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I. INTRODUCTION AND OVERVIEW 

1. The Federal Communications Commission (Commission) has raised several possible 

theories to support a national cable ownership cap.1  We have been asked by counsel for 

Comcast Corporation to conduct an economic analysis of the underlying theory and evidence.  

Our central finding is that theory and evidence do not support imposition of a cap, and the 

Commission lacks a sound basis for setting a specific quantitative limit. 

2. In terms of the three analytical frameworks and four additional factors described in the 

Second FNPRM, our summary findings are: 

• The standard monopsony model does not provide a sound basis for analyzing the sale of 
video network carriage rights.  The standard monopsony model does not apply to 
situations in which a buyer engages in private negotiations with a given seller over price 
and quantity simultaneously and the seller’s marginal costs of supply are near zero once 
first-copy costs have been incurred.  Thus, concern regarding the inefficiencies that arise 
in the standard monopsony model is misplaced and does not justify a horizontal 
ownership cap. 

• The theory of bargaining and available evidence do not provide grounds for setting a 
national ownership cap.   The Second FNPRM expresses the concern that bargaining 
between video programming networks and cable operators will lead the networks to 
under-invest in programming because of the low prices they will receive.  However, the 
most directly relevant analyses in the published academic literature indicate that, if there 
is any effect of national cable operator concentration, it is that greater concentration 
makes it more likely that programmer costs will be covered.  In other words, these studies 
support eliminating the horizontal ownership cap entirely. 

• The Commission’s open field approach is fundamentally flawed and does not provide a 
sound basis for setting a national horizontal ownership limit.  The open field approach 
suffers from both conceptual problems and a lack of evidence.  The Commission has not 
meaningfully defined what it means for a level of cable carriage to be essential to a video 
programming network’s survival, and the Commission’s empirical study of network 
survival would be incapable of providing the information needed to empirically estimate 
a threshold carriage level even if the Commission had appropriately defined the concept. 
                                                 

1  The theory and evidence were most recently summarized in Federal Communications Commission, Second 
Further Notice of Proposed Rulemaking, In the Matter of The Commission’s Cable Horizontal and Vertical 
Ownership Limits, FCC 05-96, MM Docket No. 92-264, adopted May 13, 2005, rel. May 17, 2005 
(hereafter, Second FNPRM). 
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• A national ownership cap cannot be soundly supported based on existing studies of 
carriage decisions by vertically integrated cable operators.  The studies suffer from a 
number of econometric problems, and much of the discussion fails to distinguish between 
anticompetitive foreclosure and efficiency-enhancing carriage decisions that appear to 
favor affiliated programming. 

• Competition from direct broadcast satellite service providers and other video 
distributors weakens the bargaining position of cable operators relative to programmers 
and also reduces any economic incentives for cable operators to engage in vertical 
foreclosure.  The growing presence of non-cable distributors means that video 
programmers and network owners have alternative means of reaching consumers in a 
given geographic market.  A cable operator that distorts its programming choices will 
suffer adverse economic consequences as programmers and consumers utilize DBS and 
other competing video distributors. 

3. The remainder of this white paper explains these findings in greater depth and provides 

details of the facts and analysis that led us to reach them.  Section II provides a brief discussion 

of the importance of the distinction between “video programming” and “video programming 

networks,” which is central to an informed analysis of the consumer welfare and efficiency 

effects of national cable horizontal ownership rules.  Sections III through V address the three 

analytical frameworks outlined in the Second FNPRM.  Section V, which assesses the 

Commission’s open field approach, also discusses the two additional factors most closely related 

to that approach.  Section VI discusses the remaining two additional factors.   Section VII 

discusses the public-interest costs of a national ownership cap.  A very brief conclusion 

summarizes the finding that the record does not support imposition of a national horizontal cable 

ownership cap and that an artificial restraint on the size of cable operators will very likely 

impose public-interest costs. 

II.   “VIDEO PROGRAMMING” AND “VIDEO PROGRAMMING NETWORKS” 

4. It is useful to observe at the outset that, from the perspective of consumer welfare, there 

is an important distinction between video programming and video networks.  For example, a 
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video programmer has a wide range of options for reaching consumers.  One option is to sell its 

programming to a broadcast network that is distributed by local broadcast stations and is eligible 

for mandatory carriage under the must-carry rules.  Even if all of the cable systems were under 

the control of a single operator, that operator would not have the ability to block the flow of this 

programming to consumers. 

5. To date, the Commission has focused on the economic welfare of video programming 

networks rather than on whether a cable operator or group of cable operators could unfairly 

impede the flow of video programming from the video programmer to the consumer.  As video 

distribution continues to evolve, it makes increasingly little sense from the perspective of 

promoting consumer welfare and economic efficiency to equate video programming with 

traditional networks.  Today, consumers can and do receive video programming via the Internet, 

mobile phones, and handheld devices such as iPods.  Video distribution through these alternative 

outlets is expected to grow dramatically. 

6. Even if the Commission continues to focus on the economic welfare of programming 

networks, it is important to recognize that network owners have access to an increasing range of 

distribution platforms.  In some cases, a video programming network using these platforms will 

not distribute its content in the linear fashion of traditional cable networks.  These platforms 

nonetheless provide alternative outlets that can serve as either substitutes or complements for 

cable carriage.  Where they serve as substitutes, these outlets provide programming networks 

with greater leverage when bargaining with cable operators and reduce or eliminate cable 
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operators’ ability to impede the flow of video programming networks’ content to consumers.2  

Where they serve as complements, these alternative distribution channels help programming 

networks cover their fixed costs and, thus, reduce the need to obtain a large number of cable 

subscribers to be economically viable. 

III.   THE STANDARD MONOPSONY MODEL DOES NOT FIT A CABLE 
COMPANY’S PURCHASING OF PROGRAMMING 

7. The standard monopsony model relies on two critical assumptions.  First, the buyer pays 

the same price for all units of the input that it purchases.  Second, that this common price rises 

with the number of units purchased.  These two features are crucial in that they give rise to the 

central force by which the buyer’s exercise of market power creates inefficiency.  Specifically, a 

monopsonist purchases inefficiently little because, when it considers whether to buy one more 

unit of a good, the monopsonist recognizes that doing so will raise the price of all the other units 

it already had planned to buy.   Thus, the cost of an additional unit has two components: (1) the 

price of the unit itself, and (2) the increase in the price of all the earlier units.  A buyer with no 

monopsony power would not face component (2) and would purchase an efficient amount of the 

input.3  A buyer with monopsony power, however, acts as if it faces a higher price for the input 

and therefore buys less than the efficient quantity.  One way to see the importance of component 

(2) is to recognize that a perfectly discriminating monopsonist would purchase the efficient 

                                                 

2  Observe that the alternative platforms serve as substitute distribution channels for reaching potential 
consumers in a given local geographic area.  It is important to distinguish between concentration in a local 
programming distribution market and concentration in the national programming market that the Second 
FNPRM defines (Section II.C.1). 

3  This welfare analysis assumes that the input is competitively supplied and the supply curve represents the 
marginal social cost of the input. 
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quantity because it would purchase each unit of the input at a different price and, thus, the cost of 

one more unit would simply be the price of that unit.4 

8. Although the Commission does not address this point, there appear to be two different 

notions of quantity that could be relevant to the policy issues at hand.  One is the number of 

different programming networks from which a cable operator purchases carriage rights.  The 

other is the number of subscribers for which a cable operator purchases carriage rights for a 

given cable network.  The standard monopsony model does not capture what goes on with 

respect to either notion of quantity with respect to the sale of carriage rights to cable operators 

and other multichannel video programming distributors (MVPDs). 

9. Cable companies bargain separately with different program suppliers, so the standard 

upward sloping supply curve and marginal factor cost curve do not apply.  Moreover, a simple 

correlation reveals that larger multiple system operators (MSOs) have greater capacity than 

smaller cable system operators.5  Because they have more capacity, larger MSO can be expected 

to carry more video programming networks than do smaller MSOs.  Under the assumption that 

                                                 

4  This result is the analog of the well-known result that a perfectly discriminating monopolist will sell the 
efficient quantity.  See, for example, Michael L. Katz and Harvey S. Rosen, Microeconomics, Third 
Edition, Boston, MA: Irwin McGraw-Hill, 1998, at 439-441.  This theoretical finding abstracts from 
dynamic considerations, which are discussed below. 

5  In a survey of cable system operators, the American Cable Association, which is a trade association 
representing small cable system operators, found that 81 percent of subscribers of major MSOs were on 
systems of 750 MHz or greater, while only 26 percent of subscribers of small cable system operators were 
on systems of comparable size.  (Reply Comments of the American Cable Association, In the Matter of 
Carriage of Digital Television Broadcast Signals, CS Docket 98-120, August 16, 2001, at 4.)  The survey 
findings regarding large MSOs were confirmed by submissions of the top five MSOs to the Commission.  
(Responses of TWC (June 19, 2001), Charter Communications (June 1, 2001), Cox Communications (May 
30, 2001), Comcast Corporation (May 29, 2001), and AT&T (May 31, 2002), all filed with the 
Commission In the Matter of Carriage of Digital Television Broadcast Signals, CS Docket 98-120.)    
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larger MSOs have more monopsony power, this is the opposite of the prediction of the 

monopsony model.6 

10. The nature of bargaining over “quantity” with a given programmer is very different than 

the standard model because the marginal cost is zero.  Again, the upward sloping supply curve, 

which is crucial for the buyer to exercise market power, simply does not apply.  The model also 

does not apply because buyers and sellers engage in bilateral bargaining over both price and 

quantity rather than having the buyer choose a point on the seller’s supply curve.  It is ironic that 

the Second FNPRM would raise monopsony concerns, which are based on an upward sloping 

supply curve, given that, if anything, the Commission has been arguing that larger purchases 

lead to lower prices per subscriber (i.e., that there is the equivalent of a downward-sloping 

supply curve).7  Given this relationship, if the logic of the monopsony model were correct, it 

would imply that, all else equal, larger MSOs would tend to purchase more programming per 

subscriber than would smaller MSOs.  

                                                 

6  Of course, this finding is only suggestive; a full analysis must take into account a variety of other factors.  
This finding does, however, indicate that a presumption that the monopsony model explains the data is 
unwarranted. 

7  For example, the Commission stated: 

On the other hand, at much higher levels of concentration, if a cable operator had 
significant bargaining power, it might use that power to pay a lower price for 
programming than competing buyers pay, and may perceive a reduced need to secure 
innovative, high quality programming. 

 FNPRM, ¶43.   And the Second FNPRM (¶ 124) cites an earlier comment as showing that carriage 
agreements have “the tendency to specify lower per-subscriber prices for larger purchases of programming 
in these agreements…”   
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11. Observing that the market for programming appears to be characterized by private 

bilateral negotiations that yield nonpublic and complex prices, the Commission posed the 

following question:8  

If the existence of private negotiations with nonpublic terms of agreement implies 
that there is no market price, then we ask whether a bilateral bargaining model 
would be more useful for analyzing the programming market than the monopsony 
model. 

The answer is that the existence of private negotiations with nonpublic terms of agreement does 

imply that there is no market price of the sort critical to the standard monopsony model and that 

a bilateral (or multi-lateral) bargaining model would be more useful than the monopsony model 

for analyzing the programming market.   

12. The difference between the economic analysis of monopsony and bargaining is that the 

assumption of a single, uniform price of the good or service being sold is absent in the 

bargaining analysis.  Instead, buyers and sellers negotiate on both price and quantity. The 

difference in the scope of negotiations is central to the conclusions of the theoretical models on 

the implications for inefficiency.  Specifically, in the model of Chipty and Snyder (1999), which 

studies negotiations between a single buyer and a number of sellers, the bilateral bargaining 

framework predicts the absence of any inefficiency in the quantity provided by the sellers.9  

13. The key reason for the difference in the predicted efficiency of the two frameworks stems 

from the incentives of the buyers. When the parties are engaged in bilateral (or multilateral) 

negotiations, buyers and sellers have incentives to maximize the size of the available surplus and 

                                                 

8  Second FNPRM, ¶ 89. 
9  Tasneem Chipty and Christopher M. Snyder (1999), “The Role of Firm Size in Bilateral Bargaining: A 

Study of the Cable Television Industry,” Review of Economics and Statistics, 81(2):326-340 (hereafter, 
Chipty and Snyder (1999)). 
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then divide it between themselves.  In contrast, in the monopsony framework, the buyer is able to 

exercise market power only by reducing the quantity purchased below the efficient level, which 

leads to more favorable pricing on the inframarginal units. 

14. As the next section of this white paper discusses, bargaining theory and the available 

empirical evidence do not support the Commission’s setting a national ownership cap. 

IV.   THE THEORY OF BARGAINING DOES NOT PROVIDE A BASIS FOR 
SETTING A HORIZONTAL OWNERSHIP LIMIT 

15. Bargaining theory offers a better model of the private negotiations and agreements that 

characterize the purchase of video network carriage rights by cable operators than does the 

standard theory of monopsony.  This fact appears to be well-recognized in the relevant 

economics literature, which models the interaction of buyers and sellers almost exclusively 

under a bilateral bargaining framework rather than as an instance of monopsony.10  Furthermore, 

this literature stresses that common intuitions about the relationship between market structure 

and bargaining power can be misleading and that such intuitions do not provide a sound basis for 

policy making. 

A. Bargaining Theory 

16. We begin by reviewing relevant economic theories of bargaining. 

1. The Effects of Increased Size on Bargaining Power are Theoretically 
Ambiguous 

17. Intuition suggests that large buyers are somehow able to command discounts through 

bargaining power.  Chipty and Snyder (1999) show that this intuition is incomplete and 

                                                 

10  See, e.g., Nodir Adilov and Peter J. Alexander (2002), “Asymmetric Bargaining Power and Pivotal 
Buyers,” FCC Media Bureau Staff Research Paper 2002-13 (hereafter, Adilov and Alexander (2002)). 
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potentially misleading.11  The central idea of Chipty and Snyder’s analysis may be seen in the 

following simple example.  Suppose that there is one seller and two buyers.  Each buyer values 

the seller’s network at 1.  The seller obtains surplus of ½ if it is carried by only one buyer, and 

earns incremental surplus x if it is carried by two buyers (for seller surplus of ½ + x). 

