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INTRODUCTION AND SUMMARY

DISH Network L.L.C. (“DISH") submits these comments to oppose lifting the program
access exclusivity ban. The foreclosure problems that the exclusivity rules were intended to
remedy remain serious. Cable operators, which do not compete with one another because they
do not overlap geographically, have an incentive to foreclose their non-cable competitors from
the programming in which they have an interest. Indeed, the ban “ continues to be necessary to
preserve and protect competition and diversity in the distribution of video programming.”*

The current exclusivity rule prohibits in-market exclusive contracts between a cable

operator and an affiliated programmer unless the Commission determines on a case-by-case basis

147 U.S.C. § 548(c)(5).



that such a contract isin the public interest.? Lifting this ban would allow networks affiliated
with cable operators, such as Discovery, the MLB Network, MSG, and MSG+, to become
subject to exclusive arrangements and possibly withheld from satellite and other non-cable
distributors. It could also mean exclusive deals for Comcast-controlled programming, including
the USA Network, MSNBC, and NBC Sports, after the expiration (in 2018) of the conditions
imposed by the Commission on the approval of Comcast’'s NBC Universal (“NBCU”)
acquisition. The competitive landscape has not changed enough to justify the elimination of a
rule that has allowed independent distributors to offer some of the most popular programming,
thus giving consumers more choicesin the pay-TV market. In fact, agreater number of top 20
cable networks (ranked by subscribership) are in cable hands now than they were in 2007.

The gradual decline in the nationwide cable market share masks the fact that cable share
isaslarge as 80% in certain regional clusters and local factors are the most critical in
determining the choice of pay-TV providersfor consumers. Equally important, as the
Commission has found in analogous circumstances, and as DISH’ s expert economist Dr. Simon
Wilkie confirms, the anticompetitive foreclosure of competitors from popular programming can
be expected to be profitable even if cable operators had much smaller shares of the Multichannel
Video Program Distribution (“MVPD”) markets than they do today. For one thing, whether an
integrated cable operator has a 60%, 50%, or 40% share in a particular market, an exclusive
agreement for that operator’ s affiliated programming means plainly that the programming will
not be available elsewhere in that market. Thus, amajority of the consumers that want the
programming will have to knock on the cable operator’ s door. In addition, temporary

foreclosure techniques allow an affiliated pair of cable and programming entities to receive most

2 47 U.S.C. § 548(b)(2)(D).



of the benefit of foreclosure while incurring only a portion of its cost. On the benefit side, many
subscribers switching to the cable operator to receive the temporary exclusive may not return to
the other distributor at the end of the exclusivity period. On the cost side, the loss of
programming revenue in fees paid by the independent distributor to the programmer can be
expected to be correspondingly limited, if that distributor resumes paying the programmer fees at
the end of the exclusive term, after the harm has been done. Thus, it is no wonder that the
econometric models devel oped by the Commission predict that foreclosure techniques would

still be profitable to integrated distributors with relatively small market shares. Dr. Wilkie has
also found that foreclosure is particularly attractive to cable operators that are affiliated with
multiple programming channels.

Lifting the exclusivity ban would also have an impact on the deterrent value of the
Commission’ s discrimination rules, which would survive if the exclusivity ban were lifted.
Cable-affiliated programmers may attempt to require onerous discriminatory rates from
unaffiliated distributors by threatening that the programming will otherwise become the subject
of a (newly lawful) exclusive arrangement and be withheld altogether. The result would be an
even faster pace of programming cost increases, which will likely affect the prices that
consumers pay and the choices they have.

1. THE COMMISSION SHOULD NOT ALLOW THE EXCLUSIVITY BANTO
SUNSET

A. A Sunset IsNot Justified by Changesto Cable Market Share

The Commission asks whether changes in the market justify a sunset of the exclusivity

rule® The answer is no, for two reasons. First, the change in cable’s share of the national

% Revision of the Commission’s Program Access Rules, WB Docket No. 12-68, Notice of
Proposed Rulemaking, FCC 12-30 14 (rel. Mar. 20, 2012) (“NPRM™).
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MV PD market ignores the significantly higher penetration enjoyed by some of the nation’s
largest cable providers in key markets. Second, even at the lower penetration levels, foreclosure
remains a profitable strategy for cable and its affiliated programmers.

It istrue that cable operators have less of a hold on the MVPD market today than they did
fiveyearsago. According to the NPRM, cable’s market share has decreased from 67% in 2007
t0 58.5% in 2011.* That decrease, however, is not sufficient to make foreclosure unprofitable
and thus warrant a sunset of the rule. With a58.5% national share, cable still dominates the
market. And this number ignores the clustering of dominant cable providersin key regional
markets across the country at much higher penetration levels than the national average. In
Philadel phia and Chicago, for instance, where Comcast is the dominant cable provider, cable
controls as much as 83% and 77% of the market respectively.®> In New Y ork, Cablevision and
Time Warner are the incumbent cable providers and have as much as an 88.5% market share.®
And it is these dominant cable providers that share affiliation with some of the most popular
national and regional programming. Comcast’s extensive affiliations include its widespread
regional sports network (“RSN”) holdings across the country (including in the Philadel phia,
Chicago, and San Francisco markets), Bravo, CNBC, E! Entertainment Television, Syfy
Network, Style Network, USA Network, NBC Sports Network, A& E, and Lifetime.
Cablevision's affiliationsinclude its RSNsin the New Y ork City region, as well asthe entire

array of AMC networks, including AMC, the Independent Film Channel, Sundance Channel, and

* NPRM 1 24, Appendix A.

® Review of the Commission’s Program Access Rules and Examination of Programming Tying
Arrangements, First Report and Order, 25 FCC Rcd. 746, 763-64 1 27 n.97 (2010). These
figures are from July 2009.
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WE tv. Recently, Time Warner has been expanding its RSN holdings and is now affiliated with
RSNsin the Los Angeles, Kansas City, and New Y ork markets, among others.

B. Foreclosure Continuesto Be Profitable Even as Mar ket Share Declines

Foreclosure is and will continue to be profitable for cable providers and their affiliated
networks, even if cable operators had a significantly lower market share than they enjoy today.
To begin, as Dr. Simon Wilkie demonstrates in his accompanying expert report, cable-affiliated
programmers may have an incentive to withhold programming from rival distributors regardless
of the cable company’ s share of the relevant market.” The key factor is not the size of the cable
company, but the popularity of the affiliated programming with the relevant consumer audience.
The more popular the programming for the rival distributor’s customer base, the more profitable
awithholding strategy becomes. Thisis because withholding high popularity programming
either inhibits subscriber adoption of the rival MV PD, or, in the case of withholding after a
period of carriage by the rival MV PD, resultsin significant churn for the rival MV PD customer
base.® AsDr. Wilkie observes, the Commission itself has recognized this phenomenon in the
case of Comcast and its Philadelphia RSNs.? In 2007, the Commission observed that satellite
penetration was 40% less than what it would have been absent Comcast’s multi-year withholding
of its RSNs. ™

The exclusivity ban specifically continues to be necessary based on data indicating that

some of the most popular programming on MV PD platforms today remains affiliated with cable

’ Expert Report of Simon J. Wilkie, PhD 42 (June 2012) (“Wilkie Report”) (attached hereto).
®1d. 17 12-14.
%1d. 17 19-25.

