significant market power, and government regulation has been ineffective in constraining that
exercise of market power. These conditions have led to government efforts to promote more
effective competition as the means to foster an efficiently functioning market and good economic
performance in terms of price and quality of service.

48. Competition generally provides an effective “discovery procedure’” for identifying
efficient suppliers and an efficient allocation of resources. In order to function effectively in this
capacity, the competitive process must not be artificially biased in favor of one supplier over
another.’! Ifit is so biased, the results of the competitive contest cannot be relied upon to supply
an accurate gauge of competitive effectiveness.

49. If a federal copyright licensing scheme does not give either multichannel
technology an artificial advantage in a particular community, it is more likely that, in the contest
for any given customer’s favor, the technology best able to satisfy that customer’s tastes and
preferences at the lowest cost will win. Winning will more likely reflect genuinely superior
performance than an artificial advantage conferred by differential treatment by Congress—in
particular, more favorable terms of access to copyrighted material under a compulsory license.

50. For this reason, there was compelling economic justification for Congress’
making a compulsory license available to DBS suppliers. In the absence of such a license, these
operators might be hampered in their contesting for customers’ favor in competition with cable
system operators, who are afforded a compulsory license. In the absence of such a license,
Congress would give cable operators an artificial competitive advantage. In the absence of such

a license, the competitive process could not be reasonably expected to function as effectively as

i If the goal of a race is to identify the swiftest runner, imposing differendal handicaps on the various runners will frustrate
achievement of this objective. The goal of discovering the efficacy of a particular medicaton will be frustrated by tamperning
with the evidence of tesung tmals.
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a means of discovering efficient methods for addressing consumers’ demands for programming
or video program services’ demands for distribution to residence households.

51. By the same token, economic logic also implies that there is a compelling
economic justification for Congress’ not making a compulsory license available to DBS
operators on terms substantially more favorable than those offeregl to cable operators. To do so
would afford an artificial competitive advantage to DBS operators and bias the competitive
process in their favor on this account. With such favored treatment, their marketplace success
would, in part, simply reflect differentially favorable government treatment in the form of more
favorable license terms of access to copyrighted material.

52. In this regard, the carriage schemes for cable and satellite are not, in fact,
identical. Cable operators are required to afford carriage to broadcast stations (subject to certain
limitations). With cable carriage required, copyright holders would be in a position to extract
extraordinary payments were they permitted to do so. Plainly, a situation in which cable system
operators were required to carry stations and also required to pay what copyright holders
demanded would be unbalanced and unworkable; the Congressional balancing effort in the cable
setting was to offer cable system operators a compulsory license under which the right to
transmit copyrighted material was offered in exchange for a free ride with regard to copyright
royalties. In this way, the operators’ potential exposure to exploitation, deriving from a carriage
requirement, was avoided.

53.  DBS operators, in contrast, are under no governmental compulsion to carry
broadcast stations. If a satellite system operator wishes to carry a broadcast station, it can

contract for the rights to do so. Alrernatively, satellite operators may avail themselves of the
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newly created satellite compulsory license to get a free ride with respect to copyrighted royalties
from the material embodied in broadcast signals. Under the terms of this license, the system
operator is required to carry all broadcast signals in a market should it seek to carry any and
(choose) to utilize the statutory license.

54.  Inthe cable setting the operator has no choice over carriage but is protected from
exploitation, given the carriage requirements, through the compulsory license, which affords
permission to use copyrighted material without paying royalties. In the satellite setting, the
operator has complete choice over carriage. But, if it chooses to meet copyright obligations by
invoking the statutory license in a particular local market, it is required to carry all local signals
in that market.

55.  If Congress were to afford satellite operators a compulsory license with more
favorable terms than that afforded cable system operators, that would thwart the ability of
competition to function as an effective discovery procedure for identifying efficient suppliers
and supply arrangements. For this reason, there was compelling economic justification for
Congress’ not making the satellite compulsory license any “sweeter” than the cable compulsory
license. In particular, had Congress artificially “sweetened” the satellite compulsory license
without imposing any offsetting conditions that economically justify the abrogation of the rights

of copyright holders, it would have skewed the efficient operation of the competitive process.

