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I. Summary and Findings

1.

We have examined the comments filed regarding the proposed partial acquisition of
Hughes and its Direct Broadcast Satellite subsidiary, DIRECTV, by News
Corporation (“NC”) and have carried out an economic analysis of the likely effects of
this transaction on competition and consumers. Because this transaction involves no
significant horizontal overlap, there is no horizontal issue. The transaction combines
firms with substantial assets at the programming and distribution levels, so it is

appropriate to inquire into the likely economic effects of partial vertical integration.

Our basic conclusion is that the proposed transaction will not harm competition at
either the programming or the distribution level. To the contrary, we believe that it is
likely that the proposed transaction will benefit consumers. The proposed transaction
offers the prospect of strengthening DIRECTYV, in part due to the efficiencies that are
expected fo flow from it.! A stronger DIRECTV would be better able to compete
even more aggressively againsf cable operators in multi-channel video programming
distribution (“MVPD”) markets in many geographic areas. In this sense, the

proposed transaction would clearly be pro-competitive.

The Commission has expressed concern about vertical foreclosure in the MVPD
market, and its program access rules are motivated by such a concern. However, any
such concerns should be far greater with respect to cable television operators, who

have much larger market shares in areas in which they compete than either DBS

An economic analysis of the efficiencies associated with this transaction is provided in the Lexecon
Report.
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operator. Today, DIRECTYV faces strong competition from both cable operators and
EchoStar. It is clear that DIRECTV does not approach the dominant position of the
cable operator in any particular area. Nothing about the proposed transaétionwill
alter that essential fact. More generally, as shown below, the proposed transaction
will not harm competition in any well-defined relevant market at the ‘distribution level

or the programming level.

Commenters have suggested that the transaction will harm competition in the MVPD
market by giving NC the incentive to withhold critical Fox Entertainment Group
programming (“Fox programming”) from DIRECTV’s MVPD rivals. This
programming includes both cable programming and Fox’s Owned and Operated
broadcast television stations (“O&0s”). Commenters also have suggested that NC
would raise the price it charges for Fox programming, either uniformly or in a

discriminatory way.

These claims do not stand up to rigorous economic analysis because such a
foreclosure strategy would prove unprofitable for NC. In particular, withholding Fox
programming from DIRECTV’S rivals, or faising the price of such programming |
would cause NC to lose more money on its programming assets (due to the reduced
number of subscribers to its programming) than it could gain through Fox’s 34%

share of DIRECTV’s profits.? In our competitive analysis, we assume (as do

Several commenters have suggested that NC could increase its share of DIRECTYV to above 34%. Itis
our understanding that such additional ownership may not trigger further regulatory review until the
ownership reaches 50%. Therefore, in addition to analyzing the current transaction, we also examine
the likely effects if the ownership of DIRECTV by NC were greater than 34%. The results are similar
even if NC’s profit share would approach 50% share of the DIRECTV profits. Those results are
summarized below in Section III.C

CRA Vertical Foreclosure Analysis
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Professor Rogérson and others) that in the absence of partial vertical integration,
program suppliers and MVPDs cannot make contracts that anticompetitively
foreclose their competitors. We also assume that the legal fiduciary obligations of the
Hughes Board of Directors and the‘Board’s audit committee of outside Directors

would prevent NC from profiting at the expense of the other Hughes shareholders.

6. NC has agreed to abide by the Commission’s program access rules and has offered

further undertakings that woﬁld prohibit such vertical foreclosure of Fox
- programming against rival MVPDs. But even if those undertakings and commitments

could be evaded, such a strategy would still prove unprofitable, given the structure of
the MVPD market and NC’s partial ownership of DIRECTV. DIRECTYV has only a
13% share of the national MVPD market, making foreclosure far more costly in terms
of foregone programming revenues than if DIRECTV had a share closer to cable’s
national average share of 78%. In addition, Fox will have only a 34% partial
ownership interest in DIRECTV, which also reduces the profitability of foreclosure.
Given these facts, DIRECTV would need to dramatically (and implausibly) increase

its market share (or subscription fee) for a foreclosure strategy to be profitable.

7. Second, the transaction will tend to reduce the “double markup” in the sale of Fox
programming to DIRECTV.? This factor substantially lessens the likelihood that NC

would raise its prices to DIRECTV s rivals, even assuming that the program access

Elimination of double markup is a classic efficiency rationale of vertical mergers first identified by
Cournot (1838) and then formalized by Spengler (1950). See Augustin Cournot, Researches into the
Mathematical Principles of the Theory of Wealth, (N.T. Bacon Trans.), New York: Macmillan (1927,
original work published 1838); Joseph Spengler, Vertical Integration and Antitrust Policy, 58 I. Pol.
Econ. 347 (1950). For a modern treatment of this topic, see Jean Tirole, The Theory of Industrial
Organization 174, MIT Press (1993).
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rules and undertakings would fail to constrain Fox’s pricing. While our overall
analysis requires an adding up and balancing of several incentive effects, the
reduction of the double markup alone creates incentives for programming prices to be
lower than they otherwise would be. (Note: When we refer to lower prices, we also
encompass the outcomes in which product quality is higher at constant prices or that
quality rises by more than price. In addition, we mean lower than the prices would

have been otherwise, not lower than they were at an earlier date.)

. Third, with respect to sports programming (the cable programming that seems to raise
the most vertical foreclosure concerns among commenters), the empirical evidence is
inconsistent with the claim that DIRECTV would be able to achieve a sufficient
increase in market share to make a foreclosure strategy profitable. For example,
DIRECTYV had a de facto exclusive on the YES sports network in the franchise areas
served by Cablevision in the New York region in 2002, but this exclusive did not
produce nearly the level of market share gains that would be necessary to sustain a
profitable vertical foreclosure strategy. In addition, the profitability of such a
foreclosure strategy is inconsistent with the prices currently being charged by Fox for

fegional sports programming.

. Fourth, Fox must regularly renegotiate to obtain its own rights from the original
owners of the sport rights. Therefore, even if the foreclosure strategy using sports
programming somehow were initially successful in allowing DIRECTYV to increase
its profits, this success would be short-lived. This is because the sports entities, not

Fox, ultimately control the sports programming. When the television rights contracts

CRA Vertical Foreclosure Analysis
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with sports teams come up for renewal, the teams would inevitably demand a large
share of any supra-competitive proﬁts. The anticipation of this need to share the
profits would limit NC’s upside gain from the foreclosure strategy, which would
greatly reduce its willingness to attempt the strategy to begin with -- even assuming'
away all the legal and economic reasons why it would not be profitable in the first

place. In addition, the excluded MVPDs may bid for the sports rights themselves.

Finally, the fact that the Commission has been concerned with cable ownership of
programming and cable exclusivity does not weaken our analysis. The likelihood of
profitable foreclosure strategies by vertically integrated cable companies is far higher
than it would be from Fox’s partial ownership interest in DIRECTV. DiRECTV has
a much lower MVPD rnarket share and Fox will only have a 34% ownership interest
in DIRECTV. Our finding, demonstrated below, that foreclosure by NC would not be
profitable depends upon the facts surrounding NC and DIRECTV and this

transaction. It is fully consistent with the Commission’s stated concerns that
vertically integrated cable companies bmight, in contrast, find such a strategy to be

profitable.

We have also analyzed cable retransmission rights for Fox’s O&Os in a similar
manner and reached similar conclusions. For many of the reasons provided above,
foreclosure using the Fox O&O stations also would be unprofitable. We find no
likely anticompetitive effects flowing from NC’s partial acquisition of DIRECTV.
Similar to the other programming considered, NC is bound by the Commission’s

good faith requirements for retransmission consent negotiations, but even if those

CRA Vertical Foreclosure Analysis
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rules were to be ignored, it appears highly unlikely that withholding the signals of the
0&O stations from rival MVPDs would be a profitable strategy for NC. The
advertising revenues and other valuable consideration lost from any attempt to
foreclose cable and EchoStar from the O&O stations would be too great to hope to

recoup through the partial ownership of the profits of DIRECTV.

The remainder of this report provides our reasoning in support of these various
propositions, along with empirical evidence relevant to our analysis. In Section II, we
discuss the pro- and anti-competitive effects that can generally arise in vertical
transactions involving content and distribution. In Section III, we evaluate the claims
that after the transaction NC would have the incentive to withhold Fox programming
from DIRECTV’S MVPD competitors. We find that this foreclosure likely would not
be profitable, whether it involves Fox’s regional sports programming networks
(“RSNs”) or the Fox O&Os, the two main types of programming that commenters
have asserted would be used to implement such a strategy. In Section IV, we
evaluate the claim that NC would have an incentive to raise the price of Fox
programming, in either a uniform or discriminatory way. We explain the role of
partial elimination of the double markup caused by this transaction on Fox’s pricing
incentives and how omission of this factor in the analysis of the commenters distorts
the conclusions they reach. We also relate the unprofitability of withholding
programming to Fox’s incentives to raise prices. Finally, in Section V we evaluate
the alternative anticompetitive theory that NC will deny carriage on DIRECTV to
programming that competes against Fox programming in order to give Fox
programming the power to raise its prices.

CRA Vertical Foreclosure Analysis
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Economic Evaluation of Parual vertical Integration

Two product markets are relevant for the analysis of this transaction: the market for
program services to MVPDs and the provision of MVPD services to retail consumers.
The proposed transaction creates no significant direct horizontal overlap at the
MVPD distribution level.* Nor does the transaction create any significant overlap in
programming. While NC,-through Fox, owns various video program services,
including the Fox News Channel, FX, the Fox Movie Channel, various regional Fox
Sports Networks, and a number of local television stations, DIRECTV owns no

program services beyond a 5% passive ownership in the Hallmark Channel.

The proposed transaction is, therefore, fundamentally vertical in nature, combining
the various cable networks owned by NC (through Fox) with DIRECTV, a distributor
of video programming. Importantly, however, it is not a complete vertical merger. It
involves Fox obtaining a 34% partial ownership stake in DIRECTV.® This is an
important fact for analyzing possible foreclosure of Fox prdgramming to DIRECTV’s
MVPD rivals, because it means that Fox will reap only 34% of the economic benefits

of any increased profitability of DIRECTV.

NC initially will have a number of directors on the Hughes Board of Directors, and

‘Chase Carey will be the CEO, so NC will have significant operational influence over

DIRECTV. However, the other sharcholders will have a significant role in

governance. The Hughes Board has a fiduciary obligation to the other shareholders

4

Note that Liberty, a NC shareholder, owns a cable company in Puerto Rico, which we do not examine
in this paper. We understand that NC has no ownership interest in this Puerto Rican system.

CRA Vertical Foreclosure Analysis
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under corporate and securities law. In fact, the Hughes Board will have an audit
committee consisting only of outside directors and this committee will have the
ability to review and approve any trahsactions between DIRECTV and aﬁ afﬁliated
company like Fox. These institutions are designed to ensure that DIRECTV will not
enter into transactions that are against DIRECTV’s own interests. The presence of
these safeguards reduces the likelihood of anticompetitive effects resulting from this |

transaction.

In this section, we set out the economic framework for analyzing vertical mergers and
vertical foreclosure. We then present data on MVPD market shares that will be

relevant to our analysis of the vertical foreclosure claims made by commenters.

A. Economics of Vertical Transactions Involving Content and Distribution

A full analysis of the competitive effects of any vertical transaction involving content
and distribution must encompass analysis of both potential pro-competitive and anti-
competitive effects. Looking at only one side in isolation may result in a misleading

conclusion.

One potential pro-competitive effect from vertical integration, apart from any

'synergies specific to a particular transaction, is the elimination of the double markup.

A double markup arises whenever there is a margin between price and marginal cost
at both vertical levels in the pre-merger world.® Of course, in intellectual property

markets (such as programming), this double markup is common even if there are a

NC will have an 82% ownership interest in the Fox Entertainment Group, the entity which holds the
programming interests and will hold the interest in DIRECTV.

