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Introduction

Consumers Union® has traditionally viewed the Satellite Home Viewer Improvement Act
(SHVIA) as an important, but small piece in the overall goal of promoting more competition to
cable monopolies. We had hoped that by putting satellite on equal footing with cable -- paying
the same prices for the same programming -- satellite would start creating downward pressure on
cable rates and promote improved quality programming, including digital and High Definition
Television.

In 1999 we testified before this and other committees describing the importance of
treating Direct Broadcast Satellite (DBS) providersfairly and equitably with cable and other
Multichannel Video Programming Distributors (MVPD), including allowing DBSto carry and
distribute local channels in order to better compete with the local cable monopolies.? Now that
SHVIA nears expiration, it is time to assess how the Satellite Home Viewer Extension Act can
work to benefit consumers.

Unfortunately, inadequate competitive forces, industry consolidation, relaxed ownership
rules, and lax regulatory oversight plague a market in which satellite has yet to become -- and
may never become -- afull alternative to cable.

I neffective Competition and Market Domination

While satellite has made significant inroads in rural and upscale markets (e.g., where
consumers demand substantial sports, movie, or other speciaty programming beyond the basic
tiers), cable's only effective price competition is a second cable system. But these second cable
systems, also known as "overbuilders" or Broadband Service Providers (BSPs), are only
available to 2 percent of America's households. Thisis a shame because the Government
Accounting Office (GAO) found last month that a second cable company's "entry into a market
benefited consumersin the form of lower prices for subscription television, high-speed Internet
access, and local telephone services. Incumbent cable operators often responded to BSP entry by
lowering prices, enhancing the services that they provide, and improving customer service."*

The GAO goes on to say that, "The combined effect of BSP entry and incumbent
companies response provides significant benefits for consumers. The rates for
telecommunications services were generally lower...(f)or example, expanded basic cable

! Consumers Unionisa nonprofit membership organization chartered in 1936 under the laws of the state of New Y ork to Provide
consumers with information, education and counsel about good, services, health and personal finance, and to initiate and
cooperate with individual and group efforts to maintain and enhance the quality of life for consumers. Consumers Union's income
is solely derived from the sale of Consumer Reports, its other publications and from noncommercia contributions, grants and
fees. In addition to reports on Consumers Union's own product testing, Consumer Reports with more than 4 million paid
circulation, regularly, carries articles on health, product safety, marketplace economics and legidative, judicial and regulatory
actions which affect consumer welfare. Consumers Union's publications carry no advertising and receive no commercia support.
2 Testimony of Gene Kimmelman, Consumers Union, on I mportant Competitive Issues Involving Satellite
Television, Subcommittee on Telecommunications, Trade and Consumer Protection, House Committee on
Commerce, February 24, 1999.
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television rates were 15 to 41 percent lower in 5 of the 6 markets with a BSP when compared
with their matched market."* If cable companies, when confronted with a competitor, can lower
rates by 15-41 percent, enhance services and improve customer service, then surely there is room
to lower prices and improve service across America.

The problem isthat very few Americanslive in areas where they can take advantage of
the fruits of head-to-head competition. In the rest of the country, satellite is the only competitor
to monopoly cable.® And satellite has failed to offer effective competition for several important
reasons, as described in the attached report (see Appendix A). In fact, satellite’'s major impact on
cableinvolvesloca channels -- something has only donein larger markets-- and even then, it
only pressures cable to offer more channels, not lower prices.®

During the period when satellite subscription increased to cover about 20 percent of the
multichannel TV market, cable rates soared almost three-times faster than inflation -- up about
53 percent -- since Congress launched rate deregulation in the 1996 Telecommunications Act.
Today, if consumers nationwide had a second cable wire serving their community, instead of one
cable company and two satellite providers, they could be saving as much as $4.5 billion ayear
(see Appendix A).”

Monopoly cable companies have attempted to block or slow-roll efforts to promote
competition. The largest cable operators never compete with one another, and instead grow
through mergers and swapping systems amongst themselves to create regional clusters that
undermine the growth of head-to-head competition head-to-head with cable. Without
competition, large operators and regionally clustered systems have more muscle to impose price
increases.

Industry Consolidation

Recent consolidation involving a national broadcast network that owns cable
programming, and a satellite distributor, only makes the competitive landscape worse for
consumers. News Corp's recent purchase of DirecTV, the largest satellite provider, brings the
Fox TV network and numerous cable channels into a company that was supposed to compete
against cable. News Corp's Chairman and CEO Rupert Murdoch said after he purchased
DirecTV that “we' re not going into a price war with anyone.”®

If competition in the multichannel video market had performed up to its hope and hype,
the News Corp./DirecTV merger might not have been so threatening. But in light of the failure of
deregulation, it presents a problem for public policy that cannot be ignored. There are two points

“1d.
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Power By The Cable Industry: Rising Prices, Denial Of Consumer Choice, And Discriminatory Access To Content,”
February, 2004, pg. 7.
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of power in the marketplace--distribution and program production. The problem with a merger
of News Corp. and DirecTV isthat it combines the two.

The reach of News Corp's media empire istruly staggering. The following are highlights
of some News Corp propertiesin the U.S.:

» Broadcast Television Stations - 35 stations, including two broadcast stationsin New
York, Los Angeles, Dallas, Washington DC, Houston, Minneapolis, Phoenix and
Orlando;

* Filmed Entertainment - 20th Century Fox Film Corp., Fox 2000 Pictures, Fox
Searchlight Pictures, Fox Music, 20th Century Fox Home Entertainment, Fox
Interactive, 20th Century Fox Television, Fox Television Studios, 20th Television,
Regency Television and Blue Sky Studios;

» Cable Network Programming - Fox News Channel-the most watched cable news
channel, Fox Kids Channel, FX, Fox Movie Channel, Fox Sports Networks, almost
two dozen Fox Regional Sports Networks, Fox Sports World, Speed Channel, Golf
Channel, Fox Pan American Sports, National Geographic Channel, and the Health
Network;

* Publishing - New Y ork Post, the Weekly Standard, HarperCollins Publishers, Regan
Books, Amistad Press, William Morrow & Co., Avon Books, and Gemstar-TV Guide
International;

» Sports Teamsand Stadiums - Los Angeles Dodgers, and partial ownership in the
New York Knicks, New York Rangers, LA Kings, LA Lakers, Dodger Stadium,
Staples Center, and Madison Square Garden;

News Corp's merger with DirecTV adds a new, nationwide television distribution system
to News Corp's programming/production arsenal. DirecTV isthe nation's largest satellite
television distribution system, with more than 11 million customers and the ability to serve all
communitiesin the United States.

To News Corp, the sum is greater than its parts combined. With the most prominent
sportsteamsin their league, content creation and production, network and cable programming,
and now their satellite distributor, News Corp has even greater market power than before.
Thanks to reduced regulatory oversight, the resulting company is a many-headed monster able to
wreck severe damage to the market.

While DirecTV has News Corp's content arm to use as leverage against its competition,
the other satellite provider, Echostar's Dish Network, must buy much of its programming from
its competitors, including cable companies, broadcasters or DirecTV's parent if it wants to sell
the most popular programs. When one satellite provider is given broad market power to raise
programming prices, and the other is hamstrung by its competitors' incentives to keep



programming prices up, it doesn't inspire much confidence that satellite will become an effective
competitor to cable any timein the near future.

Although the Federal Communications Commission (FCC) imposed a number of
conditions on this merger, preventing discriminatory treatment against cable and other satellite
distributors, the Commission did nothing to prevent News Corp. from raising the prices on all of
its programming to everyone in the market--including itself (DirecTV). Thisdrives up pricesfor
all consumers without officialy "discriminating” against any other multichannel video service
providers. Clearly, these conditions give consumers little hope that cable or satellite prices will
fal in the future.

Relaxed M edia Owner ship Rules

In this environment, the FCC’ s decision to relax media ownership rules -- allowing the
most popular local TV broadcast stations to buy more stations in the same market, control the
biggest local newspaper and numerous radio stations -- could enable giant national media
companies to dominate individual local markets, exerting undue influence over what local
political, social and cultural ideas receive the most attention.

On June 2, 2003 the FCC made some of the most sweeping changes to this nation's media
ownership rules. For instance, the FCC:

* Repealed the Newspaper/Broadcast Television Cross-Owner ship rule, alowing
the biggest local TV station to buy the dominant or only newspaper in over 190 of
America's 210 media markets, serving 98% of the U.S. population. Most Americans -
80 percent - still get their news from local TV and newspapers. Allowing
consolidation between those main sources of local news on the premise that the
Internet and cable television have become the primary source of local information is
not market reality. Cable TV isprimarily adistributor of national news, not local
news. News content on the Internet is almost entirely regurgitated from local TV and
newspapers - it is another distribution channel, not a unique source of original

reporting.

