I. INTRODUCTION

In their initial application, be parties (o this (ransaction subinitted an economic report
prepared by Dra. Mark Ismel and Micliael L. Ketz' (“fsroe! Katz Report I*) ineant 1o address the
issue of competitive harms from the tmnsaction that could cecur through ils impacet on markets tor
MVPD services. Along with i3 1nitial comuments, the American Cable Asgoctation submitted a
paper written by myself * (“Rogerson Report I'y deseribing and estimaring the maguitude of two
significanl competlive harms Lhat the trausaction would create through its impact on MYPD
markels that had not been considered in the firael Kafz Repori 1 or mmy other matenials initally
submitted by e applicants.  1n their reply comments, the applicants submitted an addidonal
economic 1eport by Drs. Istael and Katz? (“Israel-Karm Report I} meanl to refule the analysis in
Rogersor Report I In \his follow-up report, 1 will present my owu analysis of Isroef-Kaiz Report

{1, In particular, T will eaplain why this report fuils 10 successfully refute any of the argunients

'See Mark lsracl and Miclieel L Katz, “Applicetion of the Cammission StaT Model of Venical
Foreclogyre 1o the Proposed Comcast-NMBCL Transection,” February 26, 2010, (frroef Kaiz
Repore I'™), submitted wilh Application ond Public Inferest Stalement. In the Matrer of
Applications for Consent o the Tronsfer of Cantrol of Licenses, General Electric, Tronsferor, to
Cumcusi Corporotion, Trensferee, MB Dovket No, 10-56, Febroary 26, 2010.

*Sve William P. Rogerson, “Economic Analwais of the Competitive Harms of (lie Propesed
Comueasr-NBCU Trensaction,” Juue 21, 2010, (“Rogerson Report I'), submitted by Lhe America
Cable Association (ACA) along will ils inilial commenty jn the Commission’s proceeding
examining this transaction. See ACA. Commeniy In the Maiter of Applicationy of Comcast
Corgoraiion, General Electric Compeny, and NBC Unjversal, Inc., o Assign and Transfer
Ceontrul of FCC Licenses, MB Dockat No. 13-36, Juns 21, 201 0(“4ACA Jniticf Comments™)

18ee Mark Izrael and Michael L. Katz, “Ecanomivc Analysis of the Proposad Comeasi-NBCLU-GE
Transasticn,” July 20, 2014, submitted wilh Oppasition to Petitions to Deny and Response fo
Commnents, In the Motier of Applications for Consent 1o the Transfer of Control of Licenses,
Genered Electric, Transferor, io Comcast Corporation, Transferve, MB Docket No. 10-56, July 21
2010.



that 1 advanced in my initial repore.’ Afler Uiy, ] will describe a set of conditions proposed by the
American Ceble Associntion (that they developed with my advice} and explain why 1 believe Lhat
this sel of condilions would substantially address the harms that 1 have identified, while still

allowing the (rensaction 1o preceed.

1. VERTICAL HARM
1. INTRODUCTION
The theory of vertical hanu thar I outline in iny initial repart’ is thet Comcast’s pwnership

share of the join ventare coinbimed with its cwnership ol its MYPLY business will ingrease the joim
venture’s abilily to bargnin tor higher programuning lees fom MVPDs (hat coinpele wilh
Comeast and thet (liese fee increases wiil be substantially passed throngh o subsenbers in Lhe
form af higher snbscription fees. I will reler to this elfect as the “raising rivals’ costs™ elfeet of
Lhe bangaclion. Thie effect occurs because Lhe joint venture will teke account of the fact that
sclling programming lo MVPDs thal compete with Comcast will reduce Comeast’s profits.
Essentially, this means 1hat the ransnction will creale a new oppomumty cost (o the joint venture of
selling NBCL programming to nivals of Comcast. I show that the magnimde of the oppartunity

<osl created by Lhe (ransaction is detennimed by the simple formnla

C= adn (I.1)

%I addition 1o the two reporis by Drs. [srael and Kaiz referenced sbove. the applicanis have
subunirted thiee addilional econemic reparts {one additional report by Dra. lsmael and Katz and two
reports by Di. Greg Roeslon}.  However, these additional reporty deal wilh other issues and [ will
uot refer 1o them further in i report.

*See Rogerson Report I, Sectian 3.

ko



where C denales Lhe increased opportunily cosl per subscnber due 1o the ransaction, d denotes the
share of the customers thal won!g Jeave the rivel MYPD if it were unable 1o olter the NBCU
prograimming, a derotes the share of these costomners that would switch o Comcast, and & denates
the per snbscriber profit margin ol Cowncast. Following the standard and well-accepled Nash
bargaining model, I predict that half of this increase in opportunity cosl will be pasaed through 1o
MVPD3 in the form of higher programming fees.  This weans that the formula for caiculating the
incresse in programmiog fees thal the inerged enlity will charge 1o MYPDs thal compete with |

Cowncasl is given by
AP=ada/2 (1.2}

Equalion (11.2) prevides a lormula for estimaung Lhe cosl increase {(experienced by
MVPDs that compete wilh Comeast) due to the raisiog rivals’ costs effect ol the mnzaction. To
provide some inlormalion on the rough order af magnitude of this cost increase, I use publicly
available dala (o determine plausible valves for (hese paramerers. I assume thal 2 is equal 10
$42.98.% Iassmne thatd is equel 1o .05 for the NBC locat broadcast signal and is elso equal 1o .05
for the block of NBCU national cable networks.” In order o estiwnate a, [ (ollow the perfectly
reasonable procedure of assuming that customers thnt leave a given MYPD will swilch lo other

MPVDs iy propoction lo the relabive market shares of these ollier MYPDs.  This i4 the procedure

®See Rogerson Report 1 al page 30,

"See Rogerron Report F ot pages 30-21.



that the Commission itself has routinely used i ils ewn caleulatious of this sort® and is elso the
procedure (hat Drs. Israel and Kalz used in Useir initial report.’  The value of n will vary from
MVYPD w MVFPD nnd from proprammniing type Io progrRmming 1ype depending upoa tig exient to
wlhich Comeast has subscribers in the relevanl region affected by the programming withdmwal.'®
There are six major urban areas af the country What are served by an NBC Q&0 where Camcasi is
the dominant cable operator,"'  Thew are Philadelphia, Chicago, San Francisco-Oakland-San
Jose, Miami-Fl. Landerdale. Washingran DC, and Hartford-New Hoven. For withdrawal ol
retransmission consenl for an NBC 0&0 Irom a nationel telco'? or DBS provider is these areas,
the value of « varies between .43 and .7 will eu averegs value of 62.% For withdmwal of NBCU

ceble netwarks [roin 2 national telco or DBS provider. the value of a is approximately equal io

Y5ece, for example, DireeTV-News Corp. Order, Appendix D, pare. 29.

