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RE: Annual Assessment of the Status of Competition in the Market for the Delivery
of Video Programming, MB Docket No. 06-189

Dear Ms. Dortch:

Following Chairman Martin’s recent interview with the New York Times, in which he
indicated that the Commission was about to conclude that the so-called “70/70 test” in Section
612(g) of the Communications Act had been triggered, there has been a flurry of press reports
and ex parte letters and submissions addressing how such a conclusion could be reached. The
National Cable & Telecommunications Association (“NCTA?”), in its comments in the
Commission’s annual video competition inquiries, has repeatedly shown that, based on every
reasonable measure, the second prong of the test — whether 70 percent of homes passed by cable
subscribe to cable — has not been met. And we’ve argued that in light of the continual growth of
cable’s competitors in the video marketplace and the continued decrease in cable’s share of
multichannel video subscribers, it’s hard to imagine how the test ever would be met.!

With the assistance of economist Michael G. Baumann of Economists, Incorporated, we
have examined the various reported and proposed bases for concluding that the test has been met.
Not surprisingly, none of them can withstand such scrutiny. The only reasonable conclusion
remains that cable penetration is well below the 70% threshold.

1 Annual Assessment of the Status of Competition in the Market for the Delivery of Video Programming, MB

Docket No. 05-255, NCTA Comments and Reply Comments, November 29, 2006 and December 29, 2006.



The Warren Data Provides No Basis for Concluding that the 70/70 Test Has Been Met

In our comments, NCTA pointed out that the only data that even came close to the 70%
penetration mark was the data reported by Warren Communications News in the Television and
Cable Factbook (the “Warren Factbook™). In 2006, we noted that the Warren Factbook
indicated that penetration was at 68.9%. But we pointed out at the time, that the Warren
Factbook data appeared to seriously understate the number of homes passed by cable systems
with more than 36 channels (as compared to the two other major data sources, Kagan and
Nielsen?), making its penetration figure artificially high. Nevertheless, recent press reports
indicate that the Commission is, in fact, relying on the most recent Warren data, which now
purportedly shows cable penetration to be at 71.4%.

To its credit, Warren Communications has made clear that its figures “aren’t well suited”
to determining whether the 70/70 test has been met,® and it’s readily apparent from even a
cursory examination of the 2007 Warren Factbook that this is the case. In five states, the Warren
data indicates there are more basic subscribers than there are homes passed.* In Massachusetts,
the Warren Factbook’s estimate of analog basic subscribers exceeds Warren’s estimate of homes
passed by 313,081. In North Carolina, the number of subscribers exceeds homes passed by
198,331. The Warren Factbook figures also imply that more than half of all television
households in North Carolina are not passed by cable service, a circumstance that defies the
smell test. So, it’s obvious that something is wrong.

In light of these and other discrepancies, we asked Dr. Baumann to review the on-line
version of the Warren data, which enables the user to access the raw data and analyze it by data
fields. Based on his attached analysis, it is not hard to see what the problem is and why the data
cannot be used for purposes of the 70/70 test. As Dr. Baumann explains, the Commission
appears to have reached the 71.4% penetration rate by simply aggregating the reported basic
subscribers, 67.2 million, and aggregating the reported homes passed, 94.1 million, across all
systems and then dividing basic subscribers by homes passed. But

[t]he problem with this simple calculation is that not all systems have data
reported for both basic subscribers and homes passed. For 909 cable systems,
Warren reports basic subscribers but not homes passed. There are also 401
systems for which Warren reports homes passed but not basic subscribers and 462
systems for which Warren does not report data for either basic subscribers or
homes passed. Since not all systems have data on both basic subscribers and
homes passed, dividing the sum of basic subscribers by the sum of homes passed
produces a penetration number that is wrong.’

According to Nielsen Media Research’s FOCUS database, which like Warren allows one to examine systems
with 36 or more channels, cable penetration for 5,757 36+ channel systems reporting complete information on
subscribers and homes passed is 61.1%. This Nielsen data is as of October 31, 2007.