1914, 91 23; Development of Competition and Diversity in Video Programming Distribution:
Section 628(c)(5) of the Communications Act: Sunset of Exclusive Contract Prohibition, Report
and Order, 22 FCC Rcd. 17791, 17817-18 1 39 (2007).
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providers. Whileit istrue that the number of satellite-delivered, national programming networks
that are affiliated with cable providers has declined from 22% in 2007 to approximately 14.4%
today,™ this decrease is not material to the question of whether the exclusivity ban should be
lifted. Indeed, the total number of satellite-delivered, cable affiliated national programming
networks has remained almost the same, changing only from 116 to 115.% Itisonly the
proliferation of niche and specialty channels over thistime frame that has affected the
percentage.® The most popular networks remain some of the longest-standing, and these
networks remain affiliated with cable. The number of cable-affiliated networks among the 20
top satellite-delivered, national networks has remained at six when ranked by advertising
revenue.* It has actually increased from six to seven when the top 20 cable networks are ranked
by subscribership.®® Since subscribership is a more important measure of popularity to a
distributor than advertising revenue—subscription fees constitute the vast majority of an
MV PD’s revenue™®—it is the increase from six to seven that matters. The reason for the increase
is simple—the reduction in top-cable-affiliated channels caused by the Time Warner spinoff has
been more than offset by the Comcast acquisition of control over NBCU.

Also, as Dr. Wilkie notes, there is another reason why the profitability of an exclusive

strategy does not significantly depend on the integrated MVPD’ s market share. Whether that

1 NPRM 1 26.
121d. at Appendix B, Table 1.

3 |n fact, for those who argue that the program access rules discourage the proliferation of
alternative and competitive programming, this proliferation stands as strong evidence that no
such inhibition exists.

' NPRM 1 26.
Bd.
16 see, e.g., Time Warner Cable, Annual Report (Form 10-K) (Feb. 17, 2012) at 44-46.
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MV PD has a 60%, 50%, or 40% share in a particular market, it can likely reserve for itself a
majority of the churn if it withholds the programming from all of its competitors.*’

And the profitability of foreclosure increases further still for those cable operators
affiliated with more than one network. As Dr. Wilkie observes, when more than one network is
withheld, the churn effects on the rival MV PD can be “ super-additive,” meaning that the
aggregate benefit of foreclosing a competitor from two networks at the same time exceeds the
sum of the benefits that would accrue if each of the two networks were withheld separately.*®
This“snowball effect” of multiple network foreclosure is confirmed by the seven-month-long
retransmission consent dispute between DISH and Fisher Communications, Inc. (“Fisher”) in
2008-2009. During this period, DISH lacked access to Fisher networks in seven Designated
Market Areas (“DMAS"). In one of these seven DMAS, DISH lacked access to not one, but two
Top 4 network stations. In al seven markets, DISH’ s churn rates increased substantially during
the foreclosure period. But in the market where two Top 4 network stations were withheld, the
churn rates were more than the sum of the rates experienced in markets where only one station
was lost.” AsDr. Wilkie concludes, “[t]hisindicates that a vertically integrated MV PD that
controls multiple channels has an incentive to raise itsrival’ s costs more than cal cul ations
performed on a per channel basis indicate.”*°

In addition, econometric analysis predicts that a strategy of temporary foreclosure would
allow an integrated cable operator to circumscribe the costs of foreclosure while enjoying many

of its benefits. Even abrief exclusive enjoyed by an integrated cable operator can be expected to

7 see Wilkie Report 1 15.
81d. 19 26-28, 41.

1d. 195, 34-41.

21d. 5.



result in amore long-term shift in subscribers from the rival MV PD to the cable operator because
many subscribers do not switch back. At the sametime, it is reasonable to predict that the
programmer’s cost would be cushioned if and when the programmer starts to receive
programming fees again at the end of the exclusive term.?* The Commission found this to be the
caseinitsreview of the DIRECTV/News Corp. transaction. At thetime, DIRECTV held a 13%
share of the MV PD market.?> Based on its own economic analysis, the Commission concluded
that temporary foreclosure techniques would be profitable for News Corp.?® In other words,
through a strategy of temporary withholding of its affiliated programming, News Corp. would
make more money in additional subscription revenue earned by DIRECTV due to its exclusive
rights than it would lose in foregone programming revenue from other distributors. For that
reason, the Commission prohibited DIRECTYV from possessing exclusivity rightsin News
Corp.’sregional sports programming. Asthe Commission is aware, popular sports
programming, at both the national and regional level, remains highly desirable.

The profitability of aforeclosure strategy increases further still when the integrated
company has a greater economic stake in its cable operation than it has in the programmer in
guestion. Thisisan important factor, since often each cable operator’ s ownership of a cable-
affiliated cable network is partial. Perhapsit is no coincidence that, in some cases, a
programmer is co-owned by a number of large cable multiple system operators. For example,

Comcast, Cox, Time Warner Cable, and Bright House co-own iN DEMAND L.L.C. and its suite

211d. 1 40.

22 General Motors Corporation and Hughes Electronics Corporation, Transferors, and The News
Corporation Limited, Transferee, for Authority to Transfer Control, Memorandum Opinion and
Order, 19 FCC Rcd. 473, 476 3 (2004).

231d. at 547 1 161.



of sports programming.?* Co-ownership permits cable operators to share the costs of a
foreclosure strategy while each receivesthe full gainsin its franchise area.

Comcast’s controlling interest in NBCU is another example of an ownership structure
that makes exclusivity more profitable: Comcast would reap all of the economic benefit from its
cable distribution business, even as it would bear the costs of a foreclosure strategy only to the
extent of its economic interest in NBCU—currently 51%.%° The conditions to which Comcast
has become subject are only a partial answer, for two reasons. First, the transaction conditions
are set to expire in January 2018. After that date, Comcast will be bound only by the program
access rules as they stand at the time. Even before that date, Comcast could use the prospect of
the conditions’ expiration as leverage to extract benefits in negotiations with other distributors.
Second, the Comcast program access conditions apply only to Comcast-controlled programming,
and not to all Comcast-affiliated programming.”® A sunset of the exclusivity ban would thus
benefit Comcast and allow exclusionary practices with respect to Comcast-affiliated
programming, too. No relevant video market devel opments have occurred since the
Commission’sreview last year of the Comcast-NBCU transaction. Then, the Commission
specifically concluded that the transaction “ creates the possibility that Comcast-NBCU, either

temporarily or permanently, will block Comcast’ s video distribution rivals from access to the

24 Annual Assessment of the Status of Competition in the Market for the Delivery of Video
Programming, Thirteenth Annual Report, 24 FCC Rcd. 542, 635 1191, Appendix C, Table C-1
(2009) (“Thirteenth Video Competition Report”).

> Applications of Comcast Corporation, General Electric Company and NBC Universal, Inc. for
Consent to Assign Licenses and Transfer Control of Licenses, Memorandum Opinion and Order,
26 FCC Rcd. 4238, 4245 111 17 (2011) (“Comcast/NBCU Order”).

%6 NPRM 1/ 26 n.91; see also Comcast/NBCU Order, 26 FCC Rcd. at 4358, Appendix A,
Condition Il. A Comcast-controlled network is one in which Comcast or NBCU holds a 50% or
greater interest, and a Comcast-affiliated network is one in which Comcast or NBCU holds less
than a50% interest.



video programming content the [joint venture] would come to control or raise programming
costs to its video distribution rivals.”?’