*See Israel Katz Report 1 21 para. 55, which states “we assame Lhat, it the joinl venlire chose 1o
foreclose any MVPD (after the contract had expired), then Lhe diversion ratio 1o each of the
remaining, nou-tforeclased MY PDs in the DMA would be propontional o the MYPD's shere ol all
MVPD subscribers In that DMA.™

'S Rogerson Report I al pages 33-90 for a desgiled ¢xplauation of the formula that determines a.

' Alllongh the NBC network does nol curmently negptiate retransinission consent {ees on behalf of
its affiliale stslions, il is possible Lhat the NBC uetwork might begin doiog this at some pomt. To
the extenl that the NBC network begius to egotinle relransmirsion ¢onsent feey au behalf of
NBC affiliates, the lransaclion will cause retransmission consenl fees for NBC afhiliales to rise by
the sarae amount. that it will cause retransmission congent fees for NBC 0&0's ta rise.  For
purposes of siraplilying the exposition of my repor, I will only explicitly refer 1o the elfect of the
transaction on increasing retmnsmission consent feeg for NBC QO&03. However, the reader
shonld keep in iniud that these elfects will also occur for retransmission consent fees ot all NBC
afbliates il WEC ever beging negaliating retransmission conseni feea on Lheir behalf,

2 this report [ will use Use term “national lelco™ o refer lo AT&T or Verizon, which are the two
national lelephone companies thal nre rollmg ont M VPD service in their service areas.

13 See Rogerson Report 1, Table 3, al page 56.



26" Substimtion of these values inle formuta ([1.2) vields

RetransaP = B2x DEx4298/2 = .07
CablenstAP = 26x.05x42.9872 = 5.28 {IL.3)
TolalAP = = %.95

Thus, in the six mejor wban areas ol the Uniled Slates served by an NBC O&0 where Comcast is
the dominant cable operamr we would expect lotal progranuming fees cliarged Lo national telcos
and DBS providers o increase by $.95 per subscriber per manth.  [n the remainder of the country
programming fees to (hese same MVPDs would increase by 3.18 per subscriber per month, For
regional cuble averbuilders, the value of @ depends on the share of the MYPD''s subscribers passed
by Comcast. If 80% of a cable overbuilder’s homes were passed by Conicasl. the value of @ is

49.%  Subsiimiion of thia vulue inio equalian (I1.2) yields

RetransAP =  49x.05x4298/2 =  §53
CablenstAP =  49x 05x42082 = 8§53 (L4}
Total AP = = 3106

Thus, a regicual coble overcbuilder that competes primarily wilh Comerst will experience a fee
merease of .53 per subsenber per monih for NBCLU uational cable nerworks and an addilional [ee
increase of §.53 per subseriher per inonili for retransmission eonsent for Lthe local NBC broadcasi

television signal #f i1 i9 it a region served by an NBC Q&(O. Thns the magnimde of (he Likely fee

1 e Rogerson Report [ et puge 38.

13So¢ Ragerson Report 1 al pages 38-40,




increases expenenced by regional cable overbuilders thal competz primenily with Comcast wil) be
comparable to the magnitude of the [ee increases experienced by the two DBS providers and the
lwo national leJcos.

Ds. larael and Katz essentielly adopt three diflerent lines of argument n attempting (o
relute my analysis and estimntion. Their [irst line of argunent is that, even if mv raising rivals’
v0sls theary is completely comect and programming lees charged to MVPDs that cowipete with
Concaal will merease by the amount thal [ predict, there i 2 second additional effect on
subscriplion prices that I em grorog which will have the reverse impact an subscriplion fees aud
overwhelm the effedt that I da idemiify,  This second effect is thal Comeast’s own marginal cost of
providing MVPD service will be reduced by the lransaction and thal a sliare of this cost redoction
will be passed throngh 10 subscribers in the (orm of lower subscription poces. 1 will refer 1o this
cFicct as the “reducell double merginalizabion™ effect.  Drs. lsrae] and Katz assen that the
mognitude ot the cosl reduclion experienced by Comcast due (o the reduced donble
marginalization effect (3 equal 1o the full amount of the programming tees that Comeas! currendy
pays NBCU (belore the transactian). Based ou this asgerrion, they argue thai Wie cosl reduction
{expenienced by Comeasl) due Lo reduced double marginalization will likely exceed the cosi
increase (experienced by Comcast’s rivals) due Lo the raising rivals costs effecl and that the
benelicial effects of the vertical transaciion on Comgast's own pricing will therefore likely
overwheit the harmful effects of the vertical ransaclion on the pricing of rival MVPDs. Their
second line ol argument is to ndvance a number ef differeul reasons why they believe iat my
raising rivals’ cosis theory predicling that Comeast will raise programming prices o its rivals is

incarrect or why the eatimate of (kus ellect that I calculate overstates the hkely ellect.  Their thicd



line of argument is thal the programming fee increases expenience by regional cable overbuilders
¢an be ignored because regional cable overbuilders serve a1 wsignificant share of the entire 115,
populehon, |

1wil) deal with each of the lines of argumeni separately in the nex! three sections of the

PApPET.

1. REDUCED DOUBLE MARGINALIZATION

As discribed above, Drs. [smael end Kotz argue that an additional effect of the transaction
will be that Comcast’s own marginal cost of providing MVPD service will be reduced, and et a
slure af tus cost reduction will be passed tirough 1o Comeast subscribers in the form of lower
subscription fees. T will refer 1o this eflect as (he *“Teduced double marginalization” eflect.