VI.  AVOIDING INFLICTING HARM ON THE SYSTEM OF LOCAL TELEVISION
BROADCASTING

56.  One cannot expect the interests of over-the-air viewers interests to be adequately
protected in market transactions between multichannel operators and individual broadcast

stations, and in transactions between DBS suppliers and their customers. As is widely
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recognized,” a variety of phenomena may cause markets to work imperfectly. Two sources of
market failure loom significantly in the instant setting: (1) the “gatekeeper” market power
possessed by multichannel operators; and (2) potentially deleterious external effects (i.e., effects
on other market participants) resulting from transactions between DBS suppliers and broadcast
stations.”

57.  DBS suppliers have the power to extract rents from small stations in exchange for
carriage. That is, DBS suppliers have the ability to extract a share of the profits that broadcast
stations would otherwise gain from carriage. They can do so, because they have significant
market power as gatekeepers in the markets for access to particular households.*® A particular
household may have a choice (among a limited number) of multichannel suppliers, but a
broadcast station usually has no choice but to deal with the multichannel operator actually
supplying access to a particular household. That leaves the broadcast stations at risk of
monopolistic (actually, monopsonistic) exploitation by the multichannel operator. This market
power would exist in the short term in any event, because consumers do not frequently change
multichannel suppliers. The market power is further enhanced because viewers have often made
irreversible investments in customer-owned equipment and/or are locked in by contractual

agreements for some time.

58. At the same time, transactions between DBS suppliers and their customers cannot
be expected to take account of the interests of over-the-air viewers, who may be harmed by the

transactions. In particular, non-carriage of, and/or rent extraction from, small stations has a

32 See Francis M. Bator, “The Anatomy of Market Failure,” The Duarterty Journal of Economies, August 1958, reprnted in
Readings in Microeconomics, Breit & Hochman, eds. (1968).

53 : : - . .
In economics jargon, these deleterious effects on others are known as “external diseconomies.”

St : L.
Thus ts sometimes referred to as the market for “termunating access.”
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predictable negative impact on program quality. Non-carriage reduces a station’s potential
audience size and, through the resultant adverse impact on advertising revenues, the quality of
programming the station can offer. The result is that non-carriage results in lower-quality
programming for non-subscribers.”’ Similarly, extraction of fents increases the difficulty of
stations’ recovering (“first-copy”) program production costs and results in lower-quality
programming.

59. These problems derive from the DBS supplier’s market power as a gatekeeper
and the external effects of its transactions with broadcast stations. The problems do nof derive
from selection biases in multichannel operators’ carriage decisions, in particular, biases deriving
from ownership interests in competing program services or financial interests related to the sale
of local advertising availabilities in competition with broadcasters. The existence of such
interests may exacerbate the problem of economically inefficient carriage decisions, but they are
not a necessary condition for the existence of such problems. Focus on these interests would
therefore be misplaced. The fundamental problems addressed by SHVIA derive from the fact
that non-subscribers are affected by carriage decisions and the fact that multichannel operators
possess substantial market power as gatekeepers and can be expected to exercise this power in
dealings with upstream input suppliers, notably, local broadcast stations seeking distribution to
subscriber households.

60.  For purposes of assessing DBS suppliers’ market power as a gatekeeper, it is
economically incorrect to characterize market shares as if there were a national market for

multichannel services—markets for multichannel services are inherently local consisting of

* The ability of cable carnage rules to avord this type of harm was recognized in the Supreme Court’s Turmer decision.
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individual households. As I have noted above, neither are market shares within local markets

particularly germane to the issue of the market power multichannel operators can exercise

upstream against broadcast stations. With regard to DBS’s upstream market power as a

gatekeeper, it possesses close to a 100 percent share with respect to (say) 16 percent of the

individual “markets”(i.e., markets that consist of individual households). For the market that is

an individual household, in the absence of concurrent subscription to cable REDACTED
REDACTED a broadcast station has no good/close alternative to the

single path that actually is maintained.

61.  The problem of gatekeeper market power deriving from control of the access
pathway to an individual household is a common one in the economics of communications
industries that has received considerable attention from regulators both in the United States and
abroad. Itis a problem that arises in teleccgmuni—catioﬁg when there is a requirement that
carriers pay the called party’s network to terminate calls. This problem has thus been confronted
by the Federal Communications Commission in the context of interconnection of competing
telephone networks, both foreign and domestic, where there have been frequent complaints about
excessive call termination charges.”” Similar problems have arisen in many foreign countries

where (unlike in the U.S.) calling parties pay for completion of (domestic) wireless calls, thus

affording carriers who terminate the calls an opportunity to charge high termination charges

