
price paid on the survival of the proqram service, or on the

quality of proqr...ing, since the license fee it pays will

generally be too small to have a substantial effect on the program

service.

Taking the contract with a single s~l MBO in isolation, the

proqram service is better off selling rather than not selling so

long as the revenue received covers the incremental cost of

supplying this s..ll MBO. However, if many small MSOs could force

the proqram service to accept less than the average cost of

supplying them, the supply of programming could be restricted.

We do not claim that this in fact will be a problem for

proqram service. dealing with smaller MSOs; the proqram service

will have ways of buttressing its bargaining position. 22 The

argument does show, however, that bargaining power by a large MSO,

even if not offset by the bargainill9 power of popular program

services, is not likely to restrict the amount of proqramaing

supplied. Large MBO. will be constrained in their bargaining, in

a way many small MSO. would not, by the knOWledge on the part of

both MSO and proqram service that the total costs of the program

service must be covered, and that this transaction will have an

important effect on whether they are covered. 23 In short, any

22Por exuaple, reputation effects may increa•• the mini.WI
acceptable payment to which the program service can commit.

23In addition, as pointed out above, being able to deal with
larger MSOs aay reduce the transaction costs. of arranging the
buying commit.ents that program .ervices may require in order to
begin new servic•• and to make substantial quality improvements in
existing services.
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bargaining power by MSOs is unlikely to M iapede •.• the flow of video

programming from the video proqra..er to the consumer. M24

D. Conclusion

By way of a almaary, we conclude that .becaus. cable systems do

not compete directly with one another, it is highly unlikely that

the aggregation of subscribers served by co_only-owned syst_

will result in anticoapetitive harJI to either subscribers or

advertisers. This kind of aggregation may increase the bargaining

power of an MBO in its dealings with program suppliers, but will

not affect the array of proqralll1llinq selected and distributed by the

cable operator and therefore will not distort the allocation of

resources in the production of program services. Because of the

absence of consumer harm from MBO qrowth, we would urge the

co.-ission to adopt a very liberal limit on MSO size. To avoid

discouraginq operators from increasinq penetration rates within

franchise areas, we would reco_end that the Commission express the

limit to MBO size in terms of homes passed.

III. Chaonel Occupancy Limitation.

This section addre••es economic issues rai.ed by the proposed

rules that would limit the number of channels on a cable system

that could be occupied by vertically integrated cable program

services. We begin by discussing the efficiencies that result from

vertical integration with special emphasis on those that are

24Section 613(f)(2) (A) of the Communications Act.
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present in the cable television industry. Next, we consider the

possibility that vertical integration aay be used to foreclose

rival proqram services. We conclude that there may be significant

barriers to pursuing a succe.sful foreclosure strateqy, and that

some characteristics of the cable industry may strenqthen that

conclusion. As a result, we reco_end that relatively high channel

occupancy limits be adopted and that those limits take into account

the fact that vertical integration in cable trequently involves

only partial ownership interests.

A. Vertical Integration and lconomic Efficiency

As we observed in our paper that was submitted in the

co_ission's "program access" proceeding, many of the contractual

practice. observed between cable MSOa and cable program services

promote economic efficiency.25 We ret.rred specitically in that

paPer to the pricing arrangements for the carriage of program

services, and the granting ot exclusivity to a video distributor in

a given geographic market. We d.monstrated that the provision of

volume discounts and the grant of exclusivity can provide

significant benefits to cable program services and, ultimately, to

viewers. Here we conclude that vertical integration between MSOs

and cable proqram services can lower costs, leading to reduced

prices and increa.ed .ervice quality to the viewing pUblic. By

contrast, limiting vertical integration can increase production

costs, leading to reduced quality, and even discouraging the

2SBesen, Brenner, and Woodbury, gp. cit.
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introduction of innovations such as digital compression by reducing

the returns to innovative activity.