To develop e lormule lor measuring the magnitude of the cosl decreage thal Comeast will
experience due Lo Ihe reduced double marginalization elfect, Drs. Israel pnd Katz begin by noting
that, after (he lransaction, Comeast will view (e true marginal cost of purchasing NBCU
programmiog as zerp, since any fee paid by one division of the [irm o another division isu simple
transfer paymeni thet does not atfect the wotal profit ol the i, They claim that this implies that
Comeasl's marginal cost will drop by nn amount equal 1o the value of prograinming [ees rhat
Cowncast pays NBCU before (he transaclion occurs.  Thet 1%, if Comeast currently pays a fee of w
dollars per subseriber per mouth for NBCU programming, Dra. Isreel and Katz claim thet an
addinonel effect ol che vertical ransaction will be lhat, after the transaciion, Comcast will view its
cosls of providing service to subscnbers as being w dollars per subscriber per menth lower Uiau

before the transaction. Thus the pricing eflecis created by the fact that MVPDs conipeling willy



Cameast will have programming prices Jhat are £ 95 per subscriber per mouth higher than before
the ransaction musi be weighed againsl the prcing efTects crealed by the fact that Comeast will
view its own costs of providing gervice as being w dollars per subscnber per manth lower than
before ihe transaction. [a particular, then, Drs. Israel and Katz argoe thet if w is somewhal larger
than $.95 per subscniber per month, then Lhis shonld be interprelad as suggesiing that the elfect of
reduced double marginelizatian will cutweigh the elfect of increased programming fees Jor
MYPDs (hiat compete with Comeast.  Publicly availakle dute suggests thal a reasonably plausible
value to use for w would be $1.56.'° Thiz obviously is somewhat larger than 5.95

I will now explain why the theory of Dre. Ismel and Kntz jg cump]f;'tﬂly incormasl becnuse of
4 basic emor in economic reasoning in their apalyss.  In partcnlar, alilwugh their analysis siarts
witha grain of ull, they almost immediately rake a grave eror in economic reasonimg Lt
resulls in a conapletel y false conclusion on their part

The grain of truth they begin wilh i3 the observalion thal, after the vertical Lmnsocuon,
Comeast will view ils tue margical cost of providing NBCU progreinming 1o its subscribers as
being zero.  The fatal error in their analysis is ro ignore a new opportunity cost that Comcast will
now take account ol because of the ransaction.  For purposes of my explanation of this iguored
new opportanity cost, [ will use the fgure | inention obove of $1.36 per subscriber per month ag
being the propramming fee that NBCU charges ell MPY D3 for iws pregramming.  The new
opportumity cosl is created by the fact that the joinl venture charges £1.56 per subscriber per maatl
not only to Comuast but slso to all MYPDs Lhal compete with Comcast.  Furthermore, since the

wnorginal coal to the joint venrure ol providing this programuming to an additioual viewer 19

'8 See Rogerson Repori 1, footnole 29, which cites Kagaa dara as reporied in Peter Kalka, “Hale
Paying for Cable? Here's Why,” Alf Fhiings Digital,
http://mnediamemao.allthingsd.com/20 100308/ hate- paviug-tor-coble-heres-the-reason-why.
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casennally zem, this eniire fee of $1.56 per subscaber per iwonth represeuts profit W the joinl
veniure. Now suppote that Comcasi lowers its subscription price slightly in en atiempl to atitact
more customners. The crilical paint o recagnize (which is the point that Dis. Israel and Kaiz fail
recognize i thieir aualygis) is thal to the exient that these new customers are customers that switch
trom some other MVPD, ihis will cause the joini venture to Jose $1.56 per subscober per imonth in
programming profit. In particular, if 100% of the customers the! Comeast would attrect erg
cuslomers that would switch from some other MYPD, then the opportunity cost of attrecting new
cuslowers is exactly equal to §1.56 per subscriber per month.  This is because. when Camcast
abracls & new customer, it loses a profit of $1.56 on sales of NBCL) programming o the MYPD
that the customer switches From.

More generally, we can define the “swilcher shiare” of Crincesl as {ollows.  Suppose thet
Comcasl slighily lowers its subscriplicn price (o atitacl new subgcribers. 1t will niract rwo
dilferen! types of subscribers - people who previously subscribed 16 a different MVPD and people
who previcusly subscribed 10 no MVPD. Define the “switcher share™ of Comcast 1o be the share
ol new subscribers that are switchers from some other MYPD. I will let the parameter 8 deuotc
Comecast's swilcher shere.  Althqugl | aw vot gware of any publicly available data (hat provides
inJormatiou on the precise magnitude of @ for a typical MPVD, it is completely clear thal @ is a
very large number and will Likely be close ta 1. That is, when Comeast lowers i1s price in an
aliempl o akracl new customers, mast of the customers thet it uitracts will be customers thal
swilch from some cther MYPD.  Ta put this anather way, Comcast is essentizlly compeling with
ather MPVDs for most of its business. There are very [ew customers that view themselves as

choosmg between the nwo oprious of subscribing 1o Camcasi versus not subseribiug o auy MVPD



al a]l.

To retum 0 the example above, 1F 8 is the switcher share 1or Cowcast. then this means that
0 of the customers 1hat it would attract by lowering ils price slightly would be coslomers that
switch [rom some olher MVYPD. This means that the opportunity cost of attracimy a new
cuslomer is § x $).56, becauze this is the amount ol profil that the vertically integrated firm will
lose when it attracls new cusmomers.  Therelore a complete accounting of Lhe effects of vertical
mlegration on the margiual cost Lo the combmed entty of secvimg new MVYPD customers is as
follows. First, because the payment of Comcasl to lhe joint venture ot $1.56 13 now aimple a
transfer payment, (he marginal cosi goes down by $1.56. However, second, beceuse 8 of the
cusmitiers thal Comeast atiracls will be from other MVPDx, theme is a new oppontunity cost of
8 x £1.56 per subscriber per month. A decrease in costof $1.56 combined with an increase in cost
of 0 x 51.56 yields a net decrease i cost ot (1-0) x $1.56. [ particular, if @ is close ra |, then the
net decrease m cosl due 1o the double marginalizaion elfect is close 1o 0.