18. In standard economic models, bargaining takes place over the incremental surplus 

created by the transaction, which amounts to the value to the buyer as well as the incremental 

value of the second carriage deal to the seller.  Suppose that bargaining leads to a 50-50 split of 

the surplus.12  In the negotiation, each buyer considers itself to be the “second” distributor and, 

hence, the surplus to be split in the negotiation is 1 + x.  The buyer gives 50 percent of its surplus 

to the seller (i.e., ½ of 1), while the seller gives 50 percent of its surplus to the buyer (i.e., ½ of 

x).  Hence, the seller receives a payment of ½ − x/2 (i.e., ½ of 1 minus ½ of x).  Because the 

negotiation with the other buyer is identical, the total payments received by the seller is 1 – x. 

19. In contrast, if the two buyers merge, then the incremental surplus includes the value to 

the (merged) buyers as well as the surplus to the seller of being carried over the merged network.  

Under a 50-50 split, the merged buyers give 50 percent of their surplus to the seller (i.e., ½ of 2), 

and the seller gives 50 percent of its surplus to the buyer (i.e., ½ of 1 + x).  Hence, the seller 

receives a payment of  ¾ − ½ x (i.e., ½ of 2 minus ½  of 1 + x).  Notice that the merged buyers 

end up obtaining a better deal when x < ½ and a worse deal when x > ½.   

20. The economics underlying the example show that, when the surplus to the seller is higher 

for the second “unit” rather than the first, a merged buyer is forced to compensate the seller for 

                                                 

11  Chipty and Snyder (1999). 
12  This is the split that arises under Nash bargaining, for example.  See John Nash (1950), "The Bargaining 

Problem," Econometrica, 18:155-162. 
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the lower surplus from the first unit.  In contrast, when negotiating separately, each of the buyers 

negotiates based on the surplus associated with the second unit and, hence, the seller requires a 

lower price in order to be induced to reach an agreement.  For the reverse case, where the surplus 

to the seller is lower on the second unit, exactly the opposite result obtains. The merged buyer 

enjoys a bargaining advantage relative to unmerged buyers. 

21. Thus, the question as to whether the merger promotes bargaining power in Chipty and 

Snyder’s model comes down to whether the incremental value from additional units is increasing 

or decreasing.  As discussed below, Chipty and Snyder show empirically that it is increasing and, 

thus, merged buyers pay higher prices than unmerged firms all else equal.  

2. Being a Pivotal Buyer May Reduce Bargaining Power 

22. Another common intuition suggests that a pivotal buyer (a buyer who is essential to the 

seller’s go/no-go decision) should have more bargaining power.  Raskovich (2003) shows that 

this intuition is incorrect.13  The central idea of Raskovich’s analysis can be understood in the 

following simple example.  Suppose that there are two buyers and one seller.  Each buyer values 

the seller’s service at 2 while the seller derives no direct value from the programming.  The seller 

must incur a cost of 1 to provide the programming.  In terms of the bargaining, each buyer 

knows that, regardless of whether he or she makes a deal, the seller will go forward with 

investing in and offering the programming solely because of the profitability of its deal with the 

other buyer.   As a result, a 50-50 split of the anticipated surplus results in payments to the seller 

                                                 

13  Alexander Raskovich (2003), “Pivotal Buyers and Bargaining Position,” Journal of Industrial Economics, 
51(4): 405-26 (hereafter, Raskovich (2003)). 
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of 1 from each the two buyers (i.e., ½ of 2).  The cost of 1 does not affect the bargaining between 

the seller and either buyer. 

23. Now suppose that the buyers merged. It is clear that, without a deal, the seller is no 

longer viable.  Hence, the (merged) buyer must compensate the seller for its costs of obtaining 

programming and this reduces the amount of the surplus being bargained over.  As a result, a 50-

50 split of the surplus results in a payment of 2.5 to the seller (i.e., ½ of 3 plus an additional 1 to 

cover programming costs).  Thus, contrary to the common intuition, the merger places the buyer 

in a worse bargaining position than when the firms negotiated separately. 

24. The example demonstrates the central point of Raskovich’s research: when a merged 

buyer brings the fixed cost of programming into the negotiations by becoming “pivotal,” this 

redounds to the disadvantage of the merged buyer.  A similar analysis applies when there are 

multiple buyers, some that are essential and others that are not.  

25. Moreover, a large buyer may develop a reputation.  The presence of reputation effects 

puts greater pressure on a large buyer not to “exploit” its bargaining power for short-term gain if 

doing so undermines future programming supply.  To see why, consider an extreme situation in 

which there is only a single buyer and this buyer has all of the bargaining power in the sense that 

it makes take-it-or-leave-it offers.  Suppose further that the buyer interacts with a single seller 

who must pay a fixed cost equal to ½ prior to the negotiation in order to provide programming 

that produces a surplus equal to 1.  If the seller does not pay the fixed cost, no programming (and 

hence no surplus) is created.  Finally, suppose that this situation is repeated each period. Absent 

reputation, the seller will correctly anticipate that it will not recoup its fixed costs in the 

negotiation with the buyer and hence no programming will be supplied.  In the presence of 

reputation the buyer demands slightly less than 50 percent of the surplus, and the seller, 
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anticipating this, produces programming.  The buyer refrains from exercising its full bargaining 

power because of the shared knowledge that, if it did, the “trust” between the buyer and seller 

would be forever broken and, anticipating this, the seller would not create programming in the 

future.  The one-off benefit from expropriating the seller in this instance is ½, while the cost of 

lost reputation is that the buyer gives up a perpetuity of surplus equal to ½ starting one period in 

the future. With reasonable real interest rates, the long-term cost of losing reputation is much 

larger than the one-off benefit. 

26. Notice that the buyer’s reputation in this situation plays a role similar to being pivotal in 

the static model and undermines the buyer’s bargaining power. 

3. The Assumed Effects of Merger on Bargaining Power 

27. Adilov and Alexander (2002) purport to extend the work of Chipty and Snyder (1999) 

and Raskovich (2003) to allow for heterogeneous bargaining power.  In fact, they simply assume 

that an increase in size through merger increases a buyer’s bargaining power in the sense that the 

buyer’s share of the available surplus increases.   

28. The Second FNPRM seriously mischaracterizes this work.  At one point, the Second 

FNPRM asserts that14  

Adilov and Alexander show that if there are asymmetries in bargaining power, 
i.e., the surplus split varies from 50%-50%, the results of Chipty and Snyder and 
Raskovich may not hold. 

This is simply not the case.  Indeed, Adilov and Alexander write:15 

                                                 

14  Second FNPRM, ¶ 99. 
15  Adilov and Alexander (2002) at 2. 
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[T]he results of the bargaining solution employed by Chipty and Snyder and 
Raskovich are robust to any constant division of the trade surplus (e.g., 80-20, 60-
40, etc.) and not simply 50-50. 

The Second FNPRM also claims that16 

the theoretical work of Adilov and Alexander suggests that, under certain 
conditions, increased firm size can produce an improved bargaining position and 
adversely affect the flow of programming. 

Adilov and Alexander’s theoretical work does not suggest any such thing.  Instead, the authors 

assume that increased size can improve a buyer’s bargaining position.  In addition, Adilov and 

Alexander do not model the flow of programming and, thus, their theoretical work manifestly 

does not show that increased cable operator size can adversely affect the flow of programming. 

29. Adilov and Alexander offer several rationales for their assumption that a merger of two 

buyers increases their bargaining power.  Each rationale, however, is seriously flawed or 

incomplete:17 

• Information.  Adilov and Alexander assert that a merged firm may combine information 

regarding prices and other contractual terms of the previously non-merged firms in ways 

that improve the firm’s bargaining position.  However, the authors provide no model or 

explanation of how this factor affects bargaining power.  Indeed, there is also no role for 

asymmetric information in their formal model.  More broadly, in the bilateral bargaining 

framework they and other researchers use—the Nash bargaining solution—there is no 

explicit role for private information.  Furthermore, Adilov and Alexander provide no 

indication of why the information they identify should affect the bargaining outcome.  In 

some settings (e.g., when buyers have private signals of what is referred to as an 

                                                 

16  Second FNPRM, ¶ 10.  [Internal footnote omitted.] 
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uncertain common value and buyers are also uncertain about the seller’s marginal costs 

of serving them), information can strongly affect the bargaining outcome.  However, in 

the case of network carriage rights, the seller’s marginal costs are known to be near zero 

and given the difference in consumers across geographic markets as well as the different 

packages of programming offered, it is not obvious that this is a common values 

situation.  In short, Adilov and Alexander do not provide a compelling reason why the 

pooling of information should confer a significant bargaining advantage. 

• Bargaining Skills.  Adilov and Alexander argue that, if there are differences in bargaining 

skills between the merging firms, then a merger may result in the retention of the more-

skilled bargaining team.  Yet the authors provide no evidence showing that cross-firm 

differences in bargaining skills (as opposed to differences in bargaining positions) are 

empirically important determinants of carriage prices.  Moreover, even if this argument 

were correct, it would suffer from a severe lack of a limiting principle.  If bargaining 

skills are so important, economically rational firms could be expected to hire consultants 

or take steps to improve their employees’ bargaining skills.  If the Commission were to 

take this point about skilled bargainers seriously, then the Commission should adopt a 

policy that MVPDs cannot hire skilled employees or consultants.  Further, there is a lack 

of merger specificity.  Adilov and Alexander do not show that the parties could not find a 

means other than merger to share their bargaining skills to their mutual benefit. 

• Risk Aversion.  Adilov and Alexander assert that a merged firm may be less risk averse 

than were the firms that merged to create it.  This argument, too, has serious deficiencies.  

                                                                                                                                                             

17  Adilov and Alexander (2002) at 2. 
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The authors provide no model or explanation of how this factor affects bargaining power.  

There is no risk in their specific model, for example, so why does risk aversion matter?  

Moreover, there is no theorem in Adilov and Alexander’s analysis (or in any economics 

paper of which we are aware) stating that a less risk-averse bargainer gets a better deal in 

all bargaining models.  Indeed, in a model where the network owner makes a take-it-or-

leave-it offer to a cable operator and the operator is uncertain about the value of the 

network, a risk-neutral operator will pay a higher price than will a risk-averse cable 

operator.18  

Second, it is not clear a priori whether a merger will increase or decrease a firm’s degree 

of risk aversion.  For instance, it is not evident that there will be any effect in the case of 

a publicly traded cable operator, which is owned by diversified shareholders.  And even 

if one focuses on managerial attitudes toward risk, it is not clear in which direction a 

merger will take risk aversion.  A merger could make a firm more risk loving by raising 

the risk of bankruptcy.  Alternatively, a merger could make the firm less risk loving by 

reducing the risk of bankruptcy if the merged firm is more financially stable.  Still 

another possibility is that the managers of the two merging firms will have different 

attitudes toward risk, and the merged firm could reflect the attitudes of one or both of 

these groups. 

• Patience.  Adilov and Alexander argue that the merged firm may be more patient than the 

previously non-merged firms.  The authors provide no discussion of why being more 

                                                 

18  There would, however, be no change in bargaining power; the seller would have all of the bargaining 
power with respect to either type of buyer. 
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patient would lead to an increase in bargaining power.  It appears likely that they have in 

mind a Rubinstein alternating offers game, which is a well-known theoretical model in 

which a more patient bargainer obtains a higher percentage of the total reward.19  

However, the authors provide no evidence that this model is appropriate for this situation.  

There is no demonstration that costs of delay are the source of bargaining power in the 

MVPD marketplace.  Indeed, there are reasons to believe that an increase in patience 

could actually worsen a cable company’s bargaining position because it would be more 

worried about the effects on its reputation and future programming supply.  Perhaps an 

even greater shortcoming with this line of reasoning is that, to the extent that the issue of 

mergers and patience has been addressed by the economic literature, the concern has 

been that mergers make firms less patient, not more.20 

 In sum, Adilov and Alexander make an assumption about bargaining power, but provide no 

evidence that this assumption is valid for bargaining over cable carriage rights.   

B.   A Horizontal Ownership Cap Does Not Address Bargaining Efficiencies 

30. As the Second FNPRM correctly states,21  

the economic question before the Commission is whether an increasing level of 
concentration among cable operators is likely to reduce the bargaining power of 
programmers to such an extent that (1) programmers cannot recover their costs, 
(2) the hold-up problem is amplified, or (3) the likelihood of bargaining 
breakdown increases. 

                                                 

19  Ariel Rubinstein, (1982), “Perfect Equilibrium in a Bargaining Model,”  Econometrica, 50(1):97-110. 
20  Several authors have expressed concern that acquiring firms may take on high levels of debt that lead to a 

short-term managerial orientation.  See, e.g., Michael A. Hitt, et al. (1996), “The Market for Corporate 
Control and Firm Innovation,” The Academy of Management Journal, 39(5):1084-1119. 

21  Second FNPRM, ¶ 96. 
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Although the Commission points to various types of bargaining inefficiency that could, in 

theory, arise, these inefficiencies are not tied back to the degree of concentration. 

1. Bargaining Power and Shutdown 

31. The effects of bargaining power on the go/no-go decision of a seller to undertake the 

fixed costs required to offer a video programming network depend crucially on the timing of 

these investments relative to the conclusion of the negotiations.  The bargaining models 

identified in the Second FNPRM differ in their assumptions about this timing.  For instance, the 

analyses of Chipty and Snyder (1999), as well as the experimental study of Bykowsky, et al., 

posit that these fixed costs are either sunk or alternatively, are unavoidable regardless of the 

outcome of the bargaining.22  In contrast, the studies of Raskovich (2003) as well as Adilov and 

Alexander (2002) posit that these costs occur after the conclusion of the bargaining between 

buyer and seller.  In this section, we consider situations in which investment decisions are made 

after the bargaining.  In the next section, we will consider the reverse case—where programming 

costs are sunk at the time of bargaining over carriage. 