In sum, temporary exclusivity techniques and differential ownership stakesin the
programming and distribution links of the vertical chain can ensure the economic incentive of
cable-affiliated programmers to engage in anticompetitive behavior if the ban on exclusivity is
lifted. Asdiscussed below, the threat of exclusivity can also be used as alever to extract high
rates, which may have to be borne by the consumer—another ill effect of sunsetting the ban.
Indeed, Dr. Wilkie observes that the advent of additional MV PD distributors may actually make
the threat of foreclosure more, not less, serious, even asit causes cable market share to go down.
In Dr. Wilkie' s words, the purchasing MV PD “now suffers in that consumers have more
alternatives to turn to after the utility shock of having a channel removed from itslineup. . . .
This effect tends to improve [the cable operator’ s] bargaining position by making the threat of
128

foreclosure more acute, and so it would raise prices.

C. Nothing in the Cablevision Case or the Statute Itself Mandatesthat the
Commission Terminate the Exclusivity Ban

Nothing in the Cablevision decision restricts the Commission’s ability to consider the
data beforeit. Inthat case, the D.C. Circuit upheld the Commission’s 2007 extension of the
exclusivity ban, explaining, in part, that “conclusions based on [the Commission’s] predictive
judgment and technical analysis are just the type of conclusions that warrant deference from this
Court.” ° In doing so, the Court also briefly speculated about the future, noting:

We anticipate that cable’s dominance in the MVPD market will have diminished
still more by the time the Commission next reviews the prohibition, and expect

271d. at 4250 1 29.
8 Wilkie Report 1 12.
2% Cablevision Systems Corp. v. FCC, 597 F.3d 1306, 1313 (D.C. Cir. 2010); NPRM { 15.
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that at that time the Commission will weigh heavily Congress's intention that the

exclusive contract prohibition will eventually sunset. Petitioners are correct in

pointing out that the MV PD market has changed drastically since 1992. We

expect that if the market continues to evolve at such arapid pace, the Commission

will soon be able to conclude that the [exclusive contract] prohibition is no longer

necessary to preserve and protect competition and diversity in the distribution of

video programming.*

The Court’ s speculation was not a declaration that the exclusivity ban should end in the next
review but merely a statement of its expectations that: (i) cable’ s dominance in the MVPD
market will have diminished still more by the time the Commission next reviews the prohibition;
(i) the Commission will weigh heavily Congress' s intent when it enacted the exclusivity ban;
and (iii) if the market continues to evolve at such arapid pace, the Commission may soon be able
to conclude that the exclusivity prohibition is no longer necessary.

These expectations have not been fulfilled. The pace of market evolution has actually
slowed, stalled, and, in one particularly important case, moved in the opposite direction. The
Thirteenth Video Competition Report stated that the number of basic cable subscribers had only
“fluctuated slightly” in the past four years,® and that the number of cable subscribers went from
approximately 66.5 million cable subscribers in June 2002 to 65.3 million in June 2006.%? The
Commission has also projected increased cable subscribership “year after year for the next
decade.”® Just as cable operators promise to remain a dominant force in the market, so too do

cable-affiliated networks. As mentioned above, the number of popular cable networks has, if

anything, risen.

% Cablevision, 597 F.3d at 1314; NPRM 1 16.
3 NPRM at Appendix B, Table 2.

#1d. at 684, Table B-1.

#1d. at 547 1 10.
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Indeed, while the Cablevision Court made mention of “Congress's intention that the
exclusive contract prohibition will eventually sunset,”** the so-called “sunset” provision merely
required the Commission to conduct one 10-year review and to continue the exclusivity ban if it
found “that such prohibition continue[d] to be necessary to preserve and protect competition and
diversity in the distribution of video programming.”* This language actually arose out of the
conference committee report, which explains that the limitations “shall expire after 10 years,
except that the FCC may extend the limitation if it determines that such limitations are necessary
to preserve and protect competition . . . .”** As Senator Daniel Inouye (D-HI) aso explained:
“Exclusive programming contracts are prohibited for 10 years unless the FCC determines they
arein the public interest. The FCC may extend the 10-year time period.” Therefore, neither the
statutory language itself nor the legidlative history require the Commission to revisit the issue
after itsinitial 10-year review, although the Commission is within its authority to do so.

Nor isthere abiasin the law toward finding a sunset date. In fact, the Cable Act’'s
legidative history is replete with concern not with finding an end date for the exclusivity ban, but
for the state of competition in the video distribution market as a result of cable’s monopolistic
practices. Representative Billy Tauzin (R-LA), the Congressman who introduced the program
access rules, explained that access to programming is necessary for competitors to compete with
cable and charge lower rates.®” Rep. Tauzin emphatically stated:

We either create competition for the American television viewing audience out

there or we leave them strangled . . . by cable monopolies who can charge them

what they want, force them to buy what they want in tiers they create and add to
those services rental fees on equipment that could be easily purchased at Radio

34 Cablevision, 597 F.3d at 1314.

% 47U.S.C. §548.

% H.R. Rep. No. 102-862, at 93 (1992).

37 See 138 Cong. Rec. H6487, H6533-35 (July 23, 1992).
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Shack, if we had the decency to think about the American consumer out there
instead of big cable interests that control the situation.®

In sum, neither the statute nor the Cablevision decision should be read to exert pressure
on the Commission in the direction of “sunsetting” the exclusivity ban.

D. A Sunset Would Allow Programmersto Usethe Threat of Exclusivity as
Leverageto Extort High Rates

Asthe NPRM observes, a sunset of the exclusivity prohibition would not (and could not)
end another statutory requirement—the requirement that the Commission prohibit
discrimination.*® A sunset would thus mean that exclusive agreements are no longer prohibited,
whereas discrimination in the rates or other terms of programming would still be outlawed. This
in turn would create a perverse incentive on the part of programmersto enter into exclusive
agreements in order to shelter themselves from discrimination complaints. Even more
pernicious, a cable-affiliated programmer could use the threat of entering into exclusive
agreements as atool to extract high rates. Unaffiliated distributors would be faced with a stark
choice: either accept high rates, discriminatory terms, or other unfair practices, or be legally shut
out from programming altogether.

In the absence of an exclusivity ban, therefore, the video market would likely experience
not only higher rates but a faster pace of increase in the cost of programming than distributors
have already encountered.* Thiswould compound atrend in rapid escalation of programming

costs. The Commission reported an average annual increase in programming expense of 6.9%,

% 1d. at H6534.
39 NPRM 1 4.
“OWilkie Report 1 5, 11-12.

13



8.3%, and 9.5% between 2004 and 2007.** By some accounts, independent MVPDs monthly
programming costs increased as much as 70% to 84% from 2000-2005,* and by 67.3% for basic
and expanded basic programming between 2003 and 2008.*® If cable-affiliated programmers
believed themselves able to extract high rates based on athreat of exclusivity and if the
independent MV PDs find themsel ves forced to capitul ate, these increases would likely be higher
still in the future.

E. A Lifting of the Exclusivity Ban Would Be, at Best, Premature

The expiration of the Comcast/NBCU conditions, set for 2018, provides yet another
reason why the Commission should not lift the exclusivity ban now. If the circumstancesin the
MV PD market, as they have unfolded by that time, warrant a continued ban on Comcast’s ability
to enter into programming exclusives, alift of the ban now means that the Commission would be
left with one less regulatory tool in its kit down theroad. Specifically, if the Commission allows
the statutory prohibition to sunset now, it is questionable whether (and in what circumstances) it
can be resurrected in the future. At a bare minimum, therefore, the Commission should preserve
the option that Comcast could remain subject to the exclusivity ban if circumstances warrant it

then.

I Statistical Report on Average Rates for Basic Service, Cable Programming Service, and
Equipment, Report on Cable Industry Prices, 24 FCC Rcd. 259, 264 1 11 (2009).