As is well known from the economic literature on vertical

integration, ownership links between upstream and downstream firms

can lead to efficiencies that are so.etimes difficult, or costly,

to accomplish through contract•• 26 A familiar instance in which

such efficiencies arise occur. with respect to the avoidance of the

"double marginalization" associated with contractual linkages

between unintegrated firms. 27 Vertical integration permits the

upstream and downstream divisions of a firm to set the transfer

prices for transactions between themselves at marginal cost because

shareholders are concerned only with the total profit of the firm

and not with the notional profits of the separate divisions. 28

Because marginal cost represents the true cost to the firm,

efficient intra-firm behavior is encouraged. OUtside vendors will

be preferred only if their p[ice. are less than the marginal COlt

of the upstream division.

26Por an extensive analysis of the difference. between the.e
two ways of organizing economic activity see O.E. Williamson,
MArket. and Hierarchie.: Analy.is and Antitrust Implicationl, New
York: Free Pre.s, 1975.

271n di.cussinq this reason for vertical integration, we do
not mean to suqgest that other rea.on. do not exist, or that this
is necessarily the most important reason.

2&rhi. assuaes that there is a complete identity of ownership
between the divisions.
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In theory, a "two part tariff" for tranaactiona between non

integrated firm. can be a subatitute for vertical integration. 29

However, implementing such a contractual arrang..ent may be

difficult, largely because of the complications of reaching

agreement about the "first part" of the tariff. Firms often prefer

to vertically integrate becau.e intra-firm transactions are more

efficient than those through the market. 30

Similarly, although contractual arrang..ents between

independent entities can be used to effect cooperation in producing

outputs, such arrangements have limitations, in part because they

are difficult to structure in way. that make the interests of the

cooperating entities entirely congruent. This familiar "principal

agent" problem arises because frequently one of the entities i.

called upon to take actions in which it bears all, or most, of the

cost, but obtains only its agreed-upon share of the reSUlting

increase in revenues. In tho.e circumstances, the entity may be

unwilling to undertake actions that iricrease the revenues of the

venture by more than they increase the costs, because the

additional revenues it obtains are le.s than the additional costs

29The two part tariff would have the downstream firm pay an
unaffiliated upstre.. supplier a fixed amount that is independent
of the volume of tranaaction. between them and a per unit charge
equal to marginal cost.

30we not mean to suggest that vertical integration will always
be preferred. Indeect, the issue of the nature and significant of
the benefit. of vertical integration in coaparison to the benefits
of transactions through the aarket is a lively area of economic
research. Our point is only that vertical integration often
results in efficiency benefits that cannot be obtained through
arm's length transactions~

25



that a incur•• Similarly, one of the entiti•• may undertake

actions who.. costs exceed its total benefits if it can share the

costs with its partner.

For example, a cable operator expends resources to promote a

given proqram service. ·If, then, its subscribers place a high

value on having acce.s to the service, the operator may be forced

to pay a higher price for the service in sUbsequent contracts. The

fear that prices will rise in the future may· limit the willingness

of the oPerator to undertake the promotional effort.

As another example, a cable operator may be able to improve

the quality of an independent program service by participating in

proqram acquisition and development. Indeed, the reSUlting

benefits of such activities may well exceed the costs the operator

incurs. However, the operator may be unwilling to make such

efforts if it cannot charge·the costs of doing so to the prOCJram

service, because the proqram service, and perhaps other purChasers,

will also benefit.

It might be thoug'ht, in respon.e to the previous problem, that

the proqram service could simply agree to reiJDburse the cable

operator's costs. But this leads to the second problem described

above. Under a contract in which all its costs are reiJDbursed, the

operator will undertake activities to improve programming even if

the resulting' total benefits are J.JIu than its costs, if it

receives any benefits. 3l

31This ia apart from the probl_ that the operator might
attempt to reclaaaify so.e of its coats so that they are subject to
reiJDbursement by the pr09'ram service.
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When contractual or other market-mediated attempts at

incentive aliqnaent tall short ot the ideal, and when that tailure

is very costly, the entities may vertically integrate, or one may

acquire a partial ownership interest in the other. In the present

context, a cable oPerator that has an ownership interest in a

program service may benefit from engaging in development activities

through its ownership interest. The ownership interest, together

with contractual provisions for sharing costs and revenues, serves

to make the outcomes ot the operator and the program service more

congruent, so that each will undertake actions, and only those

actions, that benefit the overall enterprise.

