards consumers and how they act toward program suppliers.

1. Effects of Competition.

Consider, first, the development of competition from DBS providers. From 1996 to 2001,
the share of MVPD subscriptions held by DBS operators has increased from nothing to
approximately 20 percent. This increase is particularly dramatic from the standpoint of cable
operators because during that period DBS gained the vast majority of new MVPD customers and
also took customers that had previously been cable subscribers. Large cable systems were
struggling even to keep the subscribers they had, never mind achieving growth. Cable operators
responded to DBS by offering expanded package options to subscribers, adding services like
high-speed Internet access, and by upgrading their systems to match the high, digital capacity of
the DBS operators. Indeed, the average number of programming services available to cable
subscribers increased from 40 in 1996 to over 100 in 2001 on systems offering digital tiers.

Importantly, given the congressional concerns about the programming market that motivated §



613(f), the increasingly competitive environment of the retail video market has sharpened the
incentives of cable operators to seek out and provide the best programming they can to
consumers. If they do not, consumers will subscribe to DBS, which has similar incentives to
compete for customers on the basis of programming. Cable providers have long had reason to
increase the appeal of their offerings in order to grow their subscriber base and to pull viewers
away from conventional television and video rentals. But the successful entry of DBS into the
MVPD business has made those incentives stronger by orders of magnitude. Not only is DBS a
more perfect substitute for cable than is either broadcast or video rental, but it also initially
marked an improvement over cable in terms of channel capacity.

Because cable operators face competition to attract subscribers, they must ensure that
they have access to a steady supply of diverse and high-quality programming to offer consumers.
Competition at the retail level of MVPD services thus influences behavior by cable operators
upstream at the program procurement level of the business. And a cable firm’s incentives at that
level of the market will not be to harm suppliers of content, but rather to ensure that they are in
the position to meet increasing consumer expectations about the variety and quality of
programming they receive. There is little incentive in the current, competitive MVPD
environment for a cable operator, no matter how large, to suppress the quantity or quality of
programming that would be attractive to its subscribers. Inferior programming would
impoverish the cable operator’s offerings to subscribers and, in turn, cause the cable operator to
lose further ground to DBS rivals.

The fact that cable operators and their competitors purchase much of the same
programming raises the prospect that a sufficiently large cable operator could use its purchasing
power to suppress prices and output without incurring a competitive disadvantage. If cable
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monopsony leads to poorer programming choices for all retail video providers, then DBS
operators would be constrained to show their viewers the same poor programming available
through cable. There are several reasons, however, why a large cable operator would be very
unlikely to have either the incentive or the ability to exercise monopsony power in this way.

First, consumers accustomed to receiving a certain level of choice and quality in their
cable channels might be reluctant to accept a decline in those features, so even a cable operator
that did not face much competition could face loss of subscribers. Indeed, some cable channels
may be so important to consumers that failure to offer them might drive subscribers away from
cable even in the absence of competitive alternatives like DBS.

Second, to the extent that consumers are price sensitive in their purchases of cable
service, a cable operator will have to adjust prices downward as the quality and diversity of the
programming it distributes decline. It might save some programming costs in doing so, but it will
also lose some subscription revenues. A cable operator might find it in its interest to make this
tradeoff up to a point, but the tradeoff limits the extent to which monopsony power would be

used to weaken programming.

(a) Competition for MVPD subscribers eliminates both monopoly
and monopsony.

The discussion above makes clear that any regulatory implementation of § 613(f) needs
to take into account the relationship between monopoly power in retail MVPD services and
monopsony power in the “wholesale” program market. Without monopoly power in the
distribution of programming, a cable operator has diminished ability and incentive to exercise

monopsony power in a manner that adversely affects the flow of programming to consumers.



The more MVPD firms there are to bid competitively for given programming, the less able is any
individual firm to force a low price on the program producer. This is the case even if the MVPD
operators do not compete head-to-head for retail subscribers. A program producer may be able to
forego a deal with, say, a cable operator in Chicago if it knows it can strike a deal it likes with
cable operators in St. Louis and New York.

