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PROCEEDI NGS
Time: 9:00 a.m

MR. FERREE: | want to thank all of our
presenters for comng down to join us today and
participate in the synposium on cable a la carte
offerings, and to welconme all of our visitors, both
those that are here in the room with us and those
that are watching via electronic nedia.

I notice that Conmm ssioner Copps has
cone down to join us, and | amgoing to ask himif
he would |like to say a few opening wel cone renarKks.

Comm ssi oner Copps?

COWM SSI ONER  COPPS: Thank you, and
good norning. | just wanted to cone down and
wel cone all of you. Thank you for taking sone tinme
from your schedules to help us respond to our
responsibilities to Congress on the cable a la
carte proposals.

The first thing | want to do on behalf
of all of my colleagues, all the Conmm ssioners
here, is to welcone you to the Conm ssion, and we
are really appreciative of your efforts this
nor ni ng.

W were directed, as you know, by
Congress to cone up with a report to respond to the
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rising dialogue in this country on cable a la
carte. It is an interesting question. It is one
t hat has obviously excited a |lot of interest on the
part of the Anmerican people.

So we need your experience. We need
your hel p. We need your gui dance. Anyt hi ng t hat
prom ses to bring choices and options to consuners
in the face of skyrocketing cable bills, 1 think
is bound to be attractive to a |lot of people, both
at the Comm ssion and on Capitol Hill. Anyt hi ng
that holds out any hope for putting the brakes on
skyrocketing cable bills, I think, is bound to be
attractive to people at the Comm ssion and people
at Capitol Hill.

On the other hand, | think we have
listened to concerns that have been raised about
possibilities of what are the effects on diversity,
on the ability to come up wth new independent
cabl e channel s. Is a la carte cable pricing
sonething that could get in the way of that? |Is
tiered programm ng sonething that could get in the
way of that, although I think we really need to get
a handle on what the reality of the situation is
ri ght now. How easy is it right now to start an
i ndependent cabl e conpany?
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I think it was Ted Turner the other day
said he thought it would be just about inpossible
for sonmebody like himto cone along and replicate
what he did.

So we need to get to the bottom of that
and inform ourselves and get back to Congress, and
we are very, very grateful for you folks for giving
us a hel pi ng hand.

Wth that, | am going to sit down and
listen to you. So thank you very nuch for com ng.

MVR. FERREE: Thanks, Comm ssi oner
Copps.

Well, as many of you know, | have had a
keen interest in the potential and possibilities
for cable a la carte pricing for sonme tinme, and
indeed | am going to apol ogize up front, because |
am going to have to duck out a little early for
l unch today.

You see, coincidentally it is ny
weddi ng anni versary today, and again, as nmany of
you may know, ny wife has sonme fairly strongly held
views about a la carte pricing, too. So | thought
| ought to nmeet with her and get her views on this
i ssue. But I will be joining you for the majority
of both the norning session and the afternoon
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6
session today, and |I look forward to your comments.
Allow me first, however, to make just a
couple of gener al poi nts. First, today's
di scussion is, by no means, the beginning nor the
end of this debate. It is part of a |larger process
here at the FCC that we have begun to educate
ourselves about a la carte cable pricings and
offerings and the potential policy and practical
i nplications of such offerings.

Most inmportantly, we have initiated a
comment period through public notice on these
issues, and we wll be reviewing those witten
conment s over t he next sever al nont hs I n
anticipation of preparing the report to which
Conmi ssi oner Copps referred.

So for those of you who are observing
today, if you want your voice added to this debate,
| encourage you to file witten comments in that
docket .

Second, although many of our presenters
t hemsel ves have strongly held views about a Ila
carte pricing also, | want to enphasize here and
now that this was never intended to be, and | hope
it does not beconme, sinply a platform for advocacy.

As we did in our efforts to nodernize
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our broadcast ownership rules and bring them into
the Twenty-first Century, we want to put our
enphasi s today on the facts.

Now as we learned in that proceeding,
the facts can sonetines scare sonme people, but
whet her they tend to show that a la carte pricing
is the soul of wsdom or folly, our regulatory
posture in this area should be based on facts and
not fears, not ideological inperatives or, dare |
say, even politics.

Third and finally, to get the nost out
of today's synposium we need our presenters to stay
on point. This should not be regarded as an
opportunity to air -- to give air to any and every
grievance you my have had wth either cable
operators or cable programmers or the FCC or anyone
el se, for that matter. The synposium is on a la
carte pricing. Please confine your remarks to that
t opi c.

In a simlar vein, | am going to ask
you to observe any tinme |limts that our noderator
i Nnposes. W need to hear from all of our
presenters today and give them all an opportunity
to deliver their remarks in full, and nost
i nportantly, we need to get out of here on tine for
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me to get to ny anniversary dinner.

So with that, | am going to turn this
over to our noderator, Ben Gol ant.

MODERATOR GOLANT: Thank you. Good
nmor ni ng and wel cone. This is very exciting stuff.

| amthrilled to be here.

I want to give you an update of what
today will be all about. You m ght have seen, we
have sone materials up front for you to gather, one
of which is a schedule of events which will |ay out
the tinmes in which our distinguished speakers wl|
cone to the podium and nake their presentations.
So if you haven't gotten one, let nme just briefly
go through it.

W will first have three people between
now and 10:30 or whenever that m ght end. The
first wll be John Frelinghuysen, then Geraldine
Laybourne, and then Jon Mandel. W will have a
smal | break, and then we will have four nore.

W will have Philip Lind, Ben Hooks,
M chael Wl lner, and Gene Kimmelmn. Then we w ||
break for | unch.

It's not over yet. W have an exciting
panel in the afternoon which wll discuss the
economcs of bundling in a la carte, and our
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9
di stingui shed Chief Econom st, Tracy Waldon, wll

lead the panel there, which wll include four
professors from different universities around the
country.

When we get to that point, Tracy wll
i ntroduce them and we will continue our discussion
up until 4:30 today.

Alittle bit of housecl eaning: As Ken
had said, we absolutely welconme witten comments on
t his. W did extend the reply comment deadline
until August 13, 2004. So pl ease, whatever we say
here, if you have any comments, that's great. We
will be nmore than welconme to read them

Also in terns of questioning, we wll
have 15 to 20 m nutes where the presenter nakes his
or her case, and then we, the panel of Ken and
Tracy and |, will be asking questions of them W
won't have any questions fromthe audi ence nor wil
t he menbers or the speakers here be able to engage
in a dial ogue. This is not because we don't want
them to. It is just to keep things in line and
under control for our tinme constraints that we have
here.

So without further ado, let ne welcone
our first guest, John Frelinghuysen, who is the
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Vice President of the nmedia and entertainnment
practice at the firmof Booz Allen Ham |ton.

M. Frelinghuysen specializes in the
strat egy, devel opnent and I mpl enent ati on for
clients in the media and entertai nment industries.

He has experienced |eading engagenents across a
br oad range of medi a busi nesses, i ncl udi ng
tel evision networks, program suppliers, feature
films, interactive services, sports, nusic and
magazi nes.

So let's welcone our first guest.
There are opportunities to have presentations via
Power Poi nt and ot her nodes |i ke that.

MR.  FRELI NGHUYSEN: Thank you, Ben.
Good nor ni ng. I am John Frelinghuysen, and | am
joined by ny colleague, Matthew Egol, who is a
principal with Booz Allen Hamlton. It is our
pl easure to be here today to share the results of
an independent study that we have prepared for an
NCTA.

This is an independent study that is
based on anal ysis and many di scussions in the cable
programm ng and the cable operator industries, and
has been prepared over the l|last six weeks and has
used a pretty extensive nodel, a quantitative
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model , to basically bring an answer to the question
that many people are asking: Woul d consuners
benefit froma potential shift to an a la carte or
a themed tier or bundle for cable television?

The results of our study indicate quite
clearly that, in fact, nmopst consumers would incur
hi gher prices for cable television in an a la carte
environment, and would receive far fewer cable
pr ogr ans.

So in effect, a la carte, we believe,
would have the inplication of higher prices and
| ess progranm ng avail abl e.

| am going to hand this discussion over
to Matt Egol, ny colleague, to present the details
of our report.

MR. EGOL: Thank you, John. Qur fact
based study addressed two mmin questions. First,
what woul d be the inmpact on consuner pricing of a
la carte or thened tiers? And second, what would
be the likely inpact on programm ng diversity?

To answer these two questions, we
| ooked at the likely inmpact on the econom cs of
bot h program networks and cable operators, and we
| ooked at the inpact on a broad range of segnents
of program networks.
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We identified and quantified the likely
i ncrement al costs of establishing a 1la carte
opti ons. We |ooked at the Ilikely inpact on
revenues and costs of program networks and cable
oper at or s, and we assessed the wviability of
different players and their ability to invest in
t he busi ness goi ng forward under di fferent
scenari os.

Booz Allen | ooked at three scenarios in
constructing its econom ¢ nodel. First is what we
call pure a la carte, which is a scenario in which
all cable networks would be offered individual for
custoners to pick and choose, and at current tiers,
the basic or expanded basic or digital would no
| onger be available to be offered as a bundl e but
only individual channels would be sold.

Under this scenario and all ot her
scenarios, consunmers would require to take service
in digital and non-anal og, given the inplenentation
requirenments of providing a |la carte effectively.

In what we are determ ning the conbi ned
tier/a la carte scenario, consunmers would have the
choice between current tiered offerings that are
avai l able today, as well as a la carte channels.
So that is any channel that is available in a tier
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could al so be taken on an a |a carte basis.

Simlar to the first scenario, the
service would be provided in a digital environnment.

Those consunmers that mgrated to a |la carte would
require set-top boxes in order to receive scranbl ed
signals nost effectively.

Those consuners who chose to remin
with current tiers would continue to have a choice
bet ween anal og and digital service.

In the third scenario, thened tiers, we
| ooked at an illustrative set of thened tiers, for
exanpl e, sports pr ogranm ng, ent ertai nment
progranm ng, famly friendly progranm ng, t hat
operators would construct and offer to consunmers in
addition to the current tiers.

The illustrative thened tiers range
between 10 and 20 channels included based on the
types of services and |looking at a representative
sanpl e of networks in constructing our analysis.

Simlar to the other scenarios, these
woul d be avai l abl e in digital, gi ven t he
constraints of providing a la carte effectively.

Now our scenarios and our quantitative
nodeling differs than previous analysis that we
have seen conducted, in that we've npved beyond
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pure a la carte, and we focus on how would the
economcs of a la carte differ if it were provided
al ongsi de current tiers.

For each of the scenarios that we
model ed, we | ooked at range of responses to refl ect
the uncertainty of how negotiations between program
net wor ks and operators would likely play out, and
the fact that there is a diverse set of networks in
this environment, and that not everyone -- There is
a significant degree of uncertainty.

Now what we have done in recognizing
that is construct an econom c nodel that bounds the
uncertainty and focuses on a range of likely
out cones, and focuses in on the specific drivers of
revenue and costs, and assesses under two responses
that give you a range, and we will comment on what
we think the likely outcone would be, whether the
extremes or the md-point or what have you within
t hat range.

The first response which we have titled
"Networ ks Increase Their Total Affiliate Fees," is
one end of the extrene. In this extrene, networks
raise the price of individual networks to cover any
adverse inpact on [lost advertising and higher
mar keti ng expenses that they would incur under a la
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carte or themed tiers, and essentially maintain
their total affiliate fees which are the whol esale
subscription revenues that they receive from
operators for their service, the programm ng costs
of operators, if you wll.

Under the other extreme, Response B
which we have titled "Networks Reduce Their
Programm ng Expenses," operators would not pay any
additional affiliate fees to offset the adverse
i npacts on networks of |ost advertising and higher
mar keti ng expenses. As a result, networks would be
under significant financial constraint and would
need to reduce their progranm ng expenses in order
to remain economcally viable or achieve an
attractive financial return.

What we will discuss today is, given
t hese scenarios and the range of responses we
eval uated, what are the inplications for consuner
prices and programm ng diversity?

Qur primarily conclusions were that
consuners would be worse off wunder each of the
scenari os eval uated. That 1is, in aggregate and
| ooki ng at nost consuners, we recognize that there
would be sonme consuners -- that the inpact on
consunmers would be different.

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

16

OQur findings, based on our fact-based
analysis, is that the vast nmpjority of consuners
would be worse off than today. They would pay
hi gher prices for cable, even if they kept the
current tiers that are avail abl e.

They would need to receive fewer
channels than they regularly watch today in order
to pay less than they do today on a nonthly basis.

In addition, there would be substantial reduction
in programm ng diversity in terns of the nunber of
channel s provided and that they could choose from
as well as the investnent in progranm ng on the air
that they can receive.

In fact, we estimate that as nmany as
half to three-quarters of what we classified as
enmergi ng networks would either go out of business
or be sold to larger network groups, resulting in
further nedia concentration.

Now what are the drivers of higher
consumer prices, even for those that keep current
service? That is, those that don't mgrate to a la
carte or thened tiers would pay higher prices as
wel | . What are the reasons that led us to that
conclusion, based on our economc nodel and our
anal ysi s?
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There are four primary elenents of
costs associated with establishing a la carte or
themed tiers. First anmong these is higher
mar keting costs that networks would incur in a
changed environnment.

Today networks spend between two and
six percent of revenues on progranmmng -- on the
marketing in order to build brand awareness, to
pronote their programm ng, to drive tune-in. In
conparison, prem um networks spend between 15 and
25 percent of revenues on marketing.

They need to drive a buy decision
instead of a tune-in decision, and it is a nuch
nore challenging hurdle to get someone to pay on a
mont hly basis for a specific channel than it is to
pay for a large set of channels that provide a
| arge diversity of options and things of interest.

They would need to overcone the Ilow brand
awar eness and drive a buy deci sion.

Second -- Oh, and that marketing cost
woul d be borne, even if very few consuners chose a
la carte, because cable networks would need to
avoid the risk that consunmers would choose a
limted nunmber of channels, given the |ow brand
awareness today, and they would need to drive

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

138

interest in maintaining their channel, whether or
not it was a la carte or in a bundle.

Second, there are sonme additional costs
that are associated from the cable operator's
perspective of providing a la carte, in addition to
the issue of whether or not they help offset any of
t he pressures on cabl e networks.

First, there is the opportunity costs
of the spectrum that 1is required to provide
duplicated signals in digital for the channels that
are in analog. W have estimated a revenue i npact
for operators associated wth the duplicated
spectrum

The second are costs that we quantified
for a nore conplex custoner care environnment and
hi gher call volunmes and back office adm nistrative
requi renents associated wth provisioning a la
carte, and fielding the |large nunmber of inquiries
that we would expect from consunmers around the
service or longer time required in establishing new
service as to which option they would prefer to
choose.

Lastly, nmore conplex billing associated
with providing transactional service.

Qur estimte s t hat consumers
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mai ntaining their current service -- that is, not
noving to a la carte -- would pay between 7 percent
and 15 percent nore than they do today on a nonthly
basis, given the costs that we have nobdeled in our
anal ysi s. The | ower end of this range, 7 percent,
reflects the likely inmpact if very few consuners
chose a la carte. Fifteen percent reflects a range
if 50 percent of consuners chose a |la carte.

Now if we ook at these scenarios wth
50 percent of consunmers mgrating to a la carte
t hen consuners would receive a substantial price
increase even if they took only 10 to 15 channels.

The lower end of that range reflects an a la carte
envi ronment, scenarios 1 and 2, what we believe is
likely for consuners to choose, given the regular
viewing and the heavy versus light viewing of a
sanple of networks that we | ooked at. The hi gher
end of the range, 15, represents an average of the
illustrative themed tiers that we | ooked at.

Now I will stop for a nonent. The 50
percent figure that we have used as an assunption
here reflects an estimate of how many consuners
m ght wish to consider a J|la carte  Dbefore
understanding the pricing inplications for them and
progranmm ng diversity inplications.
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| ndependent research that we have seen
cited by other parties that have submtted reports
showed as high as 66 percent of consuners, when

asked would you prefer to pay for only those

channels that you Iike, watch regularly -- 66
percent said yes. | believe that was cited in the
Consunmer's Union study -- testinony.

Now we conservatively used 50 percent
rather than 66 percent. The actual nunber is not
known and hasn't been quantified wth a real
tradeoff, if you wll. What we have nodel ed here
is, if presented with the -- If 50 percent took it,
what woul d the costs of providing it be?

Then we | ooked at: G ven the costs of
providing it, what would Iikely happen? \Vhat we
show here is that, if 50 percent took it, that
consuners, to get only 10 to 15 channels, would pay
bet ween 14 percent and 30 percent nore than they do
today to nove into a la carte, just to get the 10
or 15 channels. The likely inpact would be that
not as many as 50 percent would ultinmately nove to

alacarte as it is played out.

Il will coment briefly on the sources
of that 14 to 30 percent increase. First in
Response A where networks increase -- are able to
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capture high affiliate fees, roughly half of the
increase for Scenario 1 is due to higher
programm ng costs for the operator. That is, the
networ k has | ost advertising and hi gher marketing,
and they are able to recover that inpact from the
oper at or.

Anot her substantial inpact is the cost
of additional set-top boxes. Seventy percent,
roughly, of consumers today are in analog anong
cabl e househol ds, and under these scenarios to nove
to a la carte or thenmed tiers they would need a
set-top box on every TV in the hone in which they
el ect to have this service.