32. The Second FNPRM states that, 23   

[a]ccording to this reasoning, because of the existence of one or more close 
substitutes, some programming networks may have very little bargaining power in 
negotiations with MVPDs.  However, other programming networks may have few 
close substitutes and, if popular, may have substantial bargaining power over 
MVPDs.  Moreover, the situations in which a programming network can be 
expected to have the least amount of bargaining power relative to a cable operator 
are those in which the investment costs of the programmer are high, and the cost 
incurred by the cable operator from declining to carry it is low.  Thus, it is 

                                                 

22  Mark M. Bykowsky, Anthony M. Kwasnica, and William W. Sharkey (2002), “Horizontal Concentration 
in the Cable Television Industry: An Experimental Analysis,” FCC Office of Plans and Policy Working 
Paper No. 35, June 2002; rev. July 2002 (hereafter, BKS Study). 

23  Second FNPRM, ¶ 93.  [Internal footnote omitted.] 
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plausible that programming networks with low relative bargaining power may be 
unable to recover their fixed programming costs.  In this instance, the bargaining 
power of a cable operator may induce a programming network to exit the market, 
or to reduce its costs by lowering the quality of its programming. 

33. There are several difficulties with these claims.  First, the assertion in the final sentence 

fails to account for the fact that an economically rational cable operator will anticipate the 

possibility of a loss of programming, either in the present or in the future, as a result of its 

bargaining stance. Indeed, the key point in Raskovich is that MVPDs that are “pivotal” (i.e., 

essential for the go/no-go decision of a programming network) will account for this effect during 

the bargaining phase and soften their demands accordingly.  The upshot of this view is that the 

presence of a horizontal ownership cap constitutes a possible harm to consumer welfare and 

economic efficiency in that it precludes the possibility of a cable operator becoming large 

enough to internalize the “externality” its bargaining position has on the supply and quality of 

available programming through its effect on the go/no-go decision of programming networks. 

34. Second, the Second FNPRM’s analysis ignores the efficiency considerations when there 

are competing networks that are close substitutes.  In this case, it may well be efficient for the 

network to fail to cover its costs because the incremental value of such a network is likely to be 

small relative to its fixed costs.  More broadly, competition does not guarantee that every entrant 

succeeds.  Likewise, it also does not follow that the correct competitive response of 

programmers will be to reduce the quality of its programming.  Instead, programmers may seek 

to vertically differentiate themselves by increasing the quality of their offerings and thereby 

offering superior value relative to their competitors.  Competition creates pressures for low 

quality-adjusted prices.  A low quality-adjusted price can be attained by charging a low price or 

by having a high quality level. 
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2. The Hold-Up Problem 

35. We next examine circumstances in which the timing of the investment decision of the 

seller is reversed; that is, where the seller invests prior to negotiation with the buyer.  For this 

case, the Commission raises the possibility that programmers will invest too little in their output 

because of the fear of hold-up in bargaining with cable operators.24  There are two fundamental 

problems with attempts to use the hold-up problem as a justification for a national ownership 

cap. 

36. First, for the possibility of a hold-up problem to warrant imposition of an ownership cap, 

one needs to establish a link between the size of a cable MSO and the extent of hold-up.  Under 

Nash bargaining, for example, a series of separate, non-pivotal negotiations by buyers who are 

not downstream competitors yields the same outcome regardless of industry concentration.25  

Hence, the hold-up problem is neither exacerbated nor diminished by changes in horizontal 

concentration under these circumstances.  The possibility of a change in the degree of the hold-

up problem occurs when horizontal concentration leads one or more of the buyers to become 

pivotal to the go/no-go decision of the seller.  In these circumstances, the model of Raskovich 

(2003) suggests that, if anything, the hold-up problem is diminished in that the buyer internalizes 

the costs to the seller of remaining viable and consequently demands less of the available (gross) 

surplus.  Again, theory suggests that concentration has the opposite of the effect that might 

justify a horizontal cable ownership limit. 

                                                 

24  Second FNPRM, ¶ 94. 
25  For purposes of discussion, we assume here that there are no efficiency effects associated with increased 

industry concentration. 
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37. Second, one needs to take a complete view of the hold-up problem beyond the standard 

static setting.  The Commission itself observes that:26 

Importantly, the programming network must continue to incur these costs on an 
ongoing basis to develop new content. 

In fact, the dynamics of contracting and investment are even more complex.  Carriage contracts 

between a given programmer-operator pair come up for renewal, and programmers can bargain 

with different operators on a staggered basis.  In short, both investment and contracting are 

ongoing and/or repeated processes. 

38. Simple economic models—in which a single seller makes a one-time investment and then 

reaches a one-time contract with a single buyer—cannot capture many of the important forces at 

work in more realistic settings.  Repeated interaction, for example, allows firms to develop 

reputations, so that a firm may be discouraged from engaging in hold-up in one round because it 

fears the adverse consequences in later rounds.  The ongoing nature of investment can also have 

very significant effects.  Che and Sákovics (2004) study the hold-up problem in a dynamic 

model of bargaining and investment that allows the parties to continue to invest until they agree 

on the terms of trade. 27  Che and Sákovics find that the hold-up problem need not entail 

underinvestment when the parties are sufficiently patient.  The authors also find that 

inefficiencies may arise but are due to the failure of an individual rationality constraint rather 

than the sharing of surplus, where the latter is what would vary with changes in bargaining 

power.  Even the model of Che and Sákovics omits many features of actual bargaining over the 

carriage of video programming, and one should not directly apply these results to programmer 

                                                 

26  Second FNPRM, ¶ 91. 
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investment.  However, the Che and Sákovics model forcefully demonstrates that the Commission 

does not have a sound basis for concluding that results obtained under the unrealistic 

assumptions of one-time investment and a one-time contract hold in more realistic settings. 

3. Inefficient Trade due to Informational Asymmetries 

39. Another potential source of inefficiency in bargaining is that mutually beneficial trades 

fail to occur because the two parties in the bargaining process are uncertain about the size of the 

surplus available from a completed deal.  In this case, each party may demand a larger amount 

than is available and a complete bargaining breakdown or delay might occur, which in the 

present context would result in the withholding of otherwise valued programming from the 

market. 

40. The Second FNPRM asserts that:28 

Economic theory has shown, however, that as the number of competitors on each 
side of the market increases, the likelihood of breakdown or delay is diminished, 
so that markets that have many competitors are approximately efficient. 

41. Again, the Second FNPRM fails to tie the alleged problem to a national ownership cap.  

The Second FNPRM asserts that, as the numbers of buyers and sellers rises, individual 

bargaining power goes away and the market becomes efficient.  A national ownership cap, 

however, does not increase the set of video distributors that can reach households in a given 

geographic area and, thus, does not create more buyers for carriage rights in a given geographic 

market.  The Second FNPRM appears to be forgetting that MVPD markets are local and that, in a 

critical economic sense, carriage on a cable system in one geographic market is not a substitute 

                                                                                                                                                             

27  Yeon-Koo Che and József Sákovics (2004), “A Dynamic Theory of Holdup,” Econometrica 72(4):1063–
1103. 
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for carriage on a cable system in another geographic market.29  Stated another way, there is no 

reason to believe that having a series of separate, relatively small, bilateral negotiations for 

different local markets would lead to less delay or fewer bargaining breakdowns than would a 

smaller number of larger bilateral negotiations each of which covered several local markets at 

once.   

42. This last point also highlights the Second FNPRM’s failure to consider multilateral 

bargaining.  Instead, it focuses solely on bilateral bargaining, even though there are many 

programming network owners and MVPDs engaged in carriage negotiations.  Consequntly, the 

analysis of the Second FNPRM is incomplete and potentially unreliable. 

43. There are two other fundamental problems with the assertions in the quotation above.  

First, the source of inefficiency relies essentially on uncertainty as to the existence of a “zone of 

agreement” between the contracting parties.  The zone of agreement is a region in which the 

buyer’s willingness to pay exceeds the seller’s willingness to accept.  Several points are worth 

noting.  One, because the marginal cost for the seller in providing the service is approximately 

zero while the willingness to pay on the part of the buyer is non-negative, the presence of a zone 

of agreement would seem to be common knowledge in this setting.  That being the case, one 

                                                                                                                                                             

28  Second FNPRM, ¶ 95.  [Internal footnote omitted.] 
29  The Department of Justice, for example, stated: 

To date, the Department’s view has been that relevant geographic markets for MVPD services are 
fundamentally local because the only viable choices for a consumer are those firms that offer 
services directly to the consumers’ homes.  The set of MVPD providers able to offer service to 
individual consumers’ residences generally will be the same throughout each local community, 
but will differ from one community to another.  In analyzing competitive implications it is 
therefore useful to aggregate consumers who have the same competitive choices of MVPD 
providers, e.g., consumers located in specific zip codes or local cable franchise areas. 

 (Reply Comments of the Department of Justice, In the Matter of The Commission’s Cable Horizontal and 
Vertical Ownership Limits, MM Docket No. 92-264, February 19, 2002, at 5.)  
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need not have many buyers and sellers to attain efficiency.  Indeed, in the case where there is 

only a single buyer and many sellers (bidders), an important result in auction theory is that as the 

number of sellers grows large, negotiations (auctions) are generally efficient.  The fundamental 

idea is that competition among sellers will drive payments down to the point that the most 

efficient seller is just indifferent between entering into the deal with the buyer or not. The less 

efficient sellers, on the other hand, will drop out of the auction before this point and hence 

efficient trade will result.  For instance, Bali and Jackson (2002) show that the details of the 

trading mechanism (e.g., first price auction, second price auction, sealed bid, open bid) are 

largely irrelevant to the outcome because the competitive forces described above manifest 

themselves in similar fashion across auction forms.30 

44. Second, the Commission cites Gresik and Satterthwaite (1989) for the proposition that as 

individual bargaining power goes away the market becomes efficient.31  Unlike the robustness of 

the Bali and Jackson results, the conclusions of Gresik and Satterthwaite are far more dependent 

on the details of the structure of payoffs to buyers and sellers. Gresik and Satterthwaite write: 32 

The second caveat is that our results are derived in the context of a special model. 
Demand and supply are unitary, traders are risk neutral, and reservation values are 
independently distributed. It is hard to think of a market where this is a fully 
adequate abstraction of reality. [emphasis added] 

                                                 

30  Valentina Bali and Matthew Jackson (2002), “Asymptotic Revenue Equivalence in Auctions,” Journal of 
Economic Theory, 106(1):161-176.  

31  Thomas A. Gresik and Mark A. Satterthwaite (1989), "The Rate at Which a Simple Market Converges to 
Efficiency as the Number of Traders Increases: An Asymptotic Result for Optimal Trading Mechanisms," 
Journal of Economic Theory, 48(1):304-32 (hereafter, Gresik and Satterthwaite (1989)). 

32  Gresik and Satterthwaite (1989) at 307. 
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Moreover, the trading mechanism in which the efficiency result is derived also does not appear 

to match the competitive environment of MVPDs and video programming networks.  

Specifically, Gresik and Satterthwaite write:33 

First, this is an optimal mechanism result. An optimal mechanism has the 
desirable property that it maximizes the sum of the traders’ expected gains from 
trade. It has the undesirable property that the specific rules for trade vary as the 
distributions F and H [the distributions of the reserve values] vary. We do not 
observe trading institutions where rules vary in this manner; it is hard even to 
imagine such an institution. [emphasis added] 

The details of the mechanism matter greatly to the efficiency result.  Hence, Gresik and 

Satterthwaite’s work does not support the claim that a horizontal cable ownership limit improves 

the efficiency of bargaining between cable operators and video programming networks. 

C.   Empirical Evidence Does Not Support a National Ownership Cap Based on 
Bargaining Power Concerns 

45. There are few empirical studies examining the efficiency effects of bargaining power in 

the purchase of video programming.  These studies do not support imposition of a national cable 

ownership cap. 

1. Chipty and Snyder Find that Increased Size Lowers Bargaining Power 

46. Chipty and Snyder (1999) apply their theoretical model of bargaining to a dataset of 

advertising revenues collected by video program suppliers.  The suppliers collect greater 

advertising revenues when their programs are sold to cable operators (because the programs are 

available to more subscribers), and these gains are divided between the program suppliers and 

cable operators.  Additional subscribers should always result in increased supplier surplus (costs 

are assumed to be fixed), but the incremental surplus may increase or decrease as the number of 

                                                 

33  Gresik and Satterthwaite (1989) at 306 and 307. 
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subscribers increases.  Each cable operator views itself as the marginal buyer; if its contribution 

to the supplier’s surplus is larger than that of the inframarginal buyer, it does better by remaining 

independent and bargaining with the supplier.  If its contribution is smaller than that of the 

inframarginal buyer, it does better by merging and bargaining over the average surplus created 

by itself and its merging partner.  Chipty and Snyder empirically estimate the shape of the 

program supplier’s surplus function by estimating advertising revenues as a function of 

subscribers, and find that the surplus function is convex; that is, the incremental value to 

program suppliers of larger numbers of subscribers is increasing.  Using the predictions of their 

bargaining model, Chipty and Snyder conclude that this implies that, all else equal, the 

bargaining position of a merged buyer is eroded and hence an improved bargaining power story 

would seem not to be a motive for merger.  Instead, they suggest that the observed lower prices 

for programming after increased horizontal concentration may instead derive from efficiency 

gains. 

2. The Commission’s Experimental Study is Not a Sound Basis for Policymaking 

47. The BKS Study is an experimental economics analysis ostensibly designed to determine 

whether an increase in concentration can impede the flow of programming to consumers.  Like 

nearly all experimental studies, the BKS Study suffers shortcomings in terms of extrapolating 

results from the subject population to the population of interest, and in terms of the realism of the 

setting being modeled.  This study also suffers from additional shortcomings that make drawing 

conclusions more difficult.  The experimental design for the BKS Study had all of the subjects 

interact with one another over the course of an experimental session.  As subjects learned 

throughout each experimental session, the strategies they employed were likely colored by their 
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past experiences and interactions with other subjects.  Consequently, subjects in this experiment 

played what is essentially a single long and very complicated bargaining game lasting many 

rounds.  The appropriate analysis of this type of data is to treat each session as a single 

observation.  