Communications Daily, November 14, 2007.
4 Warren Factbook, 2007 Edition, at F-3.

“Cable Penetration Rate: A Review of the Warren Communications News Data” (“Baumann”) at 1.
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Baumann provides an example that clearly illustrates how using such incomplete data
distorts and invalidates any resulting penetration calculations:

Consider a simple example with three systems, each with 60 subscribers and 100
homes passed. If subscriber and homes passed data are reported for all three
systems, then summing the data produces a total of 180 subscribers and 300
homes passed, for a penetration of 60%. However, if subscriber data are reported
for all three systems but homes passed data are reported for only two of the
systems, then summing the data produces a total of 180 subscribers and 200
homes passed, yielding an incorrect penetration estimate of 90%.°

Furthermore, channel capacity data is missing for over 30% of cable systems, making it
difficult to determine the relevant penetration rate of systems with 36 or more channels as
required in section 612(g). Nevertheless, Dr. Baumann’s analysis of the systems reporting 36 or
more channels yields a penetration rate of 66.9%.

As Dr. Baumann concludes, the only way to avoid such distortions is to exclude from the
Warren data all the systems with incomplete data and rely solely on those systems that reported
both subscribers and homes passed. Such an analysis yields a penetration rate of only 66.1% --
well below the 70/70 threshold and comparable to the numbers derived from the Kagan and
Nielsen data. This calculation is based on the numbers from all systems that reported both
subscribership and homes passed. Considering only those systems that also reported that they
had 36 or more channels (the relevant systems for the 70/70 test), the penetration number rose
slightly, to 66.9%. And if one were to argue that only incumbent penetration should be used as
the relevant measure, the penetration rate of this second prong would drop to 63.9%.

So, it turns out that the Warren data provides no valid basis for concluding that the 70/70
test has been met. To the contrary, the data, when properly analyzed, is consistent with all the
other available data. It shows that cable penetration remains significantly below the 70%
threshold.

There Is No Basis for the Assertion That Cable Operators Are Underreporting Penetration

Once it became apparent, thanks to Warren’s own candor, that the Warren data could not
be used to demonstrate that the 70/70 test was met, some parties — in particular, AT&T and
Media Access Project — began attempting to undermine the validity of virtually all the available
databases.” They now accuse cable operators of withholding the facts — and Media Access
Project even accuses operators of deliberately underreporting their subscribership and over-
reporting homes passed — in order to avoid a finding that the 70/70 threshold has been reached.
They are clearly grasping at straws. There is absolutely no basis for such charges.

6 1d.at2.

" Letter from Robert W. Quinn, Jr., AT&T Services, Inc. to Marlene H. Dortch, Federal Communications

Commission, filed in MB Docket No. 06-189, November 16, 2007; Media Access Project ex parte filings in MB
Docket No. 06-189, 05-255, November 16, 2007 and November 19, 2007.
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Even if cable operators wanted to hide their success in attracting subscribers — a rather
improbable notion for publicly held companies facing vigorous competition on all fronts — they
would be prevented by securities laws from doing so. Publicly-owned cable operators routinely
disclose their aggregate subscriber numbers and homes passed to the Securities and Exchange
Commission in their certified 10-K filings where they are subject to civil and criminal penalties
for failing to report accurately. In addition, these public companies are also subject to the
scrutiny of Sarbanes-Oxley reporting requirements whereby company managements have to
make certain certifications regarding the financial statements of their companies. And those
filings undermine any suggestion that penetration is anywhere near 70%. According to the
public filings of the seven largest publicly-traded cable operators -- Comcast, Time Warner,
Charter, Cablevision, Mediacom, CableOne (through its ownership by The Washington Post
Company, and GCI - together with Insight Communications, which has public debt outstanding
and therefore also is subject to SEC reporting, those companies alone passed a total of 97.4
million homes as of June 2007. When the three largest private cable operators are added to the
analysis, the total homes passed figure rises to 113.4 million for these 11 companies, as of June
2007. The basic video subscribers of this group totaled 58.7 million as of June 2007, resulting in
a penetration rate of 51.8%.