To suminarze. Dry. Isracl end Kawz ermoneonsly claim that the magnitude ol the cosl
decrease dne 1o the reduced dovble marpnalization effect is $1.56 per subseriber per menth. In
reality it is actuslly egual 1o only (1-B) x £1.56 per subscriber per inontly where 9 is the swilcher
share of Comease. It is completely clear that the velue of @ §s slose o |,  Evenifil were as low as
9, the wagnituwde of the cosi reduction due 1o the reduced double marginalization elfect would
orly be §.16 per subscrber per wonth, which is complelely swamped by the increase in other
MVPLR" marginal costs of $.95 I suspect that a more realistic eslimale of thie comrect value O is
much largee than 9. If, for example, Lhe correct value 9 15 .98, then the comect magnitude of the

cosl reduction dui to the reduced double 1narginalizalion effect wonld be $.03 per subscriber per

10



month. The unportaut poeint (@ nolice 18 thal over any plansible range of values for the paremeter
B, il is clear that the reduced double inarginalizalion effecl will he completely swamped by
increases in prograumiug lees of nval MPWDs if this latter effect ig in the neighborhood of £.95 as
I have estimated.

Therelore, in sununary, I egree with Dirs. Iamel and Katz that there are rwo separate eflecis
thiet need to be taken inlo acconunt.  The first elfect is the increase in programming foea thai
MPVDs competing wilh Comncast will experience. The secoud ¢ffeet 19 the decrease in marginal
caal that Comcasl will experience. The cniical mistake of Drs. Israel and Kaiz is thal Ueir
estimate of the second effect is orders of maguitude higher (han e true value.  This is becanse
they eronepusiy fail lo take inle account tie lact (hat the verticelly integraled firm will suill
experieice a marginal cosl of $1.56 per subscriber per month when it attracts new snbscribers so
long as the subscribers that it atirecis shifl from sorae other MVPD that was also carryiug Uie
NBCU programming.

To put this another way, [ believe that the issue ol reduced double marginalizution raised
by Dry. Israr] end EKetz is 4 essentinlly a red herring.  Although this elfect exists, its mmgnimde is
almost certainly very emall. The real issue is whether or not the vertically integrated finn will
have en incenbive to increase e progracuning fees tiat il charges to ils rivals. If the increase in
prograuuming iees is anywhere in he neighbarhood of the value of $.95 per snbscriber per month

that I predict. thig elfect wili completely overwhelm the rednced double marginalization effect.!”

17 A8 an aside, ] would also like to raise the more miner poiut that even if the reduced double
marginalizalipn efTect was of the same prder of nragnitude as the raising rivals’ costs eflect, this
woulid still poteniially creare an issu: of concent Jor the Conunission.  In the markets that
Comcasl serves, it is generally the dominant provider.  Any transactiou that liad the elfect of
giving Coeuicast a siguificant cost advantage over its competilors mighi threaten 1o dnive
Comicast’s competitors out of the market entirely or el least weaken them considerably, and thus
darnage competition. Thns, even ifthe eifeet al the transeetion wus 1o lower Comcast™s own costs
il



I'will pow turmn lo che criticisms that Drs. Katz and [srael mise abour my rsing rivals' cosls theory.
Also, note thal a more formal version of the economic argumenrs that [ have made in this

aeclion 13 presented in an Appendix Lo tas reporl.

3. RAISING RIVALS® COSTS
In1his seclion 1 will consider Dirs. 1srael and Katz's second line of argument thar my raising
rivals’ costs theory is incorrect or that 1he estimaled magnilude of this efTect thal 1 calculale
overstales Lhe effect.  They offer four difTerent reasons 1o suppor this ling of argument and T will

consider each separalely,

Reason #1: Partlal Ownership of the Joint Ventnre by GE

The raisiug rivols’ costs theory requires thot (he joint venture hove (e incentive to take
aclions rhat maximize the joint profils ol the jomi venture and Coracasl. This will be 1rue if the
joint venture and Comeasl. are able to closely coordinale thair actions and redstrbute profits
betwesn Wheinselves so as o leave both parties better olf from any action that maximizes Wieir joint
profits. [ stated in my iuilial paper that it would be comnpletsly untenable for the applicants or
their economists Lo attempl to orgue (hat this type ol ¢lose coordinetion would be impossible,
because many of the claimed efficiencies for the mansaciion would require exaclly the same type

of close coordinarion and rediztribution of profils between the jonl venture and Comcasl. Sl |

and raise ils rivals’ costs by approximalely the same aniounl, it is not at all clear thal the net efTect
on subscribers would be minor. IlMhe result ol this was 1o drive Comeast’s competilors from the
market or at least considembly weaken them, ihe reduclion in compelilion mighl ulimately make
it profitable for Comcast (o raise ils own subscription prices.

18See Rogerson Report I at poges 19-20.
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farther noted that the Coummiagion itself unequivocally made this same point itself in its analysis of
the DirecTV-News Corp, ransaction.'”

Dirs. Yareel and Kalz lave responded to this by giving one small example of one particular
type of elficiency (hat could be echieved withoul close coordinetion and redistribution of profits.
This is the reduced donble marginalization efliciency tha 1 liave already discussed above.,
MNeawely, they point out that if Comcast has a 51% ownership shnre in lhe joinl venhure. it would
automalically create incentives for Comecast 1o inlermalize 51% ol the joinl venlure's profits wheu
it chose 8 downstream subscription price for ils MVPD services, withoul the need for any
addilionsl consultation or coordimution wilh the joinl yenmre.

[ have two obscrvations (o offer abonl this arpumenr.  Fimst, #a [ have already
demousiraled in the previons section, Dis. Ierael and Kalz are largely inistaken wlien tiey claim
thal there is a significanl efficiency associated wilh the reduced double marginalization effect, As
| showed in the previous seclion, even i Comcast fully inlernalized 100% ol the upsuream pml'll.ﬂ..
this alone would uot cause il v make significantly dilferemt pricing decisione at the downstream
level. Second. even il il iv posable W lind i occasional example of an efficiency thet conld be
achieved wilhoul close coordinauon and prodil redistribution, it completely clear tiat achievement

ol many inportant classes of efficiencies will require close coordination and prot redistribufion.