If in these circumstances such ownership combinations are

prohibited, the burden for achieving congruence between the

interests of the operator and the program service increasingly

falls on the contractual provisions •.32 Because negotiating and

enforcing such provisions are difficult, efficiency is likely to

suffer.

We do not wish to exaggerate this point. The cable industry,

like other industries, employs a mix of vertical integration,

partial ownership interests, and contractual arrangements to etfect

transactions. It is impossible for a social planner, or perhaps

even the industry participants, to appreciate Why a particular

governance structure is chosen in any particular case. Given the

32The interests ot the parties are also aligned if they
anticipate a lOJ\9-tera relationship which each tears will be
disrupted it the other discovers it is serving its own interests at
the expense'ot its "partner."
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prevalence of vertical integration in our market economy, we would

argue only that there should be a presUJIlption that the arrangements

cho.en are efficient and that the evidentiary threshold for

rebutting that pre.uaption should be sUbstantial.

B. Vertical Integration and tba Difficulties of rorecloayre

The concern that vertical integration may lead to a reduction

of campetition and efficiency by restricting the supply of

programming apPear. to be rooted in a simple story of foreclosure,

that an NSO may be able disadvantage a proqram service that i. an

actual or potential rival of a proqram service with which the NSO

is affiliated. The most overt form of such behavior would be

refusal to carry the rival proqram service. In this story, because

it. rival is disadvantaged -- in the extr..e case because it cannot

stay in busine.. -- the proqram service affiliated with the MSO

becomes more profi table. The increased profits of the proqram

service provide the motivation for the foreclosure.

This section analyze. whether and when an MSO with an interest

in a proqram service is likely to have an incentive to follow such

a foreclosure strategy. We conclude that trying to foreclose a

rival proqram service will not be profitable in many circumstances.

An MSO that owns a proqraDl service will not always have the ability

to disadvantage rival proqram services. The MSO may be unable to

damage the rival because the NBO is too small, because the rival

service is profitable enough to withstand the loss of revenue, or

because the rival service can protect itself by lowering input
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payaents. Foreclosure, even if it could harm rival services, may

yield little or no payoff becau.e the affiliated program service

faces too many other sub.titutes for it to be able to increa.e

prices even if so.e rivals are disadvantaq.d. The costs incurred

to di.advantaq. rival .ervices may be great.r than the qains of the

affiliated program .ervice. Finally, rival proqram services may

have means of protectinq th....lv•• from harm -- what economists

call counter.trateqie. -- that prevent a foreclosure strategy from

succe.dinq.

This section analyzes each of th... issu.s in ord.r to

identify condition. that determine the likelihood that vertically

inteqrat.d MBOs would have an incentive to use a foreclosure

strateqy to disadvantaqe rival proqram services and restrict the

supply of video programminq. For simplicity, the discussion first

analyze. the ca.e in which a program ••rvic. is fully owned by a

sinqle MSO. In fact, there are relatively few cases in which the

vertical ownership pattern in cable television is this simple.

MBOs share ownership of so•• program services with interests that

do not own cable systems, and more than one MBO may have an

ownership share in a program service. Similarly, an .ntity· with an

ownership share in a program service may have a different share of

an affiliated MSO. The last part of this s.ction analyze. the

eff.cta of the•• co.plicationa on the incentive to foreclose rival

proqram services.

All of the analysis in this .ection is carried out under the

assumption that there is only one multichannel video distributor in
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each area, a cable system. Making this assumption rules out any

possibility that a vertically inteqrated MSO and program service

might use control over a liaited supply of program services to

disadvantage rival distributors. However, this assumption also

eliminates another constraint on the ability of an MSO to harm a

rival of a service it owned, since a rival distributor could carry

a rival service the MSO tried to foreclose.