CRA Vertical Foreclosure Analysis
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significant number of competitors. This is because the creation and production of
intellectual property involves high fixed costs and low (or even zero) marginal costs
of production and distribution, and a markup over marginal costs is needed to earn
even a competitive return on investment. We understand that generally the per-
subscriber price exceeds marginal cost in the programming and distribution markets.
A price in excess of marginal cost also can occur when there is imperfect ’competition
or market power in both markets. However, the divergence between price and
marginal cost does not imply the presence of supra-competitive profits or harm from
a vertical merger. In theofy, a double markup could be avoided altogether through
contracts that involve lump-sum payments and zero per-unit fees. However, lump-
sum pricing often is deterred by the fact that it is not efficient for the purchaser to
bear the entire risk of output variations and per-unit prices (here, per-subscriber fees)
serve as a “metering” (i.e., risk-sharing) device. In this market, the provisions of the
program access rules that bar discriminatory pricing also could be a significant

constraint on lump sum pricing.

Elimination of the doﬁble markup occurs when the upstream division 6f an integrated
firm reduces the price that it charges its downstream affiliate and thus reduces one of
the two markups in the vertical chain. A vertical merger creates the incentive to
eliminate the double markup because profits are higher (and downstream prices
lower) if downstream prices reflect the true marginal cost of content rather than a

price for content in excess of marginal cost. For the current transaction, this effect

As we use the term, “markup” refers to the gap between price and incremental cost.

CRA Vertical Foreclosure Analysis
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takes the form of an incentive of Fox to lower tne prices it charges to DIRECTV for
its programming. Were Fox to reduce its content prices to DIRECTYV, this also would
create an incentive for DIRECTV to improve the quality of its service offerings or
lower its subscription price in the light of'its 1ower costs. The commenters have

completely omitted this pro-competitive vertical effect from their analysis.

Elimination of the double‘markup also creates some incentive, ceteris paribus, for the
upstream division of an integrated firm (in this case, Fox) to reduce the prices that it
charges downstream rivals (in this case, other MVPDs), relative to what it would
have chafged otherwise, or to improve the quality of its service offerings. This is
because if the downstream affiliate (in this case, DIRECTV) were to reduce its retail

subscription price or to improve its quality, the downstream rivals in turn would

- reduce their input demand. This fact in turn often would make it more profitable for

21.

the upstream division of the integrated firm to charge them a lower input price (or,
perhaps, provide a higher quality at the same price). This factor thus creates
downward pricing pressure. In properly evaluating the competitive effects of a
vertical transaction, the downward pricing pressure flowing from this incentive must
be taken into account along with any incentives to raise the input prices charged to

rivals. We discuss this issue in more detail below.’

Vertical mergers, however, can also lead to anticompetitive incentives and potentially
can have anticompetitive effects. An integrated firm may have the incentive to raise

the price of the input it sells or withhold that input from rivals. Commenters assert

We discuss this issue in Section IV and Appendix B.

CRA Vertical Foreclosure Analysis
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that this effect would occur in this transaction, either taking the form of Fox
withholding programming content from DIRECTV’s MVPD competitors or the form
Qf Fox charging higher prices for its programming to those competitors. The
profitability of these two scenarios is closely related and we analyze them both.
However, the foreclosure itself is only half the story. In a full competitive analysis,
foreclosure is only considered anticompetitive if it leads to harmful effects in the
MVPD market, that is, higher prices and reduced output. Analysis of these potential
anticompetitive effects must also take into account the potential pro-competitive
incentives and downward price pressure associated with the elimination of a double
markup and other efficiencies, as well as any regulatory constraints on price

discrimination. The commenters have not provided such a complete analysis.

Professor Rogerson claims that NC might attempt a foreclosure strategy. In setting
out his analysis, Professor Rogerson cites the economics and antitrust literature to
explain why a “vertically integrated supplier will generally have an incentive to raise
rivals’ costs either by raising the price of the inputs it sells or withdrawing them
altogether.”® In making these allegations, Professor Rogerson refers to a number of
articles, including several written by one of us (Salop). In our view, Professor
Rogerson does not accurately state the ultimate policy conclusions of these articles.
The thrust of Professpr Salop’s articles is that exclusionary conduct can be

anticompetitive under certain conditions and that antitrust enforcers should not

See Report of William P. Rogerson, An Economic Analysis of the Competitive Effects of the Takeover
of DIRECTY by News Corp. (attached to Comments of Advance/Newhouse Communications, Cable
One, Cox communications, and Insight Communications, MB Docket No. 03-124, (filed June 16,
2003) (“Joint Cable Comments™)) at 22 (emphasis addedy and 22 n. 45 (citing articles) (“Rogerson”).

CRA Vertical Foreclosure Analysis
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assume away the potential for such anticompetitive effects. Those articles make the
point, as we have above, that vertically integrated firms have anticompetitive

incentives under certain conditions.

However, Professor Salop’s articles do not conclude that anticompetitive exclusion is
inevitable in vertical mergers, or that vertically integrated suppliers will generally or
invariably be able to profitably foreclose rivals, or allow the firm to raise prices and
increase profits in the downstream market as a result. Professor Salop’s articles also
do not conclude that all attempts at exclusionary conduct will necessarily harm
consumers or competition. The incentives to foreclose and the anticompetitive harm
from foreclosure must be proved. The potential for benefits from vertical integration

and exclusivity also must be reckoned into a full competitive analysis.

For example, in the Evaluating Vertical Mergers’® article cited by Professor
Rogerson,' Professors Riordan and Salop state, “vertical mergers can lead to anti-
competitive effects under certain circumstances.”"! That article sets out a four-step
analysis “intended to evaluate the likelihood and magnitude of harm to competition,
absent efficiency benefits. ... This analysis then is combined with the evaluation of |
efficiency benefits in order to gauge the likely net competitive impact of the proposed

512

vertical merger.” “ This is not a theory of per se illegality.13

10

11

12

Michael H. Riordan and Steven C. Salop, Evaluating Vertical Mergers: A Post-Chicago Approach, 63
Antitrust L.J. 513 (1995) (“Evaluating Vertical Mergers™).

Rogerson at note 2.
Evaluating Vertical Mergers at 515.
Id. at 530.

CRA Vertical Foreclosure Analysis
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Préfessors Riordan and Salop make the specific point that the analysis “may
demonstrate that competition among downstream firms may remain vigorous so that
prices do not rise relative to the relevant competitive benchmark.”"* They conclude
that theirs is a “stringent standard that will permit most vertical mergers. Moreover,
once the likely efficiency benefits from a particular vertical merger are evaluated,
even fewer vertical mergers will be found to have an adverse net effect on
competition.””® According to their article, “It should not be assumed that competitive
harms dominate efficiency benefits, or vice versa.”'® Regarding input foreclosure,
Professors Riordan and Salop conclude, “it is insufficient to demonstrate merely that
input prices will rise. The significant likelihood of output price increases also must
be shown.”"” In our analysis below, we show that NC is unlikely to have the

incentive to foreclose or to raise either input or output prices.

Professor Rogerson does not conduct a full analysis of the overall impact of NC’s
investment in DIRECTV on incentives necessary to determine the net competitive
effect. First, his analysis states the potential for the transaction to harm competition

but his analysis does not demonstrate the likelihood of such an effect. In particular,

In fact, the theory of Riordan and Salop suggests a rule of reason approach similar to that adopted by
the Department of Justice. As explained by former Deputy Assistant Attorney General Steven

“Sunshine, “In both [horizontal and vertical mergers], antitrust analysis requires an assessment of the

proposed transaction’s likely effects through a weighing of expected efficiency gains against potential
harms from any lessening of competition.” See Steven C. Sunshine, Vertical Merger Enforcement
Policy, Address before the American Bar Association, Spring 1995.
http://www.usdoj.gov/atr/public/speeches/2215.htm.

Evaluating Vertical Mergers, at 531. The authors go on to say, “The proper competitive benchmark
would be the price that would occur but for the vertical merger.” Id at note 43.

Id.
Id. at 547.
Id. at 550.

CRA Vertical Foreclosure Analysis
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Professor Rogerson does not show that NC would have the incentive to deny access
to its programming or raise its prices, once all the factors that affect incentives are

taken into account.

Second, Professor Rogerson compietely overlooks the potential for this transaction to
create efficiencies. This omission alone renders his analysis seriously incomplete,
because efficiencies can reduce or eliminate the incentives that may otherwise exist to
raise rivals’ input costs or raise prices in the output market. In particular, Professor
Rogerson does not discuss the fact that this transaction will create incentives to
reduce the double markup of Fox programs supplied to DIRECTV. As discussed
above, this effect provides pro-competitive incentives regarding both product quality
and input and output prices. This incentive may more than offset any incentive to
raise rivals’ costs. For this reason, it must be taken into account in a full analysis of
competitive effects. Professor Rogerson fails to do this. Nor does Professor

Rogerson discuss the other potential benefits from this partial vertical integration.

In this paper, we carry out a more complete economic analysis of the incentives for
NC to engage in anticompetitive féreclosure. In conducting our analysis; we take into
account the impact of the reduction in the double markup on incentives and prices.
We also take into account DIRECTV’s émall market share, cable’s large market
share, and the fact that NC is acquiring only a partial ownership interest in
DIRECTV. We also examine relevant empirical evidence and other potential pro-
competitive rationales for exclusiﬁty. Based on this more thorough analysis, we

conclude that anticompetitive exclusion and consumer harm are unlikely.

CRA Vertical Foreclosure Analysis
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B. DIRECTY Faces Significant Competition in MVPD Markets

29. The Commission has concluded that cable companies remain dominant in the MVPD
market,'® and it has expressed concern about vertical foreclosure iﬁ fhe MVPD
market by cable companies. Indeed, the program access rules are motivated by the
concern that without these rules vertically integrated cable companies could enhance
their dominance.!® However, any such concern should be much greafer with respect
to cable television operators than DBS operators like DIRECTV. DIRECTV is
clearly a challenger in MVPD markets, in marked contrast to cable companies. We
believe that distinction is very important. Whatever concerns the Commission has
about vertical integration between cable operators and programming, such concerns
should be greatly muted or non-existent in the case ofa programmer gaining a 34%
partial ownership interest in a relatively small MVPD such as DIRECTV. DIRECTV
has a much lower market share in those local areas in Which it competes than do the

cable 0perators.20

For example, the FCC recently concluded: “Overall, although competitive alternatives continue to
develop, cable television still is the dominant technology for the delivery of video programming to
consumers in the MVPD marketplace.” Annual Assessment of the Status of Competition in the Market
for the Delivery of Video Programming, Ninth Annual Report, 17 FCC Red. 26901 at § 4 (2002).
Similarly, the FCC found, “Controlling 78 percent of all MVPD subscribers, cable operators continue
to decisively dominate the market for the distribution of programming.” Implementation of the Cable
Television Consumer Protection and Competition Act of 1992 — Sunset of Exclusive Contract
Prohibition, 17 FCC Red. 12124 at 9 65 (2002) (“Exclusivity Sunset Order”).

The FCC concluded: “We find, however, that the concern on which Congress based the program
access provisions — that in the absence of regulation, vertically integrated programmers have the ability
and incentive to favor affiliated cable operators over nonaffiliated cable operators and programming
distributors using other technologies such that competition and diversity in the distribution of video
programming would not be preserved and protected—persists in the current marketplace.” Exclusivity
Sunset Order at § 65. :

For example, the FCC found that “cable operators dominate the market for the distribution of video
programming serving 78 percent of all MVPD subscribers. This suggests that the costs of withholding
programming from non-cable MVPDs (i.e., the revenues foregone by not selling the programming to
non-cable MVPDs) remain relatively low.” Exclusivity Sunset Order at § 53.