48. Treating each session as a single observation severely limits the number of observations 

in the study from which to draw conclusions.  For example, in versions of the experiment where 

the buyers were not capacity constrained, there are only two observations per treatment. In 

versions of the experiment where buyers were capacity constrained, there are at most five 

observations per treatment. With so few data points, extreme caution is required in drawing any 

firm conclusions. 

49. Another weakness of the experimental design is the imposition of artificial time limits in 

the negotiation.  Specifically, in each “round” of the game, subjects had six minutes to complete 

all negotiations.34  Perhaps not surprisingly, subjects apparently found this task difficult.  Using 

the data produced by the experiment, one can compute the probability that a buyer was unable to 

complete negotiations sufficient to fill his or her channel capacity.  In this experiment, there is no 

strategic reason for a buyer to leave channel capacity unfilled; hence the failure to do so likely 

represents the adverse effects of time pressure.  When channel capacity is three (and restricting 

attention to rounds five through eight—the subset of the data used in most of the BKS Study’s 

analysis), buyers fail to fill available capacity 5.8 percent of the time.  When channel capacity 

increases to four, buyers fail to fill available capacity 19.1 percent of the time.35  These findings 

                                                 

34  BKS Study, Appendix B.  
35  BKS Study raw data and authors’ calculations. 
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suggest that the results of the study are at least in part affected by the experimental design 

decision to impose an artificial time constraint of six minutes on the negotiations between all 

buyers and sellers.  This factor weakens the reliability of the BKS Study as basis for drawing 

policy conclusions.  

50. Many of the concerns raised about the harms of horizontal concentration center on the 

possibility that a seller will either not enter the market or will reduce the quality of its 

programming in response to anticipated bargaining outcomes with buyers.  A third shortcoming 

of the experimental study is that the experimental design explicitly rules out this possible 

reaction on the part of sellers.  Instead, sellers are forced to expend fixed costs in every period 

regardless of whether they anticipate obtaining carriage or not.  Furthermore, sellers in the BKS 

Study’s experiments have no ability to adjust these costs by adjusting quality.  Indeed, questions 

pertaining to the severity—or even the possibility—of hold-up problems arising from changes in 

horizontal concentration are not answerable given the design of the study. 

51. In assessing the potential harm from increased horizontal concentration, the Second 

FNPRM suggests that an important result of the study is that:36 

[b]y at least one measure – seller profits and losses – the study found that all 
except the most popular programming networks fared significantly worse in the 
market dominated by a single 51% buyer than in the market in which the two 
largest buyers served 44% and 39% of subscribers. 

This finding, however, depends crucially on how one accounts for the interaction of subjects 

over the course of a session.  When one treats each session as a data point, the BKS Study finds 

no effect.  Specifically, Result 16 of the BKS Study states:37 

                                                 

36  Second FNPRM, ¶ 102 
37  BKS Study at 39. 
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In the CAP No MFN environment [experimental sessions in which buyers were 
capacity constrained and there were no special deals with individual sellers], the 
size of the average loss incurred by Sellers #1 and #2 [the less popular networks] 
in a given experimental session is unrelated to the level of horizontal 
concentration. 

52. Moreover, the Second FNPRM neglects to point out several other results contained in the 

BKS Study which also find no effects of horizontal concentration.  For instance, the study finds 

no relation between concentration and buyer bargaining power.  Specifically, Result 6 of the 

study states: “The average buyer’s bargaining power in the CAP No MFN treatments is not 

related to the level of horizontal concentration.”38 

53. Indeed, excluding the MFN treatments, Figures 3, 4, and 5 of the BKS Study indicate that 

point estimates of the bargaining power of MVPD buyers are less than 50 percent in every 

treatment.  In terms of bargaining power, these estimates show that the majority of the available 

surplus was earned by sellers rather than buyers, regardless of horizontal concentration.  Pooling 

all treatments including those where an MFN was present, the conclusions as to buyer power are 

not substantially altered.  Result 7 states: “There is no statistically significant difference in the 

bargaining power of the largest buyer in each of the three concentration treatments.”39  In short, 

the experimental study provides no support for the notion that horizontal concentration increases 

a buyer’s bargaining power.  

54. If increased concentration led to increased buyer bargaining power, a plausible 

implication of a potential harm from increased concentration would be that more concentrated 

buyers should be able to use their enhanced bargaining power to extract additional surplus at the 

expense of sellers.  That is, with greater downstream concentration, the average surplus obtained 

                                                 

38  BKS Study at 32. 
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by a buyer should increase.  However, the BKS study finds no evidence of this.  Specifically, 

Result 9 of the BKS Study states: “There is no statistically significant difference in the average 

buyer’s surplus across concentration levels in the Cap No MFN treatments.”40 

55. Finally, the study finds no relation between horizontal concentration and the probability 

that a seller incurs a loss.  Specifically, Result 12 of the BKS study states: “The probability that a 

seller will incur a loss in a trading period is not related to horizontal concentration.”41 

3. A Finding that Larger MSOs Pay Less per Subscriber to Obtain Programming 
does not Provide Rigorous Support for a National Ownership Cap 

56. Suppose, arguendo, that larger MSOs pay less per subscriber to obtain programming.  

This fact would not justify a national cable ownership cap.   This is so for several reasons: 

• First, one still would have to show that the price reductions impeded the flow of 

programming to households, rather than simply lowered the profits of certain cable 

networks. 

• Second, one cannot simply look at a cross-section of prices paid and infer the presence of 

bargaining power.  In theory, efficiency considerations can also be important 

determinants of prices.  Lower prices to large buyers, for example, might simply reflect 

the sharing of efficiencies.  In fact, Chipty and Snyder’s (1999) empirical analysis 

indicates that efficiencies are the main driver of price differences across cable operators.  

The driver of price differences is important because—as the result of efficiencies—a 

                                                                                                                                                             

39 BKS Study at 33. 
40  BKS Study at 35. 
41  BKS Study at 37. 
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network owner might actually earn higher profits from selling to larger systems at lower 

prices than selling to smaller systems at higher prices. 

• A third reason one cannot simply look at a cross-section of prices paid and infer the 

effects of relaxing or removing the national ownership cap is that cross-sectional data 

may not capture benefits that only rise for size levels above the current cap.  Specifically, 

Raskovich (2003) points out that a finding that 

large cable MSOs pay lower per-subscriber licensing fees to cable 
programming networks than do smaller cable system operators…would 
reveal nothing about the effect of a change in regulatory regime to allow a 
cable MSO to grow to pivotal size.42 

V.   THE COMMISSION’S OPEN FIELD ANALYSIS IS SERIOUSLY FLAWED 

57. The Second FNPRM offers the “open field analysis” as a third framework for examining 

the need for a national cap on cable ownership.  The Second FNPRM describes the 1999 

application of this approach as follows: 

The Commission found that a new programming network needs to access 15 to 20 
million subscribers and that the typical programming network had only a 50% 
chance of actually reaching all available MVPD subscribers.  The Commission 
concluded that a programmer needed to have an “open field” of 40% of MVPD 
subscribers nationwide and that a 30% MVPD subscriber limit would assure that 
a 40% open field remained even if the two largest cable operators decided not to 
carry it.43 

The Second FNPRM describes the current version of the open field approach as seeking  

to ensure that a programmer denied carriage by the largest operator could 
nevertheless survive in the marketplace if it gained carriage on all remaining 
MVPDs.  In effect, the programmer viability analysis seeks to identify the 
subscriber reach necessary for a cable operator to become a pivotal buyer, such 

                                                 

42  Raskovich (2003), at 407. 
43  Second FNPRM, ¶ 72.  [Internal footnotes omitted.] 



 

 31

that a programming network must gain access to at least some of this operator’s 
subscribers to enter or survive in the market. 44 

A. To Promote Consumer Welfare and Efficiency, the Open Field Approach Should 
Consider Cable Operator Incentives as Well as Ability 

58. A dangerously loose view of the open field approach is to interpret it as asking solely 

whether a cable operator would have the ability to make the launch of a particular video network 

unprofitable, without regard to whether the cable operator would have the economic incentive to 

do so.   Such a view would critically lack a limiting principle.  It would be as if merger analysis 

proceeded along the lines not of asking whether the merged firms could profitably raise prices 

but rather whether they literally had the physical ability to post higher prices.  Under the latter 

standard, any merger would fail. 

59. From the perspective of economics, a more sensible interpretation of the open field 

approach is that it seeks to identify threshold sizes such that a cable operator above that size 

would have both the ability and the incentive unfairly to impede the flow of video programming 

to consumers.  Stated another way, an economically sensible interpretation of the word “ability” 

in this context would be the ability profitably to impede the flow of programming where that 

flow would otherwise be efficient and promote consumer welfare. 

B. Available Data Do Not Support the Commission’s Open Field Calculations 

60. As the Second FNRPM observes, “[d]eveloping a defensible horizontal limit under the 

open field approach requires an analysis of the number of subscribers a programmer requires in 

order to remain viable.”45  There are many problems inherent in the Commission’s calculation of 

                                                 

44  Second FNPRM, ¶ 80. 
45  Second FNPRM, ¶ 81. 
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this number.  One fundamental problem is that, to date, the Commission has focused on video 

programming networks rather than video programming.  As discussed in Section II above, a 

cable operator will have little or no ability to restrict the flow of video programming even if it 

did have the ability to prevent a specific video programming network from being profitable.  A 

second fundamental problem is that “the number of subscribers a programmer requires in order 

to remain viable” is not a well-defined concept.  There are many differences across networks, 

and a given network makes a large number of strategic choices that affect the subscriber level at 

which it can achieve profitability.  A third problem is that simply observing the sizes of networks 

that succeed or fail tells one little about the number of subscribers needed for viability.  At best, 

it provides a one-sided test.  In the following paragraphs, we consider the second and third 

problems in greater detail. 

61. There is clearly no subscriber level below which any network would fail with certainty 

and above which any network would succeed with certainty.  Hence, in setting a specific cap 

based on an open field approach, the Commission would have to choose what type of network it 

sought to protect and what survival probability it wished to ensure.  It is not surprising that 

developing a specific numerical cap would be difficult or would entail a certain amount of 

judgment.  However, to date, the Commission has not provided a principled basis for either of 

the judgments implicit in its previous application of the open field approach.  Consider each 

issue in turn. 

62. The rates of entry and exit by video networks are not exogenous—they are the result of 

choices by investors and network owners.  This fact has profound implications for an open field 

approach.  Fundamental economic principles indicate that the equilibrium survival rate for video 

networks could never be 100 percent.  If all new networks were guaranteed to succeed, then 
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there would be a flood of entry as investors took advantage of a guaranteed way to make money.  

The entry process would end only if the chance of success fell sufficiently far below 100 percent 

that entry was no longer attractive.46  Hence, if the Commission is going to use an open field 

analysis to justify a national ownership cap it will both have to choose a target survival 

probability and account for the endogeneity of the equilibrium survival probability. 

63. Second, the Commission will have to choose the type of programmer whose survival rate 

will be guaranteed.  The Second FNPRM discusses this issue:47 

It does appear that some programming networks can survive with access to few 
subscribers, perhaps because they have unusually high advertising revenues, 
obtain high affiliate fees from MVPDs, or have lower-cost programming.  
Similarly, we expect that there are other programming networks that require 
access to higher levels of subscribers.  The statute does not refer to particular 
types of programming networks, but rather to programming generally.  The 
simple fact that some networks may be able to survive with fewer subscribers 
than others does not invalidate the use of averaged data to fashion a limit; rather, 
it suggests that if we use averaged data, we must recognize that it may 
underestimate the viability requirements of high-cost networks.  Clearly different 
types of networks need access to different numbers of subscribers.  We seek 
comment on whether we should focus our analysis on the minimum number of 
subscribers needed by an average network, or instead examine separately the 
requirements of networks with high-cost and with low-cost programming. 

64.  Use of an “average” network may make little sense because the average may be totally 

unrepresentative of the population of networks or potential networks.  With respect to protecting 

high-cost networks, the Commission must once again confront the endogeneity issue—the cost 

that a network incurs to obtain programming represents a strategic decision on the part of its 

management.  It is difficult to see a strong public-interest rationale for a policy that seeks to 

protect programmers that choose very high-cost strategies and are unwilling to become either 

                                                 

46  Theoretically, all entrants could earn exactly zero economics profits with probability one, but this outcome 
is implausible given the uncertainty inherent in this marketplace. 
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premium channels or charge high per-subscriber licensing fees to cover their programming costs.  

Again, there is a dangerous lack of a limiting principle.  In the extreme, this would justify having 

no cable system with more than, say, 100 subscribers. 

65. As discussed above, the degree to which video networks choose programming whose 

costs can be (partially) recovered by sales in other countries also is a choice made by the 

networks.  A proper open field analysis would take into account revenues derived from other 

geographic areas, as well as the distribution of the video content through non-cable channels.  

For this reason, the geographic market definition proposed in the Second FNPRM is unsound:48  

We continue to find it reasonable to concentrate our inquiry on the effects of 
cable concentration in the United States, and ask for comment on this tentative 
conclusion.  We have concluded in the past that the programming market is at 
least national.   No commenter has presented economic data that define the 
contours of the programming market.  Instead, commenters make the 
uncontroversial point that domestic programmers sell some programming to 
international buyers and also rely on distribution outlets other than cable or DBS.  
We tentatively conclude that the relevant geographic market is, for purposes of 
the Section 613(f) analysis, no greater than the United States. 

Recognizing that there is an international market for programming would be consistent with 

concentrating the Commission’s inquiry on the effects of cable concentration in the United 

States.  In fact, doing so would give a more accurate picture of the effects of cable concentration 

in the United States than would ignoring the international market. 

66. Lastly, an open field approach fails to consider the full picture.  The overall extent to 

which video networks obtain cable carriage depends on the capacity of cable systems.  To the 

extent that larger MSOs invest in cable systems with greater capacity, a national ownership cap 

                                                                                                                                                             

47  Second FNPRM, ¶ 76.  [Internal footnotes omitted.] 
48  Second FNPRM, ¶ 70. 
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can increase the probability that video networks fail to obtain widespread carriage—exactly the 

opposite of a cap’s ostensible rationale. 