Even digital custonmers don't have set-
top boxes on every television in the home. What we
have quantified is, given the distribution of set-
top boxes today and an estinmate of what the set-top
boxes would be in nonthly rental fees based on the
| ow end of current prices in the market today, what
woul d the cost be to an operator of providing then?

Then we have assuned that they priced them at
break even in the market.

We have quantified the cost of custoner
care, and we have quantified the cost of the
opportunity cost of spectrum
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Rolling those all up, we get to a 14 to
30 percent inpact. Thirty percent reflects one end
of the range, which is if the networks were able to
raise their prices to conpletely offset the inpact
on their business. Fourteen percent reflects a
scenario in which the operators don't accept an
increase in progranm ng expenses. The remai nder
beyond programmng is due to the cost of
provisioning it fromthe operator's perspective.

We believe that the likely inpact woul d
be between A and B. That is, between these two
extrenes, at least the md-point, if not skewed
toward A. Qur reasoning is that operators would
recogni ze that, if they did not provide sonme relief
in this challenging environment to networks, that
the quality of the cable product woul d be inpacted,
and that with fewer networks and |ess progranm ng
investnent, in effect a negative feedback loop in
which reduction in programmng led to further
reducti ons in adverti sing and Vi ew ng, t he
operators would recognize this and would need to
accept sone increase in affiliate fees to offset
the inpact on the quality of their product, as
woul d likely the DBS providers as well.

Therefore, we think the md-point is
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the nost likely case, if not closer to A

Now if we |ook at what this nmeans for
consuners if they nove to a la carte, given how
operators would be likely to price such a service
in order to offset their higher costs and the
inpact on their business, we believe that our
anal ysis denonstrates that the channels would be
priced at $4.00 to $5.00 per channel for cable
networks after first pricing out the broadcast
basic, which is required by |aw to be provided.

So that operators would continue to
provi de broadcast basic for $15, and then would
price cable networks a la carte for $4.00 to $5.00
on top of that.

The net inpact of that after taking
into account set-top box costs is that oonsuners
woul d only be able to receive between six and nine
cabl e networks, six if they are an anal og custoner,
nine of they are a digital custoner. This is
substantially lower than the nunber of networks
that they watch regularly today.

I n addi ti on, progranmm ng di versity
woul d suffer under a la carte or thenmed tiers. W
have quantified, based on our econom c analysis and
| ooking at the distribution of view ng for
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different sets of networks and heavy versus I|ight
viewi ng and who would |ikely be the subscribers of
different types of networks under a |la carte, that
advertising would be inpacted by as much as 20 to
60 percent for different types of networks.

The 60 percent figure is an inpact that
woul d be nmuch nore likely for an emerging network
that is nore dependent on occasional view ng than
an established network that has a nore |oyal core
audi ence. The 20 to 60 percent figure reflects
both an inpact on viewing as well as advertising
pricing.

I'n addi tion, cabl e net wor ks - -
pr ogr anm ng net wor ks woul d need to spend
substantially nmre on marketing their services,
moving from an average of four percent of revenue
for marketing to between 20 to 30 percent of
revenue on marketing, based on cable prem um
networks as well as consuner goods benchmarks that
are in exactly the sanme range as the prem um
net wor ks.

As a result of this, program networks
would be in a bind. They would either need to
reduce their programm ng expenses in order to nake
ends nmeet and stay viable for nme to return or they
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woul d need to sell thensel ves.

The inplications for consunmers are that

they would get less -- they wuld have |ess
progranm ng diversity. They would have Iess
choi ces to choose from In fact, a la carte would

reverse recent consuner benefits.

More than half the growh of cable

viewing, by our estimate, is for newer networks
t hat have only reached critical mass of 50 mllion
viewers in the last five years or are still not

t here. Cabl e view ng has gone up by about an hour
a day in the last five years, and half of that is
due to newer networKks.

In addition, consunmers have enjoyed
falling real costs per view ng hour as the anount
of viewing for cable has gone up faster than the
cost of cable on a real basis. So while their
price inflation for cable has been greater than
general inflation, consuners have enjoyed falling
real costs.

In summary then, we reached sone
conclusions that we believe are clear. The cost of
establishing a la carte or themed tiers would drive
up the cost for everybody, even if they didn't
choose a la carte.
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Consuners would enjoy |ess progranm ng
di versity. They would have to choose far fewer
channels than they regularly watch today, if they
were to mgrate to a la carte, and there would be
subst anti al addi ti onal consolidation in cable
net wor ks.

While there is substantial wuncertainty
around the questions that have been addressed that
we |ooked at in this study, we believe the
uncertainty is primarily around how negative the
i npact would be, not on whether or not these

concl usi ons woul d be realized.

Thank you.
MR. FERREE: | just have a couple of
very brief questions. All of this seens to be

prem sed on the assunption that the ad dollars are
going to decrease as a result of being offered on
an a la carte basis as opposed to in the bundle
Right? That is correct?

MR. EGOL: Advertising inpact is one of
the economc inpacts that we |ooked at on
net wor ks. There are other additional econonmc
i npacts that are very inportant to our results,
such as the higher marketing costs and the cost of
provisioning it.
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MR. FERREE: But the ad dollars -- |

just want to know sort of how rigorously you tested
t hat assunption that the ad dollars would fall. W
have been told that as well. I mean, again, as |
have said before, that strikes nme as sonmewhat an
irrational result. Are you just taking that for
granted or did you actually do sone work to test
t hat ?

MR. EGOL: Thank you. We did do quite
a bit of analysis and speaking to different parties
in the industry to wunderstand the i npact. We
tal ked to a nunber of heads of nedia buying at sone
of the larger agencies and buying groups, in
addition to talking to a diverse set of cable
net wor ks.

What we found from our analysis is that
a substantial portion of the viewing of cable
networks is for occasional view ng, about 25
percent. That viewing would go down as a result of
a la carte, because not everyone would have access
to every channel.

So there would be a clear viewng
I mpact . Secondarily, that cable networks have in
the | ast nunmber of years increased their reach and
becone nmuch nore national services for a |arge

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

28

nunmber of networks. This has been very inportant
to attract a larger nunmber of advertisers to
establish credibility.

In fact, many advertisers -- and this
is borne out from our prior experiences as well as
those that we talked to as part of this project --

view 50 to 70 percent coverage for both cable as

wel | as syndicated content as kind of t he

threshold, if you will, for buying a national buy.
Many of the networks would fall below

t hat threshol d. In addition to that, because of

the lost view ng inpact, when advertisers |ook at
their reach frequency tradeoffs, they would have to
buy nore cable to hit their reach target, and cable
woul d be an inherently less attractive buy relative
to other alternatives.

The natural outcone of that, that both
the buyers and the networks agreed on this, was
that nmoney would likely nove into broadcast or
ot her targeted nedium and cable would draw in | ess
dol l ars than before.

MR. : | think can there be, in
nmost of the scenarios we |ooked at, a pretty
dramatic decrease in the distribution of cable
networks. As you |lose that distribution, you |ose
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the ability to deliver the inpressions associated

and, therefore

MR. FERREE: Doesn't it net out the
sanme way? Why woul dn't an advertiser pay a prenium
for people who are, as it were, stuck on that? I[N
other words, for every occasional viewer that
happens upon Bravo, that person is surfing off
sonet hi ng el se.

So why wouldn't an advertiser rather
have the 30 dedicated -- you know, whatever the 15
channels, pay for exposure on those channels,
knowi ng that people, in fact, can't surf off onto
sone -- | nean, doesn't it net out the sanme way?
For everybody surging on, there is sonebody surfing
off, isn't there?

MR.  FRELI NGHUYSEN: Let's explain the
di stinction between the distribution [oss and then
the pricing change from what we assuned.

MR. EGOL: The overall rati ngs of
networks that are highly rated today would likely
fall in a la carte, even with a smaller universe of
channels they would conpete against as networks
went out of business.

We | ooked at heavy versus |ight view ng
of networks. You keep nore heavy viewers than
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light viewers in an a la carte world, because they
are paying a nonthly subscription fee. You are
going to lose a large chunk of your view ng that
cones from occasi onal view ng.

That doesn't nmean they are just surfing

t hr ough. It nmeans that they may watch a limted
nunmber of channels. They may only watch for 20
m nut es. But it helps drive your ratings. I n

fact, we showed that half of the growth in viewng
was for newer networks, which are very dependent on
occasional viewing in conparison to established
net wor ks.

So the total nunmber of inpressions that
you can deliver would fall for even the | argest
networks that were left. That is a kind of a
volune inpact, if you wll. There's | ess ratings
for the established -- the renmai ni ng networks.

We also did include in our nodel, Ken,
that with fewer networks available there would be
an offsetting bunmp, if you will, in viewing of 10
percent in our nodel, that while viewng falls
because of the change in the nunber of the people
who get you, those who are |eft watch nore, because
t hey have fewer options. So we reflected that in
our anal ysis.
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Second is a pricing inpact, t hat
because of the fundanmental change in the reach of

the networks as well as the wearout effect of

having to run nore spots, cable would be |ess

attractive. We have assuned in our nodel a 10
per cent reduction in the pricing of cabl e
i nventory.

In fact, many of the agencies that we
tal ked to said they would stop buying altogether on
many of the energing networks because of the
significant loss in the distribution of those
net wor ks. The clock would be rolled back, if you
will. They had been able to achieve critical nass
over the last nunber of years, and they would be
rolled back to where they were five years ago, or
will never be able to get back to it.

MR. FRELI NGHUYSEN: | think that, in
our Vi ew, the main beneficiary of reduced
distribution for cable through a la carte would be
to start noving nore of the ad dollars back to
broadcast where those ad dollars have Dbeen
mgrating away fromin the last several years due
to advances in cable.

MR. FERREE: | don't want to take up
all of the time here. So | will turn this over to
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you fol ks.

MODERATOR GOLANT: I think you have
made sone convincing argunents that mandatory a |la
carte would |l ead to sone negative results, but | am
not too convinced that voluntary a l|la carte or
voluntary thenmed tiers would necessarily be bad,
and they may well be good in ternms of providing

people with consuner choi ce.

Now | am premsing this on severa
stories | have read, and | wll just zip right
t hrough them For exanple, in the April 15th

edition of the Washington Post we have a story on
"Big Dish" or "Bud" custonmers who now have a la
carte as an option for them It is called
"Channels a la Carte: Big Dish Custoners, a Dying
Breed, Choose What They Pay For."

Then we have exanples from Canada. I
understand the Canadian situation. W will hear
nore about that |ater.

We have sone exanples from Europe. For
exanmple, in Spain we have Telefonica and Soge
(phonetic) cable, and in France we have Nunera
cable, who seemngly are offering a la carte
servi ces.

Then we have B-Sky-B (phonetic) which
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is super interesting in that they are actually

offering, as the Wall Street Journal reports in
this story, "B-Sky-B offers a flat fee for
satellite TV." It says that they are offering nore

t han 100 channel s wi t hout subscription fees.

Then we have M . Charl es Dol an
(phonetic) from Cabl evision Systems who testified
| ast year before the Senate in the nmedia ownership
hearing they had. He says -- I guot e:
"Cabl evision w shes to offer mre for less to
everyone. Cabl evision wants its custonmers to be
able to pick and choose anong its services,
selecting what appeals to them rejecting what
doesn't, determ ning for thenselves how nuch they
will spend, just as they do every day in the
supermarket or in the shopping mall."

And, of course, we have comments in
fromthe small cable operators represented by ACA,
RCN and other simlarly situated broadband service
provi ders, EchoStar (Phonetic) anmobng many others,
who seem ngly want the freedomto offer a la carte.

So with that in mnd, how is it that
your studies don't reflect the choices made by
these very astute and smart business people in
terme of what they want to offer to their
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consuners?

MR, EGOL: Sone of the panelists that
we know will follow us will talk in nore detail
about sonme of the international experiences. Qur
perspective -- and we |ooked at a range of
potential scenarios in selecting these three -- was
t hat t he i nt ernati onal experi ences wer e not
directly analogous to the three scenarios that we
chose to construct, that there are sonme differences
in how a |la carte is provided in Canada or bouquets
in Europe or the B-Sky-B offer that was nore
recently announced, fromthose that we constructed.

We | ooked at a broad range of input in
devel oping the assunptions, if you wll, in the
econom ¢ nodel . W wanted to focus not on
deci sions of any one party so nuch as | ook at the
coll ective set of input that we heard from talking
to a broad range of operators and a broad range of
networks, large and small, vertically integrated
and not, and our own experience and analysis of
nonproprietary data, to kind of cut through the
negoti ating positions of different parties and | ook
at what are the drivers of revenues, what are the
drivers of costs, what forces would inpact them
how would that differ in an a la carte environnent
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from t oday.

We believe we accurately reflected how
those forces would play out on the advertising
front and the nmarketing front, but keep the
reductions in progranm ng that would be likely to
of fset those fromthe networks' perspective.

From the operators' perspective, we
| ooked at what would the increnental costs be of
providing an a la carte service in the scenarios
that we have analyzed. We can't comment on how
those nunmbers wuld differ in a differently
constructed scenario that we haven't anal yzed.

Wthin the three scenarios that we did
| ook at, that we discussed earlier, these costs of
custonmer care, duplicated spectrum and box costs as
well as potentially offsetting higher programm ng
fees from networks would |ikely occur, in our view

The operators woul d price their
services to offset the economc I npact on
thenselves and to maintain profitability of their
cust omers.

MR. FRELI NGHUYSEN: | think that, said
anot her way, Ben, we |ooked at three specific
scenarios. W had to select three. You could try
to consider hundreds of different scenarios for how
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to package the individual networks.

We think that a | ot of the discussions,
such as sone of the ones you nentioned in the U S.,
are driven by negotiating postures and the
interests of some players versus the interests of
ot her pl ayers.

There has been a |lot of discussion
around the high prices of sone individual networks,
and sone operators have commented a | ot on how that
could be changed if we look at those specific
net wor ks. That wasn't within the scope of our
study to | ook at specific networks and packages,
specific packages, that m ght have other effects
other than the nore general ones that we chose.
You could be nore specific and nore detail ed, and
it could lead to sonme different results.

MODERATOR GOLANT: | will ask one nore
guestion, and pass it along to Tracy. | would |ike
to know nore about QVC and Home Shopping Channel s
and how -- what their business nodel is, what kind
of cut the operators get, and how any type of a la
carte scenario may affect them

MR. FRELI NGHUYSEN: I am actually not
sure if we have specifically addressed that.

VR. EGOL: When we |ooked at the
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segnments of networks, we focused on six segnents
and didn't explicitly break out shopping channels.

In fact, we |ooked at basic cable networks, and
shoppi ng channels would have an inpact in ternms of
| ost distribution. But we didn't explicitly nodel
t hose networKks. We focused on six statistically
derived segnents from cluster anal ysis.

We | ooked at which networks were nore
ali ke than they wee different, and we cane up with
gener al ent ert ai nment and sports, gener al
entertai nnent networks that have about 25 percent
of their programmng in sports -- so they cluster
with sports networks -- energing nass networks,
energing niche networks, those that are not wel
distributed with high brand awareness, established
mass networks, established niche networks, and
news.

We quantified the different inpacts of
a la carte in these scenarios on each of those six
segnents, and then devel oped an aggregate effect
based on how many of each there are.

VR.  WALDON: | just have one question.

You anal ysi s requires know edge about t he
responses we will see from consunmers if a la carte
or themed tiers are introduced. How woul d you
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suggest we go about estimating what that response
m ght be?

MR, EGOL: I n our experience conducting
consunmer research as part of projects that we do
with clients, any substantial change in the choices
avai l able to consuners are very hard to predict in
advance.

There is a cloud of uncertainty, if you
will, over this that we have tried to pierce by
focusing on the cost of providing it and then
saying, if this is the cost of providing it -- if
50 percent took it, what would it nmean, and then

woul d people take it, and that if no one took it,

woul d costs still go up for everybody, given the
cost of establishing the option. That was our
| ogi c.

In order to nore precisely quantify
what the costs of a la carte -- what the response -
- the price elasticity, if you will, of consuners,
we would need some kind of choice analysis that
presented real choices to consuners -- for exanple,
a discrete choice or a conjoint.

Even those, in our view, when we | ooked
at constructing the research to inform our
analysis, would be very difficult to draw firm
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conclusions from given the magnitude of the change
that is required here, and that consuners |ikely
woul d not appreciate what mght result and be
different in terms of the price or the programm ng
quality.

It is very hard to kind of nmake it rea
for a consumer. Therefore, we focused on the cost
of providing it, and then assessed, if prices went
up by 20 percent for everybody, 50 percent woul dn't
likely take it.

MR.  FRELI NGHUYSEN: I think other than
doi ng that kind of hypothetical research up front,
it is hard to get sonmething neaningful unless you
actually go out and test it, but not just test it
in a testing environnment but actually at different
price points; because | think some of the research
that has been presented to date |ooks at the
hypot hetical question of whether vyou would be
interested in buying the service that way but
doesn't discuss the costs you m ght have to incur
to be able to buy it in that fashion. So --

MR. EGOL: In addition, it would have
to be tested over a | ong enough period of time that
we would wtness the inpacts on programm ng
networks and in terms of progranmm ng diversity, and
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in a limted scale test, <controlled test, vyou
woul dn't see that because it would only have a
smal |l inmpact on the economcs of the network for
one nmarket.

In effect, we would not know what the
i npact was on program networks until we couldn't
reverse it.