REDACTED

57 The FCC recently adopted a proposal to review the intercarder compensation regime (Nosice of Proposed Rulemalesng, In
the Matzer of Developing a Unsfied Intercarrier Compensation Regime, CC Docket No. 01-92, adopted Apxil 19, 2001). Current
intercarger arrangements are a complex system of regulations that treat carners and services differentdy. The FCC plans
to examine the existing patchwork of interconnecton rules and seek instead an approach that minimizes need for
regulatory interventdon. One opton being considered is “bill-and-keep,” whereby carners recoup all costs of orginating
and Fcrrninacing craffic from their own customers rather than from other carriers. The radonale foz this approach 1s
precisely to avoid the exploitadon of gatekeeper market power.
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—even where several wireless carriers compete with one another. There have been several

enforcement actions there to constrain the level of call termination charges set at excessive

levels.*®

62. Requirements that carriers pay the called party’s network to terminate calls confer
monopoly power on the called party’s network with respect to terminating access. As FCC

Economist Patrick DeGraba has observed:

This market power arises from the fact that the calling party’s carrier, whether a
local carrier or an IXC [long-distance carrier], has no alternative carrier that
can terminate a call to a particular called party. Thus, the calling party’s
carrier must pay the terminating network whatever price it demands in order to
reach the called party. In effect, each terminating carrier, no matter how small,
has a monopoly over termination to its own customers. Recently, in fact, IXCs
have begun to complain that certain CLECs [small competitive local exchange
carriers] have exploited their monopoly power in termination by setting access
charges that far exceed those charged by major incumbent LECs [local exchange

carriers].”
DeGraba references, “Pricing Flexibility Order and NPRM, 14 FCC Red at 14316-17, para. 186
(discussing AT&T’s petition for declaratory ruling that complained of excessive CLEC access

charges).”

%% In the United Kingdom, for example, OFTEL studied mobile interconnection payments and concluded that mobile
operators have monopoly power over the terminaton of calls on their networks. OFTEL concluded that
interconnection pricing for calls between fixed and mobile networks exceeded those that would result in a competitive
market, and a Monopolies and Mergers Commisston (“MMC™) inquiry followed. The MMC found call termuination
rates to be far above the public interest benchmark, and decided to impose a pace control on termination charges. The
action resulted in reductions of both the paymeat to the mobile operators and the BTs retention amount. As a result,
BTs prices for calls to mobile telephones fell by around 25 percent on Apal 30, 1999. At the same time, British
authorities have no¢ regulated the prices that wireless carriers charge their own customers, because the authorties believe

that competition is effective in that market.

59 «Bill and Keep at the Central Office as the Efficient Interconnection Regime,” Federal Communications Commission
Office of Plaas & Policy Working Paper Sedes, No. 33 (December 2000) at 26 (emphasis added). The FCC recently
adopted a reform of access charges imposed by competitive local exchange carriers (“CLECs”): “Specifically, we limit
the application of our tazff rules to CLEC access services 2 in order to prevent use of the regulatory process to impose
excessive access charges on [XCs and their customers” [Seventh Report and Order and Further Notice of Proposed Rulemaking,
In the Marter of Access Charge Reform--Raform of Access Charges Imposed by Comperitive Local Exchange Carriers, C C Docket 96-
262), adopted Apnl 26, 2001)].
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63. A carrier need not possess a significant or substantial aggregate share of
customers to be in a position to exercise gatekeeper market power. As Jean-Jacques Laffont and
Jean Tirole, two of the world’s leading industrial-organization economists, remark in their

treatise on Competition in Telecommunications:

It is worth recording here the common fallacy that small players do not have
market power and should therefore face no constraint on their termination
charges. This fallacy results from a misunderstanding of the definition of a
market. A network operator may have a small market share in terms of
subscribers; yet it is still 2 monopolist on the calls received by its subscribers.
Indeed, under the assumption that retail prices do not discriminate according to
where the calls terminate, the network has more market power, the smaller its
market share: whereas a big operator must account for the impact of its
wholesale price on its call inflow through the sensitivity of its rivals’ final prices
to its wholesale price, a small network faces a very inelastic demand for
termination and thus can impose higher markups above the marginal cost of
terminating calls.*

64.  The economic analysis of the problem of terminating access has also been directly
applied to video economics by Professors David Waterman and Andrew Weiss in their book on
Vertical Integration in Cable T elevision® They argue that the usual benchmarks of firm
concentration should not be used to analyze monopsony power based on control of terminating
access. Waterman & Weiss show how, under reasonable assumptions, a carrier having a
relatively small national market share “could exert significant monopsony power over many

cable networks.”™*

60 Competition in Telecommunications (The MIT Press: Cambndge, Massachusetts/London, England, 2000) at 186 (emphasis
in orginal).
61 (The MIT Press: Cambridge, Massachusetts/London, England and The AEI Press: Washington, D.C., 1997).
62 o, . L. . . .