» Raised the national audience cap that limited the percentage of households one
company could reach through their local television stations. While the FCC raised
the percentage from 35 to 45, through the appropriations process last year, Congress
settled on 39 percent.

* Enabled media companiesto own local TV " duopolies’ and " triopolies,” and
allowed mergers between powerful TV stationsin over 160 media markets
representing 90 percent of the American viewing public, reducing competition and
hindering diversity.

» Eliminated consideration of any other public interest factor s when reviewing
mergers involving the properties described above.



L ax Enfor cement

As Appendix A shows, the FCC isin no position to act as an effective regulator. Before
even looking at the problem of escalating cable rates, "the FCC cannot even figure out how many
cable subscribers there are."*® Appendix A also describes how cable's bundling television
packages with high-speed Internet data services is anti-competitive and hurts satellite’ s ability to
compete for consumers.** The FCC'sfailure to analyze, much less prove cable's claim that
bundling television with Internet is good for consumers, is proof that they simply have not
addressed the fundamental competitive issuesin the real world.

Future Mergers: Things Could Get Worse

The broadcast networks that dominate prime-time and the integrated cable operators that
dominate non-prime time have become thoroughly integrated into atight cabal that controls the
video dia. A handful of companies dominate the programming side of the multichannel video
market. Moreover, each of the dominant programmers has guaranteed access to carriage on cable
systems - either by ownership of the wires (cable operators) or by carriage rights conferred by
Congress (broadcasters).

Four entities -- ABC/Disney, Time Warner, Liberty Media (with significant investments
in News Corp) and Viacom -- have ownership rightsin 20 of the top 25 programming networks
based on subscribers and prime time ratings (see Appendix B).*? They account for over 60
percent of subscribers to cable networks, rendering this market a tight oligopoly. Other entities
with ownership or carriage rights account for four of the five remaining most popular networks.
Entities with guaranteed access to distribution over cable account for 80 percent of the top
networks and about 80 percent of all subscribers viewing choices on cable systems.

Now that the country’s largest cable company, Comcast, is trying to buy Disney, a
merged ComcastDisney could have the ability to drive up programming costs across the entire
market, even higher than before.

With ownership of the ABC network, numerous local broadcast stations, ESPN, and
more, Comcast could have the same incentives and power in the market as News Corp possesses:
both maximize their profits by raising programming prices and charging everyone in the market
these inflated prices. And the two companies would have undue power to decide which channels
-- beyond what they two of them own -- are carried on their systems and therefore reach enough
households to survive in the market.

In light of these market conditions, allowing content producers to merge with content
distributors leads to fewer voices, decreased competition, homogenized viewpoints and higher
costs for consumers.

19 Appendix A, pg. 1
1 Appendix A, pg. 2-3
12 Appendix B, Consumer Federation of America and Consumers Union, “ Concentration of Marquis Programming.”



The Future of SHVIA

There are anumber of policy changes proposed to SHVIA's renewal that Congress must
consider. We believe that while some issues will hardly impact rising cable rates, afew are
directly linked with enabling satellite to be a more effective competitor to the local cable
monopolies. Thisrequires Congress to:

Extend SHVIA and equalize communications laws and copyright feesthat cable
and satellite companies pay local affiliatesfor carriage of their programming.
It'sunfair that satellite pays twice as much as cable does per subscriber to carry the
same programming over the same local channel being offered to the same
subscribers,

Har monize the compulsory license between cable and satellite. If cableis granted
a permanent compulsory license then satellite carriers should be treated equally to
give them the regulatory certainty they need to compete with cable;

Expand previouslaws designed to hold down cable rates and make popular TV
channels available to cable's potential competitors;

I mplement aggressive regulatory over sight of competitor's potential accessto
cable-owned programming, cable equipment, or programming that cable companies
exert monopolistic influence over; and

Ensure consumers accessto valuable spectrum. As satellite triesto distribute high
definition signals from other markets to customers unserved by local high definition
broadcast stations, broadcasters claim that importing these distant signals undermines
localism. Our record on localism is clear--we're strong believersin its importance to
shape a community's debate over public policy. But localism is not some absolute
value that trumps all other policy concerns. If one or two companies dominate local
markets, that is no better for consumers than if national companies dominate local
markets and reduce the number of local media voices.

The Future of Consumer Protections Beyond SHVIA

Asit considers SHVIA and in light of the broader policy concerns we outline above,
protecting consumers outside of limited legidlation like SHVIA isessential. Toward that goal,
Congress should:

Reinstate the media owner ship rulesthat the FCC rewrote on June 2, 2003 to
protect the diversity, competition and localism of our news and information sources.
Ownership of programming should be independent of ownership of distribution.

Give consumersthe ability to lower their cable costs by paying for only the
channelsthey watch--and avoid paying for content they find offensive, distasteful,



or just unappealing. Thiswould hold programmers accountable for their price
increases. A la carte programming would finally provide a balance to the market
that's currently tilted toward those who own programming, and especially those who
combine that with distribution.

» Ensurethat consumers have open and unfettered accessto the analog television
spectrum once broadcaster s swiftly complete the transition to digital
programming. Returning that spectrum back to the people is one of the best chances
we have to stimulate new growth and fresh innovation that can finally take on the
multi-headed media giants.

The evidence clearly demonstrates that it isimportant for Congress to take a broader 1ook
at the problems in the multichannel market and intervene far beyond SHVIA to promote market
forces that result in greater competition and more diversity of independently owned media
outlets.

Consumers Union believes that the goal of promoting localism must be balanced by the
goal of promoting diverse viewpointsin local and cultural matters, social issues and local news
and information as generated by independent ownership of major local media outlets. Localism
IS not just about protecting an incumbent broadcaster who can dominate alocal news and
information market.

The important issue at stake hereis how long will the digital transition take, and how
long broadcasters will get to sit on the redundant analog spectrum? The faster broadcasters
complete the transition they so confidently demanded, the faster they can return unused spectrum
licensees that can be, in turn, used to facilitate the successor to the wildly successful WiFi,
potentially creating true competition to cable and telephone monopolies via the Internet.

Conclusion

Consumers Union therefore believes that, as policy makers reopen the debate about how
satellite and cable competition will look, it should reauthorize SHVIA with changes and
investigate the multichannel market asawhole. It's clear that what is needed isto improve
competition so that the market can work for consumers not against them.
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EXECUTIVE SUMMARY

Eight years after the passage of the Telecommunications Act of 1996, which deregulated cable prices, this

study shows that cable operators still possess market power in the multichannel video market. The result is price
increases that far exceed the rate of inflation — almost three times faster than inflation in recent years —and the
continued restriction of consumer choice to a small number of ever larger, ever more expensive bundles. The cost
imposed on consumers by this abuse of market power is between $4.5 and $6 billion per year, compared to what
prices would be in a competitive market.

Cable operators attempt to obscure the existence and abuse of market power with two arguments. First

they claim that programming costs explain the massive increase in the price of basic and expanded basic service.
Second, they claim that consumers are getting much greater value for their dollar; so that quality adjusted prices
have declined. Neither claim stands up to close scrutiny.

EXERCISE OF MARKET POWER ON THE SUPPLY SIDE

Prices

Econometric studies by the General Accounting Office and the Federal Communications Commission show

that where cable faces direct head-to-head overbuilder competition the price of cable service is much lower.

A recent GAO report found that in situations where cable faces competition overbuilders, prices are 15%
lower. Econometric analyses have consistently found this result of a decade. Unfortunately, less than two
percent of cable customers enjoy the benefits of that competition.

A recent GAO analysis found that a cable system owned by alarge national operator has prices that are
over 5 percent higher than if it isnot. FCC econometric models show even larger effects.

When the FCC models add in a specific variable for regional clustering, a dramatic trend in the industry,
they find that clustering has an added effect of further raising price.

The vast mgjority of cable subscribers are now served by one of a handful of huge-multiple system
operators that have expanded their grip on the industry through mergers and clustering, who adds as much
as an additional 8 percent to the consumers bill.



Market Structure

Cable s market power stems from alack of effective competition. Even at the national
level, the multichannel video market has become concentrated; the problem is much greater at
the local level.

* In markets where 98 percent of Americans live, asingle cable operator dominates multichannel video
distribution with a market share that exceeds 80 percent.