MODERATOR GOLANT: Qur next
di stingui shed speaker is Geral di ne Laybourne. She
is the Chairman and CEO and founder of Oxygen
Medi a. Ms. Laybourne has been in the business for
a long tine, dating back to Ni ckel odeon, grow ng
t hat channel into a national brand.

She also worked with Disney ABC in the
m d- Nineties as responsible for the current cable
progranming for the Walt Disney Conpany and ABC
subsidiary at that tine. She has been a |ong
advocate and a pioneer in creating innovative and
high quality television programmng for children
and for wonmen, and we welcone her now, and we are
honored to have her as a guest.

MS. LAYBOURNE: Thank you, Ben, and it
is true. |'ve been around for a really long tine,
but thanks to ny three-col or process.

I have had a privilege of being a
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pi oneer in a great industry. I have had the
privilege of watching the creation of a whole new
econom ¢ base for television where there was a dua

revenue stream

I have wat ched cabl e operators
underwite the startup of wvirtually every cable
network we have today. I  have watched the
difficulties of getting advertisers on board for
this diverse offering. | have watched consuners
spread their viewing from three channels to
hundreds of channel s.

| have watched consuners nmove their
| oyalty from broadcast to cable. We now get over
50 percent of all consuner viewing. | have watched
Ni el sen struggle to figure out how to neasure this
di verse | andscape and, as Ben said, nmy claim to
fame is being an advocate for the audience, wonen
and children primarily.

I have also been an advocate for
i ndependent producers and i ndependent voices, and a
trenmendous advocate for original production.

So in many ways, | share the concern of
the a la <carte advocates, that diversity of
vi ewpoint is essential. That is where our sharing
stops. A la carte is not the answer. In fact, it
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is one of the worst ideas | have ever heard. It
would take us back to a world where there were
f ewer voi ces.

When we started Nickel odeon, we went
out and asked kids whether or not they wanted a
ki ds' network, and you know what they said?
Absol utely not. They had no interest in it. They
never heard of it. They couldn't imgine it. That
is, unfortunately, true of adults as well.

I got nmysel f quite worked up in
preparation for this hearing, and | could go on and

on, and | offer those services to you at any point

in time. But | have been told I have a 20-m nute
limt. So |l have |limted nyself to three points.
First of all, consuners would never get

a new network under this scenario. You would never
be able to get investors to put up financing for
new | aunches, and that would lead to nore
consol i dati on and fewer voices.

Number two, there would be |ess value
to consuners on the screen. (End of Tape 1/Side 1)

(Start of Tape 1/Side 2) - - to
programm ng woul d have to be spent on nmarketi ng.

Number three, consunmers would end up
payi ng nore for |ess.
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So let me tell you why | believe those
three things are true and use Oxygen as a living
exanpl e of the Booz Allen analysis.

We are a 24- hour, ad supported
progranmm ng service for young wonen. We have nore
ori gi nal progranm ng than any other woman' s
network, no matter how old they are.

W are the only television network in
this country, and really in nost of the world, that
is owned and operated by wonen. | hear there is
one in Turkey. W are one of the few i ndependents,
and we are controlled by our original founders.

My partners, Opr ah W nfrey, Mar cy
Carsey, Karen Mandel bach (phonetic) and Tom War ner
and | founded and | aunched Oxygen in 2000. W have
grown to nore than 53 mllion subscribers, and it
wasn't an easy trip.

We know what it takes to launch, to
develop, to grow an independent advertiser cable
progranm ng service. In the past 10 years | have
probably done 10 business plans for new networks
that required original progranm ng, and those plans
ranged from $350 mllion to $800 m | li on.

A repackaged network can cost as little
as $200 mllion, but to really bring new value to
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American consuners, which 1is by bringing new
progranm ng, it requires that Kkind of intensive
I nvest nment .

You cannot ever justify that kind of
i nvestment without carriage on a fully distributed
progranm ng tier, and you could never get investors
to put up the noney unless they saw the prom se of
that full distribution.

We had pre-launch commtnents from TC
for 80 percent of their subscriber base on anal og
in anal og hones. We obtained our first round of
financing because of that w despread commi tnent
fromthe then | argest cable operator.

Wthin our first year of |aunch, we had
comm tnments for 20 mllion hones, and we were able
to get our next round of funding. That is what it
takes to get financing in this world, a stability

of distribution.

Ot her networ ks that | aunched  when
Oxygen did -- some of them agreed to take digita
carri age. They will never be fully distributed,
and they have harnmed their business. Oxygen has

stubbornly held out for analog distribution,

because we are i ndependent, and in every way. That

is the only way to support investnent in original
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producti ons.

A la carte or even t hened tier
commtnents would result in uneven, uncertain
di stribution. The pact that the programmers and

operators made early on in this business to have
the operators support the energing networks wth
their license fees is a fornula that has worked for
us in the nost meani ngful and profound way.

By the way, your gquestions about
EchoStar and Britain and Canada -- | would love to
have a crack at that, because the Canadi an digital
services do not get any kind of substantia
viewers. Phil Lind will tell you that.

Even in England, | would doubt that
they get the kind of viewership that the really
rich and consuner serving services that we have
here in this country because of the incredibly
smart conbi nati on of operator and progranmmer in the
fundi ng of these services.

We are exactly the type of independent
progranmm ng service that nenbers of Congress and
you all want to see exist. Yet we are the very
net wor ks that would be npst damaged by this kind of
proposition, and in fact, we would never have seen
the light of day if a la carte had been on the
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hori zon. Frankly, | ~can't 1imgine any services
except for MIV that would have lived w thout the
support of the cabl e operator.

Number two, a la carte carriage would
increase marketing costs. It just nakes sense. |If
you have to market vyourself to your individual
custoners, you would have to spend nuch nore nobney
on mar keting.

Wen | was at the Disney Channel, |
presi ded over the conversion of Disney from pay to
basic or from a la carte to basic. Here 1is
probably one of the nmpst profoundly respected
brands in this country, Disney, that could not nake
it in an a la carte world. They could not get
people to pay license fees for product that would
justify a business. They couldn't create origina
producti ons, because they didn't have enough

revenue froman a |la carte nodel

At the Disney Channel, we had al nost
100 people in the marketing departnment. In a basic
cabl e channel for an affiliate mar ket i ng
departnment, it is between five and ten. The Di sney

Channel spent 15 to 25 percent of its revenues on
mar keti ng. A basic cable channel spends two to siXx
percent .
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So as an advocat e for ori gi nal
progranm ng and getting the noney on the screen,
and for spending two and a half decades fighting to
get quality programm ng on the air, the idea that
we would have to spend that noney on marketing is
just an aboni nati on.

It S particul arly poi ghant for
i ndependent programmers, because we don't have
sister networks where we can get cross-pronotion.
We don't have the luxury that an NBC has with Bravo
and all the support that they gave Queer Eye for a
Strai ght CGuy. We have to rely on drive-hy
viewi ng, sanpling, surfing. We have to have the
product in the grocery store in order for it to be
pi cked.

W estimte that, if we were in the
cable universe as an a la carte or thened tier, we
would have to triple our marketing expense and

basically w pe out our original progranm ng budget.

Nunmber three, | believe that consuners
woul d end up paying nore for |less, as we were told
by the Booz Allen team

Every network would suffer subscriber
loss in an a la carte environnent. For independent
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networks, it would be nore severe. These losses in
subscri bers would result in a loss of revenue, both
from subscription and adverti sing.

To survive -- To even survive, we would
have to increase our subscriber fees significantly
and brutally reduce our costs on original
pr ogranm ng. Consuners would end up paying nore
for each network, and there would be | ess noney for
good programm ng.

After paying for broadcast basic and
rental fees for digital set-top boxes, the average
anal og household would be able to buy just six
channel s before their bill went up. My statistics
say that the average consuner watches 17 channel s,
and that they enjoy 17 channels, but they would
never be able to afford 17 channels in this
envi ronnent .

So in conclusion, thenmed tiers or a la
carte carriage are bad for conpanies |ike Oxygen.
They make new | aunches virtually inpossible. Even
wel | established services would be in jeopardy, and
energi ng services, |ike us, would be dead.

It would be a return to the world |I was
born in, limted choice, only mass appeal networks,
and a world where only the biggest survive. Thank

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

49

you.

MR. FERREE: Thanks for that uplifting
presentation, Geraldine.

MS. LAYBOURNE: This is ny passion, but
| have used 25 years of this.

MR. FERREE: No, | appreciate it, and
t hanks for com ng down to do this, by the way. I
have a very few and brief questions. Take your
time.

| take it, you don't think audiences
are overserved today. | mean, the 100 or 200 or
however many channels we are getting, that is good.

It is a good thing to keep expandi ng that range of

options for people. Right? W have actually heard
from sone that are saying, you know what, in fact,
audi ences are overserved. You said 17 channels.
Most people really only watch 15, 20, 30 channel s,
and they don't need 200 or sonething. But you

woul d say, no, they should get the 200.

IVS. LAYBOURNE: You know, in mny
household | think my husband is overserved wth
sports, and he thinks | am overserved with Grls

Behavi ng Badly.
MR. FERREE: Great show, by the way.

MS. LAYBOURNE: Thank you.
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MR. FERREE: But subscribers --

MS. LAYBOURNE: VWhile you weren't the
target audience for it, we do appreciate your
vi ewer shi p.

MR. FERREE: Al'l  other things being
equal, though, you would agree, | think, that
subscri bers would rather have nore channel options
rather than fewer?

MS. LAYBOURNE: | think that we have
the richest television |andscape in the world, and
that we did it because we were entrepreneurial,
bootstrap kind of folks, and that we have sonet hing
that really works.

You know, to nme, when | entered this
worl d, kids were watching broadcast networks. They

were comng honme from school and watching soap

operas, and now they have sonmething that is
specially designed for them I think that is
great.

| think the nore noney we get to put on
the screen with original, creative, independent
voices -- When | started, there were four factories
in Los Angeles that produced programm ng for Kids.
Now there are independent producers all over the
country who produce for kids. [It's exciting.
NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

51
MR. FERREE: Ckay. I will stop there.

Go ahead, Ben.

MODERATOR GOLANT: I have t wo
guesti ons. First is: How would a |la carte affect
mer chandi si ng and tie-ins t hat sone cabl e
progranm ng services |ike Nickel odeon depend upon?

Wuld it have any adverse effect on those efforts?

MS. LAYBOURNE: It certainly woul d. I
mean, it is very inportant to the retail sales to
have wi despread support. But that is really a tale
that is so insignificant in terms of the business
of television in this country. I didn't think
about that, because it is so mnor conpared to the
devastation of an entire industry.

MODERATOR  GOLANT: wel I, I know,
because ny kids are big Nickel odeon fans, and they
get the nmagazine all the time, and Sci Fi Channel
has their own magazi ne. So | was just trying to
del ve deep into that kind of thing.

MS. LAYBOURNE: Well, | share vyour
ent husi asm for the magazi ne. | think it is one of
the best |iterary magazi nes for Kkids.

MODERATOR GOLANT: My second question
is this. | understand the whole debate about
advertising and the effect a la carte would have on

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

52
it. But | would like to know nmore about the
advertising that we see on nost cable channels,
i ncl udi ng yours, between the hours of two and ei ght
is the paid kind of adverti sing.

Is that paid programm ng sonething that
is based upon a broad reach of the cable channel or
is it some other revenue nodel that is derived from
t hat ?

MS. LAYBOURNE: No, that is absolutely
right. We do need a broad advertising reach. I
mean, the interesting thing about Oxygen is we've
just gotten to 53 mllion hones, and it really is,
as the Booz Allen folks say -- that is a watershed
nunmber for a cable network.

It is difficult to get ratings before
you get to that numnber. It is difficult to get a
w de degree of advertisers before you get to that
nunber. So everything is required by that.

MODERATOR GOLANT: Very good. Tracy?

MR.  WALDON: Does Oxygen receive a
premum in advertising rates for having an easily
i dentifiable denmographic?

MS. LAYBOURNE: At sone point, we wll,
but as an enmerging network you basically have to
start at a CPMthat other energing networks are at.
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So, you know, you have to earn your way. That is
one of the reasons why the dual revenue stream has
been so good for energing networks.

MR. WALDON: Thank you very nuch.

MODERATOR GOLANT: Thanks, Gerry.

MS. LAYBOURNE; | am available at
anyti ne.

(Appl ause.)

MODERATOR GOLANT: Qur next

di stingui shed guest is Jon Mandel. He is the Chief
d obal Buying Oficer for MediaCom Worl dw de, Co-
CEO, Medi aCom US and Co- CEOQ, Medi aCom Lati no.

He is responsible, along wth Dean
Kal as (phonetic), for the U.S. operations of
Medi aCom which is the nedia services conpany of
Gray d obal G oup. The 70-plus Medi aCom accounts
in the U S. include Subway, Warner Brothers, and
Slim Fast, as well as many Hispanic and Latino
conpani es.

M. Mandel is a nmenber of the Board of
the Directors of the Anmerican Association of
Advertising Agencies, and serves on the AAAA Media
Policy Council. He is also a nenber of the
I nternational Radio and Television Society and a
past Chairman of the National Association of
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Tel evision Programm ng Executives. So let's
wel come M. Mandel

MR. MANDEL.: While Tracy is trying to
help me get started here, let ne just say: Those
of you who know me at the Conm ssion and seen ne
wandering the halls of Congress know that | take a
certain pride, both professionally and personally,
because we have no financial interest in this. W
may be the only clean people here, to try and give
you guys both sides of the story.

| got to say up front -- if you knew ny
not her, you would understand this conmment: We
spent, since Ben and Tracy sent the e-mail saying
could you cone down -- it's been about three weeks.

| have talked to 450 people that work for nme in

New York, the 17 people in Burbank, the people in
San Francisco, ny peers on the Media Policy Counci
at the AAAA | am real hard pressed to cone up
with an argunment for consuners, which after all is
all advertisers are interested in, for a la carte.

So | just want to lay that out. We
have tried to do that. We are having a real hard
time, short of doing one of those surveys where you
say do you want it to be sunny tonmorrow or do you
want hail, rain and | ocusts.
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| always wondered, as a side note only
because | am vanping, because | don't know what is
going on here -- | always wondered about the 10 or
12 percent that said give me the hail and | ocusts.
Just a very strange thing.

Help me, | have 20 m nutes. There's
only 10 or 12 slides here. So it is not that big a
deal , except there are sonme nunbers. So let ne
sort of begin by saying, as | said before,
advertisers and advertising agencies have no direct
financial interest in anything that is done here at
the FCC or in Congress or in the courts in what
happens with the television world, radio world.
However, we are inpacted by FCC/ Congressiona
actions, because we have to react to any changes.

Sonetimes those actions do create
mar ket situations that can preenpt the goals of
gover nnment . So I think it is inportant that you
hear our side, and | want to point out to the Booz
Al len guys, ny ego is crushed. You did not cone
and talk to ne. Perhaps it is because you know I
give this stuff to the governnent free. You guys,
| have to charge, because | know you are reselling
it. It's one of those things about being in

busi ness.
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Furt her - - | am going on, Ken.
Furt her, increased <costs to advertisers are
detrinmental to the econony as a whole, because
advertising costs are absorbed in total prices that
consuners pay. Individual consunmers can be further
harmed if FCC actions prevent the consunmer from
bei ng know edgeabl e about products in t he
mar ket pl ace.

Qur interests are the sanme as the
viewers,' and in line with the FCC s obligation for
diversity of voices in television and radio.

Now it is tinme for the first slide that
woul d show you that advertisers' need for prograns
is both broad and deep. In the last 12 nonths,
according to Nielsen Media Research, the nunber of

conpani es advertising on cable is 2,798.

Mor e i nportantly - - and this IS
probably the nost i nport ant slide in this
presentation -- the individual brands adverti sed on

cable in the last 12 nonths nunber 12,423. That is
12,000 different target audiences. A |ot of people
think we just advertise to wonen 18 to 49. That is
sinply not true.

As various unintended consequences have
happened of deregulation under the guise of open
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markets, it has in fact closed and |imted our
diversity of voices that we can choose from That
is why we are so worried about a la carte.

| broke the conputer. What we want to

do is mke sure we have an effective and cost

efficient medium to reach consuners. | think the
nost i mport ant part of t hat , t hough, IS
"effective." So it is essential for us that we

closely examne it for unintended consequences.

Now | know that the a la carte cable
i ssue seens to be a sinplistic sort of sound bite,
sol ubl e, three-way battle between the rich MSOs and
the rich cable networks, and the mce of the
consuners and the seem ngly uninvol ved adverti sing
mce. It is alittle nore conplex than that.

We all know the proposed problem that
peopl e pay for programm ng they don't watch, and |
thinking, if you can't do that, that | got a box
from Kinko's on the thing that | could give you

guys all a copy of this.

| f you |ook at the ratings, t he
penetration ratings -- okay? That is how much
coverage there is -- and the average rating that is

generated, what is really fascinating is, if you go

down the list, once you hit below 50 percent, there
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are a nunber of networks that supposedly are
getting zero ratings. It is because they are |ess
than mninum reporting standards. But when you
ook at it, even a Discovery Channel wth 82
percent coverage has a rating of a .b5.

In other words, 99 -- It's alnost |ike
| vory soap; 99.5 percent of the people ain't
watching it right now or in prinme tine or whatever.

That's a pretty big nunber of people paying for
it, it seens.

What is interesting is there are three
net wor ks that, even that they have big penetration,
do | ow ratings. That woul d be Weat her Channel --
and renmenber this for later; Wather Channel does
horri bl e ratings. So why do we pay for it? Oh, |
| ove you. Okay.