20
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30. In particular, it would be far more plausible for a large cable operator to use vertical

31.

foreclosure of regionally-targeted programming services (like RSNs) to raise or
maintain MVPD prices and profits and harm competition than for DIRECTV to use
vertical foreclosure to achieve those ends. First, if an MVPD were able to raise its
subscription price (or maintain a higher price) by purchasing exclusive content in its
service :clrea, it would get that higher price oﬁ its entire base of subscribers. Because
DIRECTYV has a much smaller subscriber base in any particular cable operator’s
service area, it would not be able to benefit as much as would a cable operator.
Second, because DIRECTV’s rivals have a much larger local subscriber base, a |
DIRECTV-affiliated programmer engaging in foreclosure would sacrifice much more
programming revenue than would a cable-affiliated programmer. These points are
demonstrated in our numerical analysis below. Third, DIRECTV faces limits on its
ability to increase its market share at the expense of cable operators. Not all
customers have the ability to switch to DBS. Many are unable to “see” the southern
sky because they are blqcked by trees or other obstacles. Others have line of sight
problems because they live in an a;;artment building and do not have a south-facing
balcony on which to place their satellite dish. Other potential customers may highly
desire local programming that they cannot receive on DIRECTV. Still others may
have multiple television receivers and are unwilling to pay the resulting higher cost of

DIRECTV.

At the distribution level, we believe it is clear that DIRECTYV cannot and will not
obtain a dominant position in MVPD markets with or without the proposed

transaction. Even if the critics of the proposed transaction are right and NC can

CRA Vertical Foreclosure Analysis
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somehow use Fox programming to help DIRECTV gain a few share points from

cable, it is obvious that DIRECTV will remain a distant second to cable in regions

served by cable for the foreseeable future. A vertical transaction that allows one

company to grow from, say, 10% to 15% of the market is unlikely to cause harm to

competition. And we have seen nothing to indicate that this transaction would enable
NC to prevent EchbStar from continuing to compete effectively against DIRECTV in
areas not served by cablé operators. In short, we see no basis for predicting thaf there
will be harm to competition in MVPD markets as a result of the proposed transaction,
even if one credits the assertions of various critics that certain rival distributors might

be harméd by DIRECTYV gaining some market share. -

On a national basis, as shown in Table 1, DIRECTV has approximately 13% of

MVPD subscribers, a smaller share than Comcast and Time Warner.

CRA Vertical Foreclosure Analysis
Page 19



Table 1
National Subscriber Shares of Major MVPDs
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Comcast 23,845 26%
Time Warner 13,168 14%
DIRECTV 11,420 13%
EchoStar - 8,400 9%
Charter 7,188 8%
Cox 6,350 7%
All Others 20,805 23%
Total ' 91,176 100%

Source: March 2003 Nielsen Focus Report and March 2003 SkyREPORT.

33. In addition to these national numbers, DIRECTYV has a much lower share than the

cable companies with which it competes in particular local areas where competition

occurs. Table 2 presents the number of DIRECTYV subscribers (excluding National

Rural Telephone Cooperative (“NRTC”) subscribers) in regions served by each of the

major MSOs and in all other cabled regions combined.”’ Table 2 shows that in cabled

regions DIRECTV has approximately 10 percent of subscribers on average.

21

As discussed below, NRTC independently markets DIRECTV service. NRTC subscribers are included
in the DIRECTYV subscriber numbers in Table 1. Lacking data, we estimate EchoStar subscribers by
MSO-served regions using the information in Table 3 that EchoStar has 91 percent as many

subscribers nationwide as DIRECTV (again, excluding NRTC subscribers).
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Table 2: MVPD Subscribers in Cabled Areas

Time Warner

Charter

Adelphia

Comcast

Cox

Cablevision

Mediacom

All Other Cabled Areas

Total 88,434,928

Time Warner 100%
Charter 100%
Adelphia 100%
Comcast 100%
Cox 100%
Cablevision ' 100%
Mediacom - 100%
All Other Cabled Areas : 100%
Total ’ 100%
Notes:

NRTC subscribers are excluded.

* The number of EchoStar subscribers is estimated as 91 percent of DIRECTYV subscribers, consistent
with relative subscriber shares nationally, as reflected in Table 3.

Sources:
Nielsen Focus Report, March 2003. v
DIRECTV, Voluntary Active Viewer Disconnects by DMA and MSO, June 2002.
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34. We next examine a slightly different breakdown, namely the shares of subscribers to
DIRECTV, NRTC, Cable and EchoStar in each state. Table 3 reports MVPD
subscriber shares for each state and nationally. In Table 3 we have included the
NRTC subscribers in the total for DIRECTV. NRTC has the ability to price
independently of DIRECTV. NRTC also determines the level of marketing in the

areas it serves.
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Table 3: MVPD Subscriber Shares by State

UNITED STATES 11% 2% 13% 10% 7%  100%
ALABAMA 100%
ALASKA 100%
ARIZONA 100%
ARKANSAS 100%
CALIFORNIA ' 100%
COLORADO 100%
CONNECTICUT ' 100%
DELAWARE ‘ 100%
DISTRICT OF COLUMBIA 100%
FLORIDA 100%
GEORGIA 100%
HAWAIL 100%
IDAHO 100%
ILLINOIS ’ 100%
INDIANA 100%
JOWA 100%
KANSAS ‘ 100%
KENTUCKY 100%
LOUISIANA 100%
MAINE ‘ : 100%
MARYLAND 100%
MASSACHUSETTS 100%
MICHIGAN 100%
MINNESOTA 100%
MISSISSIPPI 100%
MISSOURI 100%
MONTANA 100%
NEBRASKA 100%
NEVADA _ 100%
NEW HAMPSHIRE ’ 100%
NEW JERSEY 100%
NEW MEXICO 100%
NEW YORK ' 100%
NORTH CAROLINA 100%
NORTH DAKOTA 100%
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OHIO 100%
OKLAHOMA . 100%
OREGON 100%
PENNSYLVANIA 100%
RHODE ISLAND 100%
SOUTH CAROLINA 100%
SOUTH DAKOTA 100%
TENNESSEE - 100%
TEXAS 100%
UTAH 100%
VERMONT 100%
VIRGINIA 100%
WASHINGTON ' 100%
WEST VIRGINIA 100%
WISCONSIN ' 100%
WYOMING _ 100%
Notes: *The number of EchoStar subscribers is estimated at the state level as Total DTH subscribers less the

sum of C-Band, DIRECTV, and NRTC subscribers. The national share for EchoStar is not an estimate
but is its actual share.

The number of C-Band subscribers (which is not shown in the Table) is estimated at the state level by
assuming that the ratio of C-Band and DIRECTYV subscribers is the same as the ratio for the entire
United States.

Sources: DIRECTV Active Residential Customers by State, June 09, 2003.

SKYTRENDS, Skymap April 1, 2003.
SkyREPORT, Satellite TV Subscriber Counts, March 2002-2003.
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As shown in Table 3, DIRECTV’s share (including NRTC subscribers) is 13 percent
nationally, with a maximum state-wide share of 22 percent and a minimum (in the
lower 48 states) of 6 percent.”* EchoStar’s numbers are similar, with a national share
of 10 percent, a maximum state-wide of 24 percent and a minimum of 2 percent. In
contrast, cable is much larger than either DBS provider, with a national share of

77 percent, ranging across all states from 60 percent to 96 percent.”® Clearly, at the
state level, cable operators, not DIRECTYV, are the largest providers of MVPD

services.

We are aware, of course, that there are some areas within states that do not have cable
service. In those regions, DIRECTV still faces significant competition from
EchoStar. In its evaluation of the EchoStar/DIRECTV merger, the FCC concluded:
“the record is replete with evidence that EchoStar and DIRECTV do indeed compete
224

vigorously with each other and that this competition effectively constrains prices.

Moreover, many of the areas where cable is absent are NRTC regions where

' DIRECTV lacks marketing control and earns a much lower margin on subscribers.

22

23

24

Because of satellite coverage, DIRECTV's subscription rates in Hawaii and Alaska are even lower.

The two states with the lowest cable penetration, Idaho and Utah, are the two states in which EchoStar
has its largest share.

Application of EchoStar Communications Corporation, General Motors Corporation, and Hughes
Electronics Corporation , 17 FCC Red. 20559 at § 163 (2002).

CRA Vertical Foreclosure Analysis
Page 25



REDACTED — FOR PUBLIC INSPECTION

ITI. Denying Fox Programming to DIRECTV’s MVPD Competitors
Would Not Be Profitable

37. Several commenters have claimed that the proposed transaction might give Fox the

38.

incentive to foreclose DIRECTV’s competitors from certain Fox programming.>® For
example, in his report, Professor Rogerson states: “News Corp. could also harm its
rivals by pursuing exclusionary or cost-raising strategies with respect to this [regional

sports] p]roLc,rramrning.”26

Under this theory, the acquisition would lead Fox either to withhold certain Fox
programs from DIRECTV’s rivals or to raise its programming prices to those rivals
(and possibly also to DIRECTV). FEither of these tactics would sacrifice program
revenues and profits at Fox.?” For the vertical foreclosure strategy advanced by
Professor Rogerson and others to succeed, however, this sacrifice of program profits
would have to be more than offset by higher profits at the distribution level. Unless
this condition is met, such a strategy would be unprofitable for NC, and thus unlikely
to be followed. The critics simply assume that foreclosure would be profitable for
NC because DIRECTV would increase its profits by increasing its volume or prices,

and Fox would obtain its 34% share of these higher profits. However, any proper

25

26

27

See Joint Cable Comments at 30-32; Comments of American Cable Association, MB Docket No. 03-
124, (filed June 16, 2003) (“ACA Comments”) at 9-11; Comments of Cablevision Systems Corp., MB
Docket No. 03-124, (filed June 16, 2003) at 8; Petition to Deny and Comments in Opposition to
Transfer of Control of EchoStar Satellite Corporation, MB Docket No. 03-124, (filed June 16, 2003)
(“EchoStar Petition™) at 13; Petition of the National Rural Telecommunications Cooperative to
Designate Application for Hearing, MB Docket No. 03-124, (filed June 16, 2003) (“NRTC Petition”)
at 13-14.

Rogerson at 12-13.

The costliness of these tactics is perhaps most obvious for total withholding. But, as discussed in more
detail below, Fox’s current program prices must be more profitable to Fox than would be higher prices,
in the light of the fact that Fox has chosen these prices to maximize its pre-dcquisition profits.
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analysis of the likelihood of such vertical foreclosure must involve a balancing of
these gains and losses to NC. Unfortunately, none of the commenters actually

undertook the necessary calculations to perform this balancing. We do.

The enforceable voluntary program access commitments agreed to by the Parties
would, of course, preclude Fox from withholding its cable programming from
DIRECTV’s rivals. The purpose of this section is to show that even if this were not

the case, it would not be economically rational for the Parties to act in such a manner.

In this section, we show that the strategy of denying Fox programming to cable
operators and EchoStar as a means of driving subscribers to DIRECTV would not be
profitable for NC.*® Put simply, this vertical foreclosure theory does not hold up to
empirical testing in the case at hand. One reason that withholding Fox programming
would not be profitable is that Fox is only acquiring a 34% partial ownership interest
in DIRECTV. As aresult, Fox would bear the entire upstream cost of such a strategy,
but it would capture only about a third of any additional profits earned downstream
by DIRECTV.? Another reason is DIRECTV s relatively small share of MVPD
subscribers, which would have to increase dramaticélly to make the hypothesized
foreclosure strategy profitable. Such increases are not plausible in the light of the

empirical evidence.

28

29

In the following section, we examine the strategy of raising the price of Fox programming to
DIRECTV’s competitors rather than directly withholding the Fox programming from them. The
results of this section are an input into that analysis.