67. Next, consider the issues related to the use of observed programming network success 

and failure to inform the open field calculations.  Numerous anecdotes have been cited in the 

record of the Commission’s cable horizontal ownership limit proceeding.  One must be cautious 

of drawing conclusions from anecdotes, but the following example provides an important 

illustration of the fact that even a high-cost video programming network apparently believes that 

it can be successful with access to only 16 percent of MVPD subscribers.49  Major League 

Baseball recently signed a seven-year contract with DIRECTV whereby out-of-market, regular-

season games will be carried on the MLB EXTRA INNINGS channel.  As part of the deal, 

DIRECTV agreed to carry the MLB Channel (of which it is a joint owner) on its basic 

subscription tier.50  The deal was also offered to inDemand (which is a cable company joint 

venture) and DISH Network (another satellite provider), but will be exclusive to DIRECTV 

should the other two outlets refuse to carry the MLB Channel on their basic tiers.  Trade press 

reports indicate that inDemand and DISH Network are unlikely to agree to carry the MLB 

Channel on their basic tiers, and thus the deal will become exclusive to DIRECTV.51 

                                                 

49  Federal Communications Commission, Twelfth Annual Report, In the Matter of Annual Assessment of the 
Status of Competition in the Market for the Delivery of Video Programming, MB Docket No. 05-255, rel. 
March 3, 2006, Table B-3. 

50  Press release, “MLB, DIRECTV Expand Multi-Year Agreement,” March 8, 2007, available at 
http://mlb.mlb.com/news/press_releases/press_release.jsp?ymd=20070308&content_id=1833910&vkey=pr
_mlb&fext=.jsp&c_id=mlb, site visited March 12, 2007.    

51  The CEO of inDemand indicated that MLB’s carriage conditions would be “impossible for cable and DISH 
to meet” and that the deal was “de facto exclusive.”  (R. Thomas Umstead, “Talks Head to ‘Extra 
Innings’,” Multichannel News, March 12, 2007 at 2.) 
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68. In examining survival data, it is important to recognize that it can be extremely 

misleading simply to look at the sizes of financially successful networks.  This is so because the 

fact that most successful programming networks reach large numbers of viewers does not mean 

that large numbers are critical to financial viability.  Rather, it reflects what happens when a 

programming service is successful.  Stated another way, it is a biased sample.   

69. The Second FNPRM cites the Commission’s Network Survival Study.52  This study 

examines unsuccessful, as well as successful, programming networks.  For several reasons, 

however, this study does not provide a sound basis for determining a horizontal ownership limit. 

70. First, even if the Network Survival Study were perfectly estimated, there remain serious 

problems with the use of its results to support a national cable ownership cap.  A central problem 

is that there is no underlying theory on which to base the estimation strategy used in the paper. 

Absent a credible theory of causation, it is impossible to deduce from the results of the study the 

number of subscribers that a video programming network must obtain in order to be financially 

viable. 

71. The study also does not adequately control for programming quality, which has the 

potential to bias significantly the coefficient estimates.  To see this point, suppose that there are 

only two kinds of video programming networks, “good” and “bad.”  Good networks have 

popular programming that consumers highly value.  Bad networks have unpopular programs that 

generate little consumer value.  Good networks attract widespread carriage, a large numbers of 

subscribers, and are financially successful.  Bad networks generally do not succeed in getting 

widespread carriage, fail to attract many subscribers and ultimately exit the market as financial 
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failures.  At any point in time, both good and bad networks will co-exist.  Thus, a cross-sectional 

regression that correlated size with success without controlling for network quality would 

incorrectly identify the number of subscribers as critical to financial success.  Indeed, it is 

impossible to deduce the counterfactual from such a regression because it could well be the case 

that a good network could financially prosper with the same number of subscribers at which a 

bad network would fail (because the good network would earn higher license and advertising 

revenues per subscriber). 

72. The Network Survival Study does little to correct for other sources of network 

heterogeneity.  For example, it does not fully control for differences in programming cost, which 

the Second FNPRM indicates is important.  Specifically, the study includes a dummy variable 

for sports networks, which can only partially capture the programming cost effect. 

73. Nor does the Network Survival Study deal adequately with the issue of potential 

endogeneity.  Programming costs and quality both reflect choices made by the network owner 

based on the competitive environment in which the owner operates.  Hence, these decisions are 

endogenous.  Indeed, even the costs of many of the production inputs are endogenous because 

the payments for talent and broadcasting rights have large economic rent components, the sizes 

of which are functions of demand.  Finally, the degree to which video networks choose 

programming whose costs can be (partially) recovered by sales in other countries also is a choice 

made by the networks.  Endogeneity issues are critical and largely unaddressed by either the  

Network Survival Study or the Commission’s open field analysis.  With respect to interpretation 

of the study’s results, it is critical to recognize that programmers might adopt different strategies 

                                                                                                                                                             

52  Keith S. Brown (2004), “A Survival Analysis of Cable Networks,” Media Bureau Staff Research Paper No. 
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if there were a different MVPD ownership structure.  The standard means of addressing this 

issue is to estimate a structural model based on an underlying theory.  Unfortunately, the 

Network Survival Study undertakes no such analysis. 

74. Lastly, the study does not explicitly model the source of dynamics and state dependence.  

One issue, for instance, is why new networks grow slowly over time rather than jumping to a 

constant penetration rate.  The study provides no indication of whether network growth patterns 

are due to  a lack of consumer information, consumer switching costs, MSO switching costs, or 

programmer learning about how to provide quality.  The appropriate public policy response 

varies considerably depending on the source of the dynamics.  For example, if networks grow 

slowly owing to the time and effort required for a cable operator to determine whether a new 

network is a good match with consumer tastes, then increased cable concentration might 

strengthen the ability of new networks successfully to launch because there would be economies 

of scale in overcoming the lack of information. 

C. Coordinated or Independent Actions by Multiple Cable Operators 

75. The Second FNPRM identifies “the potential for joint action” and “the impact of 

independent actions by multiple cable operators” as “additional factors in the analysis.”53  

Although identified as additional factors, logically these two factors are most closely tied to the 

Commission’s open field analysis.  The Commission’s theory of coordinated action by MSOs is 

supported neither by economic theory nor empirical analysis. 

                                                                                                                                                             

2004-1 (hereafter, Network Survival Study). 
53  Second FNPRM, II.C.2.b(2) and II.C.2.b(3). 
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76. Two observations should be made at the outset.  First, in terms of obtaining lower prices 

for reasons other than efficiencies, the bargaining theory discussed in Section IV above indicates 

that cable operators would be better off acting independently, rather than jointly.  Hence, the 

remainder of the present section will consider the possibility of collusion aimed at foreclosure, 

which leads to a second initial observation.  Namely, explicit collusion would violate the 

antitrust laws and would subject cable companies to large potential fines and cable company 

executives to the possibility of criminal prosecution and imprisonment.  Hence, explicit collusion 

would be a risky and potentially very costly undertaking for cable companies.  The remainder of 

this discussion will thus focus on tacit collusion, although the factors that make tacit collusion 

difficult also tend to make explicit collusion difficult as well. 

77. A theory of exclusion based on tacitly coordinated interaction would be difficult to 

sustain.  Courts have been very skeptical of claims that suppliers have engaged in coordinated 

actions to harm rivals because suppliers face difficulties in coordinating their efforts and because 

free-rider problems (i.e., each supplier would rather have other firms undertake costly actions to 

exclude rivals to the benefit of all other suppliers in the industry) make successful collusion 

difficult to sustain.54  These difficulties would have to be overcome by any attempt at 

coordinated exclusion by cable operators.  Courts are skeptical of collusion claims precisely 

because it is difficult for firms to overcome these problems. 

78. The standard economic theory of collusive behavior also indicates that it would be 

difficult for MSOs to collude.  The federal antitrust agencies have issued a set of Horizontal 

                                                 

54  The economic issues involved are similar to concerns raised in Brooke Group.  Brooke Group, Ltd. v. 
Brown & Williamson Tobacco Corporation, 509 U.S. 209 (1993) at 227-28.  See also, Matsushita Electric 
Industrial Corp. Ltd., et al. v. Zenith Radio Corp. et al., 475 U.S. 574 (1986) at 590.    
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Merger Guidelines (Merger Guidelines) that provide guidance for how the agencies will conduct 

their analysis of a merger.55  These guidelines discuss coordinated interaction among firms 

because a merger may in some cases increase the likelihood of successful coordination.  As 

observed in the Merger Guidelines,56 

Successful coordinated interaction entails reaching terms of coordination that are 
profitable to the firms involved and an ability to detect and punish deviations that 
would undermine the coordinated interaction.  

The Merger Guidelines identify several market conditions that are conducive to reaching terms 

of coordination, detecting deviations from those terms, and punishing such deviations. 

79. According to the Merger Guidelines,57 

reaching terms of coordination may be limited or impeded by product 
heterogeneity or by firms having substantially incomplete information about the 
conditions and prospects of their rivals' businesses, perhaps because of important 
differences among their current business operations.  In addition, reaching terms 
of coordination may be limited or impeded by firm heterogeneity, for example, 
differences in vertical integration or the production of another product that tends 
to be used together with the relevant product. 

These conditions are in accord with economic theory generally.58  Applied to the possibility of 

coordinated actions by cable operators, these factors indicate that such coordination is unlikely.  

First, cable operators offer complex bundles of programming with several different options.  The 

value of a given programming network to a cable operator will depend, in part, on the other 

programming carried by that operator and by the structure of the operator’s tiers.  Consequently, 

                                                 

55  United States Department of Justice and the Federal Trade Commission, Horizontal Merger Guidelines, 
rev. April 8, 1997 (hereafter, Merger Guidelines). 

56  Merger Guidelines, Section 2.1. 
57  Merger Guidelines, Section 2.11. 
58  See, for example, Michael L. Katz and Harvey S. Rosen, Microeconomics, Third Edition, Boston, MA: 

Irwin McGraw-Hill, 1998, Section 15.3. 
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because the interactions of different networks and their effects on consumer demand will vary 

across cable systems, it may be difficult for one cable operator to observe another operator’s 

costs and benefits of including a particular video programming network in the operator’s overall 

offerings.  Moreover, there are many instances in which even a vertically integrated MSO will 

find it profitable to carry unaffiliated programming.  In short, a cable operator has incomplete 

information about the conditions and prospects of rival operators’ businesses.  Collusion is also 

made difficult by significant firm heterogeneity, notably the degree to which cable operators are 

vertically integrated into programming and differences in the overall business strategies of DBS 

providers and cable MSOs.59 

80. The Merger Guidelines also state that60 

if key information about specific transactions or individual price or output levels 
is available routinely to competitors, it may be difficult for a firm to deviate 
secretly. If orders for the relevant product are frequent, regular and small relative 
to the total output of a firm in a market, it may be difficult for the firm to deviate 
in a substantial way without the knowledge of rivals and without the opportunity 
for rivals to react. If demand or cost fluctuations are relatively infrequent and 
small, deviations may be relatively easy to deter. 

By contrast, where detection or punishment is likely to be slow, incentives to 
deviate are enhanced and coordinated interaction is unlikely to be successful. If 
demand or cost fluctuations are relatively frequent and large, deviations may be 
relatively difficult to distinguish from these other sources of market price 
fluctuations, and, in consequence, deviations may be relatively difficult to deter. 

At least by the time the programming is shown to subscribers, cable operators can observe one 

another’s carriage decisions, which in isolation tends to make tacit collusion easier to sustain.  

Other factors, however, run in the opposite direction.  Because carriage of unaffiliated 

programming can raise a cable operator’s profits, it would be costly for cable operators to pursue 

                                                 

59  For more on the effects of competition from DBS providers, see Section VI.B  below. 
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a policy of simply refusing to carry certain networks under any circumstances.  But, because 

there is uncertainty about the value of different programming networks to different cable 

operators and there are many networks among which to choose, it would be very difficult to 

detect cheating on an agreement that attempted to foreclose unaffiliated networks but allowed 

selective carriage of some of them.  The fact that carriage license fees are generally private 

information further increases the difficulty of collusion with respect to carriage decisions.61 

81. Lastly, the Merger Guidelines state that62 

[i]n certain circumstances, buyer characteristics and the nature of the procurement 
process may affect the incentives to deviate from terms of coordination. Buyer 
size alone is not the determining characteristic. Where large buyers likely would 
engage in long-term contracting, so that the sales covered by such contracts can 
be large relative to the total output of a firm in the market, firms may have the 
incentive to deviate. However, this only can be accomplished where the duration, 
volume and profitability of the business covered by such contracts are sufficiently 
large as to make deviation more profitable in the long term than honoring the 
terms of coordination, and buyers likely would switch suppliers. 

Applied to the possibility of tacit collusion by MSOs purchasing video network carriage rights, 

the role of “buyers” is played by video programming network owners.63  Here, these factors 

indicate that collusion that attempted to exclude a large, established network would be less likely 

                                                                                                                                                             

60  Merger Guidelines, Section 2.12. 
61  The Second FNPRM  (¶ 124) asserts that  “[j]oint action for the purpose of vertical foreclosure of rival 

networks, however, will not be hindered by [complex, non-public terms of carriage agreements], since 
network carriage is easy to observe.”  This assertion, however, ignores the broader effects on cable 
operators’ ability and incentives to reach agreements in the first place.  For the reasons discussed in the 
text, simply knowing the outcomes of carriage decisions may not be enough information to fashion 
mutually profitable collusive agreements. 

62  Merger Guidelines, Section 2.12. 
63   Video programming networks are analogous to “buyers” here because the quoted section of the Merger 

Guidelines is concerned with collusion by sellers and the concern in the present instance is with collusion 
by buyers.  Thus, the roles of buyers and sellers are reversed. 
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to succeed because an MSO would have incentives to seek a favorable carriage agreement with 

such a network. 