“2 Arlen Communications, Programming, Retrans Costs...Ouch! Monthly Programming Costs
per Home for Two Independent MSOs, The Bridge, July 28, 2006, at 1.

3 Steven C. Salop et al., Video Program Costs and Cable TV Prices; A Comment on the
Analysis of Dr. Jeffrey Eisenach (attached to L etter from Matthew A. Brill, Counsel for Time
Warner Cable Inc., to Marlene Dortch, Secretary, Federal Communications Commission, MB
Docket No. 10-71 (June 1, 2010)).
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1. CONCLUSION

The need for the exclusivity ban continues. The foreclosure problems that cable-
affiliated programmers would create absent a ban demonstrate that the exclusivity ban continues
to be necessary to preserve and protect diversity in the distribution of video programming. The
exclusivity ban should therefore be extended until the Commission can conclude it is no longer
in the public interest to maintain it.

Respectfully submitted,

/s
Jeffrey H. Blum Pantelis Michalopoul os
Senior Vice President and Christopher Bjornson
Deputy General Counsel Stephanie A. Roy
Alison A. Minea Steptoe & Johnson LLP
Corporate Counsel 1330 Connecticut Avenue, NW
Hadass Kogan Washington, DC 20036
Associate Corporate Counsel (202) 429-3000
DISH Network L.L.C. Counsel for DISH Network L.L.C.

1110 Vermont Avenue, NW, Suite 750
Washington, DC 20005
(202) 293-0981

June 22, 2012
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INTRODUCTION

A. Qualifications

1. My name is Simon J. Wilkie. I am the Chairman of, and a Professor in,
the Department of Economics at the University of Southern California, as well as
Executive Director of the Center for Communication Law and Policy at the University of
Southern California Law School and a (Courtesy) Professor of Communication. Prior to
joining the faculty at the University of Southern California, I was a Senior Research
Associate in Economics at the California Institute of Technology. From 1990 to 1994, 1
held the position of Member of the Technical Staff at Bell Communications Research
Inc., the research arm of the Bell Operating Companies. From 2007 through 2009, I sat
on the program committee of the Telecommunications Policy Research Conference. I
currently serve on the editorial board of the International Journal of Communication. 1
have also been an Affiliated Scholar of the Milken Institute and a Visiting Assistant
Professor at Columbia University.

2. From 2002 to 2003, I served as Chief Economist at the Federal
Communications Commission (“FCC” or “Commission”). In that capacity, I oversaw the
economic analysis performed by the Commission staff and advised the FCC Chairman
and Commissioners on issues involving economic analysis. Major items before the
Commission during my tenure included the EchoStar/DIRECTV transaction, the
Comcast/AT&T Broadband transaction, the Triennial Review of Unbundling Obligations,
and the Biennial Review of Media Ownership rules.

3. Over the past twenty years, my academic research has focused on the

areas of mechanism design, regulation, and game theory, with a particular emphasis on



the telecommunications industry. 1 received a Bachelor of Commerce degree in
Economics from the University of New South Wales, and M.A. and Ph.D. degrees in
Economics from the University of Rochester. My resume, which contains more
information on my background and qualifications, is contained in the appendix. My
work on this matter is ongoing, and I reserve the right to supplement and modify my
report as additional information and data become available.

B. Assignment

4. I have been asked by DISH Network L.L.C. (“DISH”) to perform an
economic analysis of the Commission’s Notice of Proposed Rulemaking (“NPRM”)'
regarding a possible elimination of the current ban on exclusive deals for cable-affiliated
programming. As part of my study, I have constructed an economic model that predicts
when withholding programming is profitable in the face of new-entry competition from
other Multichannel Video Programming Distributors (“MVPDs”). Our economic model

will allow us to answer the following important questions:

. Given a particular level of competition, is withholding programming
profitable?
. What is the minimum level of competition that would render withholding

of programming unprofitable?

. How does the size of an MVPD’s market footprint affect its incentive and
ability to withhold programming?

. What are the economic effects of the current ban on exclusivity and of
lifting that ban?

C. Summary of Conclusions

5. My primary conclusions are summarized as follows:

! Revision of the Commission’s Program Access Rules, WB Docket No. 12-68, Notice of
Proposed Rulemaking, FCC 12-30 (rel. Mar. 20, 2012).
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. Denial of access to popular programming by a vertically integrated
competitor serves to raise rivals’ costs and leads to diminished
competition and higher prices in the MVPD market.

. Basic economic theory shows that in a vertically integrated market,
the profits of upstream suppliers with market power are higher
with fewer downstream firms. Thus, as a baseline matter, more
downstream competitors can increase the incentive to foreclose.’

. Thus, the entry of new competitors in the MVPD market, such as
AT&T and Verizon, has no bearing on the relevance of the
exclusivity ban. Indeed, such entry may increase the economic
importance of the ban.

. The incentive of a vertically integrated MVPD to foreclose a
competitor’s access to programming depends in part on the size of
the market for the programming outside the MVPD’s footprint.

. The exploitation of the terrestrial loophole by Comcast in the
Philadelphia designated market area (“DMA”) has led to higher
prices and impaired competition.

. DISH’s experience shows that withholding programming has been
a profitable strategy for its competitors. From December 2008 to
June 2009, Fisher Communications, Inc. (“Fisher”) withheld
programming from DISH in seven DMAs. This withholding led to
an increase in net churn rates during the channel-loss period in
these DMAs.

. The churn rates suffered by DISH were “super-additive” in cases
where two channels were withheld and these channels were of
roughly equal popularity. In other words, for an integrated MVPD,
the aggregate benefit of foreclosing a competitor from two
networks at the same time exceeds the sum of the benefits that
would accrue if each of the two networks were withheld
separately. This indicates that a vertically integrated MVPD that
controls multiple channels has a greater incentive to raise its rivals’
costs than calculations performed on a per channel basis indicate.

6. In this report, I present an economic model in which programming
foreclosure can be usefully analyzed. I then present two case studies on the impact of

access to programming in the MVPD market and how it bears on the parameters of the

? See generally Patrick Rey & Jean Tirole, A Primer on Foreclosure, in Handbook of
Industrial Organization III (Mark Armstrong and Robert Porter eds. 2006).
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model. First, I review the case of Comcast and regional sports programming in the
Philadelphia market. Second, I analyze the causal impact of channel withholding by
Fisher on DISH’s net churn rates.
. AN ECONOMIC MODEL OF THE PROGRAM ACCESSRULES

A. Theory

7. A consumer chooses between purchasing monthly subscription services
from competing MVPD service providers: a cable service provider (“Cable”) and
satellite service providers (“DBS”), and, in some areas, an Incumbent Local Exchange
Carrier (“ILEC”). Each service offers a package of channels X, Y, and Z. For each of the
channels X, Y, and Z, consumer i has a valuation x;, y;, and z; respectively. Consumer i
also has an idiosyncratic random utility component J;;, which determines whether she
prefers Cable, DBS, or ILEC. If 6;; > dy;, then she prefers Cable over DBS and the ILEC.
Each of the variables x;, y;, zi, and J; are monthly utility flows. Let p,; be the monthly
price of DBS and let p. be the monthly price of Cable. Then, in any month, consumer i
will purchase DBS if the monthly utility flow from purchasing DBS is greater than the
monthly flow from purchasing Cable, i.e., if x; + y; +z;—ps > x; + yi + zi — p. + 0;, Ot p. —
ps> 0;. For each consumer, x, y, z, and J are distributed according to the joint cumulative
probability distribution F(x,y,z,0), with density f{x,y,z,0). Suppose that, having
subscribed to DBS, consumer i now faces a situation where channel X is withheld with
the expectation that bargaining will take one month before channel X is restored. If
consumer i faces a transaction cost of 7, which includes cancellation charges, installation
charges, and the time-cost of scheduling installation, then she will now switch to the

cable provider and sign a k-month contract if the value of switching is greater: x; + y; +z;



—kp s<xi+yitzi—kpc+ ko —T,ie., ifx;>k(p.—ps—09;)+ T. These inequalities
determine the percentage of consumers who will churn from a platform following the
withholding of a channel from that platform.