The largest cable operators never compete with one another. Instead they have grown to huge national
firms through mergers using swaps of systemsto create regional clusters that undermine the ability of overbuilders
to launch competition. Large operators and clustered systems have more muscle to thwart competition and impose
price increases.

*  They can distribute programming terrestrially and refuse to make it available to competing distribution
systems. Thisisbecoming increasingly important as vertically integrated companies dominate “must
have” regional sports programming.

e They can extract exclusivity deals from independent programmers, thereby denying programming to
competing distribution media.

»  They have more leverage over local governments to obstruct the entry of overbuilders

Direct Broadcast Satellite does not have a significant or substantial ability to discipline cable pricing abuse.
Satellite is a niche product that has had its greatest success in areas where cable was unavailable or among
customers who wanted high quality digital services with large numbers of channels (before cable could offer such a

package).
e Cable has surpasses satellite in the number of subscribersto digital video service.

» Itishbundling high-speed Internet and basic cable service to further erode the ability of satelliteto
compete.

Discrimination in Access

Cable operators discriminate against unaffiliated service providers in both the video and the high-speed
Internet product space. Cable operators are 64 percent more likely to carry networks that they own, than the
networks provided by others. Broadcasters have used their retransmission rights to also gain preferential carriage
dealsfor their shows. Asaresult, independent programmers are placed at a severe disadvantage.

Cable operators dominate the residential market for advanced high-speed I nternet access, with an 83
percent market share. By refusing to allow unaffiliated Internet Service Providersto compete for Internet access
customers over the cable modem platform, cable operators have foreclosed a critical high-end market, which
dramatically reduces competition for Internet service. Virtually no voluntary carriage agreements have been signed
by cable operators.

Cash Flow
A closelook at cable’ s financial operations shows that rising costs cannot explain the rising price of
traditional video services.

* Inthe aggregate, price increases far exceed the increase in programming costs.
e Anallocation of non-programming operating costs based on historical patterns shows that operating cash

flow from traditional video services has increased by approximately 70 percent on a per subscriber basis
since the passage of the Telecommunications Act.



Sale of advanced services, digital tiers and high speed Internet, which were the motivation behind the
recent system upgrades, has skyrocketed. The upgrades are paying for themselves.

» High-speed Internet is now the second largest income stream and digital tiers are the third largest
streams of income for the cable operators, bringing in a combined $10 billion per year.

The Shape of Market Power on the Demand Side

Cable operators claim that adding more channels to their bundles increases the value of he package.
Unfortunately, consumers are not given a choice of which channelsto purchase. They must take nothing, almost
nothing (basic) or almost everything (expanded basic). With the addition of the digital tier, they have another
option, but cable operators have been moving popular channels (like HBO) to the digital tier to drive consumer hills
up even farther.

Because the cable operators restrict consumer choice to this small set of bundles, it isimpossible to know
how consumer welfare has changed and wrong to claim that every show adds equally to consumer value.

»  Theaverage consumer watches about 17 channels regularly, but the bundles have four times that
number.

e Thetop twenty shows account for approximately three quarters of all viewing.

«  Almost nobody watches the bottom 30 channels in the bundle. Only about one out of every 250
households where these shows are available watches them on any given day.

The economics literature has long recognized that bundling by firms possessing market power can be anti-
consumer and anticompetitive. When different consumers have strong preferences for different channels, putting
them into bundles forces each consumer to pay for many channels he or she does not want in order to get the
channels he or she does want.

A detailed analysis of one of the most popular and expensive channels, ESPN, which has been afocal point
of controversy, shows that approximately four-fifths of cable subscribers would not pay the price of ESPN if they
were given a choice. By forcing consumersto pay for the show in abundle, wealth is transferred from consumers to
cable operators (and the programmer).

A recent analysisthat claimsthat the BLS over states price increase and that prices have fallen on a quality
adjusted basisisriddled with analytic and measurement errors. The analysis double counts the quantity of
programming and vastly overvalues the shift from viewing over the air to viewing cable. Watching an hour rerun of
the same show on cable, instead of a broadcast station is assumed to increase consumer value by one hour, even
though the exact same show is watched. Correcting these errors shows that the BLS cable price index yields, at best
alower limit on the quality adjusted price increases.

* Incontrast to the 15 percent real decline that the NCTA analysis claims, the BLS shows a 27 percent
increase. Theactual quality adjusted price increase could be as high as 40 percent.

The embedded base of excess prices and the entrenched market power of the cable operators, reinforced
against satellite and extending into the high-speed Internet, confront policy makers with acritical problem. After
two decades of abuse, and eight years after the Telecom Act of 1996, it is clear that policymakers made a mistake in
deregulating cable. Itistime for policymakersto take steps to promote real competition and protect consumers from
further abuse.



APPPENDIX A
| . | NTRODUCTI ON
A. PURPCSE

Proceedings at the Federal Communications Commission (FCC),' a series of General
Accounting Office (GAO) reports' and contract negotiations between cable operators and
programmers" have stimulated an unprecedented round of finger pointing and release of data
about the cable television industry. The goal isto justify and/or place blame for the dramatically
increasing price of cable service.” Cable operators claim the programmers made them do it.
Programmers have fired back, suggesting that basic rates have been increasing to support the
rollout of advanced video and new, non-video services. The finger pointing drives home a
simple point: consumers are paying a dramatically higher price for their monthly cable service.
Or, arethey?

Several of the existing industry studies are framed as responses to consumer analyses that
have documented the abuse of market power by cable operators. Comcast” and the National
Cable Telecommunications Association (NCTA)" assert that when consumer advocates
complain about the total price of cable service, they are failing to take into account that the
monthly bill includes more networks and are confusing real prices with nominal prices. NCTA
goes so far asto offer a new approach to indexing cable prices as an aternative to the Bureau of
Labor Statistics (BLS) cable Consumer Price Index (CPI). The FCC's Tenth Annual Report (In
the Matter of Annual Assessment of the Status of Competition in the Market for the Delivery of
Video Programming) cites this analysis as further support for its conclusion that competition in
the multichannel video market is robust and repeats the industry arguments.”!

This paper shows that the most frequent complaint voiced by consumer advocates — that
cable “rates have risen and continue to rise almost three-times faster than inflation,”""" —is
correct. The consumer advocate comparison of cable rates to inflation states the numerator and
the denominator of the real fraction in afashion that is more meaningful to consumers and
policymakers because it gives the reference points. Moreover, the paper argues that, if anything,
the BLS cable price index is more likely to be understating price increases than overstating them.

The bottom line is that the market power-based abuse of consumers by cable operators
has been growing since the passage of the Telecommunications Act of 1996. After two decades
of blatant abusive pricing, cable operators have begun to encounter some resistance, so increases
may slow, but that does not mean the abuse will be reduced or eliminated. In response to
criticism, the cable operators have simply launched new bundling strategies that shift the focal
point of price increases and anticompetitive harm to other areas.

B. THE FCC s FAI LURE TO Ask THE HARD QUESTI ONS

The FCC’' s Annual Reports have steadfastly refused to address the serious questions
raised about the cable market in arigorous manner, but the Tenth Annual Report sinks to new
lows. The FCC cannot even figure out how many cable subscribers there are. The two sources
onwhich it reliesfor data (it never generates its own independent data) disagree by almost five
million subscribers. In response, the FCC takes a most remarkable approach — it uses both sets
of numbers —the lower figure for itsfinancial analysis and the higher figure for its assessment of



competing technologies (contrast Tables 1 and 4 to Table B-1). The Ninth Annual Report used
the higher figure for both the financial and the competitive assessment analyses.

Aswith most analyses at the Commission these days, dlipping the lower figure into this
report may be strategically motivated. 1f the FCC uses the higher figure and growth persists at
the rate implicit in those figures, by thistime next year cable will be well above 70 percent of the
TV market. Thisisathreshold that would trigger petitions to the FCC to regulate cable. If the
FCC shifts to the lower figure, or claims the conflict between the two creates uncertainty, the
regulation trigger would be put off several years. Here, as elsewhere, the failure of the FCC to
develop solid independent data may harm consumers substantially.