If you go down the |efthand side, you
can see that those are the -- It goes down in
coverage |evels. Di scovery only does a .5. So as
| said, 99.5; why are you paying for it. But go
down to the Weather Channel, which is sort of in
the top bottom third -- top third of the |efthand
si de.

It does a .2 rating with 81 percent
cover age. Remenber that, though. But if you | ook
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at the right side of this chart, |ook what happens

when your penetration goes down. Look what happens

to your average ratings. |It's shocking. VWhat am|
buyi ng? | am buying eyeballs. So that is
i nportant.

Now, clearly, if viewers choose by

network, they would not pay for what they didn't
want, assum ng they knew what they wanted. But
they would pay nore for those networks they did
want, as the viewership is not inclusive across all
net wor ks.

The sinple arithmetic, if you take this
chart, shows there are not enough people to carry
the cost of any single network. So program quality
woul d not be the sane. Not only would the viewers
have to answer the question, would you pay nore for
| ess; advertisers would not pay nore for less on
t he programm ng i ssue.

One of the factors we |ook at is what
we call production val ues. I mean, let's face it.

If the show looks Ilike you shot it wth your
Panasonic Omivision, we ain't buying it or paying
as much, because it doesn't have the sanme | ook and
feel

So many networks would go out of
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busi ness. Sone people say that maybe they shoul d.

Okay, 1've got an argunent for a la carte, because
advertisers -- it could be good.

Broadcast networks would once again
deliver |arge audi ences, according to our analysis.

But then again, that's bad, because renenber those
12,000 target audiences. Those audi ences are now
massified in buying it, which mkes advertising
expenditures highly inefficient.

One of the proofs of that I wll give
you: That we buy cable, billions of dollars of
cabl e, even though over 70 percent of cable in
prime time delivers less total viewers en mnmasse
than a spot on just Channel 11 in New York at two
in the morning, even though on a national basis
Channel 11 delivers a high rating than what you see
up there. But we still buy it because of the
12,000 different targets we' ve got.

Now here is a problemw th the networks
getting bigger. Eventual ly, viewers would |eave
tel evision as they sought out nedia nore attuned to
their individual tastes. W would then |ose the
nost effective and efficient way to |let Anericans
know about our products.

Now sonme people have said advertisers
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would pay nmore for the chosen networks -- and |
think this is sonmewhat where you were going, Ken --
whi ch woul d nmake up for | ost subscription revenues,
because they know the viewer is nore interested in
t he programm ng.

We do have experience in this area, and
we know the argument on this chosen nmedium is
somewhat fal se.

Magazi nes: The magazi ne editors,
magazi ne publishers had a study that was done by
t he Northwestern Media Managenent Center, and they
were trying to get at this issue. There is a big
war in nmagazines.

If | buy it on the newsstand, | am
paying full cover price. | want it. | chose it.

Therefore, it is going to work harder, and there's

a big fight. Conde Nast, Vogue and all those
magazines -- they charge like $12 a year for a
subscri pti on. So how upscale can their audience

really be, and how involved could the viewers be --
readers be?

Readers of magazines purchased at the

newsstand are better subscribers. | left out all
of the -- this is a 200 page report. Acr 0ss
magazines, it is not the case. The reader usage
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measur e S the sane, whet her pur chased by
subscription or on newsstand. Lower subscription
price paid nmeans the reader values the magazine
| ess. Unaffected by net subscription price. Okay?

That is just one study.

Time, Inc. -- you know, they do Tine,
Sports |1l ustrated, Peopl e, I nStyl e, advance
publications. They do all kinds of upscale stuff.

They also do Parade, but they do Architectural
Di gest. They do Vogue. They hired MPheters &
Conpany to do a study for them on this sanme issue,
to determ ne whether or not the price and source of
subscription affects reader quality.

Neither price paid nor subscription
source is a substantial determ nant of subscriber
quality.

Now for the one client that | have that
only buys television and doesn't buy any other
medi um they nmay not know this stuff. But nost of
our other guys, see, they buy all nedia. They know
this stuff. So they would not be paying nore for
it.

Essentially, what is happening is, when
the viewer is going to that channel, he is choosing
it. Okay.
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Cable operators are smart, and they

won't sell individual networks. They woul d package
them in tiers. On the surface, that sounds good
for advertisers. It makes cleaner, clear buys.

But viewers are choosing those networks by watching
them and we follow the viewers.

| got another one for you, and than you
for your comment to Gerry before. Everyone cl ai ns
to watch Masterpiece Theatre, and only a few own up
to craving The Bachel or. If cable operators tier
what ends up happening is you would have a wonen's
network tier. Thirty percent -- Ken, you are not
alone. Thirty percent of Oxygen's 18-plus audi ence
is mle. Okay?

Home and Garden Tel evi sion would be in,
Soap Net. OCkay, rerun soap operators from ABC.
Twenty percent of the audience is male. Now if you
are a guy, are you going to admt to your cable
operator? All right.

In the kids network, this is even nore
fascinating to ne. |1'mso proud to be an Anerican.
Thirty-six percent of Toon Disney is 18-plus, 36
percent of NOGTN, 35 percent of Nickel odeon.

Now why is this inportant? | mean, the
sports networks you expect wonmen to be into sports,
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but | suppose there are sone people in this room
that didn't think it was going to be as high as it
i S.

Sonme people assume we just buy for a
given target. Well, we are also buying creatively.

How are these networks going to nmake up for the
| ost audience, the |ost advertising revenue, in
addition to l|ost subscription; because we don't
just buy age and sex. W are buying psychographic,
and we are trying to put the creative -- just the
creative.

WIl we even be buying these people on
tel evision? \Where does the man that |ikes cartoons
-- where does he go? Does he do ganes on the
I nternet? Should | be advertising there? How do
fit t he ri ght commer ci al in what ever new
envi ronnment there is? | nmean, we run different
commercials in news programmng than we do on
Cartoon Network, believe ne.

The supermarket has food and other
goods for the various diverse tastes of the
community it serves.

This is the single nost inportant chart
that 1've got. Take that same chart from before
add the weekly cune. Remenber how Di scovery only
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does -- 99.5 percent of the people don't watch it?
Look at the weekly cunme. In one week, close to 30
per cent of American households tune to the
Di scovery Channel. Now it is only in 80 percent of
the country. Yet 30 percent of the country tunes
to it.
When you get to the other side, the
penetration, the righthand side, with the exception
of TV Guide Channel, which is for all those people

who can't figure out where to find what's on,

basically you are not cum ng nuch. | nean, for
let's say, FUSE at a 1.9 -- that's al nost down on
the bottom there -- FUSE at a 1.9 weekly cune -- |

mean, we probably got nore people in this room --
all right? -- or go outside and just yell, and 1"l
get them

Ckay. So penetration is nore related
to cume, which is really about sanpling than
ratings are. That is why it is so inportant to us.

You probably wondered why | brought ny dirty
underwear from yesterday up here. It's not that.
It is all about the guava paste.

Back in October, I'm making a recipe ny
daughter wanted me to namke that involved sonme spice
| can't pronounce, and | walked down Aisle 9 in
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Stop and Shop, and | discovered guava paste. | had
never seen this stuff. | highly recommend it. I
buy it now at Canada's (phonetic) once a nonth. It
is fabulous on bread. Wth cream cheese, it's

incredible. OCkay? |It's all about the guava paste.

The worst thing that happens to an
advertiser is when the expected advertising is not
delivered. That is why we expect a m ninmum | evel of
commtted subscribers before we can buy a new
network. This ain't a charity here.

If you are not going to be on the show,
who is ging to watch it? So why am | going to
spend nmy noney? |If | spend ny noney, you are going
to undeliver. | don't get the advertising. I
don't care, you give ne the noney back. I want ny
advertising to run.

We know that subscribers over tine wll

turn into viewers through trial. The key thing
that all marketers know is there is no purchase
without trial, and there is no trial wthout
availability and shelf space first, and then

consunmer know edge of that availability.

So without the video supermarket that
now exi sts, we couldn't support new networks. Here
is further proof. This is just a few of the
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breakout hits that have happened in the |ast year
or so.

Nashville Star on CMI is doing persons
18 to 49 ratings alnost nine tinmes higher than the
rest of CMI. Rescue Me, which just started on Fox
-- on fx on Wednesday nights, six and a half times
what fx is doing.

This is just a few random ones. How
many of those Rescue Me viewers, how many of the

Strong Medicine viewers or Division viewers on

Lifetime are -- now that they' ve tried it and said,
hey, | discovered this, | happened into it, | Ilike
this network; 1'm com ng back here again. That's
key. Okay?

Now a very inportant Senator once said
-- and | am going to paraphrase it here -- the

super mar ket doesn't make you buy asparagus if you

only want tonmatoes and cucunbers. But you are
still paying for the asparagus even if you don't
get it.

After all, the vegan pays for part of

the cost of the unsold and spoiled nmeat that nust

be discarded in the price of his bean curd. And we

all pay for the loss leader price of the fabric

softener, even if we don't do laundry. |It's in the
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cost of the eggs.

The supermarket carriers flashlights
and other essentials you just mght need, and the
cost of that inventory carriage is in your potato
chi ps. Remenber what | said about the Wather
Channel does no ratings? Look what happens in what

they politely call severe weather events. Okay?

The W is winter storns, O her. T is
tropical . What is fascinating is the indices
double and triple on a national basis. If you are
on the beach in LA, you don't really -- you are not

going to be turning on that the hurricane is coni ng
in Mam. So when you look at the regional
nunbers, these nunbers are even nore frightening.

Now what are you supposed to do?

Tuesday the storm is coni ng. |'d better call ny
operator and get Weather Channel? What does
Al l state do? If you have a <claim from the
hurri cane, please call this nunber. How are they

going to do that?

So it is essential that this stuff be
there and available for when you need it. Of
course you could go to the greengrocer, the bakery
or the local butcher. It will cost you nore. And
if you want a crown roast of lanb, | know ny
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butcher, Airhart (phonetic) at Islip neat Market:
| vill give it to you if you order it in advance.

We've heard before about Canada and a
la carte. | am not going to argue the nunbers
What doesn't work is there is no diversity
requirenent in Canada. In fact, there are
governnent grants of nonopolies by program type,
and we crave a diversity of voices.

Even if you had just one -- | don't
want just one MIV. | don't want a Canada
Situation, because that would be |ike going to the
supermarket. You know, it's |like nore channels are

added, nmore channels are watched and di scovered and

sanpled. It's the guava paste.

Well, | don't want to be |ike Canada
because that is l|like saying | got to go to the
supermarket, and there is only one juice. It is

Ruby Red grapefruit, and there is one size, and

that's it. You buy it, take it or leave it.

I'd like to point out, | am a single
parent, and on school days | got to pack ny
daughter's | unch. | just wanted to see if | could

get this through security. VWhat if | can't get a
| unchbox size? Ckay. And what if -- Wat if

sonetimes she wants tomato juice. Okay?
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Advertisers are no different than ny
daughter. It is probable that American viewers are
no different either. The viewer wants a market
that serves his or her television needs, but as a
di verse population, that nmarket needs to be a
super mar ket .

The advertiser needs to sell to people
who |ike tonmatoes, hate Brussel sprouts or that
only eat hotdogs, which she did when she was eight.

In both cases, the supernmarket where the totality
of goods and the associated costs are carried
across that diverse selection and anortized over
all the custoners is the nost efficient way for
feeding the comunity.

Concurrently, it is the nost efficient
way for those who want to feed the community. So

we just don't want to go back to the butcher shop,

and we really believe that is what will happen to
us, and our costs wll go up, and goods and
services will go up

So if anybody wants any juice -- |
don't know how | am going to get this on the
ai rpl ane.

MR. FERREE: You sort of rem nded me of
Lorna Fair in Five Easy Pieces telling Jack
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Ni chol son, no substitutions. This is it. You
know, ny sense is that there are cable subscribers
that would like to tell their operators to hold the
chi cken sal ad between their knees. They don't want
it.

| was interested in your comment about
the nmagazine subscriptions and the subscribers
versus those that buy them off the shelf. That is
a bit different, isn't it, than a cable offering
that you are paying for up front, whether you want
it. At | east, the subscriber to a magazine
expressed sonme interest in the content of that
magazi ne, and the cable offerings would be nore
anal ogous to ne subscribing to Newsweek and havi ng
them also send me Sports Illustrated and Pl ayboy
and Guns and Amp or sonething, and charging me for
all of them

MR. MANDEL : Ri ght . No, t he
subscription to a nagazine would be nore akin to a
subscriber of a cable network saying, you know
what, | want to pay -- The Weat her Channel costs ne
12 cents nmore a nonth; "Il take it. So that is
nmore akin to it.

What we are trying to get at is, is
there a relationship between -- If sonmebody chose
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it and said | will pay for it, do they care about

the media vehicle nore? Every study we have seen

in the different nmedia says there is no difference

on whether they get it for free and -- The key is
do you read it, in the nmagazine. Online, the key
is do you click toit. On the radio, do you listen
to it.

It is not a matter of do | pay for it.
It is a matter of do | choose it, because | |ike
it?

MR. FERREE: Ckay, thanks.

MODERATOR GOLANT: | watch a cartoon
network, and | play ganes on the Internet. So |I'm
a total -- but | understand that. | am also a

vegetarian. So | amsad to hear that | have to pay
for sonmeone el se's spoiled neat.

l'd like to ask if you can inform nme
about program listings in |ocal newspapers and in
the TV Guide, if you know anything about how
channels get on -- what they had to do to get on,
and what it would nmean if there was an a |la carte
wor | d.

MR. MANDEL: Well, right now one of the
bi ggest problens that the TV Guides of the world
have is how do you put it all out there. If you
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had an a |la carte world, you would still have to do
that, because you would pick 12, you would pick 13,
you woul d pick 17 and so on.

Newspaper advertising doesn't really
work as much, the listings, because if you think
about it, there's sight, sound and notion on
television. | mean, the Rescue Me show -- | don't
know i f you saw any of the pronmobs for it, but it's
these firenen, and it's fires and draggi ng babies
out of burning buildings. | nmean, it is very
conpel I'i ng.

Now think of how that works versus
saying "Rescue Me: A story about firefighters in
New York." I think one of the proofs of that is,
if you ask Roopadoop (phonetic), one of the biggest
problens he's got in his nedia properties is that
TV Guide -- the networks, the over-the-air networks
are spending less and |ess noney in paying for
advertising, because they are finding that it
doesn't work.s

ABC has done sonme tests. The WB has
done sone tests. (I naudi ble) has told nme CBS did
sone test where they up'ed -- because you can buy
it regionally -- where they are up-spending, and
then other places they took it out. They saw no
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differences. So it's like so why am | advertising
here?

Newspapers, in particul ar,
unfortunately, happen to skew very old. So | don't
think it would help Jerry's network a whole lot. |
don't think it would help an MIV, FUSE, anything
t hat skews younger. The younger male, Qutdoor Life
Network, it wouldn't nmake sense. | nmean, they
would probably be better off, CQut door Life,
advertising in the sports section, but even that,
it's a different audience. It's just not broad
enough reach, and it is not showi ng the novies.

MODERATOR GOLANT: Now with regard to
your magazi ne discussion, | subscribe to at | east
90 mmgazine, all | got free off of the Internet.
But how can we learn fromthat industry with regard
to what we are talking about wth cable and
satellite?

VMR. MANDEL: well, I think what we can
learn from it is that the mnmgazines that have
hi gher production values -- | use Conde Nast folks
as an exanple -- and there are -- | mean, Vogue is
literally $12 a year

It is one of the nost upscale -- It's
like all these wonen read Vogue. | wouldn't even
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say it's upscale, just because it is so many wonen.

But that thing is crafted so well, the production
val ues are so high, that people -- They don't read
every issue.

I mean, nobody reads every issue of
everything, but it is three out of four they wll
read, and they pick it up and they leaf through it
but not read it in a given nonth, because they
know it is giving them val ue.

That is one of the concerns we have.
If you cut -- That's why | said we do pay for
producti on value. Conde Nast books are some of the
nost expensive advertising we buy. We pay for
producti on value, because we believe there is
i nvol vement there.

MR. WAL DON: Quite a bit of the
di scussion on the inpact of a la carte is centering
on the ability of a programmer to sell adverti sing.

Now sone peopl e have argued that the digital video
recorders wll significantly devalue traditional
quality of advertising.

Are any of the possible devel opnents
that would respond to that any nore friendly to an
a la carte environnment?

MR. MANDEL: Well, first of all, | am a
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little bit nmore sanguine than ny peers about the
digital video recorders and how people aren't going
to watch commerci als anynore because, after all, we
have renote controls in 98 percent of honmes since
1990. So, you know, we haven't died yet.

One of nmy fears with a la carte is, if
you get this massification again, if you nake the
networks big and in order -- In order to be
economcally to be economcally viable, you have to
appeal to hunongous nunbers of people at the sane
time -- that we sort of train people to find stuff
they like, and the Internet is partly to blane for
t hat . Cable is partly to blame for that. There's

17, 100- sonmet hi ng magazi nes now.

If we nmassify television, wll people
run nore to the DVR to watch what | want to watch
type of thing, when | want to watch it? WIIl it

even be avail abl e?

I nean, how do you nmke it pay, even
the DVR? | nean, where is the programm ng going to
conme fron? This is one of the reasons why | think

Oxygen, even though Gerry and | fight about how

little noney she says | give them -- You know, the
original programming -- | nean, now | |ook at Nick
at Nite, which is all reruns. Where is their
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programm ng going to conme from 10 years from now?
They don't make original progranm ng, because
there's going to be no off-network hits.