1. Efficient "Foreclosure"

Foreclosure that could have anticompetitivl consequences aust

be distinguished from every-day decisions by an MSO not to carry a

program service that may harm that program service, but do not harm

the process of competition or efficiency. Like virtually all

firms, cable MSOs make decisions about what inputs they buy from

which suppliers. Such choicls usually are driven by nothing more

than the profit incentive to choose more efficient suppliers of

lower cost, higher quality inputs. 33 Less efficient suppliers are

harmed, but this is a desired consequence of competition among

suppliers, not an indication of reduced competition. 34

33We recognize that a cable system's choice of program
services -- and the wllfare generated by those choices -- is
influenced by the structure of the aarket in which it sells video
service. and the extent of coapetition it face. as a supplier of
such services. S.., for eXaJlPle, A.M. Spence and B.M. OWen,
"Television Proqr...ing, Monopolistic Competition, and Welfare,"
Quarterly JOurnal of Icgoqmics, 91, 1975. Departures from first
best optimality for these reasons, however, do not depend on, and
are distinct from, the issues of foreclosure discussed here.

34Another case in which a service is not carried but where the
objective is not to foreclose is where an MSO is unwilling to carry
a new service that competes with a service it owns unl.ss the new
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A choice by a cable MBO to carry a proqram service with which

it is affiliated in preference to unaffiliated services may be

bas.d on nothinq aore than the d.sire to have a more efficient

supplier. An apparent tendency of a downstream firm to "favor" its

upstream partner is an expected manifestation of such efficiencies.

To qive one ex_ple, we pointed out above how vertical

inteqration can improve efficiency by eliminating "double

marginalization". Vertical inteqration allows the downstream firm

to face a lower price for purchases from its upstream partner than

from an unrelated supplier. Here, the downstream firm will make

lIore purchases fro., and thus will appear to be "favoring," its

partner. It would be a mistake, however, to conclude that the firm

purchased from its partner because it was vertically inteqrated.

A correct interpretation is that the firm vertically inteqrated

because intra-fira transactions were more efficient than those

through the market. In these circumstances, placing limitations on

transactions between related firms has the socially undesirable

effect of raisinq prices to consumers.

Thus the choices by an MBO of what services to'carry need not

be "blind" to a services' affiliation with the MBO, even where the

objective is not to reduce competition for owned proqram services.

Attempting to prevent "favoritism" may reduce the efficiencies that

vertical inteqration makes possible.

service change. the proqra_inq it propose. to offer. Such a
behavior might reflect only jUdqaent. that the proposed service is
not worth carryinq, but that a rede.igned service would be
valuable.
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2. Can Rival Proqr.. Stryic•• be Pi.adVantaged?

In many ca••• , cable MSO. will be unable to disadvantage

rivals ot proqram services that they own. Refusinq to carry a

rival program service may not make it a less effective rival for a

variety of inter-related reasons: the s.rvice may be profitable

enough to be able to absorb the lo.s of revenue, it may be able to

adjust its costs, and, given these capabilities of the service, the

MSO may not be large enough to iapose sufficient harm.

The simplest possibility is that the rival program service may

be profitable enough to absorb the loss of revenue from foreclosure

and continue to supply other cable syste.s at the saae price.

Beinq denied sales to soae cable syst... probably has little effect

on the incremental cost of supplying other systems. So long as the

service can continue to earn revenues sufficient to cover its total

costs, it may continue to charge other systems the saae amounts as

before. That, however, would aean the vertically integrated

proqram service had gained no competitive advantage.

If the rival service must recover more revenue from other

cable systems to stay in business, it may be able· to do so with

nonuniform tariffs, rather than by charging a higher, uniform per

subscriber fee. If the rival service was not already capturing the

full value to cable systems of carrying it, the service might then

be able to earn enough additional revenue froa those systems that

continue to carry it for it to be able to cover its costs. The

disadvantaged rival would suffer reduced profits, but the

affiliated service would see little or no benetit.
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The ability of a rival service to absorb a los. of carriage

and revenue without failing, or becoming a less effective

competitor, is reinforced if the service can adjust its costs when

its revenues fall without any .ignificant decline in quality. The

more a service can adjust its cost., the less the risk of busine.s

failure that results from the loss of revenue from a foreclosing

MSO.

In fact, program services may be able to adjust their costs

when their revenues fall. Rights to programming account for a

substantial proportion of the total costs of many program services.

The amount of progra..ing a service needs generally will not vary

with the number of subscribers to the service, assWIling quality is

maintained, but the amount paid for rights to that programming may

vary. Much of What is paid for programming on cable networks

likely consists of rents, amounts in ~xcess of what would have to

be paid now and in the future to bid programming resources away

from their next most valuable use.