Based on the homes passed and basic subscriber data in these certified financial
documents, there is no doubt that the Warren calculation significantly overstates cable’s
penetration rate. And there is no factual basis for AT&T and MAP’s underhanded attempts to
draw suspicion to the analysis of the data. As much as they dislike the finding, the cable industry
is simply not close to the 70% threshold and by all indicators its share is declining further.

Media Access Project’s “Economic” Analysis Is Seriously Flawed

Media Access Project has attempted to show, with the help of its economic consultant Dr.
Gregory Rose, that both the Warren data and data from two sources (one in the U.S. and one in
Australia) prove that the 70/70 test has been met. Dr. Rose’s analysis, however, is fraught with
faulty analysis and misrepresentations of the data.

First, Dr. Rose notes — correctly — that the Warren data undercounts both the actual
number of homes passed by cable operators and the number of cable subscribers. This is
because, as discussed above, some respondents to the Warren survey reported only their homes
passed, some reported only their subscribership, and some reported neither. But Rose draws
from this fact the utterly false conclusion that “[t]his means that the real numbers — the numbers
we would have if all the cable providers coughed up the data — have as a matter of mathematical
certainty to be greater than 70% coverage and 70% subscription” and that the 71.4% penetration
figure derived by summing the homes passed and subscribership numbers reported by Warren
“has to be an understatement of the reality.”

As Baumann shows, Rose’s conclusion is not a matter of mathematical certainty but a
matter of mathematical — and logical — error:
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Dr. Rose is wrong. There is no mathematical certainty that if there were homes
passed and subscriber data for all cable systems the penetration rate must be
higher. The penetration rate is defined as the number of subscribers divided by
homes passed. If both the numerator and denominator of this ratio are
understated, there is no way of telling how the ratio will change if both
understatements are corrected. Whether this ratio would increase (or decrease)
depends on whether the percentage correction for subscribers exceeds (or is less
than) the percentage correction for homes passed.

Second, after asserting that all the databases usually relied upon for cable statistics have
been corrupted by the cable industry’s deliberate misreporting, Dr. Rose uses data from two new
sources, Australian company Paul Buddle Communications and ABI Research, to show that the
70/70 test has been met. Specifically, he relies on a dataset from ABI to come up with total
numbers of subscribers and homes passed in all of North America. Then, he relies on the Buddle
data for the numbers of subscribers and homes passed for Canada and Mexico. Subtracting the
Canada and Mexico numbers (from one dataset) from the North America numbers (from a
completely different dataset), Rose reports that there are 110.91 million homes passed and 85.99
million cable subscribers — and therefore 77.53% penetration — in the United States.

Mixing and matching of databases in this manner leads to a completely unreliable
outcome as there is no reason to believe that the data was collected in a consistent manner. Dr.
Rose could have avoided this methodological problem by simply reporting Buddle’s data for the
United States — instead of subtracting Buddle’s data for Canada and Mexico from ABI’s wholly
separate data for North America. But the Buddle data for the United States would have shown
65.5 million cable subscribers and 110.5 million homes passed, for a penetration rate of only
59.1%? -- far below the 70/70 threshold.’

Thus, MAP has provided no credible quantitative analysis to support its claims that the
test has been met. And as much as MAP and AT&T would like to escape the facts to achieve
their desired goals, the 70% penetration test has not been met under section 612(g).™

8 Paul Buddle Communications Pty., Ltd., “USA — Convergence — Digital TV and Interactive TV,” October 28,
2007, at 2.

° Ina November 19, 2007 filing, MAP further attempts to support the notion that the 70/70 threshold has been met
by noting that “[u]sing Nielsen’s data for the number of homes passed by systems with more than 36 channels in
2006 as being 91.80 million, see Nielsen Media Research, “Media Related TV Households and Penetrations by
DMA,” November 2007.” The Nielsen report, which is attached, nowhere states that 91.8 million homes are
passed for 36+ channel households.