Where are the DVR programs going to
conme fron? | nmean, do we turn into all novies? Do
we revitalize the novie business? | don't know |
think that it gets driven there, because the
options on television will beconme so broad.

Anyt hi ng el se?

MR. FERREE: Oh, I'msorry. | am going
to just interrupt. Let ne ask you what | asked
Cerry. The viewers -- again, all other things
bei ng equal, and perhaps they are not. But the

viewers would rather have nore progranm ng options
rather than fewer. Right? Okay.

We heard from Gerry, the programers
would like to reach as many people as possible.
They would like to be in as many hones as possi bl e.

So again, all other things being equal, they would
rather be in nore honmes than fewer. Right?

MR.  MANDEL: Well, they would like to

be in nore homes, because it's like the shelf space

in the supermarket. If they are not in the hone,
they are never going to get discovered -- the guava
past e.
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MR. FERREE: Ri ght . So your answer is

yes to that as well.

MR. MANDEL.: And let nme give you --
Househol ds that receive nore channels do view nore
channel s. The percentage of receivable channels
decreases, but if | give you -- |If | give your

house 15 nore channels, odds are there's going to

be one you might |like or two you might |ike, not
the whole -- So that's why the percentage goes
down. But you will watch one or two nore.

MR. FERREE: Okay. So both viewers and
progranmmers would like to have nore programm ng
options rather than fewer, and cable operators,
presumably, would like to offer -- again, all other
things being equal, would offer |arger packages
rather than fewer. They would want to --

MR. MANDEL: | woul d hope so.

MR. FERREE: They have a lot of
capacity in those pipes. They don't want them just
sitting there fallow, presumably.

You have told us that advertisers would
rather these programmers be in nore hones rather
t han fewer.

MR. MANDEL: I'd rather they be in nore
homes, and 1'd rather that | have two -- | would
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have Stop and Shop Ruby Red, and |I'd have Dol e Ruby

Red.
MR. FERREE: Ri ght . So I'm sort of

struggling to find any group that would have an

interest in fewer rather than nore. I n other
words, who -- You know, all these smart business
people -- everybody wants all of these progranm ng
services in the hones. Where is the interest
that's -- You can't figure out a way to price these
in a way that nost people would still end up taking

nmost progranm ng services, so that the advertising
i npacts would be de mnims for you

You know, you woul dn't have this
problem with the marketing costs and all of the
t hings the Booz Allen fol ks pointed to.

MR. MANDEL: As | said, Ken --

MR. FERREE: You would all rather just
see the TV industry dry up and bl ow away?

MR. MANDEL: Well, no. | would like to
see sonebody figure out a pricing nodel. Part of
the problemis, it's alnpst |ike a negative option
thing. If you can save 12 cents by not having --

MR. FERREE: People will save the 12
cents?

VR. MANDEL : I don't renenber 1|'ve
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watched a -- People will save the 12 cents. That's
a problem

MR. FERREE: That's the answer then.

MR.  MANDEL.: And they've never -- But
if you haven't tried it, how do you know? That's
why | say that weekly cunme is so inportant.

MR. FERREE: Ckay. Thanks, Jon.

MR.  MANDEL.: Real |y, anybody, guava
paste?

MODERATOR GOLANT: We will take a short
break and reconvene at 11:00 o'cl ock.

(Wher eupon, the foregoing matter went
off the record and went back on the record at 11:00
a.m)

MODERATOR GOLANT: Steve, am | on? Al
right, we would like to get started again, if you
all can find your seats.

Qur next speaker is Philip Lind.
(Several sentences inaudible). A little bit about
it. It is Canada's -- one of Canada' s biggest
cable operators, and they are involved in both
vi deo, voice and theater communications, radio and
television Dbroadcasting and other new nedia
busi nesses.

M. Lind is a former nmenber of the
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Board of the National Cable Tel evision Association
in the US. and is a former Chairman and currently
serves as the Board of the Canadian Cable TV
Associ ati on. He is also Chairman of the Board of
t he CCPTA, and in 2002 M. Lind was appointed to
the Order of Canada. So let's welcome our next
guest, Philip Lind.

MR. LI ND: Thank you. Thank you

inviting us to offer our assessnents of the

Canadian a la carte |andscape. | am Phil Lind, and
| am Vice Chairman of Rogers. | joined Rogers in
69, and | currently, as was said, serve on the
Board of Directors, and | have been involved wth

progranm ng all the way al ong.

Wth nme is Ken Englehart (phonetic) who
is our Vice President of Regulatory Affairs for
Roger s Commruni cati ons.

Just a few words about Rogers. Roger s
is a diversified communications and nedia conpany
engaged in cable TV, video retailing, high speed
I nternet, wreless broadcasting, and publishing.
It conducts its business through three conpani es,
Rogers Cable, Rogers Wreless, and Rogers Medi a,
and has revenues of about $5 billion,

A nunber of years ago we provided cable
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television in the States, too, and we are fortunate
enough to offer it in cities such as M nneapolis
and San Antonio and Portland, Oregon, and nuch of
Orange County.

We are Canada's | argest cable conpany,
and cable accounts for about 36 percent of our
total revenues. We pass about 3.2 mllion hones,
and we serve about 2.3 mllion cable subscribers.
So the basic cable penetration is about 71 percent,
and nmost of our plant is upgraded to 750 negs, and
96 percent is -- (End of Tape 1/Side 2.)

(Start of Tape 2/Side 1) Along with

two others -- three others, we serve probably 6.6
mllion custoners, so 85 percent of all Canadian
cabl e hones. An additional 2 mllion subscribers

subscribe to DBS service, and as in the United
States, an overwhelmng majority of Canadi an cable
subscri bers subscribe only to anal og programm ng
tiers, and that is true for Rogers as well.

So approximtely one-quarter of our
custonmer subscribe to digital cable. The growth of
digital cable is attributed to healthy sal es on our
suite of bundled services conbining anal og cable
digital cable and Internet access. Qur high speed
data busi ness continues to deliver strong grow h.
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We have over 800,000 subscribers for

cabl e nodem service, and those users can access the
| nternet at 5 negabits per second.

Roger s Wrel ess serves 4 mllion
custoners with voice data and nessagi ng, and Rogers
Media has 43 radio stations, cable TV stations,
Rogers Sports Net, a national sports service, and
we are Canada's |argest publisher, newspaper --
magazi ne -- sorry, magazi ne publisher.

So over 12 mllion households, the
nunber of potential cable viewers in Canada for
mul ti - channel video progranm ng pales in conparison
to the United States. A smaller Dbase of
subscri bers and eyeballs for advertising results in
| ess revenue for original progranm ng, and that
base is even further reduced, of course, by the
split in Ianguages; because 30 percent of our
popul ation is French, although it +tends to be
clustered in just one province.

So there are other certain distinctions
beyond denographics that set Canadi an cable apart
from its brethren in the U S Much of that is
attributable to the chanmpion of the Canadian
content by governnent fiat. AS a result, making
direct conparisons between cable systens in Canada
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and the U S. is extrenely difficult, as both have
devel oped under totally di fferent regul at ory
regi mes.

Canadi an operators and programrers |ive
in a highly regulated world. In an effort to
pronmote Canadi an culture and diversity, the CRTC
our FCC, has specific rules for governing the
devel opnent and distribution of cable programm ng.

The Conm ssion's net wor k i censing
regul ati ons have had a trenmendous inpact on how
programmng is delivered to our custoners. For
i nstance, popul ar cabl e networks residing on anal og
cannot be nmved to digital tiers wthout the
consent of the programer, and specialty channels
| aunched after 1999 can only be offered on digital.

Regul ations, in other words, not the marketpl ace,
essentially shape the digital |andscape in Canada.

Her e are sone of t he ot her
requi renents. Canadi an cabl e networks nust contain
a mninmum of Canadian programm ng content. The
CRTC will not license a digital channel that is
directly conpetitive with an anal og channel or a
hi gher priority digital channel. Certain digita
channels may be sold on a stand-alone basis, but
must be offered as part of the package.
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So it is no wonder that the take rate
of digital offerings in Canada has been sl ow, given
t he constraints placed on operators with respect to
what they can deliver and how they can offer it.
This conplexity has largely resulted in digital
penetrations which, in Canada anyway, are about 22
percent conpared to the 30-plus you have in the
United States.

As | ment i oned, Canadi an consuners
overwhel m ng buy their cable programm ng on anal og
tiers. These tiers tend to mrror the typical
Ameri can expanded basic in terns of price, nunber
of channels, and network offerings.

Popul ar channel s on anal og tiers
i ncl ude: A&E, CNN, the Discovery Channel, as wel
as home grown fare such as YTV which is our version
of Nick, MJCH Music, which is our version of MV,
Sports Network which is our version of ESPN.

Some Canadi an operators offer these
anal og channel s anongst two or three tiers rather
than one large tier. This is due to the fact that
the governnent has sequentially authorized the
cabl e carriage of different progranm ng networks in
three different batches, one in the |ate Eighties,

one in 1995, and one in 1999.
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For npst cable operators, custoners
must purchase a package of 30 to 35 anal og channel s
as part of the basic tier before buying into any
ot her video channels. The basic tier is conprised
|argely of Canadian and U. S. |ocal broadcasting
stations, national networks, and the Canadi an and
educati onal station.

Rogers continues to enjoy great success
with our analog tiers, and we believe that the
custonmers benefit from the current nodel. As of
this past March, 81 percent of our basic analog
custoners also subscribe to our expanded anal og
tiers.

W offer four -- W generally offer
four analog packages, Basic, Classic, M TV and
Utimte. Basic is included in all of these
packages. Prices vary, depending on |ocation. I n
Toronto, for exanple, a Basic broadcast pack costs
24 bucks a nonth.

Classic Combo is priced at 39.99 and
contains 49 popular channels, including NE, CNN,
Di scovery, MJCH Music, Spike TV, Sports Network,
etcetera. And ME TV pack, you get 53 channels for
38.99 a nonth, and this tier has a wi de variety of
programm ng, including Golf Channel, Speed Channel,
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Hi st ory Channel .

Custonmers wishing to receive all of our
popul ar analog channels can sign up for the
Utimte TV pack. This offering conbi nes both the
Cl assic Conbo and the ME TV pack for 44.99 a nonth,
but make no m st ake. Rogers does not offer anal og
services on an a la carte basis. To do so would
i nvol ve providing each custonmer with a digital box
for each set at the hone, and this would be a huge
expense.

So let me turn now to digital. It is
here that Rogers does offer some a la carte
of ferings, but |let nme enphasis that none of these a
la carte offerings include the popular analog
services. Those have been offered in tiers and in
anal og only.

So on the digital side, custonmers who
purchase our $70 VIP Utimte digital package
receive Basic cable, the Utimte TV tier, plus six
digital themed packs. These digi-packs range from
sports and famly to novies and lifestyle. For an
extra $15, subscribers can also get the Movie
Net work, Movie Pics and four U. S. superstations,
again all on digital.

These digital packs can be purchased
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separately as long as the customer subscribes to
Basi ¢ analog and has a digital set-top box. Qur
English | anguage thenme packs range in price from
6.99 to 7.99, while our French | anguage thenme packs
range from4.99 to 6.99.

WE offer theme packs as a conpetitive
response to Canada's two DBS providers, Bel
Canada's Express View and Shaw s Star Choice. Both
conpani es |aunched services in 1997 and offer a
| arge array of programm ng networKks. Wth over a
dozen theme packs offered by each of these two,
custonmers have a wi de range of super pack pricing
options, ranging from $36 to $84.

Roger s’ analog customers can also
purchase digital networks on an a |la carte basis,
but they first nust purchase $32 worth of services,
t hat being the Basic cost plus the nonthly set-top
box. From there, custoners can pick and choose
froma list of 73 typically newer specialty service
channel s. Price points range for a la carte range
from 2.49 for one channel to 37.99 for al
channel s.

Channel s can be selected for 2.49 each
with price breaks for packs of five or 10 or 15 or

20 or 30 or 55.
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So let ;nme be clear. Services offered
on a la carte are services available on our digital
tiers, not the nost popul ar cable services that we
make avail able on our analog tier. Over half our
custoners who opt to take the digital services do
so primarily to access nultiplex premum novie
channels. The digital theme packs are usually the
better buy conpared to a la carte.

A custonmer that selects the whole thene
pack of six to nine diginet services usually spends
| ess t han pi cki ng three or four channel s
i ndi vidual ly. | should note that digita
channels in general are experiencing economc
probl ens, regardless of how these are packaged.
Gven their Ilimted distribution, many of the
offerings are having significant difficulties
attracting audi ences.

The U.S. press has been quick to pick
up on the subtle differences of how certain
Canadi an operators offer a la carte. Let nme
mention the situation in Quebec.

In Quebec, a province that has over 80
percent of the household speaking -- are French
speaki ng, custoners can go straight to a digital
package, forgoing nuch of the analog purchases.
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For exanple, a Videotron custonmer nust get digital
Basic plus a digital box before they can pick and
pay for over 20 channels or 30 channels, but not
i ndividually. They just pick them 20 or 30.

If they only wanted to pick one, they
still get 19 others, and the price is $22 for 20
and $30 for 30. So on the programming side in the
French | anguage areas, it is not unusual for them
nost popular English |anguage networks to be
offered only on a la carte and not on tiers, as
there is less appeal for those services in that
region.

| mght add that nost video custoners,
about 81 percent, are analog custoners, period, and
don't avail thenselves at all of digital. So in
Quebec, it is primarily an English-French thing.

I would also note that Canadi an
satellite operators operate digital platforns, and

could offer their service on a la carte, but they

do not. They offer digital -- They offer their
services in thenme packs. In addition, |ike cable,
they offer the newer, less widely viewed digital

services on an a la carte basis.
There is also a digital wreless MWDS
operator in Canada, Con-Luck (phonetic) TV. They
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offered their services on an a la carte basis, but
they had trouble attracting custoners and went
bankr upt . A la carte offerings have suffered the
sane fare in the United Kingdom

So in concl usi on, al t hough our
custonmers appreciate the additional choices of
digital a la carte and thenme packs, it is the
anal og services which is our core offering. So
even with the launch of our digital services over
three years ago, custonmers still gravitate to
anal og programm ng. Consequently, that is where we
make the majority of our video revenue.

If operators in Canada or the United
States, | guess, are required to offer popular
networks on an a la carte basis, it would underm ne
the economcs of our business and would harm
consuners on both sides of the border.

Thank you.

MR. FERREE: Ken, do you have anything
to add?

MR. ENGLEHART: No. Fire away wth
your questi ons.

MR. FERREE: Ckay. Well, thanks, first
of all, for com ng down to help us today. | think,
Phil, you proved the point that Canadi ans nust be
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much smarter than Anericans are to try to figure
out all of those various pricing packages.

MR. LIND: Very conplicated.

MR. FERREE: VWich | couldn't follow,
and 1'm not even one of those that's watching Toon
Di sney in the denographic that Jon shared. But you
know, one thing junps to mnd imediately as you
were going through that incredibly byzantine set of
choi ces. Why? Why do you offer so many choices?
Why so many different theme tiered packages?

MR. LI ND: Well, primarily because
that's the way the regul ati on has evol ved.

MR. FERREE: So the regulators require
you to do a la carte there, in essence?

MR. LI ND: No, the regulators probably
didn't require us to do a la carte. We made that
deci sion on our own. But the nultitude of packages
and everything like that is a regulatory fact of
life.

MR. FERREE: Okay. To the extent you
do it on your own, why do you do it? | mean, just
response to consuner --

MR. LI ND: Yes. Again, we offer only
limted services on a |la carte, but to that extent,
yes, it is our choice.
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MR. FERREE: Ckay, thanks. Ben?

MODERATOR GOLANT: Thanks, Ken. | just
have sonme questions about the market for video
progranm ng in Canada. Are there any cable over-
bui |l ders that you conpete with in any province?

MR. LI ND:  No.

MODERATOR  GOLANT: And what is the
percentage of over-the-air broadcast viewers in
Canada? Do you have any idea?

MR. LIND: Over-the-air broadcast?

MODERATOR GOLANT: That don't subscribe
to either satellite or cable

MR. LI ND: Well, we have 71, and they
have 20. So it is over 90 percent are either
satellite or cable people.

MR. ENGLEHART: About 99 percent of
Canadi an hones have a TV, and about 85 percent of
Canadi an homes have either satellite or cable. So
14 percent would just have rabbit ears.

MODERATOR GOLANT: Ckay. And there is
a DTV transition in Canada. Ri ght ? Is there a
deadline for | ocal broadcasters to go to DTV?

MR.  ENGLEHART: No. The regqgulatory
regime in Canada is in sonme ways the opposite of
the U.S. Cable operators have to carry DTV when it
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is launched by an over-the-air station, but the
over-the-air stations are under no obligation to
conplete the conversion by any given date.

MODERATOR GOLANT: Okay. Thank you
very nuch.

MR.  WALDON: In the United States, not
all cable networks charge the sane affiliate fee.
| assume the situation is simlar in Canada. How
do you handl e the problem of having a uniform per
channel price that you charge to your subscribers
when the affiliate fee you are paying to the
network may vary wdely? Do you find that
subscri bers always choose the nost expensi ve
net wor k?