8. Let D(x) denote the matrix diversion ratios or churn if programming
channel “x” is withheld. We will indicate the incumbent vertically integrated cable
company as MVPD by index “1” in the market, and will assume for simplicity’s sake a
total of four MVPDs in the market. Thus D(x) = [d;;(x)] where d;;(x) is the percentage of
customers who churn from MVPD i to MVPD ; if channel x is withheld from i (by

definition d;;(x) = 0). The gain to the incumbent, firm 1 in market share is thus d;;(x) s;.

The loss of market share to MVPD i is Zdij(X) esi= /;(x). The financial loss to MVPD i

J#i
is thus 7 e Li(x)and the market gain to the incumbent cable company is thus 7 di(x)s:.
9. The Nash bargaining approach to price formation has been adopted by the
Commission to explain the setting of prices in this context.’ The Nash bargaining
solution implies that firms split the net surplus from the transaction in proportion to each

firm’s bargaining strength, which is typically assumed to be equal. The surplus is

3 See Applications of Comcast Corporation, General Electric Company and NBC
Universal, Inc. for Consent to Assign Licenses and Transfer Control of Licenses,
Memorandum Opinion and Order, 26 FCC Rcd. 4238, 4393, Appendix B 939 (2011)
(“Comcast/NBCU Order”); General Motors Corporation and Hughes Electronics
Corporation, Transferors, and the News Corporation Limited, Transferee, for Authority to
Transfer Control, Memorandum Opinion and Order, 19 FCC Red. 476, 543-48 99 149-
162 (2004) (“DIRECTV-News Corp. Order”); see also William P. Rogerson, “Economic
Analysis of the Competitive Harms of the Proposed Comcast-NBCU Transaction,” 21-26
(June 21, 2010) (“Rogerson Report”).

* See, e.g., Timothy Besley & Maitreesh Ghatak, Government Versus Private Ownership
of Public Goods, 116 The Quarterly Journal of Economics 1343, 1348 (2001) (“We use
Nash bargaining so that the parties are assumed to split their renegotiation surplus 50/50
over the disagreement point.”).



defined as the sum of the benefits of each firm’s disagreement payoff—the payoff that
obtains if the firms fail to reach a deal. We adopt this model and consider the effect of
more competitors—i.e., whether the existence of additional MVPDs makes foreclosure
less profitable and therefore less likely.

10.  Let us assume that the costs of programming are all sunk and the marginal
cost of distribution to an extra subscriber is zero. (This assumption does not affect the
results but makes the analysis more transparent.) Let us posit that, given the level of
MVPD competition, the addition of the channel in question would add value $v per
subscriber to the MVPD. Then, under the Nash bargaining formulation, the price for
carriage of the channel would be %v per subscriber without vertical integration. As has
been demonstrated in the past, vertical integration changes the prices when the purchaser
is a direct competitor of firm 1—the vertically integrated MVPD. Nevertheless, the
pricing of the programming should remain p = %v for firms that are in markets outside
firm 1’s franchise footprint, as they are not direct competitors. Moreover, if the program
access rules are in place then no exclusion and non-discriminatory pricing holds; in this
case too, therefore, the program pricing should remain p = %v for firms that are also
competing in firm 1’s markets.

11. However, if the program access rules are relaxed, then firm 1 can threaten
firms that compete directly against it with exclusion; in that case, the Nash bargaining
solution implies that the price splits the surplus from the disagreement point payoffs.
Notice that here the disagreement payoffs are the resulting change in profits when the
channel is not carried by the independent MVPD. Since firm 1’s disagreement payoff is

positive (it benefits from churn to it by withholding content from the competitor), and



since firm i’s disagreement payoff is negative, prices can be expected to rise if exclusion
is allowed. In past proceedings, most recently in the Comcast/NBCU merger, the
Commission has recognized this point.’

12.  The relevant questions for the Commission then become: how does an
increase in downstream competition affect these prices, and does it necessarily ameliorate
the ability to raise the costs of the cable operators’ rivals? The answer depends on the
shift in the disagreement point. In particular, with more consumer alternatives than
before, it is likely that the churn to firm 1 will be lower than before, meaning that firm 1
benefits less from exclusion. In the case of the linear logic demand model, the gain to
firm 1 will fall in line with the reduction of its market share due to increased downstream
competition. But this is not the end of the analysis: we must also consider what happens
to the disagreement payoff for the purchasing firm. It now suffers in that consumers have
more alternatives to turn to after the utility shock of having a channel removed from its
lineup. Let us suppose, for example, Verizon has entered a market with FiOS. A
consumer who might not have left a DBS platform such as DIRECTV for cable after a
channel was foreclosed from DIRECTV, because of her low personal utility for cable,
might now switch to FiOS. This effect tends to improve firm 1’s bargaining position by
making the threat of foreclosure more acute, and so it would raise prices. Notably, this
might happen even if the programming is withheld from FiOS, too, as the total utility that
a consumer receives from DIRECTV will decline. Thus, a subscriber who had
considered leaving DIRECTV for FiOS before but had refrained may do so after

DIRECTYV loses the programming in question. The risk to DIRECTV would, of course,

> See Comcast/NBCU Order, 26 FCC Red. at 4393, Appendix B 9 39; DIRECTV-News
Corp. Order, 16 FCC Rcd. at 546-47 99 159-160.
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be even greater if, for example, FiOS’s agreement for the programming expires later than
DIRECTV’s deal, and thus the effects of the exclusive set in earlier for DIRECTV. The
net impact on competition on prices thus depends on the size of the sum of the
disagreement pointas p =% (v + mel(x) + medi(x)s:).

13.  In the simple case of two firms, firm 1’s gain is firm 2’s loss. With more
firms, on the other hand, it is likely that the total churn away from firm 2 is greater than
the churn towards firm 1. Most importantly, if the sum of these absolute values, e [i(x)
+ medi(x)s:, increases with more firms in the marketplace, then the presence of more
competitors would make the threat of exclusion more effective, and ultimately lead to
higher prices in the marketplace. This point is illustrated in the following diagram:

ILLUSTRATION 1

Seller's Surplus (Price)

n.\
B
! %
—

o

Buyer's Surplus

7
14.  Illustration 1 demonstrates how prices can rise due to the shifts in the

disagreement point accompanying an increase in the number of competitors. Notice, of

course, the importance of the churn rates in this result. For programming so unpopular



that its withdrawal induces minimal churn, there is little threat of foreclosure. However,
for programming that is pivotal and where the withdrawal induces significant churn, there
is a very real threat of foreclosure, and, as shown above, even if the programming is not
foreclosed, this threat induces higher prices.

15. There is another reason why the profitability of an exclusive strategy does
not significantly depend on the integrated MVPD’s market share. Whether that MVPD
has an 60%, 50%, or 40% share, it can likely reserve for itself a majority of the churn if it
withholds the programming from all of its competitors. It can expect that most of the
subscribers leaving its competitors will “churn into” itself in an exclusive.