"*The DireeTV- News Corp. transaction involved News Corp. purchasing a 34% juterest in
DirecTV which could be increaesd to 50%. One of the scenarios wiiich the Collunission
congiderad in evaluating fareclosure incenlives was the scenario where News Corp. inade
derisions 1a maximize the combined profita of both [ims. 1t described oue of Lhe rationales for
this decisiou as follaws. “The proposed joint endeavors between News Corp. and DirecTV that
are a basis for many of the Applicants’ claimed benefits provide ample opporunities to
compensate News Corp. for the losses in programming revenue associated wilth 1oreclosure and
make the strategy profitable ta both imms and iheir stockholders.” See Appendix D, Staff Analysis
of the Likelihood of Foreclosure in the Broadeast Television Programning Market, See
DirecTV-News Corp. Order, al para. 7 as ciled in Rogerson Report [ at puge 20.
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Reason #2; Bavgaiaing Medels are Too Stylized For Analyzing Competitive Effects

Do, lsrael end Katz suggest the bargaining model that the verlival theory of hann is based
oi is “far oo siylized™ m be nsed for purposes of analyzing tlie compeiitive effects of (lis
transaction even Lthougl they admil that this same [rmmework “commonly is used in academic
gettings to derive basic insightls abom vanions types of negatiations.” ' It is difficult (o know
whal to make of Liis crilique, especially in light ol the fact that Professzor Katz liinself has recenily
used precisely his same type af mode! (o provide exleosrve policy guidance to the Commission on
the issue of relransmission consent.™  Alinost all econpmic models are highly stylized, including
most of the game Iheeretic models thal provide the foundation for inodern ipdustrial argunization
theary and thalt play a key role in providing guidance [or anlitrust policy. Bargaining inodels eren
coinpletely well-accepled and standard 1ype of model nsed in (he industrial organization literanre
lo denve basic insights useful for policy unalysis. Furthermore, as [ noted in my previous paper.
(he Commission ilsel{ used precisely this sor of 1nodel io analyze the Adelphia-Time
Wamner-Comeast (ransection which is the niost recent significant transaciion with vertical

competitive harms that the Commission has evaluared.

MSee frrael Katz Report I at pera, 43,
N See fsrael Katz Report I at para, 43,

% See Michagl L. Karz, fonathan Orszag, and Theresa Sullivan, “An Econoinic Analysis of
Consumer Ham: From the Current Retransmission Consent Regime,” November 12, 2009,
(“Karz, Orszag, and Sullivan (2009)™), snbinitted by NCTA as panl of its comments, fa the Matter
af A Natiaonal Broadband Plan Jor Qur Futere, NBP Public Notice 428, GN dockel Nos, 09-47,
09-51, 09-137 and ir the Matter of Annual Assessment of the Status of Competition in the Market
for the Delivery of Video Frogramming, MB Dockel No. 07-269, December 16, 2009

*See Adelphia-Time Warner-Comcast Order, Appendix D, as cited in Rogerson Report 1 st page
22, meluding foomote 33.
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Eeason #3: Parameter Valnes
As I explained in Section IL1 of this papet, the formula for calculating the fee increase thal

an MPVD competing with Comeast will [ace due 1o the trensaction is given by

AP=adg/2 (1L.5)

where AP denotes the per subscriber fee increase due Lo the tranzaction, d denoles the share of he
customers that would leave the rival MVPD if it were unable 1o offer the NBCU programming, o
denotes the sharg of these cnstomers Lhat would swilch to Comcast, and = denoles the per
subscriber profit inargin of Comeast.  In onder to provide some information ou (e rough order ol
magnitude of (hus cosl increase, I subslituled plausible parmmeter values into equation {I1.4) to
yield a predicted fee increase of £.95 per subscriber per month®*  The only significant
disapreemeni on parameter values that Drs. Israel and Katz have with me regands the paramieter o,
which is the share of customers leaving e rival MYPD that would swileh Lo Comcast as opposed 1o
some other MYPD.  [n facl, they recommend using slightly higher values for n and d than 1 use,
which would result in a larger estimate of harm.  To determine plausible values of &, 1 make the
completely reasonable assuniption that Drs, Isreel and Kalz nsed Lhemselves in their initia! report™

and that the Comunission roulinely uses itself,” tiat customers leaving any particular MVPD will

M See equation (11.3), above, for details.

3 See Israel Katz Report I at parn. 55, which states “we assume that, if the joiul venture chose Lo
[oreclose any MVPD (after Lhe contracl had expired), then Lhe diversion ratio o each of the
remaining, nou-loreclosed MYPDs in the DMA would be proponional to the MVPDY's share of all
MVPD subscribers in that DMA.”
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distribule themselves emoag ather MYPDs according (o the relative market shares of (he other
MVPDs. 1wl refer (o Wiis 83 (e “relative markel shares™ method of calculating @.  in their
follow-up report Dry. lsrae) and Katz repart thee, alihough they believe that this is still the correci
procedure (o use for cable overbuilders and aational telcos, they now believe thal it would be
appropriele for the vase ol DBS providers, 1o use a value of @ equal Lo one third of the value
produced by (ke relalive market shares methnd. ™

Drs. Israel and Kalz's explanation for their uew approach is as follows.  They nole that in
Uieir imlial reporl they conducied an empirical analysis of Comcast subscriplion data and
determined Wiar Cameasrt did not appear to gain any additionel customers in regions where the
DISH netwark was unable o carry cerlain broadcast signels for a 6 monlh period. They alse nole
that i its commeutd the DISH nerwork [led informalion indicating thai a relalively subalantial
share of DISH subscribers left DISH during this same time period. Thus, based ou these two
pieces of evidence it appears that although a relatively significani number of subscribers lefi
DI5H, oo addinonal aubscribers went to Comeast.  Drs. Israel and Katz suggest that this could be
cxplained by the theory that customers of oue DBS provider have such 4 sirong prelerence for
DBS over non-DBS MVPD service, thol il they decide to leave one of the two DB5S providems
becanse programming is l;l.nnvnjlable, they almos1 all cheose 10 swilcli o the other DBS provider.
IT one literally accepred Dis. Israel and Kaiz's dala and Iheory al face value, oue would then
conclude that @ should literally be equel o zero,  Inslead of recommending that n be set equal Lo
zero, Dirs. Istacl and Kalz recommend thar the value of @ still be calculated vsiug the relative

markel shares method but then that the resulting value be divided by 3.