The FCC recognizes the dramatic increase in cable prices, but, like the industry, it
emphasizes that “concurrently with these rate increases, however, the number of video and non-
video services increased, including a substantial increase in the number of video channels,
increased use of cable (as measured by a substantial increase in cable viewership), and the
addition of advanced service offerings which, of course, are paid for separately by consumers.
Unfortunately, the FCC admits that its approach to measuring prices cannot address the
fundamental issue, since it is based on an assumption that this paper shows to be doubtful —*Per
channel rates, however, value al additional channels the same even if consumers do not want
new channels that are added to cable systems.”” This paper shows that such an assumption is
contradicted by consumer behavior. The cable video industry’ s bundling harms consumers.

nix

The FCC regurgitates the industry claim that rising programming costs have driven basic
rate increases, but does not examine the contradictory evidence embedded in its own numbers.
For example, it notes that programming costs went from $7.5 billion in 1998 and will exceed $9
billionin 2003. X It later citesafigure of $9.2 billion for 2002." Over the 1998-2003 period,
revenues for basic and expanded basic servicesincreased by $7.3 billion. Thus, three quarters of
the price increases cannot be explained by rising programming costs. Price increases exceeded
programming cost increases by more than $5 billion.

The challenge of explaining away the excessive rate increase for basic and expanded
basic serviceis made all the more difficult in light of the dramatic increase in revenues from
advanced services. The FCC notes that dramatic rise of advanced service revenues citing
“Kagan World Media reportsit was high-margin, high-speed-data services that drove operating
cash flow growth in 2002.”"" Moreover, it notes that Kagan sees this trend growing in 2003,
since “they expect high-speed data service ‘to contribute 12.4% to total residential revenue, the
largest piece of the revenue pie after basic service.”" Digital tier services are the third largest
revenue stream for cable operators, having surpassed local advertising for the first timein
2003.%Y The fact that these two advanced services now bring in $10 billion in revenue should
force the Commission to challenge the claim that basic and expanded basic prices had to rise to
pay for the upgrade of the system. Thisissue, which the Commission has never addressed, isa
central theme of this report.

The FCC’ s report goes on to claim that the bundling of advanced services with basic
service “may provide some discount on basic or expanded basic,”*"" a proposition it does not
even attempt to analyze, let alone prove. This paper shows that this bundling is anti-competitive.



The FCC notes several cable industry milestones in this report, but fails to follow up on
them. For example, it notes that the national Multichannel Video Programming Distribution
(MVPD) market exceeds the threshold for a moderately concentrated market as defined by the
Department of Justice/Federal Trade Commission Merger Guidelines. The FCC hastens to add
that “it is unclear whether thisis a potential competitive problem, because the delivery market is
local, not national and because the main competitors to cable in both the upstream and
downstream markets continue to grow in size.” " This observation is not comforting for several
reasons.

As has traditionally been the case, the FCC makes no effort to assess the level of
concentration in the local market. If it did so, it would find that local MVPD markets are
generally six times as concentrated as the national market on which it focuses." Here the FCC
encounters another contradiction. It continues to maintain that the clustering strategies of large
multiple system operators might benefit consumers,** even though the Commission’s own
anaysis has consistently shown that clustering results in higher prices.

Whileit istrue that the MV PD market is expanding, the FCC fails to note that its
competitive assessment analysis shows that cable operators added more subscribers than al the
other MVPD competitors combined.” (Of course, the FCC may erase this observation by
switching the numbers next year.) Moreover, the FCC fails to note that cable surpassed satellite
in the number of digital subscribers for the first time in 2003." Thus, the competitive threat
from satellite that the FCC claims should ease our concern about concentration in the cable
market may be subsiding, if it ever existed. In fact, this paper reviews the evidence that satellite
has failed to discipline cable's pricing abuse.

The FCC' s simplistic parroting of the industry arguments and failure to conduct rigorous,
independent analysis continues to disserve consumers. As cable prices mount and the industry
extends its market power into new areas, “congress and American consumers deserve a better
effort from the FCC.”*"

1. THE SUPPLY SI DE
A.  MARKET Poner 101

All of the industry studies, as well as the FCC report, ignore the fundamental public
policy issues raised by the consumer analysis. Simply put, every dog has his day and every
monopolist has his profit-maximizing price. Unlike the hapless canine, however, who goes back
to adog'slife when hisday is done, when the monopolist hits his profit-maximizing price, he
goes on collecting excess profits. The abuse of consumers persists. What the cable industry
economists have done in their recent papers defending cable industry pricesisto focus on the
scraps of consumer surplus left on the table by cable operators and ignore the submerged danger,
the transfer of wealth and deadweight efficiency loss that result from the abuse of market
pOWGI’.XXiV

Launching from the simple observation that every monopolist leaves alittle surplusin
consumers pockets, the cable industry analyzes the tip of the market power iceberg (see Exhibit
1a).”" The shaded areain Exhibit 1ais the focal point of the NCTA paper. Consumer surplus
(or
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consumer benefits as the paper calls them) is measured as the difference between the value of a
service to the consumer (as indicated by the demand curve) and the price the consumer pays for
the service. If the value exceeds the price, the consumer buys the product.

Exhibit 1b places the consumer surplus analysis in the framework of the complete picture
of cable pricing™"" as a classic diagram of the exercise of market power over price ™" It iswell
known in economics that the monopolist sets his price at the point where marginal revenue
equals marginal cost. Even at that price there are consumers who are willing to pay the price
because the value of the service exceeds the price for them, but consumers are still paying too
high a price for the service. The monopolists have captured part of the consumer surplus and
transferred it to their pockets (wealth transfers). Also, there are some consumers who give up
cable or do not take it, when they would have if the price had been at a competitive level. Their
lossis adeadweight efficiency loss. Because the elasticity of demand for cable serviceis low,
wealth transfers are large relative to efficiency |osses.

The monopolist can do various things to increase his profits when he hits the profit-
maximizing price (see Exhibit 1¢).”"" He can stimulate demand by adding value or by
bundling. He can shift the supply curve by lowering his cost or changing his cost structure (and
pocket an extra share of the cost savings because he does not face competition). Either or both
of these may appear to be welfare enhancing because the quantity consumed increases, but the
abuse actually may be increasing on arelative basis because more consumer surplusis being
extracted. ™ The relative size of the effects depends on the specific supply and demand curves.
Thisisan empirical question. Asdepicted in Exhibit 1c, this paper demonstrates that both the
total profit and the rate of profit on traditional video services have increased since the passage of
the 1996 Act.

B. GAO’SVIDEO MARKET STRUCTURE ANALYSIS

The critical first question that must be answered is simple —is there evidence that market
power is being exercised on the supply side? The GAO provides an affirmative answer. The
GAO report affirms each of the supply-side problems of the multichannel video market that has
afflicted the American public since the industry was prematurely deregulated in 1984 and further
deregulated in 1996. Exhibit 2 shows the elasticities for dummy variables measuring various
structural characteristics that affect the extent of competition, which were included in the
regression analyses conducted by the GAO and the FCC.

1. Horizontal Market Power

Head-to-head, wireline competition isthe only market structure feature that
significantly disciplines monopolistic pricing. Inits most recent report, the GAO finds that
head-to-head, wireline competition between cable operators lowers prices by 15 percent for basic
and expanded basic service.™ Its earlier report had found a 17 percent difference™ Ironically,
the Tenth Annual Report notes that the first report on cable competition found that head-to-head
competition lowered prices by 16 percent.”™" Recent FCC econometric models, which identified
three types of head-to-head competitors (local exchange carriers (LECSs), publicly owned systems
(munis) and other private overbuilders (comp)), have consistently found large price effects from
head-to-head, wireline competition. " Unfortunately, less than two percent of American
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househol ds enjoy the benefit of head-to-head, wireline competition. " The result is an abuse of
market power that costs the American public about $4.5 billion per year in cable rates alone. ™"

Bigger monopolies are worse when it comesto consumer prices. Inthe GAO
analysis, if acable system is part of alarge national operator, its prices are 5.4 percent higher
than if it is not. ™" The GAO called this horizontal concentration. FCC econometric models
have been finding thisto be the case for several years, with even larger effects of being part of a
multiple system operator (MS0).""" When the FCC models add in a specific variable for
regional clustering, adramatic trend in the industry, they find that clustering has an added effect
of further raising price. """ Being served by one of the mega-multiple system operators, who
have been expanding their grip on the industry through mergers and clustering, drives prices
higher by more than 5 percent and perhaps as much as 8 percent. Thus, there could be as much
as an additional $1.5 billion in consumer savings that could be wrung out of the cable market if it
were deconcentrated.

The important implication is that the theory used to allow large cable operators to become
larger is not supported by the empirical evidence™™ That theory claimed that the combination
of larger, clustered systems would create efficiency-based cost savings that would be passed on
to the public because one big monopolist is no worse that two, contiguous smaller ones. Since
large incumbents never overbuild one-another and compete, this theory claimed there wasllittle
to belost. The econometric evidence suggests that there is considerable harm. It turns out that
large operators and clustered systems have more muscle to thwart competition and impose price
increases. They can distribute programming terrestrially and extract exclusivity deals from
independent programmers, thereby denying programming to competing distribution media
(overbuilders and satellite). They have more leverage over local governments to obstruct the
entry of overbuilders.