16. In addition, a strategy of temporary foreclosure would allow an integrated
cable operator to circumscribe the costs of foreclosure while enjoying many of its
benefits. Even a brief exclusive enjoyed by an integrated cable operator can be expected
to result in a more long-term shift in subscribers from the rival MVPD to the cable
operator because many subscribers do not switch back. At the same time, it is reasonable
to predict that the programmer’s cost would be cushioned if and when the programmer
starts to receive programming fees again at the end of the exclusive term. The
Commission found this to be the case in its review of the DIRECTV/News Corp.
transaction. At the time, DIRECTYV held a 13% share of the MVPD market.® Based on
its own economic analysis, the Commission concluded that temporary foreclosure
techniques would be profitable for News Corp.” In other words, through a strategy of
temporary withholding of its affiliated programming, News Corp. would make more

money in additional subscription revenue earned by DIRECTV due to its exclusive rights

 DIRECTV-News Corp. Order, 19 FCC Red. at 476 9 3.
"Id. at 547 9 161.



than it would lose in foregone programming revenue from other distributors. For that
reason, the Commission prohibited DIRECTV from possessing exclusivity rights in
News Corp.’s regional sports programming. As the Commission is aware, popular sports
programming, at both the national and regional level, remains highly desirable.

17. The profitability of a foreclosure strategy increases further still when the
integrated company has a greater economic stake in its cable operation than it has in the
programmer in question. This is an important factor, since often each cable operator’s
ownership of a cable-affiliated cable network is partial. Perhaps it is no coincidence that,
in some cases, a programmer is co-owned by a number of large cable multiple system
operators. For example, Comcast, Cox, Time Warner Cable, and Bright House co-own
iN DEMAND L.L.C. and its suite of sports programming.® Co-ownership permits cable
operators to share the costs of a foreclosure strategy while each receives the full gains in
its franchise area.

18. Comcast’s controlling interest in NBCU 1is another example of an
ownership structure that makes exclusivity more profitable: Comcast would reap all of
the economic benefit from its cable distribution business, even as it would bear the costs
of a foreclosure strategy only to the extent of its economic interest in NBCU—currently
51%.

1. CASE STUDY 1: THE PHILADELPHIA STORY
19.  In 2007, the Commission had occasion to review Comcast’s history of

denying for many years the two DBS operators (DISH and DIRECTV) access to

® Annual Assessment of the Status of Competition in the Market for the Delivery of
Video Programming, Thirteenth Annual Report, 24 FCC Rcd. 542, 635 9 191, Appendix
C, Table C-1 (2009).

? Comcast/NBCU Order, 26 FCC Red. at 4245 9§ 17.
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Comcast’s affiliated sports programming in the Philadelphia DMA and in other markets.
As the Commission found, Comcast had denied DBS providers access to Comcast
SportsNet Philadelphia (“CSN-Philadelphia”), which carries the games of the
Philadelphia Phillies (Major League Baseball), Philadelphia 76ers (National Basketball
Association), and Philadelphia Flyers (National Hockey Association). Comecast had also
denied access to CN8, which carries overflow regional sports programming when it is not
possible for CSN-Philadelphia to accommodate two events. Comcast’s denial of regional
sports programming has foreclosed its DBS competitors from regional sports
programming shown on two Comcast-affiliated channels: CSN-Philadelphia and CN8.

20. Comcast was the majority owner of CSN-Philadelphia, with
approximately an 80% equity share in the regional sports network (“RSN”). Comcast
also controlled future access to the 76ers’ and Flyers’ carriage rights. Specifically, in
1996, Comcast acquired a controlling interest in Spectacor (now “Comcast Spectacor”), a
holding company that owns the 76ers, the Flyers, and the Wachovia Center stadium that
hosts the teams.

21. By August 1997, Comcast acquired all the local telecasting rights to
Philadelphia Flyers’, Philadelphia 76ers’, and Philadelphia Phillies’ games, rights
previously held by Rainbow Sports, the owner of SportsChannel.  Thereafter,
SportsChannel announced that it would cease to operate as of September 30, 1997. On
October 1, 1997, CSN-Philadelphia debuted as a new channel on Comcast’s basic service
tier in the Philadelphia area, and it was distributed only through terrestrial microwave and
fiber technology. Before introducing CSN-Philadelphia as a new channel, Comcast

indicated that CSN-Philadelphia’s programming would not be available to any national
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DBS provider. Comcast’s discriminatory and continuous refusal to provide CSN-
Philadelphia to its primary downstream competitors caused DBS providers to experience
significantly lower-than-expected penetration rates in the Philadelphia DMA.

22.  The Commission and others found that Comcast’s foreclosure of CSN-
Philadelphia to its DBS competitors enabled Comcast to charge higher cable rates.
Economic reports prepared by the Commission, the General Accounting Office, and peer-
reviewed research clearly support the finding that reductions in DBS penetration rates
lead to higher cable rates.

23. The economic evidence strongly supports the conclusion that DBS
penetration rates are reduced when cable operators deny access to an RSN. In the 2007
NPRM, the Commission concluded: “without access to the cable-affiliated RSN in
Philadelphia, the percentage of television households that subscribe to DBS service in

10 The Commission

Philadelphia is 40 percent below what would otherwise be expected.’
further stated: “The addition or subtraction of variables will yield different magnitudes
for the coefficients measuring the effect on DBS penetration in areas in which DBS is
unable to carry RSNs, but whatever the mix of variables, the negative effect on DBS
penetration of RSN withholding remains clear.”"!

24.  Reductions in DBS penetration rates cause higher cable rates. Goolsbee

and Petrin, for example, asked “whether cable prices vary systematically with the level of

competition provided by satellite” and found “that more competition from DBS is

1 Development of Competition and Diversity in Video Programming Distribution:
Section 628(¢c)(5) of the Communications Act: Sunset of Exclusive Contract Prohibition,
Report and Order, 22 FCC Red. 17791, 17817-18 4 39 (2007) (“2007 Program Access
NPRM”).

"' Jd. at 17882, Appendix B, 4 19.
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12 1n addition, our

correlated with lower cable prices and somewhat higher quality cable.
conclusion is consistent with the study performed by Dr. Willig and Mr. Orszag, which
led them to conclude that, as of July 2003, Comcast’s cable rates in Philadelphia were
between $3.75 and $7.47 per month higher than predicted given the characteristics of the
market."?

25.  Finally, in its 2009 Report on Cable Industry Prices, the Commission
found that an increase in the concentration of MVPD providers (like Comcast) in a given
location (e.g., as a result of decreased DBS penetration rates) also causes cable rates to
increase.'® In its 2007 Program Access NPRM, the Commission found that the decreased
DBS penetration rate in the Philadelphia DMA caused by Comcast’s denial of CSN-
Philadelphia to DBS providers has adversely affected competition in that market. As the
Commission stated: “there is factual evidence that cable operators have withheld this
programming from competitors and, in two instances—in San Diego and Philadelphia—
there is empirical evidence that such withholding has had a material adverse impact on

competition in the video distribution market.”"

V. CASE STUDY 2: THE DISH-FISHER RETRANSMISSION DISPUTE
26.  DISH provides subscription television services. With about 14 million

customers, DISH is the third largest pay-TV provider in the United States. DISH began

12 Austin Goolsbee & Emil Petrin, The Consumer Gains from Direct Broadcast Satellites
and the Competition with Cable TV,” 72 Econometrica 351, 377 (2004).