MR. ENGLEHART: As Phil said, although
it is a uniformprice, the price, of course, varies
if the custoner buys in bigger volune or not. Most
of the digital services have a fairly simlar
whol esal e cost, and in their license applications
to the CRTS they all proposed roughly simlar
whol esal e fees.

In order to make a business set of
digital cable, because of the small penetration,
you have to either re-purpose existing Canadian
product or, in a lot of cases, they are Canadi an
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versions of popular U S. services. So they get the
bul k of their progranm ng from Tech TV or a service
like that, add a bit of Canadian content, and
package it that way.

So everyone has nuch the sanme business
case. Anybody who wanted who couldn't nake it
under that business case with a roughly simlar
whol esale fee, had to sort of junmp to a pay-TV
nodel , $7, $8, $9, which has been used by Ethnic
Services and a couple of the digital specialties.

MR,  WALDON: What has been the inpact
of a la carte offerings on your custonmer service
costs, billing?

MR. LI ND: Well, they have been -- |
don't have any nunbers, but yes, they have been
significant. I mean, what Booz Allen tal ked about
here, the back office costs are -- you know
there's nore when you ask people to pick. They are
on the phone for a long tinme, higher billing costs,
etcetera, etcetera. But it can be done.

MR. FERREE: Can | just follow up with
one -- I'msorry -- one final question? It wasn't
clear to ne when you were going through all those
packages whether the services -- the digital
services that are offered truly a la carte are also
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offered as part of a larger bundled package, in
fact, maybe even on your equivalent to the Expanded
Basic tier. They are not, Ken? You are shaking
your head, no.

MR. ENGLEHART: No. The digita
servi ces cannot be on anal og.

MR. FERREE: By governnent regul ation?

MR. ENGLEHART: Correct.

MR. FERREE: Ckay. Okay, thank you.

MR. LI ND: Just renenber that Canada
regul ati on, and then you' ve got it right there.

MR. FERREE: Thanks, Phil.

MODERATOR GOLANT: Qur next

di stingui shed guest is Ben Hooks, the CEO, Buford

Media Group. There he is the partner, Chief
Executive O ficer, and they do business as
Al | egi ance Comruni cati ons. He is responsible for

the overall devel opnment, acquisition and operation
of the conpany.

M. Hooks has been active in industry
affairs for a nunber of years. He has commtted a
nunber of years of service to the Anmerican Cable
Associ ati on, t he Nat i onal Cabl e Tel evi si on
Cooperative, Cabl e Labs, Texas Cabl e
Tel ecommuni cati ons Associ ati on, and many ot her
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i ndustry groups.

Let's wel come M. Hooks.

MR.  HOOKS: Thank you. Good nor ni ng.
My name is Ben Hooks. | am from Tyler, Texas, and
| serve as CEO of Buford Media G oup. W are a
smal | cable conpany and operate 78 cable systens,
serving about 56,000 subscribers in six states. I
have been in the cable television business for 37
years, nost of this time involved with small cable
syst ens.

I am the past Chairman of Anerican
Cabl e Associ ation and speak on behal f of ACA today.

| am also a Board nenber of the National Cable
Tel evi si on Cooperative, the buying group that hel ps
smal | er cabl e operators purchase programm ng.

For ACA and our nore than 1,000 snall
cable conpany nenbers, this is a critically
i nportant proceeding. W work hard to serve snall
mar kets that are increasingly domnated by a few
medi a conpani es. The questions nmenbers of Congress
have asked go right to the heart of our deepest
concerns.

Power f ul i nterests are working to
defl ect scrutiny from the status quo and convince
you that the only question here is about nmandatory
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ala carte. Don't take that bait.

What is really driving this inquiry are
i ncreasing concerns in three areas: Choi ce, cost
and content. The nmuch nore inportant question, the
question at the heart of these concerns, is this:
What limtations exi st on cabl e operat ors'’
flexibility to offer programm ng choices to
customers?

When you run down the |ist of questions
Congress asked you to study, that very question is
ri ght at the top.

ACA, its staff and counsel are
commtted to helping you answer these inportant
guesti ons. | also want to thank the Media Bureau
for your outstanding work in many areas. You have
done a great job in understanding the tough issues
facing smal l er market cable operators.

Your recent wor k on t he News
Corp./DirecTV nmerger is a superb exanple. You
really got it right. You concluded that a conpany
controlling "must have" broadcast and satellite
progranm ng has substantial market power. You al so
found that a conpany can use that market power to
raise costs, reduce choice, and harm custoners.
Finally, you concluded that smaller cabl e conpanies
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are particularly vul nerable.

When we boil it all down, that is the
essence of ACA's input here. The exercise of
mar ket power by a few nmedia conglonmerates limts

our ability to provide our custoners nore choice
and raises costs. We want to provide nore choice
and better value. However, we can't.

Qur coments provide detailed answers
to several of the questions you asked us. Wth ny
time here, I will focus on four points.

First, |1 want to describe how the
practices of a few dom nant conpanies restrict
choice and raise costs. To understand the
limtations on our flexibility to offer programm ng
choice, you really need to study this.

Second, | wll suggest how narketpl ace

solutions could work to bring greater flexibility

and choi ce, and even | ower costs for sone
cust oners.

Thi rd, I want to suggest a few
addi ti onal questions that will help you dig deeper

here, certainly deeper than the big programmers
want you to.
Finally, I will conclude with what the
smal | er cable sector respectfully requests that you
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include in your report.

To understand the limtations on how we
sell progranmm ng, you need to focus on two areas --
the wholesale practices of the mjor program
suppliers and the retransm ssion consent practices
of the network owners and major affiliate groups.
Four of the five major satellite program suppliers
al so control the broadcast networKks. So you don't
need to look far to find the culprits.

In the wholesale programm ng nmarket,
the distribution restrictions are inposed through
progranm ng contracts. To describe how this works,
| want you to refer to Table 1, which is the next
to the | ast page of ny witten testinony.

What you have there are the top 50
cabl e channels, organized by ownership. You see
the famliar flagship "nmust have" channels 1ike
ESPN, Fox Sports, MIV, Nick, CNN and others. You
al so see that the five conpanies -- the Big Five we
call them -- Viacom Disney, GE/NBC, News Corp. and
Time Warner -- control about 75 percent of these
top 50 channels. What you don't see are the
specific distribution restrictions inposed by the
Big Five programers.

Here are the rules of the ganme when you
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play with the Big Five:

For nearly all of the top 50 channels,
contracts require ne to deliver each channel to al
or nearly all of our customers. Everybody nust
receive these channels and, of course, pay for
t hem If I don't agree to that, | do not get to
carry the channel.

For many of the top 50 channels,
contracts require me to distribute and pay for
affiliated channels. In some cases, this involves
several additional channels. In some cases, the
tie-in is mandatory. |In other cases, the tie-inis
coer ced. For exanple, if | do not <carry the
affiliated channel, | pay double or nore for the
"must have" channel

Al this conmbines to fill up our basic
or expanded basic services with channels controll ed
by a few conpanies. But it doesn't stop there.
Now that many small cable conpanies are upgrading
to digital, the same gane is being played there.

Let's ook now at Table 2. That is the

| ast page of ny witten testinony.

Table 2 has what we call the Second
Ti er channel s. These are typically the channels
that are included in digital packages. You see
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that close to half of these are controlled by three
of the Big Five conpanies.

Initially, small cable operators had
sone choices in how they purchased and packaged
digital channels. W could offer thenme tiers, for

exanple. That was good. But now the contracts are

changi ng. I ncreasingly, we are being obligated to
distribute second tier channels to all digital
cust oners. This is undermning the little

flexibility we had.

In coments you have raised, sone
peopl e say cable operators, large and small, have
many choi ces and options. Let nme be clear. Thi s
is not the experience of nore than 1,000 cable
conpani es represented by ACA, because you do not
see the records in the fine print of the contracts.

You do not see the obligations to distribute
progranm ng to nearly all custonmers.

You do not see the obligations to carry
affiliated channels, and you do not see the steep
penalties if distribution obligations are not net,
and nuch nore.

That is one part of the problem The
other is retransm ssion consent.

ACA has provided the Conmm ssion with a
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| ot of information on retransm ssion consent. Here
is the main problem To obtain a "nmust have”
network signal, we nmust carry affiliated satellite
pr ogranm ng. Thi s further restricts our
flexibility and raises costs. It is a mjor
probl em for us and our custoners.

This conduct continues to expand. I n
addition to all that we have reported to you, ACA
menbers are now encountering retransm ssion consent
tie-ins when they try to get consent to |aunch
di gital broadcast signals.

Certain network owners and affiliate
groups are refusing to allow cable systenms to
distribute digital TV signals unless they agree to
di stribute even nore affiliated programm ng.

When all this is taken together, it
should beconme clear why smaller cable operators
have very little flexibility in how they offer
progranmm ng to custoners.

This is a good place to touch upon
program diversity as well. You have received many
comments that argue how mandatory a la carte wll
hurt programm ng diversity. This is an inportant
concern. But those argunments deal with a
hypot hetical mandatory a la carte world.
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The nore inportant question is how the
current practices of the Big Five affect diversity
t oday. There is plenty on the record about that,
too, especially fromindependent programers.

I will give you ny own exanple. My

systens serve several areas with good nunbers of

Hi spani ¢ custoners. | would Iove to provide those
| ocal mar ket s with nor e Spani sh | anguage
programm ng on expanded basic. Ri ght now, |
cannot .

Nearly all of the channel capacity is
tied up by programm ng controlled by the Big Five,
and under my current programm ng contracts, if |
di d add anot her channel, it would need to be one of
theirs. And the record contains other exanples as
wel | .

So when you report on what m ght happen
to program diversity under a different wholesale
regi ne, you should also discuss how current
pr ogranm ng practices hur t di stribution of
i ndependent channel s.

For smaller operators, these problens
get worse because of price discrimnation. Menbers
of Congress have asked you about this, too. As our
comments indicate, ACA nenbers' programm ng costs
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are up to 30 percent higher than what the big cable
operators pay.

ACA nmenbers |like nme have seen this
firsthand when we buy systens from nmgajor MSOs. On
the day of closing, the sane head-ends receive the

sane programmng from the same satellites as the

day before. The cost of producing programm ng
didn't change. The cost of delivering the
progranm ng did not change. The only change is

that the owner got snmller.

Think about what is going on here.
Because of price discrimnation, rural cabl e
providers and custonmers are subsidizing the
progranm ng costs of their big city counterparts.
Conpare this to the tel ephone industry where it is
the smaller market providers that receive the
subsidy. Here we are not asking for subsidies. W
are aski ng to end non- cost - based price
di scrim nation.

| understand that the record contains
comments from conpanies |ike Disney, Fox, NBC and
Vi acom They encourage you to disregard these
concerns as just the conplaints of a few snall
cabl e conpani es. The record you have tells a
different story.
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In addition to ACA, you have heard from
smal |l telcos and coops that provide cable. You
have heard from EchoStar, one of our biggest
conpetitors. You have heard from nmany i ndependent
programers |ike Oxygen Channel today, who | want
to conplinent, who successfully [launched their
channel wi t hout retransm ssion and tieing and
bundl i ng requi renents.

You have from many independent --
Excuse ne. Those groups are delivering a very
simlar nessage. Li ke us, they say, "Look at the
current programmng and retransm ssion consent
practices of the Big Five." The problens are
there. Enough about the problens for now.

Cur comment s descri be mar ket pl ace
solutions first, then a range of statutory and
regul atory fixes. First let's talk about
mar ket pl ace sol uti ons.

Most of what the Big Five and other
power f ul interests are harping about i's a
dangerous, wunrealistic world of mandatory a Ila
carte. | want to talk about a different world. I
want to talk about a world where smaller cable
operators have nore flexibility in how progranm ng
is offered locally -- to help, not harm our
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cust oners.

| magi ne this: One of ny cable systens
serves a market where nmany custoners are not that
interested in sports programm ng. Because of a
struggling econony, they are nuch nore interested
in spending | ess for cable.

So in this imginary world, | nove high
cost sports channels |ike ESPN and Fox Sports to a
sports tier, and | reduce the costs of expanded
basi c service.

| magi ne anot her exanple. In sonme of
our rural markets, there is a |lot of concern over
the content of some programm ng, particularly the
music video channels and some of the racier
entertai nnent channels like E!', FX, Spike and
ot hers.

These channels contain partial nudity,
sexual |y suggestive content and profanity. Ri ght
now t he channel s nust be carried on expanded basi c.

Again we could offer them on a separate
"Contenporary Adult Tier" in sonme markets.

| believe that just a few changes woul d
go a long way toward addressing concerns about
choi ce, cost and content. There is one sure way to
find out. Guve it a try. Let's experinent. There
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are small cable conpanies right now in ACA that are
ready to try these ideas. So why isn't that
happeni ng?

That leads to ny next topic, a few
questions you m ght ask. | understand the record
contains hundreds of pages describing how a
national mandatory a la carte regine would be a
di saster. Let's | eave that aside for a nonment and
ask sonme different questions.

What about small er scal e change?

What woul d happen in medi a
congl onerates allowed snmaller cable operators nore
flexibility?

What would happen if sone smaller
systens had the ability to offer a Sports Tier, or
a Contenporary Adult Tier?

Those of us that serve rural custoners
every day have sonme ideas about what m ght happen.

The basic and expanded basic tier nodel would
remain the nodel. Customers would just get nore
control over content and costs.

That |eads to another question. Why
won't the nmedia conglonerates even try it in sone
smal |l er markets? Wuldn't real |ife experience
provide better data than their fancy studies and
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proj ects?

A final question: ACA nenber conpanies
are ready to step up and try this right now.  \Wat
prevents the Big Five from making the sane small
steps. We suggest you ask them

I want to conclude with five points
that we encourage you to include in your report.
The record supports these points, and Congress
needs to hear them from you

First, ACA' s 1, 000 smal | er cabl e
conpani es believe that the wholesale programm ng
and retransm ssion consent practices of the nedia
congl onmerates prevent us formoffering nore choices
to custoners. A handful of conpanies control nost
of the "must have" satellite and broadcast channels
we carry. They are exercising their market power
to reduce choices and increase costs of cable.

Second, progranm ng costs are higher
for smaller market providers. Because of this,
rural providers and custoners subsidize the
programm ng costs of the big MSOs and urban
custonmers. There is no evidence showi ng that these
differences are due to differences in costs. It's
all about market power.

Thi rd, ACA' s 1, 000 smal | er cabl e
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conpanies believe that nore flexibility in how we
package channels for customers will go a |ong way
t o address concerns about choice, cost and content.

For exanple, the ability to offer a
sports tier or a contenporary adult tier would help
us control costs and give custoners nore choices.
This is pro-consunmer, pr-conpetition, and wll not
inpair the Big Five's ability to nmake billions from
smal | er markets.

Fourth, these changes will not require
a mandatory a la carte regine. These changes w |
not necessarily require |egislation or regulation,
but they m ght. One way to achieve these changes
is for the media conglonerates to exercise self-
restraint when dealing with smaller distributors.
They should listen to our ideas, and try them

Finally, you can report to Congress
t hat ACA nenbers are ready to act, to test, and to
support these changes now.

Again, | thank you for the opportunity
to speak with you today. On behalf of ACA and its
1, 000 menmber conpani es, I conmend you on
undertaking this very inportant study, and | ook
forward to your report.

MR. FERREE: Thanks, Ben. You know,
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the idea of a test is intriguing, obviously, and it
is sonething that's been nentioned before. | just
wonder, as we |listened to the earlier presenters,
whet her you <could sort of appropriately test
sonething like this.

Doing an a la carte -- Allowing an a |l a
carte offering or having an a la carte offering in
a few small markets, presumably, would not have the
ki nds of inpacts on advertising revenues for the
progranm ng services and then, derivatively, the
diversity inpacts that it would have potentially,
or we are told, if we did this on a nationw de
scal e or sonething akin to a nationw de scale.

So how woul d those kinds of effects be
reflected in a test market of a few small systens.

MR. HOOKS: Well, first of all, it is
not that difficult, particularly on thenmed tiers.
You know, | heard earlier coments you would have
to have a box. Well, that is ridiculous. You
don't need a box.

I mean, probably three-quarters of
every small cable operator in the United States
provi des Showtine and HBO and they don't use a
box. They use a trap. So if we allocated four or
five channels to a thened tier, we provide a trap.
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We don't have to buy a $250 box.
So let me just say, the restrictions
financially for a small operator to participate at
a certain level to provide nore choice -- that's

not hard to do.

Finally, what | am concerned about is
we got a system here that -- You know, | listen to
i ndependent progranmers. I think before long they

are going to tell you they can't get in that mx

anynore, because the top five own and control

everyt hi ng.

So | just want to say -- |'m going
aside here a little bit -- that tying and bundling
is killing this whole system It is putting
everything out of bal ance. But finally, |'m

concerned that, when we get outliers in our basic

and expanded packages where a programmer IS
charging $10 a nonth -- well, that system won't
work. | nmean, you've got to separate that fromthe

val ue pack
I nmean, the Anerican way, when you go
into McDonald's, is to buy "I'Il take Nunmber 3; |
want the fries and Big Mac and the Coke," but when
you get ny age, | will pay a little nore and just -
-1 won't buy the fries. | can't buy them anynore.
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So ny point is that the system we got

is like a train weck com ng. You can't continue
on with this nodel. You've got to sonehow
transition into nore -- into nore options for the
cust oner.