Ibid. It is important to note that in setting a subscriber cap, the FCC must necessaly balance beneficial and adverse
consequences of subscriber consolidadon. Setting a cap at any particular level does not in any way imply that
monopsony power is nof a problem as long as that level is not exceeded, rather merely that losses suffered on that

account may be balanced by offsetting benefits. Itis an error to allege that losses due to monopsony power are not
suffered as long as some designated cap is not exceeded.
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65.  The Waterman-Weiss (W/W) argument is that gatekeeper control of terminating
access to a household affords opportunities for multichannel video operators to exercise market
power in bargaining for programming retransmission rights. Their doing so undermines support
for provision of broadcast programming and generally produces a tendency toward under-
provision, in particular, under-prqvision of progra.mining quality. W/W conclude that “the flow
of subscriber revenues to the production industry could be significantly constrained, thus
reducing the supply of programming.”’

66.  The same analysis applies to DBS operators. Given their gatekeeper control of
programmer access to particular households, they can (if their terms are not met) make a credible
threat to refuse carriage of particular local stations as the stations lack alternative means of
reaching those households. As I discuss in more detail below, individual broadcast stations in
local markets often have no good alternative delivery path to the multi-channel operator
(whether cable or satellite) that provides service to a particular household. In particular, over-
the-air reception is almost always of inferior quality. It may be completely unsatisfactory if the
viewer has not maintained his or her outside antenna or never had one in the first place.

67.  Incontrast, a DBS supplier has a plethora of alternative program services from
which to choose. In particular, it has the option to carry a local station in a different DMA.

68. Large network affiliates, especially those in large DMAs, have countervailing
leverage. They know that if the DBS supplier does not carry them, its offering in the local area
will be less attractive to customers. It may therefore lose customers to the other DBS supplier or

to cable. Furthermore, the DBS supplier will be reluctant to pass up a large DMA in order to

% 0p. Cit,, 2t 74-75.

28



provide local service to much smaller DMAs. This balance of bargaining power between large
network affiliates and DBS suppliers has led to the payment of moderate fees for retransmission
consent.

69. Payments are likely to go the other way with respect to small independent
statiohs. Any such station knows that the DBS sup.plier has good alternatives to carrying it, and
it therefore has little bargaining leverage. As I discuss in more detail below, small indellaendent
stations are unlikely to be able to make any substantial payments that may emerge from this
unbalanced bargaining process and still maintain the quality of their programming. The DBS
supplier gains from the process, but over-the-air viewers lose.

70.  In many competitive markets, bargaining among market participants leads to
economically efficient outcomes. Efficiency is far less likely in communications industries
where a supplier enjoys gatekeeper market power. Efficiency is all the less likely if important
market participants (in this casé, over-the-air viewers) are excluded from key transactions.

VII. BENEFITS OF CARRIAGE

71. The government licenses broadcast stations’ utilization of electromagnetic
spectrum resources to operate in the public interest. There is a strong public interest in the
competition that local independent broadcast stations offer to network affiliates. The
multiplicity of viewpoints and benefits of localism are enhanced by the effective operation of
local broadcast stations, and the benefits of free, over-the-air broadcast programming
particularly to non-multichannel subscribers, which include many who are economically less

well-off.
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72, Ifa DBS operator carried only the largest stations in a local area, viewership of
the other local stations would likely decline, with adverse consequences for station economics
and the quality of programming offered. In the first instance, DBS subscribers who do not have
a rooftop antenna and who are unwilling or unable to incur the expense of subscribing to both

satellite and cable service will not have any effective means of viewing non-carried stations.

75.

REDACTED

The composite effect of all of these factors is that
stations that are not carried by a DBS supplier operate at a competitive disadvantage relative to

stations that are carried. Broadcast stations’ remuneration depends on their ability to produce

REDACTED



audience exposures and they are less able to produce exposures than their rivals whose signals

are carried.

74. As Congress noted.®® this imbalance would be a direct consequence of the
affirmative governmental action of giving DBS suppliers a compulsory license without carriage
obligations. In particular, the competitive disadvantage would arise precisely because DBS
suppliers carried a subset of local stations in the small station’s DMA. No competitive
imbalance would occur if DBS suppliers carried no local stations in a DMA or if they met the
carriage obligations of SHVIA.