13 See Letter from Pantelis Michalopoulos, Counsel for EchoStar Satellite Corporation, to
Marlene Dortch, Secretary, Federal Communications Commission, MB Docket No. 03-
124, at 4 (Dec. 15, 2003).

' See Statistical Report on Average Rates for Basic Service, Cable Programming
Service, and Equipment, Report on Cable Industry Prices, 24 FCC Rced. 259, 296-97 4| 55
(2009).

152007 Program Access NPRM, 22 FCC Red. at 17817 4 39.
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offering subscription television services in March 1996. DISH programming includes
more than 280 basic video channels, 30 premium movie channels, 35 regional and
specialty sports channels, 2,500 local channels, 220 Latino and international channels,
and 50 channels of pay-per-view content.'®

217. Fisher is a subsidiary of Fisher Communications, Inc., and owns and
operates 13 full power television stations, seven low power television stations, and ten
owned and managed radio stations in the Western United States.'” Fisher’s 20 television
stations include network affiliations with ABC, CBS, FOX, Univision, and cw.'®
According to Nielsen Media Research, Fisher’s television stations reach approximately
3.5% of U.S. television households."

28. In December 2008, DISH and Fisher were involved in a retransmission
dispute that resulted in DISH’s inability to retransmit a number of Fisher’s major network
affiliates. A Fisher news release published on December 17, 2008, stated: “DISH
Network’s satellite carriage agreement with [Fisher] expired on December 17, 2008,
immediately leaving DISH customers in 7 media markets without the ability to receive
Fisher's programming. Stations no longer available to DISH customers are: KOMO and
KUNS in Seattle, KIMA and KUNW in Yakima, KATU in Portland, KVAL in Eugene,

KBCI in Boise, KIDK in Idaho Falls, and KBAK and KBFX in Bakersfield.”* Thus,

' DISH, Annual Report (Form 10-K) (2009).
'7 Fisher Communications, Inc., Annual Report (Form 10-K) (2009).

18 See About Fisher, Fisher Communications, Inc., http://fsci.com/about-fisher/ (last
visited June 20, 2012).

' Fisher Communications, Inc., Annual Report (Form 10-K) (2009).

20 See Press Release, “DISH Network Carriage Agreement With Fisher Communications,
Inc. Expires,” Fisher, available at
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Fisher stations were withheld by DISH in seven DMAs during the December 2008 to

June 2009 channel loss period. Table 1 shows a list of the DMAs that were subjected to

channel withholding by Fisher, and includes a column displaying whether a second

network affiliate was also withheld in the DMA, and whether the second network was a

“Top 4”*' or Univision affiliate. On June 10, 2009, Fisher entered into a new multi-year

retransmission agreement with DISH,” and retransmission of the Fisher stations
g

resumed.

TABLE 1

LIST OF DMAS SUBJECTED TO CHANNEL WITHHOLDING BY FISHER

DMA Primary Channel Withheld | Second Affiliate Withheld
Bakersfield, CA CBS Fox
Boise, ID CBS N/A
Eugene, OR CBS N/A
Idaho Falls, ID CBS N/A
Portland, OR ABC Univision
Seattle, WA ABC Univision
Yakima, WA CBS Univision
29. I regard the DISH-Fisher retransmission dispute as a natural experiment

that can be used to determine the relationship between channel substitutability and net

churn rates. To study the effects of channel withholding on net churn rates, I identify

http://investor.fsci.com/phoenix.zhtml?c=61026&p=irol-

newsArticle&ID=1237841&highlight= (viewed June 2012).

! The “Top 4” Networks are ABC, CBS, FOX, and NBC.
?? Fisher Communications, Inc., Annual Report (Form 10-K) (2009).
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three channel withholding scenarios: (1) only one Top 4 Network channel is withheld,
(2) two Top 4 Network channels are withheld, and no other station, and (3) two channels
are withheld and one of the two is a Univision affiliate. In scenario 1, only one channel is
withheld. In scenario 2, two channels are withheld that are of roughly equal popularity
(both are affiliated with Top 4 networks). Our prior assumption in scenario 2 is that net
churn is “super-additive.” In scenario 3, the two channels withheld are not both Top 4
network affiliates. In this scenario, the hypothesis that we want to test in scenario 3 is
that net churn rates would be additive.

30. To observe the trends in net churn in the seven DMAS in scenarios 1, 2,
and 3, I examined monthly net churn data obtained from DISH. These data show that net
churn rates increased significantly during the channel loss period in scenarios 1, 2, and 3
respectively.” Furthermore, to test the hypothesis that net churn rates are super-additive
when the withheld channels are of roughly equal popularity, I specified and estimated an
econometric model of net churn in Section IV.A. The model was estimated using
(1) monthly data obtained from DISH on the number of subscribers and net churn for 14
DMAs from June 2008 through March 2010, (2) statistical summary data (for the channel
loss period) obtained on socio-economic and demographic characteristics of households
living in these DMAs, and (3) data on DISH penetration in each of the DMAs for the

months December 2008, March 2009, June 2009, and December 2009.

3 These charts were constructed using data provided by DISH.
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A. A Theoretical Model of Churn

31. We expand upon the models used by Rogerson,”* Murphy,” and Katz and
Israel®® of bargaining over a carriage price between an MVPD and a channel owner, by
allowing the owner to control multiple channels. We investigate whether a merger
creates an increase in bargaining power that will raise the prices for carriage beyond the
sum of the standalone carriage prices of each channel. The key issue is the impact of the
merger on the cost of negotiation breakdown (the “disagreement point’) to both parties.

32. We simplify the model developed above to the case of just two firms, but
allow for withholding multiple channels. A consumer chooses between purchasing
monthly subscription services from two MVPD service providers: a cable service
provider (“Cable”) and a satellite service provider (“DBS”). Each service offers a
package of channels X, Y, and Z. For each of the channels X, Y, and Z, consumer i has a
valuation x; y;, and z; respectively. Consumer i also has an idiosyncratic random utility
component o0,, which determines whether she prefers Cable or DBS. If d;> 0, then she
prefers Cable; if d; < 0, then she prefers DBS. Each of the variables x; y, z;, and J;
represents monthly utility flows. Let py be the monthly price of DBS, and let p. be the
monthly price of Cable. Then, in any month, consumer i will purchase DBS if the
monthly utility flow from purchasing DBS is greater than the monthly flow from

purchasing Cable, i.e., if x; + y; +z; — ps > x; + y; +z; — pc + J;, or p. — ps > 0;. For each

# See Rogerson Report, 9-14, 18-23.

% See Kevin M. Murphy, “Economic Analysis of the Impact of the Proposed
Comcast/NBCU Transaction on the Cost to MVPDs of Obtaining Access to NBCU
Programming,” 9 8-21 (June 21, 2010).

26 See Mark Israel and Michael L. Katz, “Economic Analysis of the Proposed Comcast-
NBCU-GE Transaction,” 53-62 (July 20, 2010).
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consumer, x, y, z, and 0 are distributed according to the joint cumulative probability
distribution F(x,y,z,d), with density f{x,y,z,0). Suppose that a DBS now faces a situation
where channel X is withheld with the expectation that bargaining will take one month
before channel X is restored. If consumer i faces a transaction cost of 7, which includes
cancellation charges, installation charges, and the time-cost of scheduling installation,
then she will now switch to the cable provider and sign a k-month contract if the value of
switching is greater: x; + y; tzi—kps <x; +yi +zi—kp. + ko, - T, i.e.,if x; > k (p. — ps —
0;) + T. Similarly, if channel y is withheld in a carriage dispute, then the consumer will
switch if y; > k (p. — ps — 0; ) + T. If both channels are withheld simultaneously in a
carriage dispute, then the consumer will switch ifx; + y; >k (p.—ps—0;) + T.