The large incumbent cable operators never competed by overbuilding a neighbor, they
grow by merger. Policymakers surrendered to the cable urge to merge too easily. If cable
operators knew they could not grow through mergers and really cared about size, they might
compete by overbuilding one another.

I nter modal competition — between cable and satellite — does not effectively discipline
cable spricing power. In contrast to head-to-head, wireline competition, which lowers cable
bills by $5 per month, competition from satellite lowers bills by a mere $.15, according to the
GAO.M" In other words, head-to-head, wireline competition is almost 40 times as effective as
intermodal competition when it comesto price. Infact, in the GAO report, even satellite’ svery
modest pricing effect is not statistically significant by traditional standards. It fails at the 5
percent level of significance. The FCC’s econometric analysis does not find even this small
price effect. It finds a statistically significant effect in the opposite direction.X"

To the extent that satellite has any competitive effect, it drives cable operators to offer
more channels, but this effect stems from the decision of satellite to offer local programming.
Where satellite offerslocal programming, cable operators offer about 5.4 percent more cable
channels. Thus, satellite appears as a niche product that cannot discipline cable pricing abuse for
the vast majority of cable subscribers who take only basic and expanded basic.*"™
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Exhibit 3 explores the implications of the most recent econometric findings on horizontal
market power. Using the traditional measure of market power and the standard measure of the
pricing abuse that results — the Lerner Index — it explores the relationship between the number
and size of firmsin cable markets and the mark-up of price over cost. A more advanced
approach uses the level of concentration in the market (as measured by the HHI) in the Lerner
Index instead of the simple number of firms. The mark-up of price above cost isinversely related
to the extent of competition and the market elasticity of demand. The more competitive the
market and the more elastic the demand, the less the ability to increase price. The analysis uses
the econometric estimate of the elasticity of demand and the implicit levels of concentration
The econometric estimate of a 20 percent mark-up from alack of head-to-head competition and
horizontal concentration is consistent with, even a conservative estimate of, the pricing power
suggested by the market structural conditions (demand elasticity and market shares) implicit in
both the GAO and the FCC analyses.

2. Vertical Market Power

Vertical relationships are exploited by cable operators. GAO findsthat cable
operators are majority owners of one-fifth of the top 90 national networks. The GAO does not
find price discrimination but it does find discrimination in carriage. That is, cable operators do
not pay themselves more for their own shows, but they are much more likely to air them. The
effect isquite large. Cable operators are 64 percent more likely to carry the programming in
which they have amajority ownership stake. Cable operators who have a stake in programming
also carry fewer channels overall. Thisresult is consistent with prior academic studies "

A one-fifth share of the most popular programsis avery substantial stake in the
programming market and it blunts cable operators’ incentive to resist price increases. Cable
operators own minority stakesin other networks. With their market power at the point-of-sale,
cable operators know that they can pass costs through to consumers and they can assure that their
own programs are carried much more frequently than those of others, thereby gaining a
disproportionate share of the overall increase in programming costs.

While no cable operator had pricing power in the programming market until recently,
Comcast appears to have gained pricing power as alarge purchaser of programming. Having
achieved alarge enough market share, it now has monopsony power over sellers of
programming. Comcast is squeezing programmers to lower their fees at the sametimeit is
announcing price increases for basic and expanded basic. It is both reallocating rents from
programmers to itself ¥V and increasing the rents collected from consumers. "'

Rights of carriage matter a great deal in the cableindustry. The decision of Congress
to give broadcasters must carry/retransmission rights has enabled the broadcastersto gain a
significant advantage for their programming, in terms of carriage. Programs owned by
broadcasters are 41 percent more likely to be carried by cable operators. Clearly, independent
programmers are at a severe disadvantage, as has been demonstrated time and again. Although
the GAO report concludes that 38% of the cable networks are majority owned by non-cable, non-
broadcast firms, a much smaller percentage, |ess than 20 percent, do not have aleast some
minority ownership of broadcasters or cable operators.
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EXHIBIT 3:
Comparison of Empirical Estimates of Mark-Up
Using Alternative M easur es of Concentration and Dummy Variables

SOURCE CONCENTRATION MEASURES
Non-competitive Competitive
FCC (Eq=2.2) HHI = 6800 HHI = 3912 AL
45.1 17.8 -27.3
DIRECT
ESTIMATE
Head-To-Head - 91
Concentration -25.6
Total -34.1
GAO (Eq=1.54) HHI = 7312 HHI = 3418
47.4 22.2 -27.3
DIRECT
ESTIMATE
Head-To-Head -15.1
Concentration - 54t0-8.0
Total -20.5t023.5

Sources. Federal Communications Commission, Report on Cable Prices, April 4, 2002, Attachment D-1; U.S.
General Accounting Office, 1ssues Related to Competition and Subscriber Rates in the Cable Television Industry,
October 2003, Appendix 1V, Table 3. Viscusi, W. Kip, John M. Vernon and Joseph E. Harrington, Jr., Economics of
Regulation and Antitrust (Cambridge, MA: MIT Press, 2001), pp. 102-108, 147-149, 258-259. Lerner Index:

L= S(PyeMC) = HHI * 1 (NashEquilibrium)
P 10000  Eq4
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While discrimination in carriage has implications for the pricing issue that is the central
concern of this paper, it has much broader implications for public policy in the multichannel
video market. Public policy has expressed a concern about promoting independent production
and ensuring adiversity of content for decades. Two pending proceedings at the FCC directly
involve the question of how concentration of ownership and the exercise of market power in the
form of discriminatory access to distribution affect the content available to the public. Inthe
horizontal limits proceeding, the FCC is charged with setting alimit on the market reach of a
single cable operator." Similarly, in several of the media ownership proceedings the market
reach of broadcasters (and the availability of cable as a distribution technology) is a central
concern. The conclusion is overwhelmingly clear. Those who have Congressionally mandated
rights of carriage are able to have their shows aired, those who do not have almost no chance of
success.

C. H &+ SPEED | NTERNET

Although high-speed Internet raises many important issues, from the point of view of
video services pricing, it plays two important roles.

First, it iscited by the industry and analyses as one of the causes for the increase in cable
prices. Since the plant upgrade supports other streams of revenue, the GAO cautions, “[f]irst,
depreciation expenses (and therefore infrastructure investment) represent ajoint (or common)
expense for both video-based and Internet-based services. Because these expenses are associated
with more than one service, it is unclear how much of this cost should be attributed to video-
based services. Second, cable operators are enjoying increased revenues from these non-video
sources.” ™" The same s true for operating expenses. A large part of the increased expenseis
associated with the selling and servicing of advanced video, Internet and tel ephone service that
“have been spread across the entire revenue base —i.e. they are reflected in the prices paid by
basic cable subscribers.” ™

Looking at a short period, 1999 to 2002, the GAO finds that revenues from Internet
services aone are already almost equal to the increased depreciation expense of the cable plant
upgrade. The GAO estimates that capital costs (depreciation expenses) have increased by $80
per subscriber, while Internet-only revenues increased by $74.

Second, cable operators have rapidly achieved positive cash flow from high-speed
Internet services because of weak competitive forces. Cable operators are aggressively bundling
high-speed Internet with video servicesto gain competitive leverage. Their market power over
high-speed Internet access gives them an important anticompetitive tool. Cable has foreclosed
competition for Internet access service over its platform.” Controlling the platform diminishes
the potential competition from video streaming over the Internet' and becomes a lever against
competition from other distribution technologies. Cable has an 83 percent market share of the
residential advanced high-speed Internet market. Moreover, cable provides overwhelmingly
(87 percent) advanced service, while DSL is overwhelmingly (67 percent) not advanced.

Discrimination was even more brutal in the Internet space as cable operators applied their

business model to high-speed Internet access. Only a consent decree forced Time Warner to
allow modest access, and intense scrutiny forced AT& T to make some minor concessions, but
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therecent AOL/AT&T carriage agreement is thoroughly anticompetitive."" AOL has been
unable to actually execute any carriage agreements with cable companies.”” Cable operators do
not sell ISP services outside of their service territories where they have the leverage of their
market power over cable facilities.