1 On a separate note, MAP claims that NCTA “self servingly ‘readjusted’ the number it provides by subtracting 8
million subscribers from previously released numbers. While it is true that NCTA did report Nielsen’s Cable
Universe Estimates of cable subscribers in 2005 on its website, NCTA determined at that point that these
estimates were grossly overstating the cable industry’s actual subscribers. At that point, NCTA began reporting
data from Kagan Research for the industry as those numbers more closely tracked with data from publicly traded
cable companies. It should be noted that Nielsen appears to have revised their method for estimating cable
subscribers as their November 2007 Cable Universe Estimate (including overbuilders and IPTV customers) was
69.56 million subscribers, down from 73.22 million subscribers in February 2005).
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Given the extent to which competition has grown and ultimately taken hold in the video
marketplace, and the extent to which cable’s share of multichannel video customers has steadily
declined, it would be odd if the 70/70 test were now suddenly triggered. And even if there were
some set of numbers that produced that outcome, it’s hard to imagine a less appropriate time to
impose new, additional regulations on cable alone. The Commission’s annual reports have
documented the irreversible competitive developments and shown just how vibrantly competitive
the marketplace has become. As the Commission stated in the 10" Annual Report almost four
years ago, “the vast majority of Americans enjoy more choice, more programmingh and more
services than any time in history.” And as the Commission later echoed in the 12" Annual
Report, “[c]ompetition in the delivery of video programming has provided consumers with
increased choice, better picture quality, and greater technological innovation.”

Moreover, in the last year alone, DBS added 1.8 million subscribers. Meanwhile, data is
publicly available from six of the ten largest cable operators, indicating a net loss of 196,000
basic cable customers. These are hardly the circumstances in which Congress could have
anticipated a need for more rigorous regulation.

In any event, as we’ve shown, the 70/70 test has not been triggered. The available data,
when properly assessed, confirms that cable penetration remains well below the 70% level — just
as the Commission has found in previous years. The Commission should reaffirm that
conclusion now.

Sincerely,

/s/ Daniel L. Brenner
Daniel L. Brenner
Michael S. Schooler
Loretta P. Polk
Gregory L. Klein

Attachments
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Cable Penetration Rate:
A Review of the Warren Communications News Data

Michael G. Baumann®

November 20, 2007

Last week the Commission indicated that its upcoming video competition report would show that
cable penetration had reached 71.4% of homes passed. This estimate is reportedly based on data
from Warren Communications News (“Warren”). | was asked by NCTA to review the Warren
data and the cable penetration calculation. My review indicates that the 71.4% penetration figure

is based on an improper calculation.

Economists Incorporated subscribes to the electronic version of the Warren data, and | accessed
the Cable General Info-Nov 2007 file (last modified October 29, 2007). This file contains data
on 6,622 cable systems that Warren classifies as “operating” or “overbuild.” Three of the data
fields in the file are basic subscribers, homes passed and channel capacity. While there are data
in these three fields for many of the cable systems, the information is incomplete in that data for

some or all of the three fields is not provided for some systems.

The Commission appears to have arrived at its cable penetration estimate by simply summing the
reported basic subscriber and homes passed figures across all systems. This simple calculation
yields 67.2 million basic subscribers and 94.1 million homes passed. Dividing basic subscribers

by homes passed yields a penetration rate of 71.4%.

The problem with this simple calculation is that not all systems have data reported for both basic
subscribers and homes passed. For 909 cable systems, Warren reports basic subscribers but not
homes passed. There are also 401 systems for which Warren reports homes passed but not basic

subscribers and 462 systems for which Warren does not report data for either basic subscribers or

Senior Vice President, Economists Incorporated.
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homes passed. Since not all systems have data on both basic subscribers and homes passed,
dividing the sum of basic subscribers by the sum of homes passed produces a penetration number

that is wrong.