MR. FERREE: Well, | understand your
answer on the operational effects. | was actually

getting at, you know, the theory that an a la carte
world will not be anmenable to advertisers reaching
t he kinds of audiences they need. Therefore, they
wi | not support t he programm ng servi ces.
Therefore, you will not have the range of diverse
progranm ng services that we have today.

It seems to me that doing a test market
in Buford, Texas, is not going to tell you nuch
about that, Dbecause no advertiser is going to
di scount what they pay for a programm ng service,
because they may not be available to a few thousand
homes in Buford, Texas.

MR. HOCOKS: You know, | know |I've heard

t hese tests, and they confuse ne. I mean, on one
side a programrer says, hey, 1've got 65 mllion
househol ds wat chi ng ne. Well, that's wong. You
listen to them talKk. They don't have 65 mllion.
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There is a mllion.
So why does that viewership change? |If
there's really a mllion peopl e t hat are

interested in their product at one tinme, and if

they price it right, why don't they still have that
sane mllion when | put it over on a tier?
I mean, i can't relate to -- Now I

realize they are not getting ne to pay for, you

know, 65 mllion or whatever it is. But from the
consunmer standpoint, an eyeball, to me it has the
sane eyeballs whether it is on the tier -- Now
unl ess they price it ridiculously. I don't know.

But to nme, that's not the problem They have the
sane viewership whether it is on a tier or whether
it is in a bundl ed package.

MR. FERREE: We'|l |eave that aside for
a mnute. The programm ng costs idea -- | nean,
you referenced the $10 programrng service or
sonet hi ng, sonme such. To what extent do your
service costs reflect a change based on the changes
i n programm ng costs?

In other words, you know, what is the
nmost expensive programm ng service that you pay
for?

MR, HOCOKS: Well, typically, sports is
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t he hi ghest priced service.

MR. FERREE: Okay. What percent age of
the overall -- if you have any idea -- of a typica
monthly bill captures that?

MR, HOCKS: Maybe a good way to | ook at
t hat : On the average, we probably charge 50 cents
a channel . I nean, if you collectively took our
services and then, when you get folks that are
charging three, four, on up -- | nean, if everybody
started doing that, you would have serious probl ens
in the bundl ed package.

| nean, you are either going to have to
-- | guess the problem | got is | don't know how
this systemis going to prevent nme from not raising
rates. | nmean, they talk about the rates will go
hi gher if we nake this change. Well, how are they
not going to go higher if we stay the way we are,
based on what they are doing right now?

That's why -- | think that's why we are
her e. That is what they have been doing. So I'm
not hearing today conpared to what. To ne,
conpared to what, we got the sanme problem where we
are sitting, except ny custonmer has |less choice. |
got a few big conpanies that are saying, trust us,
we know what the customer wants, and this works
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best for us.

So to nme, you got to do sonething about
this. This just can't continue. To nme, if you
don't do anything now, you are going to have ne
here next year. You're going to have ne next tinme
we raise rates.

MR. FERREE: Well, we can't have that.

But isn't there sort of a logical fallacy in all

of this, too, that for those who, as | have done,
have conpl ained that, well, you know, sports, for
instance, | don't want the sports pack. It doesn't
really matter, does it? | nmean, |'m paying for
cable service, the services that | get. And it's
true, | probably only watch 20 sone-odd channel s on

a regular basis, nmaybe even only surf to another
20, but whatever 20 those are, in my mnd, those
are worth what |'m paying. I nmean, that's how a
mar ket wor ks. Ri ght? Whatever | am paying for ny
cabl e service --

So I may think I'm paying for ESPN and
" m not watching it, but in fact, |'m paying for
Di scovery and A& and Bravo and the ones [|'m
wat chi ng, and |'m paying exactly what | think they
are worth.

MR. HOOKS: Ri ght . And as long as |
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can secure that value to you as a consuner, |'m
happy. But if | got folks dictating what the val ue
is going to be, where it is going to be placed and
what you are going to watch, and you don't have
say-so, |'ve got the threat of you turning around a
year from now saying, you know, |'m not as happy
about this package of services.
So ny challenge is |I know the group of
my custoners want a package of services. Li ke |

said, it's the Anmerican way, and | want to continue

to provide that the best value possible. | f
sonething is going to interfere with that, I'm
going to be up here fighting, and | see this

interfering with it.

MR. FERREE: Thank you, Ben.

MR.  HOCKS: I'"'m sort of passionate
about it. I'ma Texan, too.
MODERATOR GOLANT: l"d just like to ask

sonme questions about nust-carry retransm ssion
consent. If you had your choice, what would you
like to br oadcast to select nmust-carry or

retransmn ssi on consent ?

MR. HOOKS: Wel |, l've al r eady
supported nust-carry. | think free over-the-air
television is wvery inportant, and | think in
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essence that is -- you know, we should all support
t hat .

Ret ransm ssi on, unfortunately -- so,
obvi ousl vy, I woul d pi ck must-carry.
Retransm ssion, | think, was a law that went into

effect that allowed networks to | everage an issue

to build a huge enpire. | don't think it provided
any -- (END OF TAPE 2/SIDE 1) -- for independent
network. It build huge enpires.

MODERATOR GOLANT: Now with regard to
the basic service tier, does your conpany offer a
lifeline or skinny basic or do you add progranm ng
to the pegged channels or the broadcast channel s?

MR.  HOOKS: It depends. Some of our
markets do have a lifeline, which typically is
br oadcast, maybe a few ot her channels. Yes.

MODERATOR GOLANT: The | ast question is
t his. This is from an article in Milti-Channel
News from October 20, 2003, from MKke Pansic
(Phonetic) of the NCTC, in which he says, "A la
carte is the future of cable.”" And he says, "There
are four mmjor changes that needed to be done to
allow a la carte a chance to develop: (1)
Programmers nust provider operators with an a la
carte rate for their services; (2) digital set-top
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boxes nmust fall below $50 per box; (3) Congress
must void the retransm ssion consent rules; and (4)
vendors nust develop retail billing prograns that
can handle an a la carte sales tactic."

Do you agree with those, and would you
add anything to those?

MR. HOOKS: | agree with that statenent
in general. I just don't agree that you can be
where we are and change tonmorrow. We got to have a
transitional way to get there.

There are equipnment issues. | think,

if you wait |ong enough and the equi pnment issues

will be resolved, which will put nore pressure.
But | guess -- In other words, look, | really fee
like we are partners with the programmers. It's
just that, if I was themand |I could take advantage
of retransm ssion and tying requirenents, | got to
tell you, |I would probably do it. | nean, why not?
I mean, |I"'mallowed to. So | would, and it builds

a big conpany, and you know, my stockhol ders |ove

it.

The fact is, it Is not in the
consuner's best interest. I think the key here is
ultimately | agree, and | think you will find big
and small wll say soneday a |la carte, very likely,
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is going to be the rule of the gane. But how you
get from where we are to where we got to get is
critical on how we review that.

MODERATOR GOLANT: Thank you.

MR. FERREE: Do they ever give you a
cash option on the retrans side?

MR.  HOOKS: Yes, that is discussed at
times. Yes.

MR. FERREE: Okay. You don't want to

say anything nore about the cash option?

MR.  HOCOKS: well, I think 1 said
earlier | support "nust carry." But, yeah, | nean
it conmes down to what is -- you know, how ny
custonmer feels about it. | nean, if |I feel like it
is a reasonable price -- | nean, | do pay sone

cash. You know, it's not unheard of.
| guess where |'d back up is |I've heard

statenents that the industry refused to pay cash,

and they wanted tie-ins. Well, | don't know what
i ndustry said that. | didn't. | don't like tie-
ins --

MR. FERREE: We are also told by the
broadcasters --
MR. HOOKS: I don't like tie-ins at

al |
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MR. FERREE: W are also told by the

br oadcasters that they offered cash options for
retrans in lieu of tied programm ng servi ces.

MR. HOCOKS: It really cones down to

what has the l|east pain, to be honest with you.

You know, |I'mstill trying to bring the best value
to my custoner at the lowest price, and all I'm
telling you, what's wong here, is this isn't
negoti ati on. It is kind of you got two options,

take it leave it; which one works best for you.

Now what kind of negotiation is that?

You know, |I'm trying to stay in business. ['"'m
trying to provide best | can to ny customer at the
| owest price, and this isn't negotiation. Thi s
isn'"t -- You know, | think retransmssion, if it

was just about a broadcast signal and it alone,
t hat works. But retransm ssion turned into this
huge conpany with nmultiple products and services
that they | everage to this consideration.

VMR.  WALDON: | just have one question.
Imagine if you faced a conpetitor who offered pure
a la carte programmng to his custoners. What
woul d your conpetitive response be in ternms of your
progranm ng offerings?

MR.  HOCKS: Well, in this imaginary
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world -- Well, | certainly want to do what is in

the best -- what is best for my consuner. So |

guess the issue is here, and what you would find

out real quickly -- if that was a major draw and it
is successful, 1'd certainly want to do the sane
t hi ng.

MODERATOR GOLANT: Thanks, Ben.
MR. HOOKS: Thank you.

MODERATOR GOLANT: Qur next speaker is

M chael W I | ner, Pr esi dent and CEQ, I nsi ght
Communi cations. Insight is the ninth |argest cable
operating conpany, serving 1.3 mllion cable
custoners |living in md-sized comunities in

Il1linois, Indiana, Kentucky and Ohio. The conpany
offers high definition TV, DVRs, video on demand,
two tiers of high speed Internet access, Vvoice
tel ephony as well as standard anal og vi deo.

Active in industry organizations, M.
W Il ner recently conpleted two consecutive terns as
Chai rman of the NCTA and continues to serve on its
Executive Commttee. He also serves on the
Executive Commttee of Cable Labs, on the Board of
Directors of G SPAN, the Cable Center, Walter Cates
Foundation, and the Board of Trustees for Wonen in
Cabl e and Tel ecomuni cations. Most inportantly, he
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is also a graduate of Boston University's College
of Communi cations, as am |. So I'm proud to have
an alumw th ne.

MR. W LLNER: \What year?

MODERATOR GOLANT:  1988.

MR. W LLNER: Much younger. And |
especially want to thank vyou, Ben, for not
referring to me in all those nice things that you
said as a "dunb pipe." But as Ben introduced ne, |
am M chael Wllner. | am the President and CEO of
| nsi ght Conmuni cati ons.

We have about 1.3 mllion subscribers
in Illinois, Indiana, Kentucky and Ohio, and |

think this is a wonderful opportunity for us all to

express our Views. We don't all agree with each
ot her, obvi ously. | think we all have different
busi ness pressures. W are all trying to seek

solutions to sonme very conplicated probl ens.

| listened very intensely to Ben's
testi nmony. Ben is a good friend, and he has
different sets of problens as a smaller rural cable
operator than we do, but the fact of the matter is
that retransm ssion consent was a rule that was
passed or a |law that was passed that had a set of
uni nt ended consequences that resulted in certain
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ampunts of market power consolidating into a few
| ar ge conpani es.

It is that very result that scares ne
and worries ne when we start talking about other
solutions to either perceived or real problens that
are out there in the marketplace wth the
governnment comng to the solution of creating sone
sort of an a la carte mandatory regine or a tiered
mandatory  regine, because there wll be a
significant series of unintended consequences that
will result in a trenendous change in the way the
American viewers receive their television and watch
their tel evision.

Most inportantly, let wus not forget
that this is an industry that started 40 years ago,
really got off the ground about 30 years ago, and
today, along with our conpetitors in the satellite

busi ness, serve over 85 percent of the Anerican

public.

That is one huge success story, and |
guess | always have to tell you, if it ain't
broken, let's not fix it. So | come at this

problem and this debate with a preconceived notion

t hat we have been pretty successful, and we should

| et the marketplace continue to rule the roost here
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and see how close to that magic 100 percent of the
i ndustry can get.

| also listened this nmorning, and there
were sone -- John was terrific. | didn't bring any
guava paste. | love comng to these things and
bei ng funny, and | have the really exciting task of
tal ki ng about converters and traps and technol ogy,
which | hope doesn't bore you to tears. But | do
under st and how i nportant the costs of t he
infrastructure will be as a cable operator if a
true a la carte regime or even a forced tiered
regime was put into place in a marketplace where
many of our custoners would need to receive devices
that they don't necessarily want or we would have
to install equi pnrent in a cable system that
actually is a step back fromthe digital transition
as opposed to noving toward a conplete digital
transition.

I am going to focus nostly on the

t echni cal and operational probl ens caused by
mandated a la carte. To provide such an
artificially i nduced mar ket i ng and packagi ng

regime, cable operators would have to spend really
signi ficant suns  of noney on technical and
operational nodifications.

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

126

This wll absolutely translate into
hi gher prices for all custoners, and that is even
if not one single custoner opted for a la carte
because we would have to put the security systens
in place to be able to offer it.

| think that the Booz Allen study shows
why, and our research as an operator and our
experience as an operator shows historically that
few woul d avail thenselves of this opportunity, and
a very large infrastructure cost would have had to
have been made in order to acconplish it.

Just briefly, you know cable services
are offered today through analog and digital
signal s. There are no a la carte anal og services
that | am aware of, other than the pay services
i ke HBO and Showtinme, which we do use traps for.
But those are single individual channels. and they
are very low in nunber, and that nmkes it
technically feasible to be able to wuse trap
technol ogy for those specific services. But if you
start mxing and matching the 60 or 70 analog
channels on an a la carte basis, we would start to
[ine up traps.

The entire drop would be replaced by a
series of traps along the way. They cause si gnal
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| eakage. They have signal degradation problens.
We are all operating two-way plants right now, and
have very high levels of technology requirenents
and service requirenents in order for our high
speed data business to work and our telephony
busi ness to work.

So the nore of these devices we put in
line, the nore capability that plant has of
basically breaking down.

So | don't believe that the use of
traps in an analog world is a step into the future,
and | don't believe it is actually going to work in
this world.

That brings ne to set-top boxes, and
there are a nunber of flavors of set-top boxes, but
let me give you one fundanental fact about set-top
boxes. There is a significant nunber of custoners
in the field today who choose the service they have
specifically because they do not want a set-top
box.

Those custoners in the past that we
have tried to force into a set-top box have reacted
very negatively to that fact. | think that there
would be a trenmendous displacenment in a |arge
nunmber of subscribers if the solution can't be a
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trap, so instead we try a set-top box solution.

We have to give those set-top boxes to
everybody unless you have one hybrid system put in
pl ace, whi ch i's - - you know, it i's a
technologically feasible in some systens where you
m ght have an analog and a digital sinulcast of the
anal og channel s goi ng out over the cable plant.

In that case, there could be sone
custoners who don't need a box, who want the anal og
channels. The problemw th that is not every cable
system has the <channel capacity in the United
States -- in fact, many don't have the channel
capacity -- to be able to afford the six or seven
or eight different channels that are out there that
you need to conpress the 50 or 60 channels so that
you can digitize them in the honmes where you want
to place a box.

A governnent mandated a |la carte regine
woul d force us to choose one of these sol utions.
So we could either choose the traps, choose the
digital-only box, force them on people, choose the
anal og-digital hybrid solution.

We could only have to deliver the box
to those who want the a la carte service, but that
woul d only be in systens that aren't already filled
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up to capacity, and that is not just Ben's systens.
Those are big systens in big cities that are
al ready at 750 negahertz that are providing super
hi gh speeds of HSI, high speed Internet access,
t hat requires bandw dth, or voice tel ephony service
which we are doing in four nmarkets already.
For us to be able to allocate another -
- Qur largest system is in Louisville, Kentucky,
and we can't allocate six or seven channels for
si mul cast right now, even though it m ght be a good
i dea. It is not available to wus wunless we
downgrade our high speed Internet service or take
away sonme of our telephone capability so that
custonmers can't have an alternative phone service
avail able to them over a cable system
So these are all very conplicated
i ssues, and these all nean that consumers at the
end of the day are going to have to pay, one way or
another, for all these things to work.
|"ve been talking wthout reading. So
| have to flip sonme pages here. There is one other
technol ogy, and that is interdiction. | am aware
that one vendor filed some coments with the FCC
suggesting that the technology is available that
allows you to block signals from going into
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peopl e' s homes from outsi de.

It is an addressable signal security
system It has been used by a very small nunber of
oper at or s. I think that there is a Ilot of
techni cal questions about whether or not this type
of technology can be introduced nationw de. It's
expensi ve. It requires an upgrade of plant,
because of powering requirenents for these outdoor
devi ces.

That has to be powered through the
coaxi al cable. A whol e series of other conflicts
cone into play with interdiction technology, and I
don't see that as a feasible alternative to the
current technol ogy where the security is inside the
hone.

The cable industry is a little bit out
of favor with Wall Street, to say it mldly, right
Now. I nean, cable stocks are selling at -- |
don't know if it is historical or hysterical |ows
in terms of nmultiples of cash flow. It is hard for
me even to crack a smle when | say that, because
it is very painful

That really does inpact our ability to
invest in our networks, raise capital. Remenber
the cable industry raised and expended $85 billion
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since the passage of the 1996 Act. Every tinme |
speak before a panel in Wshington, that nunber
goes up, because we are still spending it.

W did that wthout any governnent

hel p. We did It wi t hout any gover nment
i nterference. The '96 Act encouraged investnment
into the <cable industry. It encouraged the

mar ket pl ace to work, and it allowed us to rebuild
the plant.