With intramodal competition foreclosed, cable faces only weak intermodal competition.
Cable has scoffed at the modest discounting efforts of the telecommunications-based DSL
service providers." Infact, Comcast raised the price of stand-alone high-speed Internet on its
newly acquired AT& T systems. The reason cable can ignore intermodal competition issimple;
those discounted services are substantially more expensive on a megabit basis (see Exhibit 4).
The cable operators ignore DSL pricing moves and harp on speed superiority in their advertising.
Exhibit 4 aso showswhy dial up is not a substitute for high-speed access. It isfar more
expensive on amegabit basis. Moreover, dia-up lacks the other key feature of high-speed
service -- itis not always on. Thisdistinction led the Justice Department to declare early on that
high-speed Internet is a separate product from dial-up.""

Satellite lacks the ability to offer abundle of video and high-speed Internet to compete
effectively with cable. Cable recognizesthisand is aggressively bundling high-speed Internet
with basic cable service — offering a 25 percent discount on a bundle of basic cable and Internet
compared to stand alone Internet service,"""

Looking carefully at specific product and geographic markets reveals little competitive
overlap of different facilities (see Exhibit 5)." Intermodal competition isweak at best.
Technological differences give different facilities an edge in different customer and geographic
markets.* Cable dominates the advanced residential high-speed Internet market, with a 75
percent market share for residential market of speeds of greater than 200kbps in both
directions.™ DSL, as deployed, isill suited to multimedia video applications,™ but DSL
dominates the non-residential market with a 95 percent market share because businesses are
disinclined to use cable.”"  For the next generation telephone network technologies, “most
experts agree that the VDSL business case isn't for everyone and won't™" realize its full revenue
potential for decades.”™"

However, cable operators devote less than two percent of the capacity of their systemsto
cable modem service. They could easily expand that if they so desired. This givesthem an
immense advantage over telephone companies. "

D. CasH FLOW ANALYSI S

1. Al Revenues, Al Costs

To assess whether the rate increases of recent years have been abusive, | analyze cash
flow. | use 1995 as the base year, since the Telecommunications Act of 1996 was signed in early
February. For several reasons, it isimportant to capture this whole period. Industry analyses,
incl udirllg__that of the GAO, choose avery short time frame, 1999 to 2002, and miss critical
factors.”""
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EXHIBIT 4:
The Price of High-Speed Internet Service
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EXHIBIT 5:
Market Segmentation Of Services Between Technologies
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Source: Federal Communications Commission, In the Matter of Annual Assessment of the Status
of Competition in Markets for the Delivery of Video Programming, Fifth Annual Report,
December 23, 1998, Table B-7; Ninth Annual Report, December 2002, Table Appendix B.
High-Speed Services for Internet Access, December 2003, Table 1, 2 and 4; Local Telephone
Competition: Satus as of December 31, 2002, June 2003, Tables 1, 13; NCTA, Overview 2003:
Mid-Year, p. 1.

First, the upgrade of the cable plant began well before 1999, as did the post-1996 Act rate
increases. By 1999, the cable industry had already upgraded one-third of its plant. Ratesfor
basic + expanded service had already increased by 50 percent and net operating income
(operating revenue minus operating costs) had increased by over 25 percent. In fact, just one
year after the passage of the Telecommunications Act of 1996 the issue of cable rate increases
had already arisen. The FCC’s January 1997 cable price report noted that “the Cable CPI

16



increased at a 3.7% compound annual rate from January 1995 to December 1995, and at a 8.5%
compound annual rate for the eleven months from January 1996 to November 1996."™" The
song and dance about the causes of the increases had already begun, when the Commission
declared:

we note from anecdotal evidence reported in both the trade press and the general
news mediathat cable operators have attributed the recent increases in cable rates
to higher programming costs, system upgrades which provide additional channels,
and the pass through of the effects of general inflation on operators’ costs.™*

Second, the GAO report does not examine all of the revenues and costs consistently,
sinceit never factors in advertising revenue. It appears to underestimate an important source of
revenue, digital tier revenue, and an important cost stream, non-programming operating
expenses. The GAO did not break out the revenues from advanced video services that are al'so
made possible by the upgrade.

Third, the upgrade of the physical plant was largely (80 percent) complete by year-end
2002 and capital outlays dropped off dramatically in 2003.*% Since penetration of high speed
Internet isin its early stages, and advanced video services have not yet fully penetrated, cable
operators are set to reap huge profits as advanced digital video and Internet services penetrate the
market. In other words, capital costs are set to decline sharply, while revenues from the services
that are supported by those capital costs are increasing sharply.

For the eight-year period (1995-2003), there has been a $360 increase in revenues per
subscriber per year (see Exhibit 6).”* Revenues per subscriber per year have almost doubled,
while the number of subscribers has increased by 10 percent. There for total revenues in absolute
value have more than doubled. ™' The new services (advanced video and Internet and to a
much lesser extent cable telephony) have come to play alarge role in total revenue, projected to
make up about one-fifth of the total in 2003. Operating cash flow per subscriber (operating
revenues minus operating costs) increased by $140 from 1995 to 2003. Thisisan increase of 77
percent per subscriber and 90 percent in absolute terms. Thisis cash flow that is available for
capital service and excess profits.

2. Cash Flow for Traditional Video Services

The GAO cautions that it is difficult to apportion capital costs between the traditional video business and
the new lines of business. The same is true with operating expenses. An expert for Cox recognizes the problem, but
conveniently punts:
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EXHIBIT 6:
Increasing Revenues Per Subscriber
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In particular, it seems likely that arelatively large share of increased capital costs
and perhaps al so operating costs may have been incurred in order to permit firms
to offer more advanced products than expanded basic service, such as digital tiers
of service (including pay per view and video on demand), broadband internet
connections and telephony.

In my opinion, any attempt to alocate a portion of those cost increases to basic
analog service (in order to determineif prices for expanded basic service have
risen by more than would have been sufficient to cover all cost increases of
expanded basic service) would require along list of assumptions which would be
open to question and controversy.™

Considering a plausible scenario to assess the run-up in cash flow from traditional video
businesses shows why the cable industry chooses not to show how much the cost of basic and
expanded basic service have increased.”™"  Between 1995 and 1998, before advanced video and
Internet were being widely sold to the public, operating expenses increased by about 4.5 percent
per year.”™ Between 1998 and 2002, operating costs increased by over 14 percent per year,
more than three times the rate prior to the aggressive marketing of advanced and Internet
services. Thereis good reason to believe that the increase in operating expenses was not due to
traditional video services.

From 1995 to 1998, cable operators added 3.3 million basic subscribers, just about as
many as they added from 1998 to 2002.”' From 1995 to 1998, cable operators added 117 new
advertiser suplpor_ted cable networks, over 50 percent more such networks than they added from
1998 to 2002.”""" Thus a substantial expansion of subscribers and traditional video services
occurred with modest increases in operating costs.

There is no doubt that after 1998, operating costs to support advanced video and Internet
services increased sharply. One can argue that there was some increase in non-programming
operating costs attributable to basic and expanded basic, but little of the capacity added to cable
systems was devoted to that purpose. Full upgrades add the equivalent of 70 or more 6-
megahertz channels, only 10 of which have been dedicated to basic and expanded basic tiers of
service. A cautious approach shows the impact.

Exhibit 7 splits the cash flow into two streams. One stream is made up of traditional
video (basic+expanded+pay tierst+pay per view+equipment+shopping+local advertising). The
other stream is made up of advanced video and Internet. Operating cost increases have been
apportioned under the following two sets of assumptions. All of the pre-1999 operating cost
increases are attributed to traditional video. In one scenario, forty percent of the post-1999
operating cost increases is attributed to traditional video. Thisfigureis suggested by an anaysis
prepared for ESPN, which estimates that the increase in programming costs in 1999 to 2002 was
equal to 32 percent of the total increase in operating costs.”!" In the second scenario, the post-
1999 increase is assumed to be 4.5 percent (the pre-1999 rate) plus $1 additional each year for
2000-2003, which is the average annual increase in programming costs per subscriber in the
1999 to 2002 period. In both cases, the results are similar.
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EXHIBIT 7:

Cumulative Increasesin Cash Flow Per Subscriber
From Traditional and Advanced Cable Services
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Cash flow grew sharply from traditional video service through 2001 and then leveled out
at avery high level. Theleveling is dueto acombination of increasing programming costs and
continually mounting non-programming operating costs attributed to traditional video. Non-
programming operating expenses for traditional video are not likely to continue to rise at the
assumed rate, certainly not for traditional video services. Therefore, the increase in the cash flow
islikely to be permanent. Cash flow from traditional servicesincreased as a percentage of
revenue from those services. Cash flow from advanced video and Internet services was slightly
positive early. It became negative with the major roll out of Internet services, but became
sharply positive in 2003.