Program costs that reflect rents depend on the revenue the

program service earns, rather than determining the revenue that

must be earned to stay in business. If the service reaches fewer

subscribers and has lower revenues, that not only reduces the

amount it can pay for programming, it may reduce the amount it has

to pay.35

35we earlier noted that the additional resources expended when
an operator incr_s.s the nU1lber of it. syst_s carrying the
service are lik.ly to be minimal. However, this does not mean that
when the carriag. of such services increas.s, the total payaent
made to the service (or the associated inputs) does not increase as
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It may be objected that in practice a program service could

not adjust its costs in this way because contracts specify fixed

license fees or other payments. Contracts may, however, be

renegotiated. A seller of program rights receiving fees higher

than the next best offer has a .trong incentive to renegotiate

tho.e fe.s if the alternative i. that the program s.rvice buying

the rights go.s out of busin.... If the rival service threatened

with foreclo.ure i. a new entrant, license fee. can be negotiated

anticipating the effects of threatened foreclosure on the number of

subscribers and the revenue the .ervice can expect. Contracts can

also make payments partially contingent on the financial success of

the program .ervice, .ither explicitly or because both parties

expect ren.gotiation.

The ability of a program .ervice to absorb lo.t profits, or to

adjust costs, determines how large an MSO would have to be to

reduce the service's effectiveness as a competitor. Most services

face little threat from small MSOs. Denying a service the license

fees it would r.ceive from reaching a small number of subscribers

will neither pr.vent a service from being viable, nor have a

substantial effect on it. cost per subscriber -- even if it cannot

adjust total cost.. Services that are more profitable, or have a

greater ability to adjust cost, would remain effective competitors

even if denied carriage by much larger MSOs.

well, reflecting the relative quality and th.refore the bargaining
power of the inputs. To the extent that those additional paYilent.
are rents, they are not nece.sary to retain the service when the
operator increase. its carriage.
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Unfortunately, it i. difficult to infer from inforaation on

the nUJlbar of subecriber. reached by cable proqram service., or on

current revenue. and costs, how many subscribers program services

could lose without being competitively disadvantaged. The

difficulty is increa.ed because vulnerability to foreclosure will

vary with the service.

Many basic program services do reach 95 Percent or more of all

cable subscribers. Such high Penetrations, however, do not imply

the services would not be viable, or would have substantially

higher average costs,. at lower penetration. One would expect

attractive services to be carried on a high proportion of cable

systems unless there were cost disadvantages. High penetration is

evidence of the obvious -- absence of .cale diseconomies -- but not

evidence on the extent to which there would be cost disadvantages

to serving 5, 10, or 25 percent fewer subscribers.

The minimum nlDtber of subscribers necessary for a cable

service to be viable also cannot be determined from simple break

even calculations of the number of subscribers necessary to cover

current total costs at current revenues per SUbscriber. We would

expect successful program service. to find that the amount they pay

for program rights, or for some of the talent used to produce new

programming, would be bid up as the network prospered. That

phenoaenon certainly is observed in the production of broadcast

network progra_ing, Where success of a program typically is

followed by a bidding up, first, of the fees paid for rights,
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followed by a biddinq up of the aaount. paid to actors and other

talent. 36

3. The Affili.ted Proqry Mrvice Ifill Hot Alw.y. Mnefit

The ability of an MSO to disadvantaq. rival proqram services

is n.c••sary for the for.closur. .tr.teqy discu••ed here to

.ucceed, but it i. not .ufficient. Eliainatinq one or a few riv.l

proqram service. may h.ve little or no .ffect on the amount other

cable systems would be willinq to p.y the proqr.m service owned by

the foreclosinq MSO.

The proqram service owned by an MSO may be only one of many

proqr.. service. that are relativ.ly close, but not perfect

sub.titutes. The.e service. need not c.rry the same type of

proqra..inq, appeal to the sa.e audi.nc•• , or .ven charqe .imil.r

licen.e fee.. They are .till .ubstitutes to the c.ble sy.tem .0

lonq as carryinq any of them yi.lds about the s.me incremental net

revenue • In such c•••• , addinq anyone of these to a tier of

• ervic.s th.t contain. the affili.t.d service e.rns a c.ble sy.tem

approximately the .a...mall increment in net revenues. The most

a c.ble .ervice will pay one of the••••rvices is this increment.