We estimate these profits as DIRECTV’s current margin for its customers, which overstates the -
benefits to Fox when a new subscriber is in an NRTC region, in which case the margin earned is much
lower. ’
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The fact that these foreclosure strategies are unprofitable for NC and DIRECTV does -
not mean that exclusive arrangements between content providers and video
distributors would never occur or are necessarily anti-competitive when they do

occur. To the contrary, eiclusivity is common in video programming; typically, only

‘one broadcast network carries each program. Exclusivity can have pro-competitive as

well as anti-competitive effects. In particular, exclusivity can facilitate efficient risk-
taking and pfomotion by the distributor, and non-exclusivity can lead to free riding
among competing networks. Exclusivity also is a way to create a marketing “buzz,”
that helps to identify and promote the network, even if the particular exclusive
arrangement is not profitable evaluated in isolation. Exclusivity does not imply
anticompetitive effects or foreclosure. Indeed, one network may have an exclusive on
program X, another might obtain an exclusive on program Y and competition
between the networks would remain strong. Those same benefits may apply to
MVPD exclusives. Second, even in the absence of proven efficiency benefits,
exclusives may not cause competitive harm. Anticompetitive harm involves the
favored MVPD gaining the power to raise or maintain a supra-competitive |

subscription price, not simply a modest gain in subscribers from rivals.

These same considerations would apply to MVPD exclusives.®® For example,

DIRECTYV has had a longstanding and well-publicized exclusive agreement with the

30

We understand that there are a number of exclusive agreements between EchoStar and various cable
programming channels. These include the Al Jazeera, Al Zikr, ART Global, ART Movies, ART
Music, De Pelicula, De Pelicula Clasico, Dubai Satellite, FOL TV, LBC, Nile Drama, Polsat 2,
Telehits, TV Azteca, Zee Gold, Zee TV, Sun TV, PTV, and The Israeli Network. In addition to the
NFL exclusive, DIRECTV has exclusives with Chinese Movie Channel, Jade East and Jade West, and
Jadeworld SuperChannel.
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NFL. DIRECTV offers these games as a premium service, NFL Sunday Ticket.
Subscribers receive all out-of-market NFL games every Sunday during the regular
season, for a total of 14 games each week. This exclusive programming certainly
contributed to marketing buzz for DIRECTV. DIRECTV CEO Eddy Hartenstein has
said that since 1995, the NFL Sunday Ticket has become “our flagship service; it is
the package that more than any other is the differentiator for us against cable and
everyone else.”! This exclusive agreement also has led to DIRECTV undertaking
additional investments. In particular, under the new agreement, DIRECTV has the
ability to offer NFL Sunday Ticket subscribers exclusive enhanced technical
innovations (e.g., HDTV game telecasts, viewer-selected cameras and replays, and
other features). DIRECTYV has also agreed to offer a new NFL Channel, a year-round
service devoted entirely to football. Nor has this exclusivity had anticompetitive
effects. The exclusivity has not driven EchoStar or cable out of business. Indeed,
despite this exclusivity, DIRECTV’s MVPD share remains at 13%, far behind the

share of the local cable operators it competes with in various areas.

In this section, we examine and quantify foreclosure issues in connection with the
programming that connﬁenters most often asserted would be used to implement such
a strategy. We first analyze Fox’s post-acquisition incentives to withhold sports
programming from other MVPDs. We then analyze Fox’s incentives to withhold

retransmission consent for Fox’s O&0s. We analyze the related point of NC’s

31

David Lieberman, DirecTV Keeps NFL Games in $2B Deal, USA Today (Online), December 11,
2002. : '
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incentives to raise the prices of Fox programming and retransmission consent in

Section IV below, using the results from the current section.

A. Withholding Sports Programming

Several commenters have suggested that Fox would use its sports programming to

disadvantage DIRECTVs rivals.*?

Note that in addition to the sports programming, Fox owns a number of national
programming channels, such as Fox News Channel, FX, and Fox Movie Channel.
Each of these channels has many competitors offering similar programming. For
example, the Fox News Channel faces competition from CNN, MSNBC, and other
news program services; FX has similar programming to USA and TNT, among other
services. It is hard to believe that denial of any (or all) of Fox’s national channels to
DIRECTV’s rivals would cause a significant loss of subscribers by the excluded
MVPDs or permit DIRECTYV to raise its subscription price. Put differently, the Fox
Cable Networks are clearly not an essential input for an MVPD to be successful. We

now turn to the analysis of potential foreclosure in sports programming.

1. Unprofitability of Foreclosure

Suppose that Fox were to withhold sports programming from cable and EchoStar.
The immediate and certain effect of these competitors not carrying the Fox
programming would be sharply to reduce the programming revenues earned by Fox.

The revenue reduction includes both the affiliate fees charged by Fox to the MVPD as

32

See Rogerson at page 12; Joint Cable Comments at 35-36; EchoStar Petition at 22; NRTC Petition at
paragraph 28.
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well as the advertising revenues earned by Fox.”” In the light of the fact that
DIRECTYV only has about a 13% share of MVPD subscribers, these lost revenues
would be borne on roughly 87% of Fox’s subscriber base. Those losses would be
very substantial. This loss in programming revenue could only be worth sustaining if
there were a sufficiently large gain >in profits at DIRECTV. The required gains in
DIRECTV profits are magnified by the fact that Fox bears 100% of the reduced
programming profits but obtains only 34% of any higher DIRECTYV profits. As we
now demonstrate, the required gains in DIRECTV profits would be so dramatic as to

be implausible.

47. We can quantify the gains on DIRECTV necessary to make profitable a strategy of

withholding Fox’s regional sports networks from cable and EchoStar in two simple
yet informative ways.3 * First, we can ask by how much DIRECTV’s share of the
MVPD market would need to increase (holding its price constant) in order to
coinpensate Fox for program revenue losses. Alternatively, we can ask by how much
DIRECTV would need to increase its price or per-subscriber revenue (holding its
subscriber base constant) to make sufficient additional MVPD profits to compensate
for the lost programming proﬁts.v Either way, we find it implausible that such a large

gain in proﬁts at DIRECTV would be possible.

33

34

We assume that advertising revenue is proportional to the number of subscribers. This likely
understates the revenue reduction because the loss of a large number of subscribers when the
programming no longer appears on cable likely would reduce the per subscriber advertising rate that
could be charged.

For a similar methodology applied to different market conditions, see David S. Sibley and Dennis L.
Weisman, The Competitive Incentives of Vertically Integrated Local Exchange Carriers: An Economic
and Policy Analysis, Journal of Policy Analysis and Management 17 (1998), 74-93.
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Our numerical analysis indicates that the foreclosure strategy would only be
profitable for NC if DIRECTV would, as a result of the foreclosure activity, increase
its market share in the combined Fox RSN footprint area, from 13% up to 30%,
holding prices constant. Alternatively, to make foreclosure profitable, DIRECTV
would need to be able to increase its price charged so that ifs average revenue
collected per subscriber in the combined Fox RSN footprint would increase by about
49% (i.e., about $ , fromroughly $ to$ ) without losing any

subscribers.*

We do not find it plausible that so many MVPD subscribers view regional sports as
so critical as to make these gains from exclusivity likely or even possible. Nor do we
think that DIRECTV could raise prices by so much without losing substantial
subscribers. Indeed, if the regional sports networks were so valuable, why would Fox
be charging MVPDs only $ per subscriber (on average) for them now?*® This
foreclosure thécry would require that Fox be dramatically undervaluing today the
very assets that, it is asserted, will allow it to gain a significant economic advantage

tomorrow. Again, this seems highly implausible.

50. We derived the 30% market share figure as follows. Fox earns an average revenue

of $ per subscriber (from affiliate fees plus advertising revenues) for its regional

35

Note that this required price increase is assumed to be targeted solely in the region in which the
particular RSN is offered. DIRECTV would have no ability to set a higher price outside the combined
Fox RSN footprint area as it would enjoy no new programming advantage there. Of course, if
DIRECTYV foreclosed rivals in a narrow region and then solely raised prices in that region, it certainly
would be detected by the competitors and the Commission, which would lead to a potential
enforcement action.
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sports networks.”” For this example, we assume that Fox’s costs do not vary with
the number of subscribers over the relevant range of output, so incremental revenue
falls to the bottom line as increased contribution to cover fixed costs and generate a
return on investment. The combined market share of cable and EchoStar is
approximately 87% of the MVPD market.*® Finally, we assume that DIRECTV’s
constant margin on its subscribers is approximately $ > If Fox were to deny cable
and EchoStar access to one of its RSNs, Fox would immediately lose $ in
programming revenue for each cable and EchoStar customer of this RSN. For every
new subscriber gained by DIRECTV, Fox would gain back this $ in
programming plus 34% of the DIRECTV §  distribution margin. So, Fox would
find it profitable to withhold this programming from its MVPD competitors if and
only if $ x87%<S*x {(§ x34%)+8  }, where S*is the increase in
DIRECTV’s share of the MVPD market in which this RSN is carried and 87%
represents the total share of the MVPD market originally held by DIRECTV’s
MVPD competitors. Solving this inequality for S*, we find that withholding a

regional sports network would only be profitable if DIRECTV were able to increase

36

37

38

39

This average affiliate fee is calculated by taking the average of all affiliate fees for all the Fox RSN,
weighted by the number of subscribers to each of these RSN at each MVPD. For any particular RSN
for any particular MVPD, the actual affiliate fee paid likely will be slightly different.

To the extent that smaller MVPDs without volume discounts pay higher prices and generate higher
margins on average, our analysis would tend to understate the programming profit losses incurred by
Fox as a result of losing their subscribers. Therefore, we would tend to underestimate the extent of
subscriber movement (to DIRECTV) necessary for foreclosure to be profitable for NC.

We also will use this average MVPD share as the share of competing MVPDs of the foreclosed
programming. For any particular programming channel, the share will vary a bit, but the general
conclusions remain the same.

This margin takes the average revenue per customer (§ ) and subtracts from it the average variable
costs incurred in serving this customer. These variable costs are assumed to include the amortized

CRA Vertical Foreclosure Analysis
Page 33



51

52.

REDACTED - FOR PUBLIC INSPECTION

its share of the MVPD market within the combined Fox RSN footprint by 17 share
points, from the current 13% up to 30%, that is, well more than doubling. This is
obviously a huge and implausible increase. If this were done on a national level
(i.e., if Fox had an RSN in every part of the U.S.), it would make DIRECTV the
largest MVPD in the U.S. In fact, not all areas of the country are served by Fox

RSNs.

We used a similar methodology to derive the § ~ per-subscriber revenue increase
that DIRECTV would have to achieve to make foreclosure profitable at current
subscribet levels. Using these same data, consider the price increase that DIRECTV
would have to be able to achieve to counteract the loss of Fox programming revenues
earned from other MVPDs. Here, the loss in profits on programming is the same

8 x87% and the gain is P* x 13% x 34% where P* is the increase in the
DIRECTV price (or revenues per subscriber), holding market share constant. Solving
for P*, DIRECTV would have to bé able to increase its price so that revenue per
subscriber would increase by over $ per subscriber, from §  to roughly § ,
without losing any subscribers, in order to compensate for Fox’s programming
revenue reductions. Again, this level of price increase without any subscriber losses

is huge and implausible.

Moreover, the above calculations do not take account of a number of real-world
factors that make it even less likely that a foreclosure strategy would be profitable for

NC. The cable companies and EchoStar would undoubtedly respond to the

variable cost of acquiring the customer. These figures are for DIRECTV customers. For the NRTC
customers, DIRECTV’s margin is much lower—Iess than § per subscriber.
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foreclosure, perhaps by adding other high quality programming, by increasing their
promotional efforts, or by reducing their prices (because their variable costs have
fallen and the quality of their offerjng has, by assumption, fallen). While some of
these responses ~ such as obtaining replacement programming or increasing
promotional activities — would involve variable costs for these MVPD competitors,
they still would make the foreclosure strategy less proﬁtéble for NC because they

would reduce the movement of customers to DIRECTV.