Consider a simple example with three systems, each with 60 subscribers and 100 homes passed.
If subscriber and homes passed data are reported for all three systems, then summing the data
produces a total of 180 subscribers and 300 homes passed, for a penetration of 60%. However, if
subscriber data are reported for all three systems but homes passed data are reported for only two
of the systems, then summing the data produces a total of 180 subscribers and 200 homes passed,

yielding an incorrect penetration estimate of 90%.

It is improper to include a count of subscribers to a system without including the homes passed
for that system. It is equally improper to include the homes passed for a system without
including the subscribers to that system. If the analysis is limited to the 4,768 “operating”
systems for which both basic subscribers and homes passed are reported and the 127 “overbuild”
systems for which basic subscribers is reported,’ then the data show 55.1 million subscribers and

83.3 million homes passed. These figures yield a penetration rate of 66.1%.

I was also asked by NCTA to consider the penetration rate for those systems with 36 or more
channels. Warren has a field for channel capacity, but data in this field is missing for over 30
percent of the cable systems. There are 3,562 “operating” systems that have data for basic
subscribers, homes passed, and channel capacity and 81 “overbuild” systems that have data for
basic subscribers and channel capacity. Of these systems, 3,034 have a channel capacity of 36 or
more. For these 3,034 systems, the data show 20.6 million subscribers and 30.8 million homes
passed. These figures yield a penetration rate of 66.9%. If this analysis is limited to the 2,957
“operating” systems, and excludes the “overbuild” systems, then there are 19,641,889

subscribers and 30,756,614 homes passed, yielding a penetration rate of 63.9%. (For the 609

Systems listed as “overbuild” are not required to have homes passed reported since it is assumed that these
homes are already counted in the “operating” systems homes passed total. To the extent that homes passed
by “overbuild” systems are not counted under homes passed by “operating” systems the reported
penetration rates are too high.

ECONOMISTS INCORPORATED 2



systems that have a reported channel capacity of 35 or fewer, there are 0.325 million subscribers

and 0.638 million homes passed, yielding a penetration rate of 50.9%.)

In a letter to the Commission, the Media Access Project argues that “because the problem is a
systematic undercount rather than a systematic overcount, 71.4% represents a floor, not a

ceiling, for the relevant cable penetration.

This statement appears to be based, at least in part,
on a conclusion by Dr. Gregory Rose that “the Warren figure of 71.4% of homes having
subscribed to cable (the take rate) as of October 10, 2007 has to be an understatement of

reality.”

Dr. Rose states, “[i]f the problem is industry understating number of households passed
and number of subscribers because cable operators refuse to provide the data, ... then Warren’s
Television and Cable Factbook must understate the number of households passed and
subscribers. This means that the real numbers ... have as a matter of mathematical certainty to be
greater than 70% coverage and 70% subscription.”

Dr. Rose is wrong. There is no mathematical certainty that if there were homes passed and
subscriber data for all cable systems the penetration rate must be higher. The penetration rate is
defined as the number of subscribers divided by homes passed. If both the numerator and
denominator of this ratio are understated, there is no way of telling how the ratio will change if
both understatements are corrected. Whether this ratio would increase (or decrease) depends on
whether the percentage correction for subscribers exceeds (or is less than) the percentage

correction for homes passed.

Since it is incorrect to count a system’s subscribers without counting its homes passed, and vice
versa, a reasonable method of estimating penetration is to include only those systems for which

Warren reports both subscribers and homes passed.

Letter from Harold Feld and Andrew Jay Schwartzman to Commissioners Robert W. McDowell and
Deborah Taylor Tate, November 16, 2007, at 4.

Gregory Rose, “Estimating the Take Rate for the 70/70 Rule: An Alternative Methodology,” November 15,
2007 (“Rose”), at 2.

Rose at 2.

ECONOMISTS INCORPORATED 3