Eliminatinq one or a few of these riv.l services would h.ve little

effect on the amount the cabl. s.rvice would pay for the service

owned by the other MSO; the remaininq substitutes still would

36See J .R. Woodbury, S.M. Basen, and G.M. Fournier, "The
Oeterainants of Network Televi.ion Proqraa Prices: Implicit
Contracts, Requlation and Barqaininq Power," Bell Journal of
Econoaics, 14, 1983.
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constrain the revenue of the MBO's service. Only by eliminating a

large number of these rival services could this strategy raiae the

profits of its program service, but this would alao increase the

coat of the strateqy, and reduces the likelihood that it will be

profitable to pursue.

4. The laoefit. of Por.c1onr' May Be Le•• t:hao t:he cost.

A cable MBO may have no inc.ntiv. to for.clos. a program

service that compete. with a service it owns, even when it has the

ability to disadvantage the rival s.rvice and increase the profits

of its own program service. Foreclosing the rival service also

impose. costs on the MBO. A foreclosure strateqy will be

profitable only if these costs are smaller than the benefits

realized by the affiliated prograa service.

A refusal to carry a rival service can be considered

anticompetitive foreclosure only if, but for the effects on its

owned program service, the MBO would have carried the rival

service. Otherwise refu.al to carry is simply a choice allong

alternative inputs. The cable syst_ would want to carry the rival

service, but for a foreclosure strateqy, only if doing' so was

expected to yield the MBO increased net revenue after taking into

account the effect of carriage on the net revenues earned by

carrying all other services, including its own service. Therefore,
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n2t carrying the rival .ervice i~e. costs on an MBO where its

own cable syst... provide service. 37

To deteraine if foreclosure of a rival service would be

profitable, a vertically integrated MSO and program service would

weigh its losses as a cable operator against any gains of its

affiliated program service in other markets. If the 108.e. exceed

the gains, the foreclosure strategy will be unprofitable.

It is difficult to state general conditions that identify all

circumstances in which foreclosure would not be profitable. The

magnitude of the costs and benefits of a foreclosure strategy

depend on too many unobservable variables, such as the value to

cable systems of carrying various services and on bargaining

dYnamics between cable systems and program services.

The analysis does, however, point out that a cable MSO may be

too large, as well as too small, for a strategy of disadvantaging

rival program services to be attractive. Increasing the share of

all subscribers served by the foreclosing MSO also increases the

losses it must bear.

Indeed, the better the license teras for Which-large MSOs are

able to bargain, the higher the costs to them of foreclosure.

Bargaining for better license teras would mean the large MSO would

keep a larger share of the amount by which the incremental net

37The rival service and the UO's own services must be at
least partial sub8titutes, so carrying one affects the revenue
generated by carryiftC) the other. The cable syst_, however, takes
this interdePendence into account in pricing and marketing the two
services, and in calCUlating whether carrying another service adds
to net revenue.
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revenues generated by the prograa service exceed the costs of

supplying that service. It is the aaounts retained by the cable

syste.s that are lost by foreclosure.

Increasing the proportion of subscribers served by the

integrated MSO also reduces the benefits realized through the

proqram service it owns. The program service earns increased

revenue because eli.ination of the rival allows it to capture more

of the revenues that cable systems earn by carrying it. But this

is a gain only when those cable systems are not owned by the same

MSO. 38 Increasing the number of subscribers served by the

integrated MSO may reduce the likelihood that the gains from

foreclosure will outweigh the costs.

5. Counter.trateqie. to Pravaot Foreclosure

As the preceding discussion .damonstrates, effecting a

profitable foreclosure strategy is by no means easy, but there is

an additional hurdle that must be surmounted. Cable systems that

would be disadvantaqed if a rival proqram service were foreclosed

have an incentive to attempt to keep the rival in business by

adoptinq counterstrateqies to the attempt to foreclose. 39 This

may make the foreclosure strategy unprofitable, so it may not be

pursued in the first place.