Even accepting the assertion that sports programming is important to many viewers, it
is not plausible that exclusive rights to Fox’s regional sports networks could lead to
either the quantity increase (13% to 30% for DIRECTV’s share of the local MVPD
market) or the per-subscriber revenue increase (§ permonthto $  per month)
required to make this foreclosure strategy profitable for NC. The empirical evidence

also supports the conclusion that these large movements are unlikely.

2. Subscriber Effects From Exclusive Sports Programming.

There have been a handful of real-world examples that can be used to evaluate the
likely magnitude of subscriber shifts associated with exclusive spoﬁs programming.
As these examples make clear, although sports programming exclusivity has affected
subscriber levels to some extent, it has not caused anywhere near the amount of
shifting required for the foreclosure strategy to be profitable for the merged entity. In
situations where MVPDs have not carried a particular RSN, they nonetheless have
still been able to compete effectively, even if they were somewhat affected. Most

importantly for our analysis, the absence of the RSN has not led to the massive
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subscriber or price movements that would be required for the foreclosure strategies

advanced by commenters to be profitable for NC.

For example, in the case of the YES Network, we have direct evidence of the effect of
DIRECTYV gaining a sports network exclusive. At the start of the 2002 baseball
season, the YES Network was created for carrying a number of the Yankees games.*
Given the price that YES was charging per subscriber, and its insistence on carriage
on the basic tier, only DIRECTV, Time Warner, and Comcast carried the service.
Neither EchoStar nor Cablevision elected to offer this programming to their
customers.*' By the start of the 2003 baseball season, Cablevision started carrying
this programming, albeit on a separate tier. Thus, for one year, DIRECTYV had a de

facto exclusive for the YES Network in the Cablevision franchise areas.

This episode is the type of “natural experiment” suggested by Professor Rogerson.42
He points to DIRECTV’s increased subscriber growth duxing the period of the
dispute. During this period of de facto exclusivity, DIRECTV offered the YES
Network as part of its main package.”® DIRECTV did not change its prices in the
New York region. Despite this exclusive and the lack of any price increase, neither

EchoStar nor Cablevision failed. In fact, DIRECTYV did not achieve anything close to

40

41

42

43

Other programming on this channel includes a number of New Jersey Nets games.

This outcome appears to have been the result of a bargaining impasse and breakdown in 2002, rather
than a formal sale of an exclusive to DIRECTYV, so the YES experience does not suggest that sports
exclusives maximize joint profits. Nonetheless, this episode is highly informative for the purpose of
measuring the effect of sports exclusives on MVPD markets shares.

Rogerson at 15.

During the 2002 baseball season, DIRECTV actively marketed itself as the only MVPD that had
carriage of all of the Yankee games in the Cablevision areas.
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the dramatic market share gains that, as discussed above, would be required to make

withholding of Fox regional sports networks profitable.

Professor Rogerson apparently would not dispute this empirical evidence. This YES
episode is the only one of his “natural experiments” in which he provides lost
subscriber numbers. In fact, Professor Rogerson quotes a newspaper article and states
that Cablevision lost “at least 30,000 subscribers to DIRECTV™ as a result of the YES
exclusive.* This figure is in doubt, and even if accurate does not support Professor
Rogerson’s contention that foreclosure is likely to occur. First, Professor Rogerson’s
other newspaper source gives a lower number. It cites to analysts who say that
Cablevision’s loss was even lower, between 10,000 and 30,000 subscribers.® Indeed,
this other article also stated, “Cablevision describes the actual number of defectors as
minimal.” Second, whatever the subjective characterization, those 30,000 subscribers
amount to about 1% or less of cable subscribers in the Cablevision franchise areas.
This subscriber shift over a year certainly would not be nearly large énough to make a

sports exclusive strategy by Fox profitable.*°

45

46

Rogerson at 16, text and note 34 (citing Staci D. Kramer, It’s Spring, and Hope Again Springs Eternal,
Cable World, March 17, 2003, at p. 11).

Richard Sandomir, YES, Cablevision War Has a Winner: DIRECTV, The New York Times, April 25,
2002 at D2 (cited in Rogerson, note 33).

We also examined DIRECTYV subscriber growth as an additional check. In January 2002, DIRECTV
had subscribers in the Cablevision areas, which is less than % of the MVPD market. By
December 2002, DIRECTV had subscribers in these areas, or less than % of the MVPD
market. Even assuming that all of these subscriber gains were caused by the YES exclusivity (which is
unlikely), DIRECTV was able to gain approximately percentage points in share. This is higher
than the numbers cited by Professor Rogerson, but it is still far below the 17% share point gain
estimated earlier as necessary to make foreclosure profitable. Of course, even this percentage
point gain is a likely overstatement of the share gain from the exclusive, because DIRECTV
experienced secular subscriber growth across the entire country, and thus some of those gains in New
York likely would be unrelated to the YES Network programming.
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58. Another episode mentioned by Professor Rogerson involves a situation in Minnesota
where Time Warner and Fox Sports Net North were unable to reach an agreement on
the afﬁliate fee.*” When this impasse was reached, Time Warner stopped offering
Fox Sports Net North to its subscribers. It is our understanding that Time Warner did

not carry this RSN from January 1, 2003 until March 13, 2003. In January 2003,

Time Warner had subscribers in these regions while by March these
subscribers had fallen to (for a 1dss of subscribe:rs).48 Over the same
time period, DIRECTV went from subscribers in the entire Fox Sports Net
North area in January to subscribers in March (or a gain of

subscribers).* Clearly this small number of new subscribers to DIRECTV, even if
they all subscribed as a result of Time Warner no longer carrying the RSN, is much

smaller than the number needed to make foreclosure profitable for NC.¥

59. Comcast’s exclusivity in Philadelphia provides another (albeit somewhat less direct)
example. In Philadelphia, Comcast has refused to supply the RSN it owns to either
DIRECTYV or EchoStar. DIRECTYV has correctly pointed out that it likely would be

able to attract more subscribers if it had access to the regional sports network in

‘7" Rogerson at page 15.

®  Internal NC estimates.

#  These DIRECTV subscriber numbers includes subscribers that are located in areas other than Time

Warner franchise areas. Therefore, those subscriber gains clearly were not caused by the sports
programming.

3 Another episode cited by Professor Rogerson involves a situation in Los Angeles involving Time

Warner. The article cited by Professor Rogerson says that Time Warner dropped FSN West in
response to a one-cent per month fee increase. It is hard to believe that Time Warner would have been
willing to drop this RSN rather than pay the extra penny, if it anticipated that it would lose even a
fraction of the subscribers that DIRECTYV would need to gain for a NC foreclosure strategy to be
profitable. Rogerson at note 31, citing Linda Haugsted and R. Thomas Umstead, Subtracting Sports:
Licensing Hassles Lead to Cable Drops, Multichannel News, July 2, 2001, at 1.
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Philadelphia.’’ But it is obvious that the harm from this foreclosure has not forced

either DIRECTV or EchoStar to exit this market, where both in fact continue to grow.

This situation in Phiiadelphia also is different from the case of a DIRECTV exclusive.
In Philadelphia, it is the large cable operato.r that is withholding the programming, not
a smaller challenger. (Moreover, Comcast also was the team owner, as we discuss
below.) A dominant cable operator with a larger subscriber base would have a far
greater incentive ’to obtain an exclusive on a regionally-targeted service than would
DIRECTV, éeteris paribus, and it is more likely that a successful foreclosure strategy
would help maintain a dominant position and high prices. In particular, it would be
far more plausible for a dominant cable operator with its large share of local MVPD
subscribers to attempt to use vertical foreclosure of a regionally-targeted program
service to increase its profits, and increase prices or gain market share than for |
DIRECTYV to attempt to use vertical foreclosure to achieve similar results. If a cable
operator were able to raise its subscription price (or maintain a higher price) by
purchasing exclusive content, it would get that higher price on its much larger base of
subscribers in the region. Thus, this type of regionally-targeted foreclosure is far
more likely to be profitable for dominant cable operators than for smaller competitors

like DIRECTV.

In addition to the greater foreclosure concern because of the larger share of the cable
operator relative to its competitors, there would also be a greater concern if the

MVPD and program service are both wholly owned by a single entity, in contrast to

51

See Reply Comments of DirecTV, Inc. In the Matter of Implementation of the Cable Television
Consumer Protection and Competition Act of 1992, CS Docket No. 01-290.
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Fox’s 34% partial ownership interest in DIRECTV. Using our profitability analysis
methodology, we can show why foreclosure of sports networks would be much more

profitable for a fully vertically integrated cable company.

For example, sup];)ose that a RSN were 100% owned by a cable company that had a
78% share of the MVPD market. Withholding the RSN from DIRECTV and
EchoStar would be profitable as long as the cable company would be able to increase
its share by only 1.6 share points, from 78% up to about 80%.>* This share increas‘e is
obviously much more plausible than the 17 share points required to rhake such a
strategy profitable for Fox as the 34% owner of DIRECTV. Thus, our conclusién that
Fox’s partial ownership interest in DIRECTYV is not a concern is perfectly consistent
with the view that profitable foreclosure of rival MVPD’s access to programming by
a cable company owner of the programming is a more significant possibility. These
conclusions reflect the common view in antitrust that exclusive contracts are far more
likely to harm competition when employed by dominant firms than when employed
by firms with modest market shares that lack the ability profitably to gain power over

price and harm competition as a result of the conduct.

The critical subscriber share gain just cited is derived in the same way as it was for
the hypothetical DIRECTV Fox RSN exclusive, adjusted for the difference in market
share of rivals (87% vs. 22%) and ownership interest (34% vs. 100%). Assuming that
the profit margin on the sports network is § per subscriber, and also assuming

that cable’s margin on its subscribers is § , it would be profitable for the vertically

52

This gain amounts to a loss to the DBS competitors of about 7% of their DBS subscribers.
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integrated cable company to withhold this programming from DIRECTV and
EchoStar if $ x22% <S*x {(8 x100%)+$  }, where S*is the increase in
the cable company’s share éf MVPD subscribers and 22% is the total non-cable share
(i.e., DIRECTV and EchoStar) of the MVPD subscribers. Solving this inequality for
S* we find that withholding a regional sports network would be profitable if the
cable owner were able to increase its share of the MVPD subscribers by 1.6 share
points, from 78% to 79.6%. This gain comes at the expense of other MVPDs, that is,
DIRECTYV and EchoStar together would fall from a share of 22% down to 20.4%, a

loss of about 7% of their subscriber base.

3. Other Evidence

There also are other indicators of the inability of sports programming to shift so many

consumers.

First, if the lack of Fox RSN programming on an MVPD would result in the shift of
so many consumers away from that MVPD, Fox should already be able to charge
much greater affiliate fees thaq it in fact obtains. The fact that affiliate fees charged
to MVPDs are not higher (these fees are currently $ per subscriber per month on
average as noted.above) is strong evidence that the requisite power to move

subscribers among MVPDs does not exist.

Second, the Fox RSNs face competition from other sports programming such as
sports shown on broadcast and other cable program services, ESPN, and specialized
sports program services such as the Golf Channel and Outdoor Life Network, as well

as other general entertainment cable program services. Each of these programming
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outlets provides some competition to the Fox sports programming. No one has shown
that these other program services would raise their prices in response to a Fox RSN

exclusive:.

Finally, cutting off rival MVPDs from RSNs to benefit DIRECTV would create
future problems for Fox in its dealings with the sports teams that ultimately control

the sports programming, thus constraining or eliminating any foreclosure incentive.