75.  This disadvantage can reasonably be expected to grow over time if viewers who
sign up for satellite service do not maintain their outside antennas and allow them to
deteriorate.®® Again, Congress was especially concerned that the affirmative governmental
action of giving DBS suppliers a statutory -copyrié,ht license without carriage obligations would
provide stimulus for DBS subscribers not to maintain their outside antennas.”

76.  The competitive disadvantage deriving from inadequate antennas would apply
from the start with respect to most subscribers who migrate from cable service since they have
likely already let their over-the-air signal reception capability deteriorate or never had an
antenna installed in the first place. The disadvantage can be expected to grow over time, now

that DBS operators have shifted their marketing focus away from areas not served by cable and

% Confereace Report at 102.

69 - . .
In some cases, the viewer may have previously had a cable subscopaon.

REDACTED

" Conference Report at 101-102.



toward large urban and suburban markets.
REDACTED

77.  In the remainder of this section, I address the effects of the carriage provision on
independent local broadcasters. In particular, I compare the following two scenarios: (A) DBS
suppliers carry all local stations; and (B) DBS suppliers carry only the four major networks.

78.  Independent stations that are not carried in Scenario B obviously have higher
viewership in Scenario A, where they are carried. The percentage difference in viewership is
not, however, necessarily equal to the percentage of television households that are DBS
subscribers. Some factors tend to make the difference in viewership disproportionately large
and other factors tend to make it disproportionately small:

79. Two factors tend to make the difference in viewership disproportionately large.
First, DBS viewers have made large experidiniréshfor é}femﬁum service and may therefore
watch television more than the average viewer. Second, the quality of reception over DBS is
better than over the air. This factor is especially important for UHF stations whose over-the-air
signals are relatively poor in some parts of their DMA.

80. On the other hand, there are factors that tend to make the difference in
viewership disproportionately small. They are: (1) DBS subscribers have a wider range of
choices; so they may be less likely to watch any particular programming; and (2) DBS
subscribers may have special interest in programming that is available only over DBS. It is not

obvious which of these two sets of factors predominates. In any event, it is certainly reasonable

REDACTED

(U8}
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to conclude that the difference in viewership of stations not carried in Scenario B would be
significantly less in Scenario B than in Scenario A.

81.  Asviewership of a broadcast station decreases, the advertising revenues of the
station decrease directly. Indeed, the percentage decrease in revenues may exceed the
percentage decrease in viewership. This outcome is not unlikely, because advertisers generally
try to reach as large and as distinct an audience as possible. Advertisers often have a preference
to advertise to one audience of 1 million viewers as opposed to two audiences of 500,000
viewers, since the latter can involve significant duplication of viewers. Generally, the top
watched shows get disproportionately more advertising revenue than less watched shows. In
addition, the single, larger audience may involve lower transactions costs.

82.  Asastation’s viewership and revenues decline, the costs that it must pay to
license programming are also likely to decline. Program suppliers (e.g., syndicators) typically
offer licenses for any given programming for lower monetary cost to stations with lower
viewership.”? At the same time, however, the station’s other costs — including the cost of
programming that it produces itself — are subject to no such reductions. As a result, cash flow
(revenues less expenses apart from depreciation) tends to decrease at a faster rate than revenues.

83.  The 2000 Television Financial Report breaks down station information for
affiliates of the top three networks (ABC, NBC and CBS) and non-network affiliated
independents into net revenue classifications. Overall information is available for affiliates of

WBN, UPN and PAX. Information on stations other than ABC, CBS, Fox and NBC is provided

72 .. . . . . . . . .
In addition to monerary considerations, the licensing arrangement may involve the insertion of advertisements by the
program supplier.



in Table 1.7 As shown in the table, the largest independents have cash flow equal to over 50

percent of revenues. At the same time, cash flow is only 5 percent of revenues for the smallest

stations.
Table 1
Revenues and Cash Flows of Broadcast Stations
Other Than ABC, CBS, Fox and NBC
Affiliation Net Revenues | Avg Revenues | Avg Cash Flow Programming Cash Flow/Rev
Expenses
WBN All $25,190,262 $9,883,178 $8,075,068 39%
UPN All $14,471,340 $5,667,656 $3,876,139 39%
PAX All $1,779,348 $175,764 $127,956 10%
[ndependents Over $15M 345,178,563 $22,974,980 $6,953,088 51%
Independents $5M-$15M $8,921,301 $3,511,675 $1,193,930 3%
Independents Under $15M $1,525,839 $70,960 $147,307 5%
Source: 2000 Television Financial Report, National Association of Broadcasters.
84.  Table 2 shows the effect of a 10 percent reduction in a station’s revenues,

together with a 10 percent reduction in the station’s programming expenses.”® This reduction in
revenues would not be implausible if DBS suppliers carried the four major networks but did not
carry the network in question for the following reasons:

. DBS now accounts for about 16 percent of television households;

. That fraction is rapidly increasing; and

> 2000 Television Financial Reporr, National Association of Broadcasters, at 68-96, 180-184.

74 . . . .
These expenses include the amortization of broadcast rights, talent fees, music license fees and booked bartered
programming.
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Advertising revenues may well decline by a greater fraction than viewership for

reasons discussed above.

As the table shows, for affiliates of networks outside the top four networks, the reduction results

in a 17 percent reduction of cash flow for WBN affiliates, a 19 percent reduction for UPN

affiliates, and a 94 percent reduction for PAX affiliates. Such a reduction in revenues leads to a

decrease in cash flow of 17 percent for the largest independents and 22 percent for independents

with revenues between $5 million and $15 million. Cash flow of the smallest independents

would be wiped out almost twice over. Indeed, a decrease of revenues of only 5.2 percent

would wipe out the entire cash flow of the smallest independents.

Table 2

Reduction in Cash Flow Due to a 10 Percent Reduction in
Revenues and Program Expenses

Average Expenses % Decrease in:

Affiliation Net Revenues Cash Flow Total Program Non- Revenue | Program | Cash

Revenues Program Expenses | Flow

WBN All $25,190,262 | $5,883,178 | $15,307,084 | $8,075,068 | $§7,232,016 10% 10% 17%

UPN All $14,471,340 | $5,667,656 | $8,803,684 | $3,876,139 | $4,927,545 10% 10% 19%

PAX All $1,779,348 $175,764 | $1,603,584 | S127,956 | $§1,475,628 10% 10% 94%

Independents Over $45,178,563 | $22,974,980 | $22,203,583 | $6,953,088 $15,250,495 10% 10% 17%
S1sM

Independents S5M- $8,921,301 | 3,511,675 | $5,409,626 | $1,193,930 | $4,215,696 10% 10% 22%
SI5M

Independents | Under $1,525,839 $70,960 | $1,454,879 | $147,307 | $1,307,572 10% 10% 194%
S1SM

Source: 2000 Television Finandial Report, National Assodiation of Broadcasters.




83. Faced with such a reduction in cash flow, the station would have no choice but to
cut its costs in order to remain financially viable. A likely choice under these circumstances
would be to reduce programming costs and, hence, the quality of programming.

IX. SHVIA'S LICENSING SCHEME DOES NOT IMPOSE A SIGNIFICANT
"BURDEN" ON DBS SUPPLIERS

86.  In assessing the economic consequences of SHVIA, the relevant comparison is
the world pre-SHVIA versus post-SHVIA. It is irrelevant to compare the “sweetnesé” of
various “deals” that Congress might have afforded to the satellite industry with the one it did
afford. Congress need not have adopted SHVIA and could retract it in toto. Doing so would
clearly make DBS suppliers worse off.

87. SHVIA's statutory license affords a substantial benefit to DBS suppliers by
providing a low-cost optional means of meeting copyright liabilities associated with carriage of
local broadcast signals. In the absence of SHVIA, DBS suppliers would need to negotiate and
obtain licenses for use of copyrighted material from copyright holders. With SHVIA, they
retain that option, but are also afforded reliance upon a statutory license which compels
copyright holders to permit use of their intellectual property free of royalties (notwithstanding
the DBS suppliers’ ability to profit from the sale of access to broadcast channels displaying
copyrighted material).

88. In passing SHVIA, Congress balanced a variety of policy considerations relevant
for consumer welfare, issues of competitive parity between cable and DBS operators, effects of
carriage decisions on non-subscribers and local broadcast stations as well as the rights of
creators of copyrighted material. The calculus of benefits and burdens is thus much more

complex than the effects upon a single set of players.

36



89.  The claim of the DBS suppliers is simply that they would be better off if they
could have the benefits of the compulsory license without having to satisfy the conditions
Congress has judged reasonable to impose for enjoyment of such benefits. Perhaps they might
be; Congress’ judgment was that the cost of these extra benefits for DBS suﬁpliers was not
worth the sacrifice of benefits from achievement of other important public policy goals.