But the program producer in the example above is in an even stronger position when, as
now, it has a potential alternative customer in the Chicago market itself. It is one thing for the
incumbent Chicago cable operator to refuse to carry particular programming when there is no
one else in its market to carry that programming either. It is quite a different matter for the cable
operator to drive a hard bargain with content producers when it faces retail competition and,
therefore, can less credibly threaten not to carry desirable programming if the producer refuses to
reduce prices to the level the cable operator wants. And when the competitor challenges the cable
operator not only in a particular local market, but also in every market in which the cable carrier
offers service, then that cable operator’s ability to act monopsonistically is yet weaker. But DBS
competition changes not only the ability, but also the incentive to suppress prices in a manner
that adversely affects the flow of programming. An operator with monopoly power in the retail
market and monopsony power in the wholesale market might conceivably be able to foist
reduced quality on its customers and therefore profit by extracting artificially low prices for
programming. But that ability is significantly diminished once those consumers have
alternatives, as they now do in choosing MVPD providers.

(b) Program procurement as a competitive strategy.

To be sure, competition between cable and DBS could lead an operator of one platform

or the other to seek agreements with programmers that provide it with a market advantage. An
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operator might, for example, seek an exclusive deal with a program producer. But in today’s
marketplace, in which DBS operators are large and well established, such strategies are likely to
be means by which rival platforms compete and are very unlikely to serve as predatory tactics to
eliminate competition.

Moreover, it is unlikely that any limitation on the size of a cable operator is necessary to
ensure that exclusive dealing or other procurement strategies are used pro-competitively rather
than for predatory purposes. The 18 percent (and growing) market share held by DBS providers
means they have great power to procure and induce production of programming they need. If a
large cable company prevented its DBS rivals from obtaining certain programming, for example,
it would probably accomplish little but to create competition at the programming level to fill the
vacuum.

2. Effects of increased channel capacity.

Increased channel capacity in cable has been driven by a number of forces. Digital
technology has made it possible for cable operators to provide subscribers with more than 100
channels in a variety of packages. The need to provide desirable programming on this expanded
range of channels has two effects on the considerations at issue for the FCC under section 613(f).

First, just as competition to attract subscribers has sharpened the cable operators’ demand
for quality programming, increased channel capacity has expanded the amount of such quality
programming that cable operators need to purchase. This in turn adds to the incentives of the
cable operators to ensure that the programming market is a strong and diverse one. With
additional capacity on its system, an operator can offer highly diverse, niche programming to
attract audiences that previously, because of capacity constraints, could not be reached.

Second, even without competition, and even if there were only one large cable carrier,
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that cable company would want to air programming of sufficient desirability to grow the market
for cable services and shift demand for such services to a higher level. Consumers continue to
have the options of renting videos or watching conventional broadcast television and both
alternatives have long placed some pressure on cable providers. Thus, both on its own but
particularly in conjunction with competition, increased channel capacity provides MVPD
operators with incentives to foster rather than harm the market for program production.

3. Dis-integration of program production and distribution.

As mentioned, there has been a reduction in recent years in the proportion of program
production that is owned by cable operators. This change directly reduces the extent to which
cable operators could diminish the amount and diversity of programming being offered on the
market by discriminating in favor of programming that they own. Moreover, the reduced
integration of program production and distribution also reduces the ability of cable operators to
dictate the terms of their procurement agreements with independent program producers. With
reduced resort to vertically integrated programming as an alternative to independently produced
fare, the more essential the independent producers are to the success of cable and the better is
their bargaining position with respect to the cable operators.

4. The link between incentive and ability to exercise monopsony power is
broken.

The analysis so far essentially shows that both the incentive and ability for a cable
operator to inflict harm through monopsonistic behavior have been reduced through increased
competition in the video market. And in those circumstances where either incentive or ability to
exercise buying power does exist, the two will not exist together. Even if competition leaves a

large cable operator with some leverage over a program producer, the cable carrier will have no



incentive to reduce the programmer’s production of quality content. And even if DBS
competition might create incentives for cable operators to deprive rivals of access to certain
programs or to discriminate in favor of particular program producers, that same competition
deprives cable operators of the ability to implement such strategies.

B. Cable Operators Have Little if Any Incentive to Collude for Anticompetitive
Purposes.

The Commission’s previous limit on horizontal ownership was designed to ensure that
even if two cable operators collusively declined to carry a program network, such collusion
would not deprive the network of the potential to reach enough subscribers to be viable. To once
again incorporate an assumption of collusion into the regulatory analysis at issue would almost
certainly put too stringent a cap on horizontal ownership because it is unlikely that such
collusion would occur.

One could conjecture that two cable operators might join together to purchase
programming and thereby get better terms from the program supplier with the threat that failure
to comply with the cable operators’ demands would result in the programmer’s loss of access to
both of the colluding cable systems. This strategy would raise two potential concerns, both of
which are implicit in section 613(f). The first concern is that the terms demanded by the
colluding cable systems would be so stringent as to reduce the ability of the programmer to
produce quality programming. The second is that failure of the programmer to comply would
lead to a loss to subscribers due to a reduction in the diversity of programming on the cable
system. Both of these harmful outcomes are, however, most unlikely.