- In the highly unlikely event that a foreclosure strategy using sports programming

would divert enough subscribers to DIRECTV to be profitable in the immediate term,
its benefits to NC likely would be short-lived. As the contracts with sports teams
come up for renewal, those teams would demand a large share of any supra-
competitive profits. They also would want compensation for any harm to their
popularity or loss of ancillary revenues they perceive from the more limited
distribution. The anticipation of this need to share the profits would limit NC’s
upside gain from the foreclosure strategy and, thus, reduce its willingness to attempt
the strategy to begin with. Moreover, the foreclosed MVPDs also might bid for the
sports rights. Indeed, even in they fail in the bidding for these sports rights, this
intensified bidding competition would increase Fox’s-costs of acquiring the rights,
thereby reducing the profitability of the foreclosure strategy. Significantly, in the
Philadelphia market, Comcast also owns the two primary éports teams being carried

by the RSN, and thus can internalize these additional factors.
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B. Withholding Fox Owned and Operated Television Stations Signals
68. A number of commenters have suggested that the ability of DIRECTV’s rivals to
compete effectively could likewise be harmed by NC’s refusal to allow Fox O&Os to
be carried on rival MVPDs and that this could lead to anticompetitive effects. For
example, in its comments on the merger, EchoStar states: “One of the most
immediate and direct means of leveraging News Corp.’s new DBS asset to its own
benefit, at the expense of consumers, will be potentially through the retransmission

consent process.”53

69. Unlike these commenters, we have performed calculations to determine whether such
a strategy would be profitable for NC. We find that a foreclosure strategy likely

would not be profitable.

70. Our financial analysis of withholding O&Os from rival MVPDs is similar to the
analysis discussed above for the Fox RSNs. The key difference is that Fox’s
programming revenue losses mainly involve foregone advertising revenues from
subscribers that retain their EchoStar or cable subscriptions but do not receive the
0&O signal over-the-air. In 2002, for example, the Fox broadcast network earned
$ in advertising revenue per television household per month. The Fox O&O
stations earned an additional $ per television household per month in their
broadcast areas. In addition to revenue from advertisers, Fox also sometimes receives
consideration from MVPDs in exchange for carriage of its O&O stations, typically in

the form of an agreement to carry other cable programming services owned by Fox.

33 EchoStar Petition at 12-13. See also Rogerson at 6; Joint Cable Comments at 8; Cablevision

Comments at 15-17.
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If Fox withholds retransmission consent for its O&Os, in addition to a loss of
advertising revenue, it may aiso sacrifice the value of this other consideration, as the
| MVPD may be entitled to drop the relevant cable programming service. In the
profitability analysis for 0&O foreclosure, however, we omit the consideration
received from the MVPD in our evaluation of the program revenue sacrificed by
foreclosure because it is difficult to set a precise value there. This approach

somewhat underestimates Fox’s “cost” of foreclosure and, therefore, overestimates

the profitability of foreclosure.

71. Using the same basic methodology as earlier, but ignoring any consideration for
carriage, and assuming that the subscribers of these MVPDs do not receive the Fox
0&O over-the-air when the O&O is no longer carried by EchoStar and cable, then
Fox would find it profitable to withhold carriage of the O&O from EchoStar and
cable only if DIRECTV could expect to gain an additional 40% of MVPD subscribers
in the O&O areas, more than quadrupling DIRECTV’s share from about 13% to 53%

in the area.>*

72. Alternatively, to make foreclosure profitable with a constant nurﬁber of subscribers,
DIRECTV would need to be able to increase its price charged so that the average
revenue collected per subscriber in the Fox O&O areas would increase by about
175% (i.e., fromroughly $§ to$ ) without losing any subscribers.”> A revenue

increase of this magnitude without any subscriber losses is huge and implausible.

**  The relevant equation is 87% x {3 +§  }<S*x {8 x34% + 8 +8  JorS*=40%.

% The relevant equation is 87% x {$ +8  }<P*x13%x34%, 0t P*> §
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Moreover, as mentioned with respect to subscriber losses, this result does not take

into account the impact of losing the other consideration gained from the MVPD.

In many areas, even if Fox withheld the O&O signal, it would remain available over-

- the-air to the subscribers of other MVPDs. For this reason, those subscribers might

remain with their current preferred MVPD and use an A/B switch to access over-the-
air broadcasts. This option would have two effects on profitability that go in opposite
directions. On the one hand, it would reduce the number of subscribers likely to
switch to DIRECTYV, thereby reducing the profitability of the foreclosure strategy.

On the other hand, it would permit Fox to continue to earn advertising revenue from
the subscribers that do not switch MVPDs, but still receive the O&O over-the-air.
Suppose that one-third of the rival MVPDs’ subscribers who do not switch still
receive the O&O signal over-the-air. This assumption would reduce the number of
new DIRECTYV subscribers required for profitability, but DIRECTV still would need
to increase its MVPD share by 31 share points, from 13% to 44%.>® This is clearly an
implausibly large required subscriber gain. The rival MVPD’s would have to suffer
this large loss of subscribers in response to the unavailability of a single network’s

0&O. This very substantial loss also does not appear plausible.

If one-third of the subscribers on the rival MVPDs would receive the O&O signal
over the air when it is no longer available through their preferred MVPD, DIRECTV

would need to increase its revenues by $ per subscriber (a 117% increase in

56

The relevant equation would become 87% x {8 +8  }<S*x($ x34% + § +8& )+
(87% - 5%) x 33% x (§ +8& ) orS*231%.
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revenue) without losing any subscribers.”” Such a revenue increase without any

subscriber loss is implausible.

Professor Rogerson refers to situations whére local station retransmission consents
were Withdra\;m during negotiations. He states that “the evidence suggests that
significant number of customers leave the MVPD that can no longer offer the local
stations. . . .” He refers to a newspaper article that says that satellite providers
“profit[ed] from the disruption in service.”® However, he does not provide any
evidence of substantial subscriber shifts that would support a claim that this
foreclosure would be profitable to NC. Professor Rogerson refers to a DIRECTV
report that its overall subscriber levels have increased by 20 percent since offering
Jocal broadcast channels.” This 20 percent increase, which is less than 3 share points
of the MVPD market, is far less than the required subscriber shift for profitability. It
is our understanding that this subscriber growth is only in those locations where the
local channels are offered. But, more importantly, this impact involved access to all

the local channels, not just one.

The foregoing also does not take into account another important cost of withholding
Fox broadcast programming. Broadcast networks earn a premium in sales of network

and national spot advertising because of their ability to offer nationwide reach.® If

57

58

59

60

When one-third of the customers on the rival MVPDs use their A/B switch to receive the Fox O&0O
station signal, the relevant equation becomes (100% - 33%) x 87% x {8 +8  }<P*x13%x
34%, 0orP*> §

Rogerson at 10-11.
Id. at 12.

The FCC has recognized that audience fragmentation has made the delivery of a mass audience more
difficult and “media that can still produce mass audiences have become more valuable.” The
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Fox were to withhold its programming from EchoStar and cable, this premium would

be reduced on all advertising sales.

77. The Fox O&Os compete against a number of other local broadcast stations and other
cable programming. The commenters also have not shown that these competitors

would respond to a denial of access by Fox O&Os by raising their prices.®!

C. Denying Fox Programming to Small Cable Companies

78. Professor Rogerson and other commenters raise a foreclosure concern with respect to
small énd medium-sized cable companies.”> They suggest that it would be profitable
to withhold programming, particularly Fox O&Os, from these cable companies. The
expressed fear is that these cable companies then would exit the market, permitting

DIRECTYV to increase its market share and retail subscription fees.

79. As noted already, this behavior would be precluded by the Parties’ voluntary
commitments and the Commission’s rules. However, even if these constraints were
assumed away, we are highly skeptical of the notion that these cable companies
would cease to exist due to a lack of Fo;( 0&Os, certainly in the absence of a more
detailed economic’analysis than is provided by Professor Rogerson. These cable
companies appafently retain substantial market shares in their respective franchise

areas, and have made substantial sunk capital costs in their cable plant. While they

Commission observed that “...broadcast networks have achieved substantial gains in revenues in
recent years despite their loss of audience relative to years past.” FCC, Amendment of Section 73

.638(g) of the Commission’s Rules — The Dual Network Rule, MM Docket No. 00-108, § 20 (2001).
' As aresult, it might be harder for DIRECTV to profitably raise its subscription price or increase its

market share

62 Rogerson at 4,23, and 26; ACA Comments at 8-16; Joint Cable Comments at 30-34.
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may be losing share to DBS, we see no reason why their market shares should plunge
dramatically, or why they would be forced to exit in response to no longer carrying

Fox programming.

As already discussed, such a dramatic reduction in market share would be required to
make foreclosure proﬁtable. Using the national cable shares to proxy the share of the
small cable companiés, we previously explained that DIRECTV would need to
increase its share by 31 to 40 share points (holding price constant) or increase its per-
subscriber revenue by 117% to 175% (holding its subscribers constant) in order to
make foreclosure of O&Os profitable, where the range depends on whether a
significant fraction of subscribers of the foreclosed MVPDs use A/B switches to

access the O&O over-the-air. These increases are not plausible.

Even if a small cable company were to have a significantly lower market share in its
franchise area, the required increases would be implausible. For example, suppose
that the small cable company had an MVPD market share of 55%, whereas
DIRECTYV had a share of 27% and EchoStar had a market share of 18%. Suppose
tﬁat DIRECTYV foreclosed these MVPD rivals from access to its O&Os. In that
situation, DIRECTV would need to increase its market share by 26-33 share points (at
constant prices) to make this foreclosure profitable, depending on the assumption
about A/B switches discussed above. This is a DIRECTV percentage share increase
in the range of 97-124%. The required price increases would involve per-subscriber

revenue increases of 47-71%, holding the number of DIRECTV subscribers constant.

CRA Vertical Foreclosure Analysis
Page 48



REDACTED - FOR PUBLIC INSPECTION

82. The required increases also would be implausible if DIRECTV were to foreclose only

83.

the small cable operators from its O&Os, while continuing to provide EchoStar with
this content. In this case, DIRECTV would need to increase its market share by 16-
19 share points (at constant prices) to make this foreclosure profitable, depending on |
the assumption about A/B switches discussed above. This is a DIRECTV percentage
share increase in the range of 59-71%. The cable operator’s loss in market share
would be in the 27-32 share point range.*® The required pﬁce increases would
involve per-subscriber revenue increases in the range of 36-53%, holding DIRECTV

subscribers constant.

If some of the DIRECTV subscribers are NRTC customers, then a pfogramming
foreclosure strategy would be even more unprofitable. In these areas, instead of the
normal § margin that DIRECTV earns on each subscriber, DIRECTV earns less
than § per NRTC subscriber. Therefore, Fox, which would own 34% of DIRECTV,
only would earn less than § for each additional NRTC subscriber, making
foreclosure even less profitable than indicated above in our calculations. In addition,
to the extent that Fox is currently earning higher margins on Fox programming from
small and medium-sized cable companies than from larger cable companies, then
foreclosure would be even more costly to Fox and thus mbre unprofitable than our

calculations above would indicate.

63

Where there is foreclosure solely of the cable operator, we assume that DIRECTV and EchoStar gain
subscribers in proportion to their market shares, so that DIRECTV would gain about 60% of the
subscribers that leave the cable operator. This means that the cable operator’s loss in market share is
1.67 times DIRECTV’s gain in market share, because EchoStar also would pick up subscribers.
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D. Impact on Foreclosure Incentives of a 50% Ownership Share of
DIRECTV

84. We understand that under the Commission rules, NC would be able to increase Fox’s

85.

86.

share of DIRECTV up to just below 50% without further review and approval. We
have recalculated the numerical analysis presented earlier to take into account that

higher profit share. The relevant figures are summarized in Tables 4 through 7.