255&&, for example, DirecTV-Newy Corp, Order, Appendix D, para. 29.
“"See firael Katz Report Il at para. 15, 1§ and 67.
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I have three major commenis on Lhis issue.  First, | think that the Corumissiou should be
very ¢autious aboul basing a major policy decision entirely on one piece ol evidence provided by a
parly with a major iuterest in the outcome based on that perty's own reporied anelysis ol its own
private dete, This should be especiully true when Lhe evidence scema to suggest 8 samew hat
surprising conclusion. Drs. lerael and Katz correctly point out that theirs is the only data available
ot Lhe particular issue of whether or aat [ocal cable operators” subscriptions increase when o DBS
provider in (ha area they serve loees carmiage of a piece of must-have pmgrammlng,“ However,
Ihe Coramission shovld note that no-one other than » major cable eperalor would be in a position
10 have data of Lhis sort, and Comcasl is the only Jarge cable operalor laking any active inlerest
this proceeding.  Furthermore, 1 expeci thal Comcast almosl surely keeps dala on the where their
new cuslomers come from, and what propertiop of them swilch from a DBS provider. This dots
would likely show thalt many of Comcast’s aew customers are. in Jact former DBS subscribers,
1f thag 13 correct, this wonld suggest that many DBS subscribers de view cable service az a relevan|
substitute for DBS. Comeast has aot chosen to share any data ol thas 50f with Ihe Commission.

Second, there is o reverse side to this same coin.  Namely, if i1 is true that he two DBS
providers are parlicularly close subatitules for one another, it seems equnlly plavsible w
hypolhesize that non-DBS providers might ulso be paricularly close substitutes [or cue ancther.
For example, because of their parlicular geographic situation, some liouseholds are nol able 1o
oblein clear receplion of DBS signals.  As anorher example, many households apparently prefer
to purcliase o bundle of services including broadband and ielephony from a single provider, which

18 not possible with a DBS provider. Fmally, some households may either have zoning

**The more commonly available type ol dsta is the share of subscribers that leave a particnlar
MVPD when programming i3 withlield from il mther than which parlicular MVPD (he leaving
customers switch Lo.
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restrictions prohibiting the placement of a DBS satellile dish of simply view the satellite dish ey
being o uasiphtly. To the exlent that non-DBS providers are paricularly close subslilules, then
when Comeast withheld programming from e natiapal teleo or cable pverbailder, it would be the
case Lhat Comeast wouald receive a larger share of swilchers that the relalive market share melllﬂd.
wauld smggesl.

Third, even il we divide my prediction of the likely fee increase by dwee, the predicied
level of harm from e raising nvals” costs elfect would stitl clearly swamp anv possible projected
benelils from the reduced double marginalization eflect. Dividing (e ¢stimate of a $.95 per
gubscnber per monltll increase in progreiuming fees by Lhree yields 2 pmjected increase in
programmung fees of $.32 per subscriber per month.  As 1 discussed ahove in Section L2, if the
switching rate [or Comeaal 1s 98%, the reduced donble marginalization effect will redoce
Comcasl’s own costs by only ¥ .03 per subscriber per month.  Thus the larm from the raising
rivals’ costs effecl wonld still be more the 10 limes as large as the benelil from the reduced douhle

marginalizabon eflect,

Reasan #4: Empirical Analysic uf Price Effects ul Past Vertleal Transactions

Drs. Iscael and Kutz conduct an empincal analvsis to anempt to deerming whether or not
lhey can lind any evidence Lhat verrical inlegration of 8 network with an MPVD resnlis in higher
program fees and report thal tiey fail 10 ind auy such effect. My owil assesdment of this study is
thal it sufters fiom so many delects and Uaws boll in design and dala, tat it 18 not useful lor
purposes of providing evidence on (his issue.  1believe thar inhereni linimalons v data

availability would moke it very diflicult and perhaps eveus tnpassible W0 conduct a study Uiat
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provided good informalion on this issune.  Tlierelore, I do not fault Drs. lsmael end Keatz for being
unable 1o conduct such a smdy. My only paint 8 thor the study they have preseuled does not
provide useful evidence. |

To explain ihe flaws in their study I will have ko begrin by descnbarg the nature of the study.
Drs. laree] and Katz consider four different instances of vertical inlegration or disiniegrotion.  The
first instance occarred in 2002, when Cablevisiou sald its 85% interest in Brave. The second
instaice occumed in 2007, whap Cox purchased the Travel Channel. The third instapce occnrred
in 2004 when News Corp. purchaszed n controlliug interest in DirecTY. The [ourth instauce
occurred in 2008 when News Corp. sold iis controlling interest in DirecTV. For the third end
{ourth instances, the ive networks owned by News Corp. thal Drs. Israel and Kaiz liave pricing
data for are Fox News, Fox Sparts en Espanol, FX, National Geopraphir, and Speed.  For each
insiance Dirs, Israe] and Kalz have pricing data for the annoal lees charged by the astworks in the
years both before and ofler the mansachion occurmed.  They atlempt to assess the impact of the

‘integration/disinlegrahon eveme on network prices.  Although they do nol provide great deta).
they report that they anempi to coutrol lo some extent for genern! trends in network pricing over
the relevan! time periods and soine other faclors.