3&with elimination of the rival service, the license fees paid
by an MSO to a proqram service it owns might increase, but this is
no more than an intrafirm transfer that adds nothing to the
profitability of foreclosure.

398ee F.R. Easterbrook, "Predatory Strateqies and
Counterstrateqies, University of Chicago Law Review, 48, 1981.
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A foreclosure strategy that appears profitable rests on the

ability of the MSO to disadvantage a rival proqram service, perhaps

to the point that it goes out of business. If it goes out of

busin.ss, the profits earned by cable sy.t..s in other markets may

be reduced. 40 Thi. lo.s in profits, however, may be greater than

the additional amount n.ce.sary for the rival proqram service to

.tay in busin•••• In .uch ca.e., there is the potential for

payaents to be made from the disadvantaqed cable operators to the

disadvantaged proqra. service that prevent it from goinq out of

business. 41

We do not want to minimize the coordination problems of

effectinq this counter.trategy, althouqh we should point out that

a successful counterstrategy may not require the cooperation of all

disadvantaqed MSO.. Moreover, there may be instances in which aany

cable services realize that the success of the proqraa service

depends on each aakinq an appropriate contribution. still another

possibility is that a number of cable MSOs aay vertically integrate

with an otherwi.e disadvantaqed proqram service. Finally, it aay

be po••ible for the proqram service to solicit increased payments

fro. cable operators that are continqent on receiving ·similar

payments from other operators. 42

40A• noted in the previous .ection, this will depend on the
SUbstitutability among proqram services.

41Note that the necessary paYJIents may be smaller than the
loss in revenues experienced in the market of the vertically
integrated MSO.

42There would appear to be no leqal impediments to
solicitations of this fora.
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Faced with the likelihood of an effective counterstrategy, an

MSO aay decline to pursue the foreclosure strateqy • In these

instances, there are no benefits from pursuing the strateqy if

competition to supply cable systems is not reduced, and costs must

be incurred in the MSO's own markets when it does not carry the

rival program service. 43

A simplifying assumption in the previous analysis was that

there was an identity of ownership interests between the MSO and

its affiliated program service. Thus, either a single entity was

assumed to own both or, if there were partial ownership interests,

they were distributed in the same manner in the MSO and the program

service. Although such arrangements exist in the cable industry,

they appear to be relatively rare. Many program services have

multiple owners, including both MSOs and others that do not own

cable systems. 44 So.e MSOs have mUltiple owners, not all of which

own cable program services. The result is to add to the complexity

of pursuing a successfUl foreclosure strategy.

43The effect on comPetition will dePend on the form of the
additional payments that are made by cable oPerators to the rival
service. If the_ paYJl8nts affect only infra-marginal subscribers,
there is no effect.

44The ownership arrange..nts can involve proqram services that
are owned by aore than one MSO, but Where there are no other
owners, others in which there is an single MSO and other owners
with no cable syst.. interests, and still others that combine both
forms.
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Consider an MSO that has several owners, only so.e of which

have an ownership interest in a program service. Even assuming

that the previous difficulties in engaging in profitable

foreclosure could be surmounted, the strategy might still not be

pursued. This is because the non-intaqrated owners of cable

service must bear some of the costs in the markets served by the

MSO, but only their vertically integrated partners will obtain the

benefits.

Similarly, suppose that there is a single owner of an MSO,

which has a partial ownership interest in a cable program service.

Even assuming that foreclosure would increase the combined profits

of the MSO and the cable service, the owner of the MSO would bear

the entire costs of the strategy, but would obtain only a portion

of the benefits. 45

Shared ownership of a program service by more than one MSO

also creates probl..s when the ownership shares do not match their

subscribership shares. For example, assume that two MSOs each have

50 percent ownership shares in a service, but one MSO serves 8

million SUbscribers and the other only 1 million. -The larger MSO

will bear costs of foreclosure roughly eight times those- of the

smaller MSO, but its ownership share gives it a claim on only half

of any benetits enjoyed by the program service.