As indicated in these Tables, if Fox’s profit share in DIRECTV were 50% instead of
34%, it would not have to acquire as many subscribers from its rivals (and they would
not have to lose as many subscribers) for the foreclosure strategy to be profitable.
Likewise, the required per-subscriber revenue (price) increase would be somewhat
lower. However, the required DIRECTV subscriber increases (and rival MVPD
decreases) would remain implausibly large, as would the required DIRECTV per-

subscriber revenue increases.

As already discussed, such price or share increases from foreclosure are inconsistent
with the evidence, including the evidence of subscriber movements in response to
lack of access to sports programming. Although we do not have similar natural
experiments for the O&Os, it seems highly unlikely that such large subscriber
movements would occur. Therefore, even if NC’s share of DIRECTV were to be
increase to just under 50%, it is not likely that NC would have an incentive to

foreclose MVPD rivals from Fox programming.
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Table 4: Required Changes for Proﬁtability«
Fox RSN Foreclosure

Paragraph 50

DIRECTYV Subscriber Increase:
Share Points 17 12

Percentage of Initial Subscribers 128% 93%

Paragraph 51

DIRECTYV Revenue (per sub) Increase:
Monthly Subscriber Cost $ $

Percentage Increase 49% 33%
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Table 5: Required Changes for Profitability
Fox O&O Foreclosure

Paragraph 71

DIRECTYV Subscriber Increase:
Share Points 40 32

Percentage of Initial Subscribers 306% 244%

Paragraph 72

DIRECTYV Revenue (per sub) Increase:
Monthly Subscriber Cost $ $

Percentage Increase 175% 119%

With A/B Switch
Paragraph 73

DIRECTYV Subscriber Increase:
Share Points 31 24

Percentage of Initial Subscribers 241% 185%

With A/B Switch
Paragraph 74

DIRECTYV Revenue (per sub)‘Increase:
Monthly Subscriber Cost $ $

Percentage Increase 117% 80%
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Table 6:
Required Changes for Profitability:
Fox O&O Foreclosure in Small Cable
Operator Area (Paragraph 81

DIRECTY Subscriber Increase:

Share Points _ 33 27
Percentage of Initial Subscribers 124% 98%
Corresponding Small Cable Operator
Subscriber Loss:
Share Points 25 20
Percentage of Initial Subscribers 46% 36%

DIRECTYV Revenue (per sub) Increase:

Monthly Subscriber Cost $ $
Percentage Increase 71% 48%
With A/B Switch
DIRECTYV Subscriber Increase:
Share Points - 26 20
Percentage of Initial Subscribers 97% 75%

Corresponding Small Cable Operator
Subscriber Loss:

Share Points 20 15
Percentage of Initial Subscribers 36% 28%
With A/B Switch
DIRECTY Revenue (per sub) Increase:
Monthly Subscriber Cost $ $
Percentage Increase 47% 32%
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Table 7:
Required Changes for Profitability:
Fox O&O Foreclosure Solely of Small

| Cable Operator (Paragraph 82) |

DIRECTY Subscriber Increase:
Share Points ‘ 19 16

Percentage of Initial Subscribers 71% 60%

Corresponding Small Cable Operator
Subscriber Loss:

Share Points 32 27
Percentage of Initial Subscribers 58% 49%

DIRECTY Revenue (per sub) Increase:

Monthly Subscriber Cost $ $
Percentage Increase 53% 36%
With A/B Switch
DIRECTYV Subscriber Increase:
Share Points 16 13
Percentage of Initial Subscribers 59% 48%

Corresponding Small Cable Operator
Subscriber Loss:

Share Points 27 21
Percentage of Initial Subscribers 48% 39%

With A/B Switch

DIRECTY Revenue (per sub) Increase:
Monthly Subscriber Cost $ $

Percentage Increase 36% 24%
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IV. The Transaction Will Not Lead to Anticompetitive Price Increases

for Fox Programming

87. Some commenters have asserted that the proposed transaction will give NC the
incentive to simply raise the price of Fox programming as a means of raising the éosts
of DIRECTV’s rivals.** These price increases might be discriminatory or uniform.
For example, after criticizing NC’s non-discrimination conditions, Professor
Rogerson suggests that the conditions would place “Vefy little constraint™ on NC’s
prices to smaller cable companies. He then goes on to say, “the proposed condition
only requires that NC charge the same prices to all MVPDs. NC could comply fully
with the condition and still charge high prices to its rivals simply by charging equally
high prices to DIRECTV.” In this section, we explain the flaws in the claim that

such price increases would occur and harm consumer welfare.

88. We have already discussed why a foreclosure strategy of denying rivals’ access to
certain Fox programming likely would be unprofitable. We now discuss why a
foreclosure strategy of raising the prices of this programming similarly would be
unprofitable. These different foreclosure strategies are closely related, of course. '
One way to deny access is to set a prohibitively high programming price, so high that

the MVPD chooses to forgo the programming altogether. In addition, both types of

% Rogerson at 22; EchoStar Petition at 22-24; American Cable Association Comments at 17-19. Ifthe
prices were raised so high that the rival MVPDs do not carry the Fox programming, the outcome is
conceptually equivalent to the withholding case studied in the previous section. Indeed, withholding is
economically equivalent to raising prices to rival MVPDs so high that no rival MVPD would pay those
prices.

5 Rogerson at 5 (emphasis in original).
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foreclosure strategies reduce profits at the program supply level.?® This profit loss
must Be compared to the magnitude of increase in profit at the MVPD level. Thus, |
the fact that the denial of access is unprofitable makes it more likely that
programming price increasés also would reduce profits. In our discussion, we also
focus on the partial elimination of the double markup. That factor is important
because it reduces the incentive to raise prices; indeed, on its own, it gives a
programmer like Fox an incentive to lower its programming prices and a MVPD like
DIRECTYV an incentive to lower its subscription prices. Thus, the evidence dées not
support the claim it likely would be profitable for Fox to attempt discriminatory price

increases against DIRECTV s rivals.

In this section, we first examine the incentives for NC uniformly to raise the price at
which it offers its programming to all MVPDs, including DIRECTV.®” This uniform
price increase scenario is particularly relevant because price discrimination against
rival MVPDs would violate both the Commission’s program access and
retransmission consent rules and the undertakings that NC has agreed to adopt. We
demonstrate here that the proposed transaction would ’in fact create just the opposite

incentive -- to lower, not raise, the uniform price Fox would charge to MVPDs for its

66

67

The main difference in the two strategies is that some of the programming may continue to be
purchased when prices are raised only moderately. That is, when a programmer raises its price, it faces
a risk that the MVPD will drop the programming, but dropping the programming altogether is not a
certainty. This makes the details of the analysis somewhat more complex. However, even if the
programming price increases are not prohibitive, they still would lead to rival MVPDs on average
purchasing less of the programming, thereby reducing the programmer’s program profits. This must
be true because, after all, if the programming profits would have increased at a higher price, the
programmer would have chosen the higher price absent the vertical integration.

To the extent that there are initial price differences among MVPDs, we analyze identical price
increases for each. We refer to this as “uniform” price increases.
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programming when it cannot price discriminate. The key reasons for this incentive
are the combination of partial elimination of the double markup and the assumption

that Fox and DIRECTYV each attempts to maximize its own profits.

We then examine the incentives for discriminatory price increases targeted at
DIRECTV’s rivals. This foreclosure strategy assumes that the Commission would
fail to impose the proposed conditions or that the parties somehow could evade the
Commission’s order. The commenters such as Professor Rogerson have not
demonstrated that NC would have the incentive to raise Fox or DIRECTYV prices.

They have just asserted that there would be an incentive for such a price increase.

But the likelihood of a price increase in this scenario cannot properly be assumed, but

instead must be analyzed and proved. In this regard, the significant unprofitability of
the denial of access discussed earlier, and the partial elimination of the double
markup, together point away from a finding of likely price increases. The
coﬁmenters also fail to show that Fox’s closest programming competitors would
raise their prices in response to a Fox price increase. Thus, one cannot conclude that
the proposed transaction would lead to higher prices for Fox programming, or higher

MVPD prices and lower consumer welfare.

A. Uniform Programming Prices

The Commission’s program access and retransmission consent rules, along with the

undertakings that NC has agreed to enter into, are a constraint on Fox’s ability to

price discriminate. NC has stated its willingness to make the Fox programming

available to all MVPDs on non-discriminatory prices, terms and conditions. NC has
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also stated its willingness to agree to conditions that would preclude exclusive
agreements for any of its existing or future (national or regional) prqgrannning
services. NC has also stated its willingness to preclude DIRECTV from
discﬁminating against unaffiliated program services. NC has further stated its
willingness to consent to rules prohibiting it from unduly or improperly influencing

affiliated programming entities, including Liberty Media.

92. A number of commenters nevertheless suggest that these constraints will not prevent

93.

NC from imposing a uniform increase in the price charged for Fox programming. For

example, Gene Kimmelman has testified:

While News Corp./Fox agrees to make its programming available on non-
discriminatory terms and conditions, there is absolutely nothing that would
prevent News Corp./Fox from raising the price that it charges itself on its satellite
system, in return for increased revenues from the other 70 million cable
households.®®

This relatively short quote contains several basic errors in economic reasoning.

First, the presumption in the quote that all cable operators would simply accept and
pay higher fees for Fox programming is clea_lrly inconsistent with the fact that Fox’s
fees today already maximize the profits that Fox can earn on its programming. Fox
must believe today, in the pre-acquisition world, that‘raising its affiliate fees would
run the risk of losing carriage on some cable systems; or it would have raised its fees
already. The proposed transaction would not make an increase in affiliate fees more
likely. It would not lower the elasticity of demand fabing Fox programming. In

short, the Fox fees today already capture whatever edge Fox programming can give to

CRA Vertical Foreclosure Analysis
Page 58



94.

95.

REDACTED - FOR PUBLIC INSPECTION

one distributor over another (given the program access rules preventing
discrimination). NC’s investment in DIRECTV cannot magically enhance the price
that Fox can get for its progfamming from any distributor -- cable, DIRECTV, or

EchoStar.

Second, contrary to Mr. Kimmelman's statement, there is no basis for the assumption
that “there is absolutely nothing that would prevent NC/Fox from raising the price it
charges itself.” For one thing, the quotation is mistaken because the proposed
transaction only involves NC téking a partial ownership interest in DIRECTV, so
fees charged by Fox to DIRECTYV clearly are not payments from NC to “itself.” In
addition, because Fox would own only 34% of DIRECTV, DIRECTV would not have
the incentive simply to pay inflated prices to Fox for its programming.b DIRECTV’s
majority shareholders have no incentive to stand by idly and permit DIRECTV to
take actions contrary to their interests, that is, actions that lower DIRECTV’s own
profits. In fact, Hughes {%fill have an audit committee consisting of outside directors
with the ability to review and disapprove potentially overpriced programming
agreements between DIRECTV and Fox. Because of this, after the transaction, Fox
would find that charging higher fees to DIRECTV would risk loss of carriage, just as

it would in the pre-acquisition world.

Third, and most important, Mr. Kimmelman’s assumption that Fox would have the
incentive to set inflated fees for its programming to DIRECTV after this transaction is

simply wrong. His claim is directly contrary to the implications of reducing the

68

Testimony of Gene Kimmelman before the Senate Commerce, Science, and Transportation
Committee, Cable Television and the Dangers of Deregulation, May 6, 2003, at 5.
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double markup discussed earlier. Assuming that prices must be non-discriminatory,
as a result of the program access rules and undertakings, NC’s partial ownership
interest in DIRECTYV in fact gives NC an incentive to uniformly Jower the prices
charged by Fox to DIRECTV and other MVPDs, not raise them. We next explain

why.

e Fox’s Profits: Economic theory assumes that, prior to its investment in
DIRECTYV, Fox’s current programming prices have been chosen to maximize
profits for Fox. Fox is a profit-maximizing firm and there is no reason to think
that it would not be setting its programming prices to maximize its profits. That
means that setting higher uniform affiliate feés would predictably lead to enough
subscriber losses to be unprofitable. This fact that a uniform price increase would
reduce Fox’s programming profits does not change when NC adds an investment

in DIRECTV.

e DIRECTV’s profits: A uniform price increase by Fox would increase the costs of
all the MVPDS, including DIRECTV. That cost increase would tend to reduce the

profits of all MVPDs, including DIRECTV.