A. DMAs Into Which DBS Suppliers Retransmit Local Signals

90. The number of DMASs into which DBS suppliers can retransmit local stations,
while meeting the carriage obligations of SHVIA depends, in part, on which stations in the
DMA are eligible for carriage under SHVIA. In determining this number, cable-only stations,
low-power stations and duplicative network stations (including satellite stations), should be
deleted, as none of them are eligible for carriage under SHVIA.™

91.

REDACTED

7> 1 do not make any further adjustment for duplicative public stadons, for stations that negotate for retransmission
coasent, or for stadons that do not deliver a signal of acceprable quality. Because I do not make these latter
adjustments, my estmate of the number of eligible stations is somewhat high, and my esdmate of the number of
DMAs is therefore somewhat low.



RED ACTED
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REDACTED

Comparison of SHVIA's Carriage '"Burden’ With That of Cable Must-
Carrv

REDACTED
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REDACTED

96.  The relative burden of the SHVIA carriage obligations is much lighter when one
considers they are voluntary. They come into effect if and only if the DBS supplier elects the
free ride that the compulsory license offers with respect to copyright royalties.

C. Benefits of Carriage of Local Stations

97. DBS suppliers benefit substantially from carriage of local stations. In particular,
to the extent subscribers value such carriage, suppliers can charge more if their service includes
local signals—irrespective of whether the charge for local stations is unbundled. Stated
alternatively, carriage may increase the demand for multichannel service at any given price.

These benefits more than fully offset the “burdens” of the carriage obligations.

REDACTED

82 . . .

' Mgst cgble systems can carry all eligible local stadons with less than one-third of their capacity. [ have, however,
Ldenqﬁed in the top 5 DMAs over 15 cable systems that devote one-third or more of their capacity to signals received
off air. See Telewision & Cable Facthook 2001, Cable Vol. No. 69, Warren Communication News, Secton D.
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REDACTED

X. SHVIA'S LICENSING SCHEME IS APPROPRIATELY TAILORED TO
ACHIEVE ITS OBJECTIVES

99.  The license regime established by SHVIA is tailored to minimize any “burden”
on DBS suppliers—consistent with furthering the purposes of the Act.

100. In the first place, the Act creates no obligation on DBS suppliers to carry any
local broadcast signal. This regime is significantly less restrictive regime than that which
applies to cable. Moreover, the Act in no way precludes a DBS supplier from negotiating
directly with any broadcast networks and broadcasters it chooses for the rights to retransmit
their signals. The carriage obligation applies only when the DBS supplier seeks to avail itself of
the statutory license, which confers a substantial benefit on the carrier; ie., a royalty-free
copyright license.

101. Only when a DBS supplier opts to proceed under Section 122 does the obligation
attach to carry local signals—and even then, carriage is conditioned on the broadcaster making a
request. Moreover, the broadcaster must incur the expense of delivering a good-quality signal
to a local receive facility established by the DBS supplier. This requirement further minimizes

the costs for the DBS supplier of meeting the carriage obligation.

REDACTED
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102.  The obligation is also applied on a market-by-market basis, not nationally. That
is, a DBS supplier can decide in which markets it wants to use the statutory license to offer
local-into-local service. It can also opt to use the compulsory license in some markets, but not
in others. This approach provides considerable latitude to the supplier in designing its service
packages, deploying technology and apportioning capacity.

103. Finally, more limited specification of carriage obligations would frustrate
Congress’s goals to avoid skewing competition between cable and DBS, to avoid inflicting
harm on the system of local broadcasting (and implicitly the quality of local programming); and
to avoid a licensing scheme which has the effect of limiting the multiplicity of voices in each
local market.

104. SHVIA extends a valuable right—indeed, a form of subsidy—to DBS suppliers,
while at the same time avoiding distortion of local video markets or impairment of the interests
of over-the-air viewers. Moreover, the licensing scheme accomplishes these ends with minimal
burdens imposed on DBS suppliers.

XI. CONCLUSIONS

105. SHVIA effectively promotes competition in the market for multi-channel video
programming in order to reduce costs to consumers. In order to achieve this goal, SHVIA
confers on DBS suppliers the right to retransmit local broadcast signals royalty-free, much as
cable systems have.