[ will now make four observations about Lhis smdy,

Firal, the inslances involying Cuhlevsion and Cox are completely inappropriate to use for
this gludy. Thia i3 because Lhe networks invalved are national networks and Cablevision end Cox
bolh have extremely small subscriber shares at the national level, and, in facl, do not compete ai all
wilh the major mecumheul cable operators, Cameast and Time Wamer. Therelore, the rising

rivals’ costs theory would sugges! thal vertical iategration of a national cable uetwork wiih Cox or
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Cablevision would have absolutely pa etfect an the fees it would charge 1o the other major
incwtbeut rable operators sucl as Comeast and Time Wamer and would aleo have an exoemely
modest elfect on the fees it wauld charge the twoe DBS providers.  Althonph Drs. [ereel and Katz
do nol reparl where Lheir pricing data came fiom, commonly svailable fee data such as that
published by Kagan is normally inferpreied a3 being data on the average fee charged for varions
uetworks weighled by he number of subscnibers For wlich each fee is being cherged. Therefore,
the theory itself predicls that fee changes associated wilh (hese two events would likely he too
small to detecr.  This is becanse the vasl bulk of subscribers (hal these networks were sold (o were
subscribers of (he mejor cable operators and he theory predicis no change in these fees.
Furthermore, the theorv predicis e relaiively modest change even in (he fees charged Lo the two
DBS providers. A modest change tor a small number of subscribers averaged mgether with no
change for moat subscribers would likely produce an average effect too small (o measure.
Therelore, it is immedialely clear that two of the four instances thar Drs. Israel annd Katz report
resulis for are completely inappropoaie to use for Lheir study. This leaves Dim. Israel and Katz
with two evenis lo siudy, (he integration of News Corp. with DirecTV i1 2004 and Lhe subsequent
dismiegration of News Corp. willt DirecTV in 2008.

My secand observation relates lo (he validity of using Lhe digintepration of News Cormp.
with DirecTV in 20008, Althongh Drs. lsree! and Kaiz do not explicilly stake the source of their
pricing data, they do explicitly stale thar the most recent year for wlich they have pricing data is
2009 and (hat their data js annual,”® This means that Ihey have one year of data for
posi-transaclion pricing - 2009, Furthermore, it is typically the case that progmmmers and

MVPDs sign mnlti-year coatrants.  Therelore it may well be the case Lhat many of the prices paid

B S Ieraet Katz Repore I al para. 82 and 8.
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in 200% were determined by conlracts signed prior > News Carp.*s spin ofF of DirecTV. This
leaves Dirs. Jarael and Katz with only one event to study - the inegration of News Corp, with
| DirecTV in 2004,

Thind, even for the one eveat that in principle might be able Lo provide nseful information,
Drs. Israel and Kniz are uot clear how Lhey deal with the issue of long lerm contraciz that extend
over the trausaction date.  Given thai Lhey musl heve interpreled 2009 data as being post
rransnclipn data 1 be able to include News Corp.®s 2008 sale of DirecTV in their study, it seems
likely that they inlerpreted data in 2045 and laler as being post ransaction dnta lor News Corp.’s
2004 purchage of ThrecTY. Once egain, to the extent that progren tees were determined hy
ionger tenn contracts 1hat spanned the transaction dale, we would not necessanly expect there o
be much of an immediate impact.

Fourth, although 1 am conflident thal Drs. lsrel and Katz were likely able 1o contm)
effeclively for any general treuds in network prices over the period, I am much less confideni that
they were able 1o control praperly for iséues snch es age ol the network, quality changes io the
network, entry or exit of nevworks that compete with the networks being studied, end how the
networks were handled lopether. Toa study with o large amown of data, this way nol be as
importani, since one miglu hope that some of randemuess associoled with ancontrolled-for evenis
may simply avernge onl. However, given thel Drs. [srazl and Kalz actvolly have only oue data
point that appears 1o be a reasonahle candidate Jor them 1o study, their inability 1o properly control

for other factors is an extremely serious iskue.

4. REGIONAL CABLE OVERBUILDERS

As I described above m Section 11,1, regional cable overbuilders thal compele signilicantly
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with Cameast will experience the same general magnitude ol programming lee increases a9 will
the two DBS previders and the two national telcas. ' When Drs. Isreel and Kaiz caleulare the dollar
value of harm froiu the reising rivals® costs effect, they decide w only consider the programming,
fee increases expetienced by the two DBS providers and the iwa uational telcos.  The reagon they
give for this decision is thni, since regiona! cable overbnilders serve aa insignificant pumber of
tubscribers on 8 national level, the harms Ut the mansaction creaies [or regional cable
overbuilders and their cuslomens are insignificant on a naticnal level. ¥

1 have three coinmenls 1o offer op this.  Firsi, [ think i1 is important for the Commission o
recoguize the factual iesue thal regional cable overbuilders aod their custormess will sulfer the
game magnitude of competitive herm per subscriber [nom this transaclion ag will the two DBS
providers and the two national igleos and their subgcibers. 1t is certpinly pam of the
Commission’s mandate (o decide how 10 weiglit various harms lo various difTerent groups and
regious, bul I think thet il would &till be unportam for the Courmission 10 detennine the per
subgcnber magnitude ol the harm for various gronps of subscnbers before determining whether ar
nai to ignere and of ihese harms,

Second, o the exienl that oue of the goals ¢l e Commission i3 to [oster the future growth
of competition, i1 may be thnl the Cormmnission would determine Lisat competitive harm Lo
overbuilders might be wore significant tlhap their curent market shares would suggest.

Third, the competilive harm to cable overbuilders that compete with Comuasr will also
¢pill over o aflect customers of Comcast m the regions wliere it compeles with these overbmlders
10 the extent the cowmpetilion from these overbuilders ereales pressure for Comeasl 1o lower its own

prices and improve the qunlity of its own services.

" See Jsravt Katz Report H, Footnote 100, page 54.
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11l HORIZONTAL HARM
1. INTRODUCTION

[n my inilial paper, 1 preseut an economic model thor ¢xplaing why e sufficient condilion
for combined ownership of two networks {or blocks of networks} lo raiss programiming fees 7 that
the bwo networks be paniial substitutes for one ancther in Lhe particular sense liat the value of one
network to an MVPD is lower condilional on already carrying Lhe ather network. 1 also argne
thal, since M¥PD subscribers likely value increases in variely el & decreasing rate, Lhis implies that
any two “must have’ networks will Lkely have such an ¢fteel on one another's’ marginal values
and thuk be partial subslitules for one anolher in Lhe reguired gense. In particular, I argue (hat Lhe
NBC 0&0Q's and Comeast RSN are likely partial substirules for one anaiher in the particular
sense defined above.”