The market structure and financial analysisin this section present a strong case that the
conceptualization of the supply-side of the market in Exhibit 1 iscorrect. Thereisa continuing
exercise of market power over traditional video services. Both the absolute size and the rate of
profits on traditional video services appear to have increased over the period. In this sense, the
consumer complaint about rising cable ratesis fully justified.

II1. THE DEMAND-SIDE

If consumer surplusis also growing rapidly, however, then that might blunt the public
policy concern. NCTA seeks to demonstrate that there was a substantial increase in consumer
surplus by claiming that the real price of quality-adjusted service has declined. Thomas Hazlett
makes asimilar claim, based primarily on the growth of subscribers and channels. In this
section, | demonstrate that this basic claim isincorrect and the whole welfare improvement
argument overstated.

A.  ESTIMATION OF QUANTI TY ADJUSTED PRI CE CHANGES

The cable industry estimates involve a series of analytic errors of commission and
omission and the general claims of increases in consumer welfare have several fundamental
flaws. First, there isamisspecification of the units of analysis. Referring to Exhibit 1, the
guantity of cable consumed (measured on the X-axis) is counted by NCTA as the total number of
viewing hours. Since the X-axisisthe total amount of consumption, the amount paid (measured
on the Y -axis) should be the total amount paid for the products consumed. However, for the Y -
axisin their welfare calculation, NCTA uses the BLS consumer price index for services. NCTA
recognizes, however, that the BL Sindex has already been adjusted downward for increases
in the quantity of channels available and other factors. Therefore, the NCTA double counts
guantity changes. Inthe analysis below, | use the actual price paid for the total bundle of
programs.™*

Second, NCTA chooses to start its analysis elghteen months after the passage of the
Telecommunications Act of 1996, conveniently excluding eighteen months of the most rapid rate
increases in the history of theindustry. Third, there would aso appear to be a mismatch between
the estimate of increased viewing and the estimate of declining prices. Since viewi n%) numbers
are seasonal and January is roughly the mid-point of the season, | use January prices.”

The cable industry estimates that in the 1995/1996 season, the average cable household
watched 23.4 hours of advertiser supported cable networks per week (see Exhibit 8). | estimate
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Market Condition Viewing

1/1/96 Noncompetitive  23.4

1/2/03 Noncompetitive ~ 34.7
switching has
full value

1/1/96 Noncompetitive  23.4

1/1/03 Noncompetitive ~ 29.05
switching valued
Y at the margin

1/1/96 Noncompetitive  23.4

1/1/03 Noncompetitive  26.0
switching valued
Y, at the margin
BLSINCREASE (1/1/96 to 1/1/03)

Source: For hours of viewing, Cable TV Advertising, Weekly Viewing of Ad-Supported Cable per Cable
Household, and Source: NCTA, Steven S., Assessing Quality Adjusted Changesin the Real Price of Basic Cable

EXHIBIT 8:

Cost of Viewing, 1996 & 2003

Monthly Cost/
Hours

$22.60

41.60

$22.60

41.60

$22.60

41.60

Cost/
Cost

$.966

1.198

$.966

1.432

$.966

1.60

Viewing Viewing

Hour
Nominal Real

$.966

1.019

48.5

Hour

% Increasein
Viewing Cost
Nominal

} 48.2

} 1.66

Service, attached to Comments of the National Cable Telecommunications Association, in Federal Communications

Commission, In Re: The Annual Assessment of the Status of Competition in the Market for the Delivery of Video

Programming, MB Docket No. 03-172, September 11, 2003, p. 12. Cable prices for noncompetitive systems from
Federal Communications Commission, Report on Cable Prices, January 2, 1997, p. 12, May 7, 1999, p. 9; June 15,

2000, p. 9; Feb 14, 2001; 9; April 4, 2002, p. 8; July 8, 2003, p. 10; General Price increases from Bureau of Labor

Statistics, Consumer Price Index.
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that in January 1996, which coincidentally is the month before the 1996 Telecommunications
Act was signed, the average monthly bill was $22.60. The average cost per weekly viewing hour
to the consumer was $.966. The cable industry estimates that in the 2002/2003 season, the
average cable household watched 34.7 hours of advertiser supported cable networks per week. |
estimate the average price in January 2003 to be $41.60 per month. The average cost per weekly
viewing hour was $1.199. That isanominal increase of 24 percent. Inflation over the period
was 17.7 percent, so the real increase was 5.5 percent. Thisisavery different picture than the 15
percent decline that NCTA claims by double counting quality improvements.

B. BunDLING, THE DEMAND CURVE AND CONSUMER SURPLUS

These simple math problems are compounded by conceptual issues. Bundling isthe
central character in the current drama surrounding cable prices and this wreaks havoc with the
NCTA estimate of consumer welfare. The failure of cable operators to offer cable channels on
an unbundled basis makesiit difficult to divine the demand curve for individual channels.

NCTA mentions, in passing, that viewing is not evenly distributed, but that does not influence its
calculation. NCTA assumes (or at least usesin every example and hypothetical case) that
demand is linear and that elasticity does not change over time. Both of these assumptions are
dubious at best. Cox assumes demand is linear, equal and uncorrelated across individual
channels to work its example of consumer benefit from bundling.”*" This, too, is dubious, at
best.

At least Cox recognizes that there are conditions under which bundling resultsin
consumer harm. The conditions are:

related to afirm’s motivation to try to charge different consumers different prices
for the same product depending upon what they are willing to pay for it. The
essential ideaisthat when there is some negative correlation between individual
consumers' valuation of different products, that firm can sometimes charge higher
prices to everyone by bundling goods together.”

Although Cox notes that: “it is easy to create examples where bundling can make consumers
worse off but equally easy to create examples where bundling makes consumers better off,” it
ignores the problem.™* Bundling demands greater attention.

Comcast’ s approach provides a useful starting point. It presents cable bundling as a
greengrocer who sells tomatoes for $2 per pound, but who might also sl five pounds for $7.50.
The tomatoes are cheaper on a per unit basis in the bundle (a volume discount) although the total
bill isgreater. The fundamental problem isthat greengrocersinvariably give the consumer a
wide range of choices. The consumer can buy half a pound of tomatoes, or three pounds, or take
the five-pound discount, as his or her needs may dictate. Cable operators do not give consumers
that much choice.

In fact, cable operators give consumers almost no choice. Essentially cable consumers
have three choices — take nothing, take almost nothing (basic), or take amost everything
(expanded basic). If | really need two pounds of tomatoes for my spaghetti sauce, | have to take
all five pounds and most of the other fruits and vegetables, even though the rest of it is of little
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value to me™¥ My next door neighbor, who really needs two pounds of apples for her pie, is
forced to buy five pounds of apples and the tomatoes and al the other fruits and vegetables, too.
We both end up paying a higher price and, given the nature of the commodity, we cannot
recapture the surplus through trade. It is conceivable that we could split the cost, but then | have
to have my neighborsin my house all the time. If we buy one subscription and try to run awire
(or awireless network) between our houses, the cable operators have us arrested for stealing their
signal.

NCTA’swelfare analysis assumes a full hour of increased welfare when a consumer
shifts from watching a broadcast show to watching a cable show. That is, if a consumer watches
arerun of “Law and Order” on USA, instead of NBC, NCTA claims the full hour as an increase
in the consumer’ s welfare. There may be little welfare gain. If the consumer had shifted from
watching “West Wing” to watching “Law and Order,” one could argue that thereis awelfare
gain, but it is only the marginal difference between the two. Because the shows are all forced
into the bundle, we cannot tell what consumers would pay for them on a stand-alone basis.

If total hours of viewing had increased as much as cable viewing, the assumption that
every hour watched on cable represents a full hour of gained consumer welfare would be more
plausible, but that is not the case. Theincreasein total viewing is considerably less than the
increase in cable viewing. In contrast to the 5.7 percent per year increase claimed by cable
operators for viewing of advertiser supported cable networks, the FCC cites estimates of less
than a 1.5 percent per year increase in viewing over asimilar period,” while others show less
than a one percent per year increase. A well respected industry source that estimates both total
TV viewing hours and basic/expanded cable network viewing hours puts the total increase at 25
percent of the cable switching increase.™ " Even if we assume that the entirety of increased TV
viewing occurred in cable households, we would still conclude that the net increase in viewing
was equal to slightly over one-third of the total increase in cable network viewing.