In summary, in an environment like the cable industry, in

which vertical integration is more complex than simply the co..on

45A fortiori, there would be no benefits from foreclosing a
rival to a program service that is vertically integrated with
another MSO~
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ownership of upstre.. and downstrea. firas, effecting a foreclosure

strategy faces coaplications in addition to those discussed above,

because the benefits and costs of .uch a strategy are not

distributed in the .... manner. As a r.sult, other things equal,

it is less likely that such a strategy. will be pur.ued. The

Commission should take this into account both in assessing the

likelihood that a foreclosure strategy could be successfully

pursu.d and in fashioning its chann.l occupancy limits. In

particular, the limits should allow for the possibility that the

distributions of ownership of an MSO and those program services in

which it has an ownership interest will be different, and the rules

should be structured accordingly.

c. Conc1u.ion; lorec1osure Vs. Ifficiency

There are a number of well-known efficiency benefits from

v.rtical integration, and many of thea exist in the cable

televi.ion industry. At the same ti.e, there is the theoretical

possibility that th.re may be risks that vertical integration will

be used as a device to foreclose rivals. However, the theory also

recognizes that foreclosure will not always be a profitable

strategy, because it may be difficult to foreclose rivalS, because

the gains from doing so may be limited, and because there may be

effective counterstrategies. Moreover, there are additional

factors that may make foreclosure even less likely in the cable

industry. Th.se include the ability of disadvantaged program

services to adjust costs in response to reduced revenues and the
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existence of Deny arranq..ents involvinq partial ownership

interests, where not all parties may benefit even if foreclosure

were profitable. Furthermore, there is no clear empirical evidence

that foreclosure has occurred, despite a few hiqhly-publicized

allegations. 46 Because the potential for a successful foreclosure

strategy appears quite remote, the Commission should not adopt

excessively strinqent channel occupancy limits because to do so

might sacrifice substantial efficiency benefits from vertical

integration.

Iy. Participation in PrOCU'g Produc1;ion

Section VII of the No1;ice asks whether a restriction should be

placed on the ability of multichannel video proqramaing

distributors to "enqaqe in the creation or production of video

proqramming."4' The Commission tentatively answers this question

in the negativ., concluding that "the objectives of such a

restriction may be fully addressed by the other provisions of

[various sections] of the 1992 Cable Act."48 We concur in this

conclusion.

46In one recent review of the res_rch on vertical foreclosure
in the cabl. industry, Saling.r noted that "the policy dil.... that
vertical integration in cable presents is that while it miqht be
desirable to li.it Soae vertical links, estabiishinq practical
policies to sever haraful vertical links while leavinq those that
are beneficial intact is quite difficult." M.A. Salinger, "Public
Policy toward Vertical Integration in CAble," paPer presented at
Policy ~pproach.. to the Deregulation of Network Industries, the
Aaerican Enterprise Institute (october 10-11, 1990), p.23.

4'No1;ice, para. 56.

4815L., para. 60.
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For reasons discussed above, the potential tor anticompetitive

behavior by a multichannel video programming distributor, either

through its ownership ot cable syst..s that serve a large number of

subscribers, or throuqh vertical inteqration with the proqram

service. it carri.s, is limited. As a re.ult, we have recollllended

that any limits on the number of subscribers that can be served by

an MBO, or on the proportion of a cable operator's capacity that

can be occupied by vertically integrated proqram services, should

be set quite hiqh. 49 Based on the analysis we present below, we

conclude that there. is no need to further re.trict the

participation by multichannel distributors in the production of

proqralllling. If anything, the ba.i. for such restrictions is even

le•• substantial than that for limiting cable system ownership, or

vertical inteqration between cable systeas and program service••

At the outset, it is unclear wpat anticompetitive problem

could be raised throuqh in-house produotion by a multi-channel

distributor that is distinct from the horizontal and vertical

ownership issue. already discussed. For example, it is unlikely

that a multichannel distributor will favor those independent

services for which it has produced proqralls. Our understanding is

that few of the non-news proqrams carried by the various cable

proqrallllinq services are produced by any unaffiliated multichannel

distributor; therefore, only a s..ll proportion of the revenues

generated by such proqralllling services will generally be

49Low limit. will prevent certain etficiencies from being
attained without providing co_nsurate protection against
anticompetitive behavior.
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