Die. [arael and Kalz make [ive differenl urguments iq attempe 1o rebut my honzontat theory
of harm. In the next section 1 will begin by reviewing the andetlying econontic model thet my
theory ol harm i9 based an.  Then I will separalely congider each of the five arpuments raised by

Drs. Israz| and Katzr.

2, THE UNDERLYING ECONOMIC MODEL

’'1 also argue that NBCU’s block of populer national cable networks can be reasonably
calegorized as “must have” programming and, to the extent this is \rue, then this block of
programnming and Comcast’s RSN are also likely partial substituies for one another in 1he
particular sense defined above. For purposes of describing the disagreements between Drs. Israel
and Katr and myself most clearly and simply, I will tocus only on the combination of the NBC
0805 with the Comecast RSNs.  However, all of the arguments [ make with respeci 1o this
combinatiot also apply Lo the combination af the NBCU’s block of national cable networks with
the Comcast RSNe.
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In my initial report. I presented only a numencal example. Ta fully discuss some ol the
arguments presented by Drs. Israel and Kauz, it will be useful lo genemlize [he exampie by
substituling parumeters for the nomerical values.

Suppose (Lal ah MVPD cen carry Iwo networks.  Suppose thal it wonld earn a prolitat v
per subscriber if it cartied only one of 1he networks and would earn an additional profitol v- 5 per

subscriber if il alao carfyad the second network whete
D=<F<v (111

T'will reler to v as the marginn) value ol carrying the [irst network and v- 5 as the marginal value
of carryiug lhe second network. The parametec § is a measnre of subiticutability between the wo
networks, with higher values af 5 corresponding 10 a ligher degree of substitutabiluy between the
two networks.  To (he exten! het subsctibers valne iucreases in variety at a decreasing rale, we
would penerally expecl any two networks wa be substitutes for one anotber 10 some exlenl.  When
3 =0, we would normally refer to the networks as being “independent™ and whew & = v we wonld
normally refer to Lthe networks as heing “perlect substitmes” [or one another.  When & is between
these two extreme valnes, we would nonually reler 10 the networks as being “partial substitnigs™
for one enclher.

To keep the example as simple a5 possible; assume that the programmer’s cost of providing
the network to the MVPD is zero so Wie joini gain i the MYPD carries the network is simply equal

to the MVPD's profil.”?  Assume alzo that the MVPD and programmer Lave equal bargaining

1t is casy (o see thet (he example described below contlinues to yield the saine conclusion il we
aggume thai there s a ¢oal of deliveriug ihe programuing or if the prograuuner eamns additional
advemising revenne when the MVPD shows the prograinming.

24




strength in the sense hat they choose 3 price ta evenly split the jpint prefit. ™
First suppose thal two difTerent programumers each own one of the two networks.  Thei
80 long as the MVPD carries both networks iu equilibrium, when (lie MYPD negonales with either
of the two programuners, ihe marginal profit of adding a network will be equal 1o v-6  per
subscriber and the negotmied fee will therefore be equal (o half ihis amount or {(v-5)/2. Therelore

the total fees paid for bath networks will be double this amount or

v-5 (HL.2)

Now suppose that the same prograinmer owns bolh netwarks.  In this case the joint profit of
adding both networks is equal (0 2v-8. Therelore, so long &3 the programmer sells both networks

bundled togeiher as a single tlem, the negatiated feg for the bundle will be hall this amount or

v - b2 (HL3)

A comparison of {IT1.2) and (111.3) reveals thal the propramming fees rise by 5/2 because of
combined awnership.  This shows that combined ownership will iucrease programming fees lo
the exlenl thet Lhe two networks are partial subsnmutes for one unother and that the Jucrease in
programuning feea will be larger to the exwent that the degree of substitutability betweed the bwao
networks grows larger.

Thus 2 gingle owner will be able to negotiate higher toial fees than will two separaie

1 is easy to see thai the example described below continnes io yield the same conclusion i€ we
assume that the programmer receives some share o of the total snrplus wliere @ is between Fand |
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owners [ the extent that the two networks are partis] substirutes.  The busic economic reason is
3imply thal, when negetiations for each network accur separalely, each programmer is only uble 1o
extract sprne share of g joint proft frown adding e ast nerwork.  However, when uegolintions
oceur for a bundde of networks, the programmer is able W extract a share of the jomt surplus [rom
adding the emtire bundle. So long as networks wiliiu the bundle are purtial substitutes, the joint
surphus friom adding a bundle of both networks will be geater tlian twice the surplus fimin adding
the last nework.

Recall (hat the particular exanyple I considered in iy first repont is the case whare v =§1.00
and & =3.50. That is, lhe marginel value of the first network is equal 1o $1.00 but the marginul
value of tbe actond network in only eqnal 1o half this amounl, or 3.50.  In (Lis case, wLal
progrumming fees are §. 5 under separate ownership and $.75 under combined ownership. Nole
in particular that the (2¢ merease dug 1o combined ownemhip in this case is extremnely significant
even lhough the wo neiworks are far [rom bemg perfect subsiitules for one another. Combined
ownership causes prograniming tees o rise from 5.50 10 3.75 which 1s a 50% increase. This
illustrales a very mmportat poiul that 1 will rerurn 1o below. Mamely, il the parameter § is large,
combuied ownership of rwo networks will resull in large increases in prograinming lees even if the
networks are far from being perfect substitntes, To pul this anodier way, it is NOT necessary Ior
twa networks I be perfect substitutes or 1o even be close o being perfect substimies i crder for
combined ownership of the networks m signilicnnlly increase programming lees. Combined
owneship of two networks may result in sipnificant increages in programming fees even if the two
uctworks are only panial substitwles. Comhived owncrship will have a large dellar impact on

programmiug feea 1o the exlent thal the carnage of one network 1185 a large dollar impact on the
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