82. There is another consideration that is relevant to understanding the incentives of cable 

operators to engage in collusive exclusion.  A theory of collusive foreclosure posits that the 

colluding cable operators refuse to carry unaffiliated programming in order to weaken 

competition for their own programming networks, which then allows the colluding operators to 

charge higher license fees to non-colluding MVPDs.  However, the larger the colluding 

operators’ share of MVPD subscribers, the smaller is the pool of subscribers from which the 

colluding operators can profit by charging higher license fees.  Moreover, the larger the 

colluding operators’ share of MVPD subscribers, the more costly it is to the colluding cable 

operators to forego carrying what would otherwise be the most profitable unaffiliated 

programming.  Consequently, the incentives to engage in foreclosure tend to fall with the 

collective size of the MSOs hypothesized to be engaging in collusive foreclosure.64 

83. Turning to empirical studies, Kang (2005) looks for evidence that vertically integrated 

MSOs reciprocally carry one another’s programming more frequently than they carry 

independently owned programming.65  He finds that vertically integrated MSOs do carry one 

another’s programming more frequently.66  He also finds that a vertically integrated MSO is no 

                                                 

64  This logic also suggests that arguments for a limit on the size of single MSO based on the perceived threat 
of foreclosure are backward. 

65  Jun-Seok Kang, “Reciprocal Carriage of Vertically Integrated Cable Networks: An Empirical Study,” 
unpublished manuscript, Indiana University, July 28, 2005 (hereafter, Kang (2005)). 

66  In a study of AT&T, Besen (2002) found that although vertical integration sometimes has a positive and 
significant effect on carriage of a network, “the size of the economic effect is invariably small.”  
(Declaration of Stanley B. Besen, Appendix B to Comments of AT&T Corp., In the Matter of 
Implementation of Section 11 of the Cable Television Consumer Protection and Competition Act of 1992, 
CS Docket 98-82, January 4, 2002, at 9.) 



 

 44

more likely than a non-vertically integrated MSO to carry independent start-up basic cable 

networks.  He interprets these combined results as evidence for collusion on the part of vertically 

integrated MSOs.  Kang further concludes that these results justify the 30-percent ownership 

cap, because he asserts that entry by independent programming networks would otherwise be 

impossible.  An examination of Kang’s study, however, reveals that it does not support Kang’s 

conclusion about reciprocity and the need for a cable ownership cap.  This is so for several 

reasons. 

84.   First, Kang’s empirical analysis is subject to the concerns raised in Section VI.A.2 

below that apply to empirical work on these issues broadly.67  Furthermore, the following 

specific issues are troublesome: 

• Kang’s study does not incorporate unobserved heterogeneity, that is, unobservable 
characteristics of the companies under analysis.  Different MSOs may have certain 
characteristics (unobserved by the analyst and not captured in the model) that lead these 
MSOs to choose certain strategies over others.  The fact that an operator is a large, 
vertically integrated MSO is not a random occurrence.  Hence, the empirical analysis 
may suffer from severe selection problems that bias the estimated coefficients when the 
unobservable differences among various MSOs are not accounted for. 

• Kang’s study does not differentiate between MSOs and large media companies or cable 
networks whose parents own broadcast networks.  In theory, inclusion of a separate 
dummy variable for a network’s ownership by a large, sophisticated company may reveal 
that the observed carriage patterns are not necessarily associated with MSOs but with 
large media companies and/or networks whose parents own broadcast networks.  

85. Second, even if one believed that his empirical findings were sound, it is far from evident 

that the observed pattern of carriage implies collusion, foreclosure, or consumer harm.  Kang 

offers no evidence that entry by new cable networks has been harmed and, indeed, many new 

networks have entered in recent years and many networks have enjoyed increasing penetration 

                                                 

67  For example, Kang relies on cross-section data, which does not allow for the control of unobserved 
heterogeneity.  
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rates, whether vertically integrated or not.  Moreover, even if there is an industry practice of 

reciprocal carriage, such reciprocity might be a mechanism for overcoming the double-

marginalization problem, rather than the outcome of collusion.  Hence, it might be a practice that 

enhances consumer welfare rather than diminishing it. 

86. Kang’s misinterpretation of his empirical results is not surprising in the light of the 

deficiencies of his theoretical model.  These deficiencies constitute a third reason why his study 

does not support his conclusions.  One fundamental problem with his formal model is that it 

takes license fees as given and appears to ignore the efficiency benefits of what he terms 

reciprocal carriage.  Tellingly, in his model, no integrated cable system would ever carry an 

independent network regardless of reciprocal carriage. 

87. Some of Kang’s hypotheses about MSO behavior (e.g., his hypotheses H3-1 and H3-2) 

are not well motivated by the model.  And he asserts:68 

The economic theory of the transfer of efficiency gains from vertical or horizontal 
integration to consumers assumes a competitive market. 

To the extent that integration lowers the marginal costs of serving consumers, this statement is 

simply incorrect.  The ratio of a change in price (due to a cost reduction) to the amount of cost 

reduction is known as the pass-through rate.  Economic theory does not provide a general 

prediction that a firm with more market power will likely pass through less of any given cost 

reduction.  For instance, a perfectly competitive firm facing a highly elastic demand curve will 

pass through essentially none of its firm-specific cost savings, while a monopolist typically will 

                                                 

68  Kang (2005), at 18.  [Internal footnote omitted.] 
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find it profitable to lower its price in response to a decline in marginal cost.69  Indeed, it is 

straightforward to show theoretically that a monopolist may reduce its equilibrium price by an 

amount greater than the cost reduction, i.e., that its pass-through rate exceeds 100 percent. 

VI.   TWO ADDITIONAL FACTORS 

88. The Second FNPRM identifies two additional factors: (a) the impact of vertical 

integration, and (b) the impact of competition at the distribution level.  Both of these factors are 

relevant in part because they relate to the specific concern that cable operators will engage in 

vertical foreclosure, as well as the more generalized concern that cable operators will be able to 

impede the flow of programming to consumers.  Because the notion of foreclosure has been used 

in loose and, at times, confused ways, we begin with a discussion of the concept of foreclosure. 

A. Horizontal Integration, Vertical Integration, and Foreclosure 

89. One factor is whether a national ownership cap reduces or prevents vertical foreclosure.  

The Second FNPRM states:70 

we find the studies and analysis submitted in the record on the issue of vertical 
foreclosure to be insufficient evidence to support a particular horizontal limit on 
subscribership, and we seek further comment and empirical evidence on the 
likelihood of vertical foreclosure and the ability of a horizontal limit to reduce 
that likelihood. 

As we now discuss, the Commission is correct to conclude the existing empirical studies of 

vertical foreclosure are insufficient to determine a specific ownership cap. 

                                                 

69  See, e.g., Paul L. Yde and Michael G. Vita (1996), “Merger Efficiencies: Reconsidering the ‘Passing-On’ 
Requirement,” Antitrust Law Journal, 64:735-47, or virtually any microeconomics textbook (e.g., Michael 
L. Katz and Harvey S. Rosen, Microeconomics, Third Edition, Boston, MA: Irwin McGraw-Hill, 1998, at 
342-346 and 421-424). 

70  Second FNPRM, ¶ 128. 
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1. The “Vertical Foreclosure” Debate has been Muddled 

90. The term foreclosure has an established meaning in antitrust enforcement.  It refers to 

anticompetitive exclusion of a rival.71  Inclusion of the word “anticompetitive” is critical.  

Antitrust policy is designed to promote competition because of the benefits that competition 

brings to consumers.  In promoting economic efficiency and consumer welfare, antitrust policy 

makes an important distinction between harm to competition and harm to competitors.  The 

concern of antitrust policy is harm to competition, not harm to competitors.  Consider a 

hypothetical example in which several firms have agreed to behave as a cartel and charge 

consumers prices elevated well above costs.  If one of the firms breaches the agreement and 

charges a price closer to the competitive level, that action very likely reduces the profits of rival 

suppliers—the action harms competitors.  But that action is economically efficient and benefits 

consumers—there is an increase in competition.  Antitrust policy properly condemns price fixing 

and seeks increased competition. 

91. The principle that consumers benefit from policies that prevent harm to competition, 

rather than harm to competitors, applies to public policies beyond antitrust enforcement.  It 

follows that, for consumer-oriented public policies broadly, there is a critical distinction between 

anticompetitive acts and acts that harm specific competitors.  For example, if an integrated cable 

                                                 

71  For a recent survey of the economics of foreclosure, see Patrick Rey and Jean Tirole, “A Primer on 
Foreclosure,” in Mark Armstrong and Robert Porter, eds., Handbook of Industrial Organization, vol. 3, 
New York: Elsevier Science Publishers, forthcoming, available at http://idei.fr/doc/by/tirole/primer.pdf, 
site visited March 14, 2007. 

 Rey and Tirole (at 1) state that 

According to the received definition, foreclosure refers to a dominant firm’s denial of proper 
access to an essential good it produces, with the intent of extending monopoly power from that 
segment of the market (the bottleneck segment) to an adjacent segment (the potentially 
competitive segment). 
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operator chooses to carry an affiliated programming network rather than a competing unaffiliated 

network, the owner of the unaffiliated network is harmed.  But if the cable operator’s choice is 

motivated by efficiency considerations, consumers will very likely benefit from lower prices and 

increased quality.72  Conversely, consumers would be harmed by a public policy that attempted 

to protect the unaffiliated network from having to compete with the affiliated network for 

carriage. 

92. The distinction between the two theories of “favoritism” matters for consumer welfare.  

Theory suggests that, if anti-competitive foreclosure occurs, then the quality-adjusted prices of 

cable services will rise and the total quantity of cable services supplied to households will fall.  

In contrast, if cable operators carry affiliated programming more frequently because it is more 

efficient, then this “favoritism” will lead to lower quality-adjusted prices and higher quantities.  

It is notable in this regard that the Commission’s own 2005 Price Survey found vertical 

integration decreases prices, which is consistent with the efficiency theory of vertical 

integration.73  As discussed in the following section, other studies have also found that vertical 

integration benefits consumers. 

93. To be consistent with the well-established definition of foreclosure—and to tie the term 

to harm to consumer welfare and economic efficiency—the foreclosure label should be applied 

only if and when anticompetitive exclusion of a rival or rivals is the result.  This is not, however, 

always the case in discussions of cable ownership caps and in the empirical literature on the 

                                                 

72  One source of efficiencies is that an integrated provider may be able to internalize effects that otherwise 
span the programming network owner and cable operator (what is known as “avoiding double 
marginalization”). 

73  Federal Communications Commission, Report on Cable Industry Prices, In the Matter of Implementation of 
Section 3 of the Cable Television Consumer Protection and Competition Act of 1992, FCC 06-179, MM 
Docket No. 92-266, adopted December 20, 2006, rel. December 27, 2006  (hereafter, 2005 Price Survey). 
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effects of vertical integration in the cable industry.  For example, in Kang (2005), the foreclosure 

effect is conceptualized as the tendency of vertically integrated companies to carry affiliated 

networks more frequently than do non-vertically integrated companies, controlling for some 

other observable differences in systems.74  Kang’s definition thus conflates both anticompetitive 

foreclosure and the realization of efficiencies from vertical integration.  By an economically 

sensible definition, the latter is not foreclosure at all.75 

2. The Empirical Literature on Carriage Decisions does not Support Imposition 
of a National Ownership Cap 

94. The empirical literature on vertical integration has focused on cable operators’ network 

carriage decisions.  Several studies have found that vertically integrated operators carry affiliated 

networks more frequently than unaffiliated networks.  There are important econometric concerns 

with these studies, as well serious interpretation issues. 

                                                 

74  Kang (2005) at 18. 
75  Nor is a cable operator engaged in discrimination when it chooses not to carry an unaffiliated network that 

insists on license fees that significantly greater than marginal cost, which is the implicit price that an 
integrated company should use in making its carriage decisions with regard to affiliated networks.  The 
fundamental problem is not that the cable operator is discriminating against the unaffiliated network; 
rather, the problem is that the unaffiliated network is demanding licensing fees that are inefficiently above 
marginal cost.  The unaffiliated network in this example might well be able to obtain carriage if it shared 
the returns with the cable operator in the same way an affiliated network would. 
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95. With only one exception of which we are aware, the empirical studies on the effects of 

vertical integration in the cable industry are cross-sectional.76  These cross-sectional studies have 

several problems in common:  

• Cable system operators make simultaneous choices about various carriage decisions, but  
these studies do not account for the simultaneity.  Failure to model carriage decisions 
properly can lead to biased results.77 

• Tiers are bundles of programming offered for sale to consumers.  Hence, one would 
expect an MSO to make interdependent decisions about the collection of networks that it 
offers in a given tier.  These interaction effects are not accounted for.  Misspecification of 
the estimated model can lead to misleading results.78 

• The studies do not control for unobserved cable operator heterogeneity.  Failure to 
correct for unobserved heterogeneity can bias parameter estimates.79 

• Some studies try to correct for the endogeneity of whether a cable system is part of a 
large MSO by using observable system characteristics as explanatory variables.  It is 
unclear whether this approach is adequate.  If it is not, parameter estimates will be 
biased.80 

In the light of these issues, the results of these studies must be interpreted with caution. 

96. Turning to specific studies, Waterman and Weiss (1997) find that operators that are 

vertically affiliated with seven basic cable networks carried those networks more frequently than 

                                                 

76  The only exception is Suzuki (2006), which studies the impact of a single merger over time. The time-
series nature of this study is advantageous in that it removes the problem of unobserved heterogeneity 
across MSOs (there is only one MSO), but there may still be unobserved characteristics that are time-
varying and that affect pre- and post-merger carriage decisions.  Suzuki’s approach does not capture these 
potential time-varying effects.  In addition, because the analysis rests on one event study, it is unclear that 
the results are generalizable.  (Ayako Suzuki (2006), “Vertical Integration in the U.S. Cable Industry,” 
ISER Discussion Paper No. 675, Osaka University, Institute of Social and Economic Research (hereafter, 
Suzuki (2006)). 

77  To correct this problem, one would account for the simultaneity in question by modeling the structural 
relationships among the variables in question. 

78  To correct this problem, one would model the interdependent decision-making process.  This could be 
done in different ways, including, for example, estimating a multivariate probit model of the carriage 
decision.  

79  A fixed- or random-effects model could be used to control for this potentially important source of variation 
in carriage decisions. 