These two observations make a po§verful point. After the acquisition, there would be
two reasons why raising the Fox affiliate fees would cause NC to lose money, relative
to maintaining prices at the pre-acquisition level, ceteris paribus. First, Fox would
lose money on its programming (Fox’s pre-transaction price having already
maximized its programming profits). Second, DIRECTV would lose money from the

higher fees. Once NC has a partial ownership interest in DIRECTV, it would take
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that latter profit reduction into account in its decision making. Thus, NC certainly
would not want to raise the price of Fox programs to all MVPDs after acquiring an

interest in DIRECTV.

Instead, this investment would give NC a distinct incentive to lower the price.of Fox
programming, relative to what it would have charged otherwise. Although the lower
programming fees would reduce Fox’s profits somewhat, those lower fees would
raise DIRECTV’s profits. Given the facts here, lower programming fees would boost
DIRECTV’s profits even if DIRECTV’s rivals also would receive the same lower

fees.

Thus, the claims of Mr. Kimmelman and the commenters are incorrect. Assuming
that Fox programming prices to all MVPDs must rise or fall together, the transaction
would not create an incentive for Fox to raise its programming prices uniformly. To’
the contrary, it would create an incentive for Fox to Jower its programming prices

uniformly.

This analysis involves general economic principles and does not depend on particular
assumptions about exact subscriber movements. Therefore, it is not necessary to
carry out the type of numerical analysis presented earlier with respect to denial of
access to Fox programming. However, we do provide an illustrative arithmetic

example of this analysis in Appendix A.

The commenters appear to be assuming that higher uniform Fox fees would shift
subscribers on balance towards DIRECTV. However, by their very nature, uniform

increases in the price of content used equally by all distributors would not generally
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give any one distributor a competitive advantage, and thus would not tend to cause
significant shifts among those distributors. There is no reason why DIRECTV would
benefit at the expense of cable and EchoStar from a uniform increase in the price of

Fox programming.

101. Tt also might be argued that DIRECTV would not have the incentive to raise its
subscription fee along with its MVPD rivals in response to the hypothesized increase
in Fox programming fees. However, this claim is inconsistent with the assumption
that DIRECTV would continue to maximize its own profits rather than NC’s profits.
We understand that forcing DIRECTYV instead to serve NC’s broader interests would
violate fhe Hughes Directors’ fiduciary obligation towards the other shareholders and

expose the company and its Directors to legal action.

102. Thus, in the presence of binding program access rules, NC’s voluntary
undertakings and corporate and securities laws, the proposéd transaction would not
lead to incentives to raise prices uniformly. Instead, NC would have the incentive to
reduce price, relative to what it would charge absent the transaction, or improve the

level of service, all to the benefit of consumers.

B. Discriminatory Price Increases

103.  Several commenters have suggested that the transaction might lead to targeted
price increases of Fox programming.” (These claimed discriminatory price increases

in principle might involve Fox abusing the O&O retransmission process or might

% See, e.g., Joint Cable Comments at 31-32; ACA Comments at 12-13 (retransmission consent), 17-18

(satellite-delivered programming).
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entail Fox evading the program access rules.) However, there are major
shortcomings in the commenters’ arguments that make them unusable as a policy
prescription. The commenters’ arguments alleging an incentive to raise the cost of

| the programming to rival MVPDs have only been made at a general level, and have
not been supported with substantial evidence. Moreover, as discussed next, the

evidence (both facts and economic theory) does not support their claims.

104.  First, we have already discussed in detail how denying access to Fox
programming would be unprofitable to NC. This factor casts considerable doubt on
the claim of anticompetitive effects. In the real world, discriminatory price increases
would be risky because the MVPD whose price has been increased might just decide
to drop the service, which would khave the same effect as denying the MVPD access
to that programming. The fact that denial of access would not be plausible because it
would be highly unprofitable also makes it less likely that discriminatory price

increases would be attempted.

105.  Second, we have already discussed in detail how this acquisition would reduce the
double markup. We also have explained in detail how this factor-would tend to
produce an incentive to lower prices uniformly. A similar analysis applies to
discriminatory price increases. Partial elimination of the double markup would give
NC the incentive to reduce Fox’s programming prices charged to DIRECTV. Once
that price-lowering incentive effect is taken into accounf, it can offset an incentive to
raise prices to DIRECTV s rivals. In short, this analysis implies that there are

incentive effects running in opposite directions. One effect, driven by the rivals’
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reduced demand for Fox programming resulting from the fact that DIRECTV would
have lower costs, pushes towards lower programming prices (ceteris paribus). The
other effect, driven by the benefits of handicapping competitors, pushes towards
hi'gher programming prices (ceferis paribus). Because these effects run in opposite
directions, it is not possible to conclude simply on the basis of theory that the net
effect would be to raise programming prices. Yet, in effect, this is what the

commenters do.

106. In Appendix B, we present a relatively simple linear model that shows how these

two countervailing incentives interact.‘70 It is noteworthy that in this simple model,
the net effeét of these incentives would be to lower the price of the input charged to
the rival firms and réduce the price of output charged to consumers. Therefore, the
results of this model do not support the commenters’ view that programming prices
would tend to rise and that consumers would be harmed. If anything, the results:
would support a view that prices would tend to fall. As discussed earlier, this coﬁld

involve a lower price or higher quality than would have occurred otherwise.

107. Third, we have already discussed the fact the Fox RSNs face competition from

sports shown on broadcast and cable channels, other sports channels, and other
general entertainment cable programming. Fox’s O&Os also face competition from
other local broadcast stations and cable networks. The commenters have not shown

that those competitors also would respond with similar discriminatory price increases,

70

We do not provide numerical analysis for this foreclosure scenario as we did for the case of denial of
access to Fox programming. This is because the numerical analysis cannot easily illustrate the
complexity of the interaction of these incentives in the presence of partial elimination of double
markup or other efficiency benefits.
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following a discriminatory price increase by Fox. This factor also reduces the

likelihood that Fox would attempt to raise prices to DIRECTV’s competitors.

108.  Thus, based on this analysis, the commenters provide no basis for coﬁcluding that
NC would have the incentive to foreclose with the alleged price discrimination
strategy, even if the constraints from the program access and retransmission consent

“rules and proposed undertakings were limited. As illustrated by the example in
Appendix B, one cannot conclude that this partial ownership interest is more likely

than not to harm consumer welfare or efficiency.

V.  The Transaction Will Not Lead to Anticompetitive Foreclosure of
Rival Program Services

109.  The other vertical exclusion claim that has been raised is the anticompetitive
denial of distribution by DIRECTV to rival cable networks that compete directly
against programming owned and controlled by Fox."! According to this theory,
DIRECTYV would deny carriage to programming that competes directly against the
Fox programming. This would reduce profits at DIRECTV (which we presume has
been making iis carriage decisions to maximize its own profits). However, under this
theory, such denial of carriage would become profitable for NC and DIRECTV
together aftér the proposed transaction and would lead to a reduction in competition

at the programming level, to the detriment of consumers.

110.  We do not find it plausible that carriage on DIRECTYV is essential for

programming to compete against Fox programming. Nor does this transaction
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signiﬁcaﬁﬂy raise entry barriers into programming markets, however one reasonably
defines the precise programming markets in which Fox programming competes.
Even if one believed that certain Fox programming were dominant or hﬁd significant
market power today, we have seen no serious argument as to why that power would
be enhanced or entrenched by the proposed transaction, given DIRECTV’s modest
share of MVPD subscribers. It is also important to note that in addition to the

economic incentives, the Parties’ voluntary commitments and the Commission rules.

This vertical foreclosure theory rests on the assumptions that (a) NC can
somehow force DIRECTYV to act against its own interests by refusing to carry
programming that it would otherwise choose on the merits, and that (b) such strategic
denial of carriage by DIRECTV would greatly weaken Fox’s programming rivals and
force them to exit the market or significantly reduce the quality of their programming.

Neither of these assumptions seems likely to be valid empirically.

112.  First and foremost, as shown in Table 1 above, DIRECTV accounts for only a

modest share of total MVPD subscribers, roughly 13% nationally. As aresult, even if
DIRECTYV were to deny access to a rival program service, the rival program service
would still be able to reach the lion’s share of MVPD subscribers nationally. With
only 13% of subscribers nationally, carriage on DIRECTV is unlikely to be essential

for the viability of video prograrmning.72 It is not plausible that lack of carriage on a

71

72

See, e.g., NRTC Petition at 13-14; EchoStar Petition at 39-40; Comments of the National Association
of Boradcasters, MB Docket No. 03-124, (filed June 16, 2003) (“NAB Comments”) at 20-21.

See Implementation of Section 11(c) of the Cable Television Consumer Protection Act of 1992, Third
Report and Order, 17 FCC Red. 19098, 19119, § 52 (1999) (concluding that new video programmer
has reasonable chance of success if it can reach 40% of subscribers in MVPD market).
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single MVPD the size of DIRECTV would be sufficient to drive a rival program

service to exit the market.

113.  Second, it is not clear how such a strategy could result in the creation or
enhancement of dominance or market power for Fox programming. In sc;me cases,
such as Fox News Channel (FNC), rival programming is very strong (CNN and
others) and the prospect of FNC gaining monopoly power by denying CNN access to
DIRECTYV subscribers is not plausible. DIRECTV also would be unwilling to stop

carrying popular channels like ESPN and TNT to benefit Fox programming.

114. DIRECTV’s current channel lineup is the one it believes maximizes its profits.
Thus, by denying carriage of these programs, DIRECTV’s profits as a distributor
would be reduced. Hughes’ independent directors would be violating their fiduciary
duties by consenting to a policy that distorts DIRECTV’s channel lineup in order to
generate more profits for Fox programming. Such a course of action would not be in
the interest of the other Hughes’ shareholders. Moreover, lacking the ability to drive
rival programmers from the market or significantly weaken them by refusing carriage
on DIRECTYV, this strategy would not be profitable for NC and DIRECTV together.
In other words, NC and DIRECTYV together also do not have the incentive to
discriminate against rival cable networks/programming in terms of DIRECTV
carriage, so such discrimination is highly unlikely to occur after the proposed

transaction.

115. Finally, even if DIRECTV were to deny carriage to a program service that

competes with some Fox programming service, that fact alone does not prove an
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anticompetitive effect in the program service market. An anticompetitive effect could
only arise if the competing Fox program service gains the power to raise or maintain

- a supra-competitive price. Moreover, one cannot infer anticompetitive purpose or
effect solely from the failure to carry a program. service that competes with Fox
programming. There are a variety of other reasons why DIRECTV might not carry a
particular service, including channel constraints, a perception that the service might
not be popular with viewers, the desire for a certain menu of program types, or an

inability to reach an agreement on price.

VI. Conclusions

116. Based on this economic analysis, we do not find it plausible that Fox’s partial
ownership interest in DIRECTYV likely would lead to anticompetitive harm to
consumers from vertical foreclosure. The commenters did not carry out a complete
theoretical economic analysis and they failed to provide convincing quantitative
evidence. Our numerical analysis of profitability and the empirical evidence fail to
support the view that NC would attempt an anticompetitive foreclosure strategy. In

our opinion, the transaction should be permitted.
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