If we assume that the actual increase in consumer welfareis equal to half the total
increase in cable viewing (leaving some room for a marginal increase due to switching), the
quality-adjusted cost would be $1.432 (see Exhibit 8). The increase in the price over the 1996 —
2003 period would be 48 percent. Interestingly, the quantity and quality adjusted price as
reported by the BLS increased by 49 percent over thisperiod. If the increasein valuein viewing
were equal only to the increasein total viewing (i.e. valued % at the margin), the effective price
increase would be 66 percent over this period, amost fifty percent higher.

The case against the BLS price index is not convincing. In fact, the BLS may be over-
adjusting for quantity and quality because many channels are forced into the bundle that few
people are watching. The top 10 cable programs account for 50 percent of all viewing that is
significant enough to be registered by Nielsen. The top 20 shows account for 75 percent of all
such viewing. The GAO reports that the typical household watches only 17 channels. People
are being forced to buy alot of shows they don’t watch to get the ones they want. Although the
bottom 30 shows that register on the Nielsen scale pass an average of just under 70 million
homes, only about a quarter of a million households watch them during any given day. For
every one household watching, approximately 250 who are forced to pay for it in the bundle are
not. For the bottom two shows, the ratio is 1 to 800. Over 250 additional cable networks do not
capture enough viewers to even register on the Nielsen scale, V!
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A recent study by Deutsche Bank of the Cox — ESPN controversy reinforcesthe
conclusion that bundling leads NCTA to overestimate the welfare gains (see Exhibit 9).*
ESPN is one of the most popular and the most expensive cable networks, yet seventy-eight
percent of respondents said that they would not pay $2 per month for it if they were given the
choice. Cox confirms this estimate, noting that less than a quarter of its subscribers are “avid
sports fans.”

Thereis good reason to believe that the elasticity of demand for ESPN aloneisalot
higher than for the bundle and that the bundling of sports programming into the most popular
package is harming consumers. The three-quarters of cable viewers who say they would not pay
$2 dollars for ESPN, likely the three-quarters who are less than avid sports fans, are paying over
$1.5 billion for it in the bundle (at Cox’s cost).*® Exhibit 9 shows the wealth transfers and
efficiency losses associated with ESPN. For every one dollar of consumer surplus, thereis at
least one dollar of wealth transfer. This does not include the wealth transfers associated with the
overpricing of ESPN to those who would take it, which may equal another quarter of the
consumer surplus. The deadweight efficiency losses are an additional cost associated with this
anti-consumer bundling.

| V. LONG TERM TRENDS
A. PRrRICE

NCTA'’ s hours of viewing approach to consumer welfare analysis vastly overstates the
gain in welfare and the BLS number of channels approach may well be overstating the quality
adjustment. Given thisconclusion, it isinstructive to note the long-term trends of cable pricing.
| have pointed out that the FCC was already being challenged to explain dramatic rate increases
in the January 1997 report on cable pricing. In that report, the Commission reproduced a graph it
had used to show that rate regulation in the 1993-1995 period had shielded consumers from price
increases (see Exhibit 10). Thetrend line and the price line, extended through September 2003,
show that the Commission had squeezed out a small part of the excess profits during the short
period of rate regulation, but the 1996 Act launched the industry on atrajectory that not only
recaptured what had been lost during the short period of partial regulation, but has gone beyond
what it had been extracting in the past. This reaffirms the depiction in Exhibit 1.
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EXHIBIT 9:

Wealth Transfer and Consumer Surplus For ESPN

Source: Deutsche Bank, Walt Disney Company, October 27, 2003, p. 16.
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EXHIBIT 10:
Long Term Price Trends

350

300 72

250

200

150

100

50

0 T T T T T T T T T T T T T T T T T T I
O 0 A DD O DO O RO DNSALD
Nl I SR M N C L M i e M M N e S M N LR
SEESEES ST M R S NS T VS S S
—e—BLS CABLE —=—BLS ALL

—— DEREGULATED TREND == COMPETITIVE, UNCONCENTRATED

Source: Bureau of Labor Statistics, CPl. Deregulated trend is alinear projections of January 1983- April 1993,
Competitive, unconcentrated from Exhibit 15.




B. QUANTITY

The aggressive bundling of cable programming, across video tiers and now between
video and non-video services, complicates the consumer welfare analysis enormously. The
claim that regulation hurt consumersis simply wrong. The number of subscribers has grown
virtually every year since the inception of the industry (see Exhibit 11).

A modé that uses the long-term trend in income growth and price changes to predict
cable subscribers explains 96 percent of the variance in cable growth. It suggests that cable
subscription performed somewhat better than expected in the early-mid 1990, when rates were
regulated momentarily, but somewhat worse than expected since rates were fully deregulated.
Adding in competitive satellite (i.e. the number of satellite subscribers who live in areas where
cableis available)* fillsthe gap somewhat, but at the end of the period, there are fewer
households subscribing than projected. Thisisthe deadweight inefficiency we would expect to
see as aresult of the aggressive price increases and bundling of recent years. It is exactly the
opposite of what the cable industry experts claim.

V. CoNcLUSI ON

The basic comparison that consumer advocates have made to reflect the pain inflicted by
cable operators — that cable prices have been rising at almost three times the rate of inflation —is
asolid and proper way to state the problem. The complaint that prices are rising too fast isvalid
— reflected in the increasing cash flow thrown off from traditional video services. Thereisno
doubt that consumers are being harmed by alack of effective competition for cable. That cable
operators have ridden the wave of rising incomes and changing technol ogies does not
demonstrate the positive quality of their pricing/bundling strategy. The claim that deregulation
helps consumers because consumer welfare has increased begs the question of whether abuse of
consumers has increased even more rapidly.

The possibility of anti-consumer bundling has long been recognized in the economics
literature. The data suggests that cable operators have pushed prices into the range where there
is price resistance (i.e., the more elastic portion of the demand curve). That does not mean the
abuse has stopped, it simply meansit may not grow as quickly as in the past, but cable operators
are aggressively finding ways to keep their producer surplus growing, like rebundling (retiering)
programming to drive penetration of digital tiers.*®' The recognition of the possibility of
anticompetitive bundling in adynamic or strategic sense is more recent, but no less important,
especially as cable market power is“swung” into the high-speed Internet.*"

Bundling is one of the strategies that monopolists use to extract consumer surplus and the
evidence is consistent with such an interpretation in this case. Public policy might attack
bundling, but policy that controlled the rents directly would be preferable. Of course, redl
competition would be better still, but after two decades of failure of competition to develop and
with the cable operators extending the anticompetitive, anti-consumer business model to the
Internet, the need for action is critical.
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EXHIBIT 11:
Income Growth asa Predictor of Cable Subscription
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Sources. Federal Communications Commission, In the Matter of Annual Assessment of the Satus of Competition in
Markets for the Delivery of Video Programming, Tenth Annual Report, January 5, 2004, Table 1; Ninth Annual
Report, December 2002, Table B-1; Sixth Annual Report, Table C-1; for 1995 through 2002; Paul Kagan
Associates, History of Cable TV Subscribers and Revenues, 1997, for pre-1995; Income isreal, per capita disposable
income from Economic Report of the President (February 2003), p. 313.
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APPPENDIX B

APPENDIX B: CONCENTRATION OF MARQUIS PROGRAMMING

NETWORK 1993 2000 OWNERSHIP
SUBSCRI- PRIME SUBSCRI- PRIME

BERS TIME BERS TIME

RANK RANK RANK RANK
ESPN 1 4 4 12 ABC/DISNEY
CNN 2 12 11 AOLTW
USA 3 1 5 2 LIBERTY
NICK 4 6 10 6 CBS/VIACOM
DISCOVERY 5 10 2 8 LIBERTY
TBS 6 2 1 5 AOLTW
TNT 7 3 3 3 AOLTW
CSPAN 8 12 CABLE CONSORTIUM
MTV 9 13 15 14 CBS/VIACOM
LIFETIME 10 7 9 1 ABC/DISNEY
TNN 11 11 13 10 CBS/VIACOM
FAMILY 12 8 6 FOX/ABC/DISNEY
A&E 13 9 7 7 ABC/DISNEY
WEATHER 14 13 LANDMARK
HEADLINE NEWS 15 17 17 AOLTW
CNBC 16 18 NBC
VH-1 17 20 CBS/VIACOM
QvC 18 16 COMCAST
AMC 19 19 CABLEVISION
BET 20 14 19 CBS/VIACOM
WGN 21 9 TRIBUNE
CARTOON 5 4 AOLTW
SCI-FI 1 5 16 LIBERTY
TLC 14 13 LIBERTY
HISTORY 11 ABC/DISNEY
FX 15 FOX

Sources. FCC, In the Matter of the Satus of Competition in the Market for the Delivery of Video Programming,
First and Eighth Reports.
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