80  One would wish to test the power of these explanatory variables by using a probit model to predict whether 
a system is part of a large MSO based on the characteristics used in the empirical studies. 
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unaffiliated cable operators in nearly all cases.81  Chen and Waterman (2005) look at carriage 

decisions including the tier on which a program is offered, rather than simply a yes/no carriage 

variable.82  They find that vertically integrated carriers prefer affiliated networks, which they 

interpret as evidence of foreclosure.  Finally, Wise’s replication study (2005) involves a more 

recent data set than used in other papers. Wise finds that there may be, in some cases, a small 

propensity to favor affiliated networks, but that it is not systematic.83  

97. Rather than indicating that vertically integrated MSOs unfairly favor their own networks, 

these results might just mean that vertical integration allows the operators to eliminate double 

marginalization and thus operate more efficiently.84  U.S. policy authorities have repeatedly and 

forcefully criticized the European Commission for having an “efficiencies offense” whereby a 

merger is blocked because it would make the merging parties more efficient and, thus, more 

vigorous competitors, to the detriment of rival suppliers.  Public policies aimed at limiting MSO 

size in the name of preventing favoritism run the risk being the U.S. version of the efficiencies 

offense. 

98. In addition to the econometric problems listed above, welfare effects often are not 

estimated in the empirical literature on vertical integration.  For reasons made clear in the 

discussion of the meaning of foreclosure, carriage studies that equate “foreclosure” with the 

                                                 

81  David Waterman and Andrew A. Weiss (1997), Vertical Integration in Cable Television, Cambridge, 
Mass.: The MIT Press and Washington, D.C.: The AEI Press. 

82  Dong Chen and David Waterman (2005), “Vertical Foreclosure in the U.S. Cable Television Market: An 
Empirical Study of Program Network Carriage and Positioning,” unpublished manuscript, Indiana 
University, August 7, 2005 (hereafter, Chen and Waterman (2005)). 

83  Andrew S. Wise (2005), “Vertical Integration and Market Foreclosure in the Multichannel Video Industry: 
An Update,” Federal Communications Media Bureau Staff Research Paper, November 2005 (hereafter, 
Wise (2005)). 
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tendency of vertically integrated carriers to prefer affiliated networks shed little light on welfare 

and efficiency effects.  Chen and Waterman, for example, are careful to state that their analysis 

does not indicate whether the so-called foreclosure is efficiency motivated and whether it helps 

or harms consumers.85 

99. Where welfare effects are estimated, the studies generally indicate that vertical 

integration has beneficial effects.  Chipty (2001) conducted an explicit welfare analysis and 

found that vertical integration raised consumer welfare.86  Ford and Jackson (1997) found that 

both vertical integration and horizontal MSO concentration lowered programming costs.87  

Suzuki (2006) found that systems operated by the merged entity carried affiliated networks more 

frequently than did non-merged systems and that, although prices decreased and penetration 

rates increased in all cases, price drops were bigger for the merged operator’s systems.  She 

concludes from these results that the merger led to efficiency gains because consumer welfare 

was enhanced. 

100. Suzuki’s study is one of the very few that utilizes time-series data and, hence, deserves 

special attention.  She studies the impact of a single merger (Turner and Time-Warner) on 

several market outcomes (e.g., price, network choice, number of subscribers) in a dynamic 

setting (pre-merger versus post-merger comparisons).  The econometric method used in her 

study is based on the literature on treatment effects and matching methods. This literature 

                                                                                                                                                             

84  Or, the causation might run in the other direction: cable operators may invest in programming that they 
believe will be attractive to consumers and valuable to carry. 

85  Chen and Waterman (2005) at 35. 
86  Tasneem Chipty (2001) “Vertical Integration, Market Foreclosure, and Consumer Welfare in the Cable 

Television Industry,” American Economic Review, 91(3):428-453. 
87  George S. Ford and John D. Jackson (1997), “Horizontal Concentration and Vertical Integration in the 

Cable Television Industry,” Review of Industrial Organization, 12(4):501-18. 
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focuses on how to measure the impact of a treatment (e.g., education or enrollment into a 

program) on an outcome (e.g., salary earned) in settings where a random assignment to 

experimental versus control groups is not feasible.  In this paper, the treatment is the merger and 

the treatment effects are the market outcomes. 

101. To overcome potential self-selection and endogeneity issues (e.g., because decisions such 

as whether to purchase a cable system or whether to sell one's company to an MSO depend on 

the characteristics of a system), Suzuki blends the matching method with the difference-in-

differences method.  This approach eliminates the effect of time-invariant unobservable variables 

that may affect market outcomes.  This is important if one is to isolate the effect of the treatment 

on market outcomes; failure to do so may lead one to conclude that the treatment has effects that 

are actually attributable to the unobserved characteristics. 

102. Wise (2005) conducts a study that explicitly addresses welfare effects.  Wise uses more 

recent data than did previous work to analyze the effects of vertical integration on cable 

programming offerings, the number of channels offered, and prices.  Wise finds that consumers 

subscribing to vertically integrated cable operators are offered more channels divided into a 

greater number of packages.  He also finds that the effect of vertical integration on prices is 

uncertain from this study, but not dramatic. 

103. Wise does not provide any details of the models estimated but, because most of the 

modeling in the paper adopts previous approaches and it is a “replication” study in that sense, the 

paper is subject to the same criticisms discussed in the case of the previous literature on vertical 

integration.  Wise himself notes, for example, that not controlling properly for age differences of 

vertically integrated versus non-integrated systems makes it difficult to disentangle the effects of 
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vertical integration and age; hence effects may be attributed to vertical integration that are really 

a function of age.88 

104. Some of the price results in Wise differ from the findings of Chipty.  Wise finds that 

vertical integration has a small, negative effect on the price of basic/popular service but a small, 

positive effect on the price of premium service.  Chipty found the opposite result in her analysis 

of older data.  Because the modeling approaches of Wise and Chipty have mainly the same 

shortcomings, the differing results may be reflective of the changes in the industry. 

105. Another analysis conducted in Wise regresses the number of independent networks that a 

cable operator carries on the operator’s national subscribership.  He finds that an increase in the 

number of subscribers increases the number of independent networks, but at a decreasing rate.  

Wise indicates that, given the parameter estimates, the number of independent networks carried 

would be maximized at 18.8 million national subscribers.  As Wise admits, because the 

regression does not control for various firm-specific characteristics, such as channel capacity, the 

results need to be interpreted with caution; indeed, the results arguably represent a mere 

correlation between the two variables.  

106. Furthermore, Chen and Waterman (2005) suggests that the tendency to favor affiliated 

networks harms rival networks by raising their average costs or by creating coverage gaps that 

make the networks less appealing to advertisers.  Chen and Waterman assert that changes in 

costs or network coverage will lead to less funding for programming and may induce network 

exit.  However, this analysis fails to make the critical distinction between marginal and average 

                                                 

88  Wise (2005) at 10. 
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effects.  For example, at the margin, a network might find it more valuable to invest in program 

quality in order to attract more viewers as a means of compensating for coverage gaps. 

3. If vertical effects are the justification for a national ownership cap, then the 
cap should account for the extent of vertical integration. 

107. The current cap applies even to an MSO without regard to the extent of its programming 

ownership interests.  Comcast Corporation, the largest MSO, has a financial interest in just eight 

national video networks (E! Entertainment, G4 VideogameTV, Golf Channel, Outdoor Life 

Network, Style, TV One, AZN Television, and PBS Kids Sprout) as well as being a participant 

in the iN DEMAND joint venture.89  The scope of Comcast’s programming interests is so limited 

that it is difficult to see how there could be serious vertical foreclosure effects as a result of this 

integration.  Hence, it is difficult to see how vertical foreclosure concerns could justify limiting 

the extent of Comcast’s cable system ownership. 

B. Competitive Pressures from Non-Cable Video Distributors 

108. The statute directs the Commission to take marketplace dynamics into account, and there 

have been many changes in the marketplace since the Commission last revised the cap to be 30-

percent of all MVPD subscribers in 1999.90  The Internet, mobile phones, and handheld video 

                                                 

89  Table C-1, "National Video Programming Services Affiliated with One or More Cable MSO," in Federal 
Communications Commission, Twelfth Annual Report, In the Matter of Annual Assessment of the Status of 
Competition in the Market for the Delivery of Video Programming, MB Docket No. 05-255, rel. March 3, 
2006. 

Comcast also has a financial interest in certain regional networks, primarily offering sports programming, 
but there is no apparent economic link between how vertical integration into regional networks and a 
national ownership cap.  (Table C-3, "Regional Video Programming Services by Affiliation," in Federal 
Communications Commission, Twelfth Annual Report, In the Matter of Annual Assessment of the Status of 
Competition in the Market for the Delivery of Video Programming, MB Docket No. 05-255, rel. March 3, 
2006.) 

90  1999 Cable Ownership Order, 14 FCC Rcd at 19101, ¶ 5. 
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players are increasingly important channels for the delivery of video content.91  Major traditional 

telephone companies are also making significant investments to offer video distribution services 

in competition with cable operators.92   Perhaps the biggest competitive change to date, however, 

has been the continued rise of direct broadcast satellite (DBS). 

109. Competition from other video distributors is relevant for two reasons: (a) it weakens the 

bargaining position of cable operators relative to programmers, and (b) it reduces any economic 

incentives for cable operators to engage in vertical foreclosure.  The first effect arises because 

video programmers and network owners have alternative means of distribution available.93  The 

second effect arises because a cable operator that distorts its programming choices will suffer 

adverse economic consequences when competing with DBS and other video providers. 

110. There has been some dispute regarding the strength of competition between cable 

operators and DBS providers.  In this section, we review three empirical studies that have 

addressed this issue.   In total, these empirical studies indicate that consumers engage in 

substitution between DBS and cable services and, hence, that DBS providers place competitive 

pressures on cable operators. 

                                                 

91  Many of these developments are described in Thomas W. Hazlett, “Cable Ownership Limits & the Flow of 
Video Content: Evidence from U.S. Markets,” March 16, 2007. 

92  See, for example, Marguerite Reardon, "Laying a New Path to your TV," CNet News.com, December 28, 
2006, available at http://news.com.com/Laying+a+new+path+to+your+TV/2100-1034_3-
6146207.html?tag=news.2, site visited March 16, 2007. 

93  As observed in footnote 2 above, it is important to distinguish between concentration in a local 
programming distribution market and concentration in the national programming market that the Second 
FNPRM defines (Section II.C.1).  The present discussion concerns the effects of decreased concentration 
and increased competition in a local programming distribution market.  
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1. GAO Study 

111. The GAO conducted the earliest of the three studies that we review here.94  The GAO 

Study uses a Three-Stage Least Squares (3SLS) technique to estimate a model of cable prices, 

cable subscribers, cable channels, and DBS penetration.95  The use of the 3SLS technique is an 

attempt to address the fact that the values of these variables are determined simultaneously and 

are affected both by common factors and by each other.  The system of equations estimated in 

the GAO Study consists of a cable price equation, a cable subscribers equation, a cable channels 

equation, and a DBS penetration equation.  Although there are some exogenous variables (such 

as median income) that may determine the dependent variables (e.g., number of cable 

subscribers or DBS penetration), some of the dependent variables affect each other as well (e.g., 

DBS penetration affects cable prices, number of cable channels, and number of cable subscribers 

while DBS penetration itself is affected by cable prices). 

112. The GAO Study finds that DBS penetration has a statistically significant, negative effect 

on the number of cable subscribers.  That is, it finds that DBS competition draws consumers 

away from cable.  Furthermore, the study finds that the cable price per channel has a statistically 

significant effect on DBS penetration, again indicating that consumers choose between the two 

services and that cable and DBS compete with one another. 

                                                 

94   General Accounting Office, Issues Related to Competition and Subscriber Rates in the Cable Television 
Industry, GAO-04-8, October 2003 (hereafter, GAO Study). 

95  The GAO study also estimates a binary choice model of whether a cable franchise carries a cable network 
or not.  The analysis suffers from many of the same issues as the vertical integration literature and 
replicates the same results, viz., that cable operators are more likely to carry affiliated networks. 
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113. The GAO concludes that its study shows that DBS services do not strongly compete with 

cable services.96  These assertions appear to be based on the fact that the GAO Study reports 

small “elasticities,” which appear to indicate that consumers do not view the two services as 

close substitutes.  For at least two important reasons, this assertion is not well-founded and 

represents a misunderstanding of the empirical results of the GAO Study.  First, the GAO Study’s 

econometric specification does not account for firm-level fixed effects or differences in quality 

levels, and it is well-known that, without these controls, the estimates of price elasticities are 

biased towards zero.  Second, consumer welfare depends on quality-adjusted prices.  To the 

extent that cable companies significantly increase programming quality while lowering nominal 

prices (even by only small amounts), quality-adjusted prices will fall significantly.97 

2. Goolsbee and Petrin 

114. The most sophisticated of the three analyses reviewed here was conducted by Goolsbee 

and Petrin (2004), who find evidence of demand substitution and competition between DBS and 

cable services.  The authors examine the role of DBS as a competitor to cable by estimating a 

household-level discrete choice model where the choice set consists of expanded basic cable, 

premium cable (i.e., networks, such as HBO, that that a cable subscriber pays for in addition to 

expanded basic service), DBS, and local-antenna (i.e., over-the-air terrestrial broadcast 

television).  The choice variable is defined at the household, product, and franchise area level.  

                                                 

96  GAO Study at 60. 
97  For example, both the GAO study and Goolsbee and Petrin (2004) note that cable companies increase 

programming quality due to DBS competition.  “In markets where DBS companies provide local broadcast 
stations, cable operators improve the quality of their service.” (GAO Study, Highlights); Austin Goolsbee 
and Emil Petrin (2004), “The Consumer Gains From Direct Broadcast Satellites and the Competition with 
Cable TV,” Econometrica, 72(2): 351-81 (hereafter, Goolsby and Petrin (2004)) at 351. 
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The independent variables include product characteristics such as cable franchise characteristics 

(e.g., premium cable price and channel capacity) and various household-level socio-demographic 

characteristics. The model incorporates a very large number of fixed effects and allows 

correlations across consumer unobserved tastes for various products. 