33.  Figure 1 offers a graphic description of the implications of the model for
the super-additivity of net churn rates. Consumers’ monthly valuations x and y are
independently and identically distributed according to a uniform distribution on the
support [0, 1]. Since the valuations are distributed identically, the critical valuation for
each channel, as a function of the transaction cost 7, above which a consumer will switch,
will be the same for both channels X and Y; this critical value is denoted V(7). The
measure of customers who switch if only channel X is withheld is the area 4 + B; the
measure of customers who switch if only channel Y is withheld is the area C + B; the
measure of customers who switch if both are withheld is 4 + B + C + D. Thus, the
question whether a greater number of customers switch if both channels are
simultaneously withheld depends on whether D is greater than B. In the case of

independent and identical uniform distributions, D > B when the net churn resulting from
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withholding a single channel is below approximately 41.4%.%’ As net churn rates in
practice are between 0 and 10, this suggests that we are in the region where harm is
likely. Somewhat paradoxically, the lower the net churn rate from withholding a single
channel, the greater the likelihood of a “snowball” effect—greater than additive harms
from the joint withholding of multiple channels.

FIGURE 1
GRAPHICAL ANALYSIS OF SUPER-ADDITIVITY CRITERION

'[LTJ .................

0 V(T) 1 X

B. An Empirical Analysisof DISH’s Churn Rates
1 Data and M ethodology

34.  In order to estimate the effect of channel withholding on net churn rates,

monthly data were obtained from DISH on (1) the number of subscribers and (2) net

%7 This critical mass is derived in the following way. Set x = V(T). Then, in Figure 4, B =
(1 —x)* and D = (1/2) x*. Deriving the value of x at which D = B involves solving a
quadratic equation whose only feasible solution is x =2 — 2. Thus, the critical mass
from withholding a single channel must be less than (1 —x) (1) = 41.4%.
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churn for 14 DMAs from June 2008 through March 2010. Statistical summary data (for
the channel loss period) were obtained on socioeconomic and demographic
characteristics of households living in the DMAs. In addition, data on DISH penetration
in each of the DMASs were obtained for the months December 2008, March 2009, June
2009, and December 2009.

35. Of the 14 DMAs in the dataset, seven DMAs had stations withheld by
Fisher. Of the seven DMAs, three DMAs—Eugene, OR, Boise, ID, and Idaho Falls,
ID—had only one station withheld. We regard them as having undergone “Treatment 1”
(one channel withheld) during the treatment period. One DMA, Bakersfield, had two
Top 4 network affiliates withheld. We report that DMA as having undergone Treatment
2. The other three DMAs had two stations withheld, one of which was not a Top 4
network affiliate, and we regard them as having undergone “Treatment 2S.” The DMAs
undergoing one of treatments 1, 2, and 2S will be called the “treated” DMAs. The
remaining seven DMAs are each the top “look-alike” DMA for each of the treated DMAs
(as determined by DISH, based on socioeconomic and demographic similarity). We
performed an OLS regression after pooling data for the 14 DMAs.

36. “DISH penetration” is defined as the number of DISH subscribers divided
by the number of Households subscribing to Pay Television. We averaged the value of
DISH penetration across the four months for which we have data, and used this value as a
proxy for market share for each month for the entire sample time period.

37.  We used the following structural model to estimate the treatment effect of
withholding stations on net churn rates:

Net Churn Rate;; = o+ yitl Treatmentl ; + y,»,z Treatment2;;+ y,-tzs Treatment2S;;
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+ Bi Xi + yi Market Share; + 5} Month{ + €;

38. DMAs are indexed by i and months by z. Dummy variable Treatmentl;, is
equal to 1 if DMA i received Treatment 1 during month . Dummy variables Treatment2;
and Treatment2S;; are defined analogously. The vector X; consists of (1) dummies for
major ethnicities (White, African American, and Hispanic), (2) Average Householder
Age, (3) Average Household Income Bracket, and (4) Average Estimated Credit Score.
The dummy variable Month{ is equal to one when the index j (which indexes all the
months in the sample) equals 7.2

2. Hypothesis Tests: Super-additivity of Churn If ChannelsAre
of Roughly Equal Popularity

39. We derived an equivalent formulation of the model to test the one-sided
null hypothesis that ;2> 2 y;'. Our results show that we cannot reject the null hypothesis
at the 5% level, and we conclude the net churn rates are super-additive. We also found
that the churn from withholding two channels with one not in the Top 4 was higher than
withholding a single Top 4 alone. This increase in churn, however, is small and
indicative that some channels may not be pivotal in many customer’s MVPD purchase
decisions.

40. Thus, a vertically integrated MVPD that has control of several channels
can gain enhanced leverage over its competitors by withholding multiple channels. This

strategy simultaneously (i) inflicts a higher cost on the competitor and (ii) generates a

¥ We also use an alternative model, where DMA fixed effects replace demographic
variables. The results for both gross and net churn rates are roughly similar in this case—
the coefficient of Treatment 2 is approximately, though slightly less than, twice the
coefficient of Treatment 1, and the coefficient of Treatment 2S is approximately equal to
the coefficient of Treatment 1. Thus, our results are robust to the natural alternative
specification of the model using fixed DMA effects.
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greater benefit to the integrated firm as customers churn to its distribution arm, which
continues to show the withheld programming. In addition, a strategy of temporary
foreclosure would allow an integrated cable operator to circumscribe the costs of
foreclosure while enjoying many of its benefits. Even a brief exclusive enjoyed by an
integrated cable operator can be expected to result in a more long-term shift in
subscribers from the rival MVPD to the cable operator because many subscribers do not
switch back. At the same time, it is reasonable to predict that the programmer’s cost
would be cushioned if and when the programmer starts to receive programming fees

again at the end of the exclusive term.

3. Regression Results
41. The results confirmed our hypothesis: In cases where two Top 4 network

stations were withheld, the rate of churn was more than twice what would have been
expected if each one had been withheld separately. In cases where one Top 4 station and
one Univision station were withheld, the rate of churn was larger than the churn rates that
followed removing a single Top 4 channel, but less than twice the effect of a single Top 4
channel. In addition, we found that the effects of temporary foreclosure persist beyond
the foreclosure period: churn is higher several months after the end of the programming
outage.
V. CONCLUSIONS

42. We have presented an economic model to analyze the impact of the
exclusivity ban. We have shown that the entry of new competitors in the MVPD market,
such as AT&T and Verizon, does not necessarily reduce the public interest benefit of the
rule. Indeed, such entry may increase the prohibition’s economic importance. Rather,

the incentive of a vertically integrated MVPD to foreclose a competitor’s access to
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programming depends in part on the size of the market for the programming outside the
MVPD'’s footprint, and crucially on the level of churn induced by removing access to the
channel.

43.  We presented two case studies to illustrate the real-world importance of
this analysis. First, the exploitation of the terrestrial loophole by Comcast in the
Philadelphia DMA has led to higher prices and impaired competition. Second, DISH’s
experience with foreclosure shows that withholding programming can be a profitable
strategy for an integrated MVPD. The withholding of the Fisher stations led to an

increase in net churn rates during the channel-loss period in these DMAs.
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