For cable operators to collude in the procurement of programming to the point that

program production was harmed would be self-defeating and against the interests of the
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colluding parties. The colluding cable operators would have to predict that their benefits from
reduced payments to the programmer would be greater than their losses from subscribers
dissatisfied with receiving the degraded offerings of weakened program producers. For only then
cable operators have incentive to conspire to exercise monopsony power to the degree that
program production was harmed. That tradeoff becomes increasingly unlikely as subscriber
growth rates diminish and especially as competition from other MVPD providers like DBS
operators increases. Only if the colluding parties have captive customers with relatively inelastic
demand for cable services is the tradeoff between program cost and program quality likely to be
a generally profitable one. Those conditions do not hold in today’s market for video
entertainment.

In any event, even it there could conceivably be isolated instances in which cable
operators colluded in a way that harmed program quality and diversity, this would hardly
justify a stringent horizontal ownership limitation.. Before a strong prophylactic ownership rule
is put in place just to eliminate the possibility of collusion, the relevant policy question is
whether cable operators would rationally act to harm the programming market in a frequent or
systematic way. For the reasons discussed earlier in this paper, the answer to that question is no.
Such actions would be directly contrary to the rational, competitive incentives of the cable
operators. The important consideration under section 613 is whether cable operators would have
incentive to behave in a way that harms the program market as a whole. In today’s competitive
environment, the likelihood of such irrational behavior is remote. The focus should be on the
programming market, not on the possible effects on any individual programmer.

The above discussion has assumed for the sake of argument that cable operators might
find a reason to collude in program procurement, and tried to show that such collusion would not
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be intended to harm the programming market. But it is important to note that the incentive to
collude in the first place cannot merely be assumed. Cable operators trying to keep customers in
their territories from dropping their subscriptions or from subscribing to DBS competitors will
want to make what, in their judgments, are the best programming decisions for their audience.
The differing needs of different cable operators and the fact that many will already have the scale
necessary to procure programming efficiently weigh against any incentive to collude in the first
place. Moreover, collusive arrangements entail bargaining and transaction costs of their own that
may make them undesirable or untenable.

One could also conjure up the specter of collusion between cable operators and their DBS
rivals, although such arrangements are even less likely than collusion among cable operators.
The incentives to cheat on a collusive scheme would be much more powerful where the parties
were rivals in the distribution market. At most, the rival MVPD operators might have incentive
to join in bargaining with a limited number of powerful programmers, but even there the
likelihood of collusion is slim. No operator would ultimately give up carriage of highly desired
programming if such carriage would afford it an advantage in attracting subscribers. Moreover
any such scheme would likely attract antitrust scrutiny, possible for denial of access to essential
facilities. Finally, any more comprehensive collusion between cable and DBS operators on the
delivery of programming could well be punishable a conspiracy to restrict output, a per se
violation of the antitrust laws.

Because incentives for operators to collude in the first place are unclear and arguably
improbable, the FCC should not adopt a horizontal ownership cap with an eye to limiting the
imagined market power of two firms working together. If collusion is presumed possible and
thereby built into the cap, then the cap may be set too low. Instead, any cap should be set with an
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eye towards limiting the market power of any single cable operator. Congress directed the FCC
to take the possibility of collusion into account, not to presume it would occur. Given the
unlikelihood of concerted anticompetitive behavior by MSOs towards program producers, the
FCC should not set the cap at a level that anticipates that very collusion.

C. Expanded Horizontal Ownership May be Beneficial.

A prophylactic rule limiting horizontal ownership would not be costless. Indeed, the
Commission itself has recognized that economies of scale may be realized through consolidation
that benefit not only cable operators and consumers, but programmers as well. The ability to
negotiate larger agreements with fewer carriers may allow a programmer to reach a critical mass
of viewers with greatly reduced transaction costs. But the true benefits of consolidation are more
likely to arise elsewhere. This is particularly the case when enormous investment is being made
to upgrade cable networks to higher capacity, two-way systems that can both deliver more
channels and allow consumers to send and receive data at high speeds. To the extent there are
scale and scope economies in engineering, equipment procurement, and deployment of technical
personnel, there may be good reasons for cable systems to expand their size.