115. The demand results indicate that consumers substitute between DBS and cable.  For 

example, when DBS is removed from the consumers’ choice set, Goolsbee and Petrin’s analysis 

predicts that 46.7 percent of DBS subscribers would switch to premium cable, 45.6 percent 

would switch to expanded basic, and only 7.7 percent would switch to local antenna-reception. 

116. Using fixed effects regressions to analyze price elasticities and controlling for possible 

endogeneity effects (because unobserved quality may correlate with prices), Goolsbee and Petrin 

find that the higher quality offerings of premium cable and DBS are substantially more price 

elastic (premium cable elasticity is −3.18 and DBS elasticity is −2.45) than indicated by the GAO 

Study.  Given that Goolsbee and Petrin account for fixed effects and quality differences, while 

the GAO Study does not, it is not surprising that Goolsbee and Petrin obtain larger elasticity 

estimates.  Their estimated cross-elasticities indicate that DBS’s closest substitute is premium 

cable. 

117. Goolsbee and Petrin also analyze cable’s response to DBS entry and find that DBS exerts 

substantial competitive pressures on cable operators.  According to Goolsbee and Petrin, without 

DBS, cable prices would be about 15 percent higher and cable quality would fall. 
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3. Wise and Duwadi 

118. Wise and Duwadi also examine the issue of cable-DBS competition.98  The paper 

estimates cross-price elasticities between DBS and cable’s most popular service (comprising the 

basic tier plus the first Cable Programming Service Tier, or CPST) by regressing a DBS 

penetration variable against quality-adjusted cable price, firm-specific cable variables, and 

demographic variables.  The paper also measures consumers’ responses to cable price changes of 

different magnitudes.  Wise and Duwadi interpret their findings as showing that consumers 

switch between cable and DBS in response to economically significant changes in quality-

adjusted cable prices, but the authors suggest that there may be barriers to consumers’ switching 

services. 

119. The paper uses a “switching costs” theory as the motivating conceptual framework, yet 

there is no explicit modeling of switching costs in their empirical analysis.  By assuming that 

DBS and cable provide homogeneous services, the paper interprets the less-than-unity cable-

DBS cross-price elasticity as evidence of the existence of substantial switching costs and, hence, 

limited substitution between cable and DBS.  As the authors themselves admit, however, low 

cross-price elasticities may instead indicate that DBS and cable are not homogeneous services.99 

120. A more important problem with their analysis is that, regardless of whether there are 

switching costs or products are differentiated, Wise and Duwadi’s estimation strategy may bias 

the estimated elasticities toward zero.  Specifically, the method of deriving a quality-adjusted 

price is crude and does not fully take quality differences into account.  The quality-adjusted price 

                                                 

98  Andrew S. Wise and Kiran Duwadi (2005), “Competition between Cable Television and Direct Broadcast 
Satellite-It’s More Complicated than You Think,” FCC Media Bureau Staff Research Paper No. 2005-1 
(hereafter, Wise and Duwadi (2005)). 
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is only a per-cable-satellite-channel price and, thus, does not account for differences in 

programming quality across networks.  When quality differences are not fully accounted for, the 

cross-price effects may be downward biased. 

121. Wise and Duwadi’s econometric model suffers from problems that also arise in many of 

the papers that preceded this work (e.g., not fully accounting for fixed and random effects and 

using a purely cross-sectional model).  Furthermore, given the partial success of the instruments 

used in the paper and the potential problem of unaccounted for endogeneity, interpretation of the 

results is difficult.  The authors themselves caution that the results should not be overinterpreted.  

122. The authors also conduct an analysis that specifically focuses on price competition 

between DBS and cable by dividing communities into those that faced large, moderate, and low 

cable price changes.  They regress DBS penetration against these different cable price changes. 

However, large potential endogeneity problems exist, as the authors themselves recognize.  The 

authors use instrumental variable techniques to try to correct for endogeneity problems but the 

validity of at least some of these instruments is suspect because they can affect both demand and 

equilibrium price.  Their analysis reveals that, when quality-adjusted prices for basic cable 

services increase substantially, subscribers will switch from cable to DBS, which implies that 

consumers view cable and DBS as substitutes when faced with large price changes. 

4. Summary of Empirical Studies 

123. Overall, these studies support the following findings: 

                                                                                                                                                             

99  Wise and Duwadi (2005) at 4. 
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• When unobserved firm heterogeneity and quality differences are properly controlled for, 

the price and cross-price elasticity estimates indicate significant consumer willingness to 

substitute DBS for cable service. 

• Cable and DBS service providers compete along both price and quality dimensions. 

• Properly interpreted, all three studies support a finding that DBS service providers are 

significant competitors of cable operators and, thus, diminish cable operators’ incentives 

and ability to engage in vertical foreclosure. 

VII. THE PUBLIC INTEREST COSTS OF A NATIONAL CABLE HORIZONTAL 
OWNERSHIP LIMIT 

124. An artificial restraint on the size of cable operators will very likely impose public-interest 

costs.  The bargaining framework identifies one source of these costs.  Bargaining theory and 

available empirical work indicate that limiting the size of cable operators may have the very 

effects that the Second FNPRM seeks to avoid by imposition of a cap.  That is, a horizontal cable 

ownership limit may reduce payments to programming networks, which could in some 

circumstances reduce programmer investment.  There are several mechanisms through which 

theseeffects could arise.  First, a cap may limit the existence of pivotal buyers that would 

otherwise take an interest in promoting the success of video networks to ensure their availability 

for distribution.  Second, for the reasons explored by Chipty and Snyder (1999), large operators 

may—all else equal—pay higher prices for programming than small operators.  Third, limiting 

the size of cable operators may block the realization of efficiencies, some of which would 

otherwise have been passed on to programming networks. 

125. The Second NPRM discusses the existence of efficiencies derived from national operator 

scale and whether they are passed on to consumers.  The Second FNPRM observes that the 
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Commission’s analysis of its 2001 cable price survey found that systems owned by MSOs with 

larger numbers of national subscribers tend to charge higher prices.100  More recently, the 

Commission’s 2005 Price Survey also found a positive correlation between MSO size and prices.  

There are, however, important reasons to question this finding. 

126. The Commission’s study regresses cable prices on several variables, including cable 

operator market share, number of national subscribers, cable plant capacity, population density, 

and a vertical integration dummy.101  Because several of the independent variables are 

endogenously determined (e.g., market shares) and certain variables that clearly are relevant to 

the determination of those endogenous values (e.g., measures of programming quality) are 

omitted from the econometric specification, the resulting estimates may be severely biased.  The 

study uses an instrumental-variables approach in an attempt to control for omitted variables (e.g.,  

programming quality) that correlate with other explanatory variables.  For this approach to work, 

the instruments must be correlated with market shares but not be highly correlated with the 

omitted variables that also determine market shares (e.g., programming quality). 

127. The 2005 Price Survey provides little detail of the analysis, making it difficult to judge 

whether the instrumental-variables approach is effective in this case.  As a general matter, 

instruments are often either invalid (i.e., they correlate with omitted variables) or weak (i.e., the 

correlation with the dependent variable is weak).  Because no statistics are reported, one cannot 

assess the validity and strength of the instruments in the 2005 Price Survey.  There are, however, 

reasons for concern.   For example, franchise area latitude is one of the instruments.  This 

                                                 

100  Second FNPRM, ¶ 138. 
101  2005 Price Survey, Appendix B, Econometric Analysis.  
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instrument correlates with DBS availability and subscribership, which may—in turn—affect 

cable programming quality, one of the key omitted variables.102  Instruments such as presence of 

a second cable operator or whether the cable operator is regulated have similar potential 

shortcomings as instruments. 

128. The 2005 Price Survey reports that cable prices are positively correlated with the number 

of an MSO’s national subscribers.103  It should be recognized that other correlations or structural 

relationships could exist.104  For example, the number of national subscribers may be positively 

correlated with programming quality, and higher quality programming may be the true driver of 

higher prices, rather than the national number of subscribers.105 

129. The discussion of efficiencies and programming raises the issue of foregone efficiencies 

more broadly as a source of public-interest triggered by a horizontal cable ownership cap.  

Restraints on operator size can prevent the realization of economies of scale that might otherwise 

lower costs and benefit consumers.  It is important to recognize that the lost economies of scale 

will arise in areas other than just cable television.  Cable companies are also important providers 

of telephony and broadband internet access services.  Because it is unlikely that a cable company 

would operate access facilities in areas where the company was not allowed to offer cable 

services, a binding cable ownership cap has the effect of limiting the scale of these companies as 

                                                 

102  Goolsbee and Petrin (2004), for example, find that more competition from DBS is correlated with lower 
cable prices and somewhat higher quality cable.  (Goolsby and Petrin (2004) at 374 and 375.) 

103  2005 Price Survey at 32. 
104  In addition, the findings of the 2005 Price Survey are at odds with empirical studies such as the GAO Study 

which finds that cable prices do not rise with increases in the number of cable subscribers. (GAO Study, 
Table 3 at 59). 

105  The 2005 Price Survey includes a measure of system capacity, which might be interpreted as a partial 
measure of quality.  It is, however, a very noisy measure that does not account for individual network 
quality, tier structure, or the use of capacity for other services. 
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telephone and broadband Internet access providers.  Thus, a national horizontal ownership cap 

can be expected to limit the realization of economies of scale and distort competition for these 

services as well.106 

VIII.  CONCLUSION 

130. A sound case for a national cable horizontal ownership limit has not been made.  For the 

reasons explained above, theory and evidence do not support imposition of a cap, and the 

Commission lacks a sound basis for setting a specific quantitative limit.  In closing, we wish to 

emphasize once again that we are saying more than “it is hard to justify a precise limit.”  An 

artificial restraint on the size of cable operators will very likely impose public-interest costs. 

 

                                                 

106  The Second FNPRM (¶ 139) tentatively concludes that increased cable operator scale is not necessary to 
speed the development and delivery of high-speed Internet access and telephony services.  It is vital to 
recognize, however, that consumer benefits depend on the realization of efficiencies and the strength of 
competition, in addition to the speed of deployment.  
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and the Department of Economics.  He has also served on the faculty of the Department of 

Economics at Princeton University.  He received his A.B. from Harvard University summa cum 

laude and his doctorate from Oxford University.  Both degrees are in Economics. 

136. Professor Katz specializes in the economics of industrial organization, which includes the 

study of antitrust and regulatory policies.  He regularly teaches courses on microeconomics and 

business strategy.  He is the co-author of a microeconomics textbook, and he has published 

numerous articles in academic journals and books.  He has written academic articles on issues 

regarding the economics of network industries, systems markets, antitrust enforcement, and 

telecommunications policy.  He is recognized as one of the pioneers in extending the theory of 

network effects to competitive settings.  He is a co-editor of the Journal of Economics and 

Management Strategy and serves on the editorial boards of the California Management Review 

and Information Economics and Policy.  He is also a member of the Computer Science and 

Telecommunications Board of the National Academies. 

137. In addition to his academic experience, Professor Katz has consulted on the application 

of economic analysis to issues of antitrust and regulatory policy.  He has served as a consultant 

to both the U.S. Department of Justice and the Federal Communications Commission on issues 

of antitrust and regulatory policy.  He has served as an expert witness before state and federal 

courts.  He has also provided testimony before state regulatory commissions and the U.S. 

Congress. 
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138. From January 1994 through January 1996, he served as the Chief Economist of the 

Federal Communications Commission under the Clinton Administration.  He participated in the 

formulation and analysis of policies toward all industries under Commission jurisdiction.  As 

Chief Economist, he oversaw both qualitative and quantitative policy analyses. 

139. From September 2001 through January 2003, he served as the Deputy Assistant Attorney 

General for Economic Analysis at the U.S. Department of Justice under the Bush 

Administration.  He directed a staff of approximately fifty economists conducting analyses of 

economic issues arising in both merger and non-merger enforcement.  The staff’s principal 

professional focus was on understanding and projecting the impacts of various business practices 

and public policy decisions on consumers’ economic welfare.  His title as Deputy Assistant 

Attorney General notwithstanding, he is not an attorney. 
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APPENDIX C: QUALIFICATIONS OF JOHN MORGAN 

140. John Morgan holds the Gary and Sherron Kalbach Chair in Business Administration at 

the University of California, Berkeley.  He has a joint appointment in the Haas School of 

Business Administration and the Department of Economics.  He has also served on the faculty of 

the Woodrow Wilson School of Public and International Affairs and the Department of 

Economics at Princeton University.  He received his B.S. from the Wharton School of the 

University of Pennsylvania summa cum laude and his doctorate from the Pennsylvania State 

University.  Both degrees are in Economics. 

141. Professor Morgan specializes in the economics of industrial organization, which includes 

the study of antitrust and regulatory policies.  He regularly teaches courses on business strategy, 

contract theory, and bargaining.  He has published numerous articles in academic journals and 

books.  He has written academic articles on issues related to the economics of bargaining, 

pricing, and competition in online markets.  His work includes theoretical analyses and 

experimental studies, and he is considered a leading expert on the economics of online 

competition.  He is a co-editor of The B.E. Journal of Theoretical Economics.  He is also an 

associate editor at Management Science and Economic Theory, and he serves on the editorial 

board of the California Management Review. 

142. In addition to his academic experience, Professor Morgan has consulted on the 

application of economic analysis to issues of antitrust policy, auctions, and bargaining.  He has 

also served as a consultant to the Federal Trade Commission on antitrust issues, to Google on 

auction related issues, and to Digonex (an intermediary in the digital music industry) on 

bargaining and pricing issues.  He has served as a consultant to Paging Systems, for which he 
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provided an economic analysis of anticompetitive bidding in radio spectrum auctions conducted 

by the Federal Communications Commission. 

143. From 1989 to 1992, he served as a Senior Accountant at Grant Thornton, a large 

accounting and consulting firm.  In that position, he performed economic and accounting 

analyses related to litigation and bankruptcy proceedings for clients in the financial services and 

apparel sectors.  He also consulted for the Office of Thrift Supervision and performed analyses 

regarding the accounting and economic treatment of financial hedges held by a failed savings 

and loan.  During that same period, he was a licensed Certified Public Accountant in the state of 

Pennsylvania.  

 