106. SHVIA also avoids inflicting harm on the system of television broadcasting. In
particular, it avoids inflicting harm on over-the-air viewers from degradation of program quality

of smaller television stations. Such degradation would be a predictable consequence of a
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licensing scheme that facilitated DBS suppliers’ carriage of only the largest television stations
in a given area or that encouraged attempts by DBS suppliers to extract rents from smaller
stations in return for carriage.

107.  Finally, the licensing scheme created by SHVIA is structured to minimize any
burdens on DBS suppliers. It establishes a compulsory license regime for DBS that is -
comparable to that established for cable so as not to confer an artificial advantage on either
competitor. Additionally, the carriage provisions are significantly less onerous than those
applicable to cable operators as they apply only if the DBS supplier elects to invoke the
compulsory license.

[ declare under penalty of perjury that the foregoing is true and correct.
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Appendix A, Curriculum Vitae

Jeffrey H. Rohlfs, Principal, Strategic Policy Research, Inc.

Received an A.B. degree from Amherst College and a Ph.D. in Economics from MIT. He has
taught economics at the Stanford Graduate School of Business.

Dr. Rohifs is a founding principal of Strategic Policy Research, Inc. (“SPR”) and has been a
consultant since 1983. He is an economist who specializes in the telecommunications and mass
media industries. He has numerous publications, including theoretical, empirical and policy
analyses.

Dr. Rohlfs has consulted on telecommunications and public policy for a variety of clients with
regard to ground rules for telecommunications competition, cost estimation, interconnection
pricing, regulatory reform, restructuring and privatization in many countries, and policies
regarding spectrum and mobile telecommunications.

Prior to his career in consulting, Dr. Rohlfs spent 14 years at Bell Labs, rising to Department
Head of Economic Modeling Research. While at Bell Labs, Dr. Rohlfs wrote a seminal paper
on the theory of network externalities. This theory has been widely cited and applied to
universal-service policy and technical standards. Dr. Rohlfs also wrote a seminal empirical
analysis on optimal telecommunications pricing and rate rebalancing.

From 1979 to 1981, Dr. Rohlfs was Manager of Microeconomic Analysis at AT&T. He
provided analytical support for AT&T’s regulatory and public affairs efforts.

Dr. Rohlfs has substantial international consulting experience, including Australia, Bolivia,
Canada, Cape Verde, Ecuador, European Union, Germany, Honduras, Hungary, Jamaica, Japan,
Latvia, Mexico, New Zealand, Panama, Paraguay, Peru, Puerto Rico, Thailand, Venezuela and
the United Kingdom.

Dr. Rohlfs has just completed a book, Bandwagon Effects in High-Technology Industries. To
be published by MIT Press, it is forthcoming in 2001.
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Appendix B
Station Characteristics by Designated Market Areas

Source: Nielsen Designated Market Areas (DMA) (Stations within DMA's) 2000-2001; Nielsen Media
Research, Local Universe Estimates for the 2000-2001 Broadcast Season (Exhibit F to Plaintiffs Motion for

Summary Judgment)
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Source: Nielsen Designated Market Areas (DMA) (Stations within DMA's) 2000-2001; Nielsen Media
Research, Local Universe Estumates for the 2000-2001 Broadcast Season (Exhibic F to Plaindffs Motion for
Summary Judgment)
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Source: Nielsen Designated Market Areas (DMA) (Stations within DMA's) 2000-2001; Nielsen Media
Research, Local Universe Estumates for the 2000-2001 Broadcast Season (Exhibit F to Plaindffs Motion for
Summary Judgment) ' ‘
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Source: Nielsen Designated Market Areas (DMA) (Stations within DMA's) 2000-2001; Nielsen Media
Research, Local Universe Estimates for the 2000-2001 Broadcast Season (Exhibit F to Plaintiffs Motion for

Summary Judgment)
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197|Casper-Riverton, WY 50,6400 0.0%0{ 99.537] 11 1878 2 1 443 143
198]Cheyenne, WY-Scottsbiutl, NE 50,410 | 0.049] 99.588{ [ 1884 1 1 445 14394
199{Otumawa, [A-Kirksville, MO 48,600 | 0.048] 99.634] 3 1887] 0 1 448] 1441
200{8end. OR 432301 0.042] 99.678) 4] 1891 1 1 4ag] 1443}
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Source: Nielsen Designated Market Areas (DMA) (Stations within DMA's) 2000-2001; Nielsen Media
Research, Local Universe Estimates for the 2000-2001 Broadcast Season (Extubit F to Plaintiffs Motion for
Summary Judgment)
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