To counsel against a strict, regulatory limit on ownership, one need not conclude that the
efficiencies from cable consolidation will always or even often result. Any merger will need to
pass muster under the antitrust laws as well as under the Commission’s license transfer
regulations. Those proceedings provide the appropriate forum for case-by-case assessment of
efficiencies and public benefits and how they fit into a balance with any potential harms from
the transaction. But so long as it is the case that those efficiencies may exist, then any
prophylactic limit on cable horizontal ownership must be recognized to have potential costs.
With that recognition it becomes essential to balance the potential for benefits from
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consolidation against the potential harms to the programming market implicit in section 613. The
benefits of horizontal ownership may indeed be speculative and variable from case-to-case. But
as this paper has argued, the incentives of cable operators either individually or collusively

to act in a way that harms the programming market are truly remote. That balance itself weighs
strongly against any prescriptive ownership prohibition and in favor of the most permissive rule

the Commission can promulgate consistent with Congress’ mandate.

14



HOWARD A. SHELANSKI
School of Law, Boalt Hall
University of California
Berkeley, CA 94720
shelanski@law.berkeley.edu
(510) 643-2743

Education University of California at Berkeley, Economics Department
Ph.D. 1993; M.A. 1989
Dissertation: “Transfer Pricing and the Organization of Intrafirm
Exchange.”

University of California at Berkeley, School of Law (Boalt Hall)
J.D. 1992; Order of the Coif
Senior Articles Editor, California Law Review

Haverford College, Pennsylvania
B.A. (history) with high honors, 1986
Phi Beta Kappa; varsity track and cross country

Current Position University of California at Berkeley, School of Law
Acting Professor of Law. Teaching areas include antitrust law,
telecommunications law, regulated industries, and contract law.

Experience Federal Communications Commission, Washington, D.C.
Chief Economist. 1999-2000.

President’s Council of Economic Advisers, Washington, D.C.
Senior Economist, responsible for issues of industrial organization,
competition

policy, regulation, and trade, 1998-99.

Kellogg, Huber, Hansen, Todd & Evans, Washington, D.C.
Associate, telecommunications and general litigation practice, 1995-97.

Law Clerk to Justice Antonin Scalia, United States Supreme Court,
1994-95.

Law Clerk to Judge Louis H. Pollak, U.S. District Court, Eastern
District of
Pennsylvania, 1993-94.

Law Clerk to Judge Stephen F. Williams, United States Court of
Appeals, D.C. Circuit, 1992-93.

1



Research &
Publications

"Robinson-Patman Act Regulation of Intraenterprise Pricing," (comment),
80 California Law Review 247 (1992).

(With Peter Klein) "Empirical Research in Transaction Cost Economics: A
Review and Assessment," 11 Journal of Law, Economics, & Organization
335 (1995).

"Transaction-Level Determinants of Transfer Pricing Policy: Evidence
From the High Technology Sector," working paper, U.C. Berkeley School
of Law, September 1997.

“The Bending Line Between Conventional Broadcast and Wireless
Carriage,” 97 Columbia Law Review 1048 (1997).

“Video Competition and the Public Interest Debate,” Mackie-Mason and
Waterman (eds.), Telephony, the Internet, and the Media: Selected Papers
from the 25™ Annual Telecommunications Policy Research Conference
(1998).

(With Peter Huber) "Administrative Creation of Property Rights to Radio
Spectrum," XLI(2) Journal of Law and Economics 581 (October 1998).

(With Jerry Hausman) “Economic Welfare and Telecommunications
Regulation: The E-Rate Policy for Universal-Service Subsidies,” 16 Yale
J. Reg. 19 (1999).

“The Speed Gap: Broadband Infrastructure and Electronic Commerce,” 14
Berkeley Tech. L. J. 721 (1999).

“A Comment on Competition and Controversy in Local
Telecommunications,” 50 Hastings L. J. 1617 (2000).

“Competition and Deployment of New Technology in U.S.
Telecommunications,” 2000 The U. Chicago Legal Forum 85 (2000).

(With Greg Sidak) “Antitrust Divestiture in Network Industries,” 68 U.
Chicago L. Rev. 1 (winter 2001).

(With Stuart Benjamin and Douglas Lichtman) Telecommunications Law
and Policy, Carolina Academic Press (2001).

“Pricing Access to Incumbent Telecommunications Networks: The Law
and Economics of Verizon v. FCC,” working paper, June 2001.



“From Sector-Specific Regulation to Antitrust Law for U.S.
Telecommunications: The Prospects for Transition,” working paper, July
2001.

“Regulation in an Evolving Network Industry: the Case of Broadband

Communications,” working paper, October 2001.