The problem we have with Wall Street, |
think, in nmy view, is that throughout the latter
half of the 20th Century, we kept rebuilding our
pl ant, and we kept telling Wall Street this is the
| ast rebuild. We believed -- | nean, we weren't
I ying. We just felt that, you know, ny God, what
are we ever going to do with a 35-channel plant.
We don't have enough channels to fill it. But the
reality was, the nore capacity we built, the nore
people like Gerry Laybourne could be out there as
an entrepreneur, create a new programm ng i dea, and
bring it to marketpl ace.

In an a la carte world, Gerry Laybourne

woul d have wal ked into ny office, and | |ove her to
death, but | would have thrown her right out,
suggesting that | need another wonen's channel on
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my cable system in an a |la carte world. It just
woul dn't have worked, because our consunmers would
have never understood why they needed another
channel that did the sane thing that sonebody el se
was doi ng.

An even better exanple is news. Fox
News would never exist today in an a la carte
world, and it wouldn't exist, because everybody
al ready had CNN and MSNBC was going to |aunch, and
that was just repurposed NBC News. You know, in an
a la carte world, it would have been. And there
woul d be no room for the kind of investnent -- what
did you call Rupert earlier today? Roopadoop --
Rupert Murdock would have been able to invest in
order to create another news channel.

In fact, as we all know in this room
some of us |like Fox News, sonme of us don't |ike Fox
News, but nobody disagrees that Fox News is a very
different news channel than CNN.

So those are the kinds of cause and
effect results that we have to be very careful of
in order to solve what are very real business
problenms to Ben Hooks and to ne about rising cost
of progranmm ng.

You know, | know Ken doesn't watch
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sports progranmm ng. He has said it over and over
again. We hear him but the fix nmay be worse than
t he problem That is what we all have to be very
careful of.

Some of these solutions that | am
suggesting adds up to just about another rebuild.
You know, $85 billion was spent already. |'ve seen
estimates that the set-top box solution, i f
everybody got a set-top box, would cost nearly $40
billion.

| can tell you for sure, we can't do
it. The industry doesn't have the capital in order
to create an environment where we could raise that
capital in the private at-risk nmarket as we did the
first 85 billion in this 21st Century, and supply
boxes to everybody.

That is not to say that this problem
isn't working itself out. It isn't working itself
over ni ght. | agree with Ben that you certainly
don't want to do anything that just jolts the
mar ket. But we already offer tiers. W have many.

Qur digital customers have a sports and |eisure
time tier. They have a general entertainnment tier.
They have a novie tier. They have a Spanish
speaking tier. Those are small genre based tiers.
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We are using the technology where the
technology is available to us, and we are creating
tiers in a cost efficient, consuner friendly way.
We are not forcing anybody to take a device on top
of a TV that they don't want a device for. W are
not forcing anybody to pay for anything that they
don't want to pay for, and the market seens to be
wor ki ng.

As nore and nmore custonmers take nore
and nore digital services, there will be nore and
more flexibility available in the creation of new
products for us to be offering themin these tiered
ki nd of environnents.

Alittle sonething about a la carte and
too many tiers as a business prospect: We are
working really, really hard to do something really
sinple -- answer our phones. We understand how
inportant it is as cable operators, when custoners
have alternatives where to go for their cable
services, that we have to answer our phones not
with a recording but with a real Iive human being,
do so in a relatively rapid period of time, respond
to the call, go to the hone and do whatever it is
that the custonmer is asking us to do, and to nail
it the first time. W understand that.
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In this regime of a la carte or forced
tiering, to an extent that we can't be prepared for
it, we would have to either enploy so many people
t hat the infrastructure costs would be so
dramatically increased as a result of j ust
supporting that transactional type of services that
this industry just isn't prepared to support, our
custonmer service capabilities will be dramatically
inpacted to the negative because of all the
transacti ons.

It would take a CSR 25 mnutes to
explain half of the a |la carte services in an a la
carte worl d. Custonmers will want them expl ai ned.
They are not going to say, well, you know, two from
Col um A and three from Col um B.

Those things will take real time, have
real, real inmpact on the business and | think, at
the end of the day, based on our experience, wll
not provide the vast majority of consuners with the
type of service that has been so successful already
that 85 percent of the Anerican public is already
subscribing to it, or buying it.

| always like to go -- | sat one night
-- Qur little digital tiering schene was ny idea in
1999 when we | aunched digital, and I went to sone
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focus groups in, of all places, Peoria where |
guess everybody goes to Peoria to figure out what
M ddle Anerica is thinking, and we happen to own
it.

So we went to Peoria. So it was easy.

| sat in a room behind kind of a one-way glass
wi ndow and m crophones set up, and they knew there
was a whole group of people. But we had a focus
group of custonmers, and | did this nore than once,
but 1"Il use the Peoria exanple.

We asked them vyou know, what do you
think of the digital service, and we were doing VOD
already in "99 and early 2000, and we were doing
interactive services, news and information, and
they liked all that stuff and they were very
excited about it.

Then we asked them about our Ilittle
digital programm ng packs, and I wll tell you, |
have never heard a focus group conme out with a
different point of view than the one in Peoria,
I1linois, that said why are you confusing us wth
all that stuff; just give us the channels.

You know, | can meke a survey cone out
with any answer | wanted, and | agree with John
this norning again. You know, do I want it to be
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sunny or do I want it to hail? Well, | want it to
be sunny. Do you want to be able to pick and
choose your cable channels as an alternative to
having the <cable operator mnmake you take 60
channel s, sone of which you don't want? Well, 1'I]
tell you the right answer. " m shocked that only
67 percent of the people said that that's what they
woul d want .

The answer to that survey is | would
rat her choose the channels that | want. But when
you explain to the consuner the cost inplications,
the technical inplications, the box that half of
them don't want and that is why they choose the
| evel of service that they have and the types of
services t hat t hey have, and al | of t he
inplications, the social inplications we talked
about this morning, | don't think 67 percent of the
American people would be in favor of that, if they
understood that they would have to pay as nuch for
six or seven channels or eight or nine channels as
they do today for 60 or 70, and still have options
on top of that to get to the 200 and 300 channels
that are really up there and out there.

So | hope we don't find ourselves on a
slippery slope that we can't get ourselves off of.
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That is a very dangerous place to be when we are
messing wth an industry that has been so
successful and so creative in putting together the
richest, wdest ranging series of thoughts and
ideas and concepts that the Anerican people are
exposed to. Li ke no other society on the planet
Earth, we are exposed to those things, and that's a
good thing, not a bad thing; and we do it all for
about a dollar a day. That's not a bad thing.

That's my coments.

MODERATOR  GOLANT: |  have several
gquestions, but let me first ask this. In your
comments you said that a set-top box would cost
about $200 for you now. But | read an article in
Mul ti-Channel News |ast week that Conctast thinks
that there is a $50 box on the way. Can you --

MR. WLLNER: It's a different box.

MODERATOR  GOLANT: It's a different
box? Okay.

MR. WLLNER: And you know, the cost of
technology is com ng down. We understand all that.

There is going to be a day when an all-digital box

-- and it's got to all-digital -- will be avail able
for sonething |ess than $100. It mght be 70; it
m ght be 50. It mght be less. But that is not an

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

139

alternative that is available right now

Right now it will cost sonething around
$200, and that is because we still have to deliver
both analog and digital signals. When we take

anal og away, we are forcing a box into everybody's
home, and even though it may be nore cost effective
for me and for consuners in the long run, there are
a lot of consuners out there who are not ready to
stop using their television channel changi ng device
and getting a set-top box.

MODERATOR GOLANT: Ckay. Now one issue
we haven't dealt with yet, and that is content that
sonme people find objectionable on cable. I
understand conpletely what the cable industry is
doing in ternms of educating consumers and providing
free equi pment.

| just want to ask you: If I were one
of your customers and | wanted to block a cable
programm ng service, what would you give ne, and
how woul d it work?

MR. W LLNER: It depends on the system
and the technology in the system Now, you know,
if you -- We nmay have a | arge nunber of people that
deci de they want to block Oxygen. How about t hat
for an exanple? And if there is a |large nunmber of
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peopl e, wel |, you know, we m ght use trap
technology in order to do that.

Mor e i kely, t here may be sone
obj ection in Bowing Green, Kentucky, to MIV. You
know, we m ght stock a lot of traps, and we m ght
trap it out. But if it is a digital custoner, you
know, we can certainly use the digital technol ogy,
and it depends on the system the technol ogy, the
channel capacity.

There are a nunber of different ways,
but the industry is conmtted to doing this, and
doing it at no cost to the consuner.

MODERATOR  GOLANT: So if | wanted
equi pmrent for every single TV set for free, that
woul d wor k?

MR. WLLNER: The industry is commtted
to giving consuners the ability to bl ock any nunber
and any nunmber of television -- any nunber of
channels and any nunber of televisions in their

home in order to bl ock out certain signals.

MODERATOR GOLANT: And that includes
br oadcast stations as well. Right?

MR. W LLNER: Well, are we allowed to
do that, Robert, if a custonmer asks us to? | don't

think we are even allowed to block a broadcast
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station.

MODERATOR GOLANT:  Okay.

MR. W LLNER: Maybe there are one or
two that we shoul d.

MODERATOR  GOLANT: I have sone
guestions about video on denmand. | see by going
onto your website that one of your systens offers
sonet hing call ed Chism (Phonetic) Limted.

MR. WLLNER: AlIl of our systens do.

MODERATOR GOLANT: Oh, they do? Can

you explain that to ne, how it works?

MR. W LLNER: It is a package of VOD
progranmm ng that is put together by wvarious
pr ogr anm ng sour ces, i ncl udi ng, I t hi nk,

Ni ckel odeon and Di sney. You know, we are packagi ng
a number of prograns.

One of the things we |learned in sone of
our research is that -- | thought ny kids were the
only kids in the world when they were little that
could watch the same program 52 tinmes in a day,
over and over and over again, and this is the kind
of service where you pay a low nonthly rate, and
you have a VOD exposure to, you know, 50 or 100
titles for an entire nonth, and the kids can watch
them as many tines as they want.
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MODERATOR GOLANT: This is like a 3.95

fee?
MR. W LLNER:  Yes. Il think it is 4.95.
MODERATOR GOLANT: So it could be that,
because of our -- to your buy-through requirenment,

you buy Basic, and you can go straight to this VOD
service and get all that stuff?

MR. W LLNER: You have to have a
di gi tal box.

MODERATOR GOLANT: | under st and.

MR. W LLNER: And we have a very |ow
cost digital gateway service.

MODERATOR GOLANT: The service -- you
mean the box itself?

MR. W LLNER: The service is the box
and sonme things that are enbedded in the box, the
gui de, things like that.

MODERATOR GOLANT: Now | would like to
ask you: | read in Cable Wrld that there is a
trend toward not tying tiers together, that people
can buy -- you know, as you are about the roll out
the Para-T (Phonetic) in the Rockford, 1Illinois,
system that he wouldn't have to buy another tier
service to get to that tier
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MR. W LLNER: The what tier?

MODERATOR GOLANT: The Spani sh | anguage
Latino tier?

MR. WLLNER: Right. Right, right.

MODERATOR GOLANT: Is that correct? Am
| assum ng too nuch or --

MR. W LLNER: You have to start wth
Basic and digital, and then you can buy any tier
you want .

MODERATOR GOLANT: Okay. Very good. A
few nore questions, and this is in regard to the
basic service tier and the availability of
br oadcasting, as well as PEG (Phonetic) channels.

Can you tell me, what, if any, are the
costs for the cable operator to carry public access
and broadcast signals? Let's put aside our rate
regul ati on regine. I just want to know on a pure

cost basis, what does it cost to --

MR. W LLNER: To carry broadcast
si gnal s?

MODERATOR GOLANT: And public access
channel s.

MR. W LLNER: Well, | ook, you know, [|'m

not sure how to allocate all of the baggage that

cones along with retransm ssion consent agreenents
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to the cost of a particular network's carriage of
the local signal. So I don't really have an answer
for you.

MODERATOR GOLANT: | understand. | was
just trying to conpare this, because | see on your
Rockford system you have a basic service tier of
$8. 00, and on your Col unbus system you have a basic
service tier of $13.00, albeit on Colunmbus you have

Shop, NBC, QVC and TBS, whereas in Rockford it is

strictly PEG and broadcast. I am trying to
differentiate -- and excluding whatever |oca
franchise requirenments there are -- why there is a

di fference between those two of a $5.00 difference.

MR. WLLNER: Well, there are different
progranmm ng services avail able over those tiers of
service in different markets. Al of our markets
have different rates that are reflective of the
| ocal econom es and the |ocal conpetitive nature of
the business that we are in, in each of these
comrunities.

In fact, in Colunbus we have an
overbuild, but we have a higher cost basic service
than Rockford, which is nore reflective of the
service that we are offering.

Il will remnd you that, unless it is a
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conpetitive market, that |evel of service is stil
regul at ed.

MODERATOR ~ GOLANT: Ri ght . Ri ght,
because | am going through in ny mnd -- |'m been
thinking about this for ten years, ever since
com ng here and | earning about nust-carries. |If a
broadcast signal is free to you as an operator, it
is free to nme over the air with an antenna.

Then where is the cost com ng from that
| would have to pay for, because -- | just was
going to add: Direct TV used to have broadcast
signals in their local |ocal package separately for
a $5.00 fee. Now they roll it up. So it is nowin
effect $3.00 to pay for broadcast. EchoStar has a
$5.99 local broadcast package and, as | nentioned
before earlier this mrning with B Sky-B, they are

of fering broadcast signals for free.

MR. W LLNER: l'"m the dumb pip, if you
remenber. | have to maintain the pipe. | have to
provide free service for that pipe. Nobody who is

a cable subscriber calls up and gets billed for a
service call. There is a lot of infrastructure
t hat goes into supporting it.
Il will tell you that an $8.00 or $13.00
service -- that we are not nmaking any noney. I
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mean, that's just for the infrastructure and the
support of that infrastructure.

MODERATOR  GOLANT: | just need a
clarification on that. It's never conme through
that way in what | have read.

MR. W LLNER: Well, we are not naking

any noney there.

MODERATOR GOLANT: Ckay. Thank you
very nuch.

MR. W LLNER: Sur e. Go easy on ne,
Tracy.

MR. WALDON: One of the concerns with a
la carte is that consunmers will be unable to sanple
unfam | i ar progranm ng. Is VOD an answer to that?

| know you have sone recent experiences with the

Ani mat e Channel, and I'm wondering how that has
wor ked.

MR. W LLNER: We have a real education

problem with our digital custoners to get themto

use VOD. You know, it goes right back to the sane

argunment we are having about whether or not it is

easy to use and you surf through it, and you stop

and you like it, and all of a sudden you becone a
Vi ewer .

We are going to work very hard on that
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to education our VOD custoners. Il wll tell vyou
also that VOD is one of the narketplace solutions
to this issue as we go forward, and the nore and
nore VOD we can put out into the systems, the nore
and nore progranm ng consuners will have avail abl e

to themon what is essentially an a |a carte basis.

It's just it is not a linear channel. It's
di fferent.

So the market is working. The mar ket

is transitioning. It is evolving. Now we can give

it an electric shock and see what happens or we can
let it continue to very successfully evol ve.

Four years ago there wasn't a digita
custonmer in the cable industry, and today about a
third of our custonmers are digital. That's not
bad. That means people are volunteering to pay us
nmore in order to get nore services fromus, and VOD
is very much a part of that service.

We al so know that nore people that use
interactive services |ike VOD and other interactive
services, the lower our churn goes, to the extent
our own internal research has shown that the churn
rate for digital custoners who use interactive
service, primarily VOD, is about 60 percent |ess
than digital customers who don't use it.
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MR.  WALDON: Let's take your Col unbus

system You face an overbuil der there, and we have
had sonme peopl e suggest that nmaybe there should be
mar ket tests of either a la carte or thenmed tier
basi s. What woul d be your conpetitive response if
the overbuilder in Colunmbus was engaged in such a
test? Would you feel required to follow suit or --

MR. WLLNER: Not necessarily. | nean,
| do believe that that nopdel won't work wth
consuners w despread. If I am proven wong, | can
be proven wrong. | thought HBO was a |ousy idea
when they cane up with it, you know, 30 years ago,
and | was proven w ong. But | do not believe that
the net result of -- W're talking about two

different things, first of all.

If the nmarket dictates sonmething, |'m
okay wth that, and | wi | | respond to the
mar ket pl ace. | do that every day. | also wouldn't

focus particularly on Colunbus as ny conpetitive
mar ket . Every market is conpetitive. | either
have two conpetitors or three conpetitors, and |
don't really care how they are delivering their
service, but they are delivering a service.

So we will respond in the nmarketplace
to whatever cones at us. I think we are going to
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throw a few pitches, too, but what | wouldn't want
is for the market not to be the driving force here
but the government regulation being the driving
force, which then results in those series of
uni nt ended consequences that | think retransm ssion

can send is a wonderful exanple of.

MR.  WALDON: So you are confortable
with the retransm ssion consent process. You
woul dn't, |ike M. Hooks, suggest that all stations

el ect must-carry then, would you?

MR. WLLNER: Don't tenpt ne.

MR. WALDON: Ckay.

MR. W LLNER: W are here for a la
carte, right? Look, | think that there are serious
i ssues surrounding retransm ssion consent, but to
be frank, | don't see a path away fromthat in the
short term future because of the process we would
have to go through

I think -- You know, | agree with Ben
in the conplications that that regime has caused to
the Anmerican consuner, you know, the cost and
conplication.

MR.  WALDON: And you are carrying high
def signals for free. Right?

MR. W LLNER: We are carrying high def
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signals for free that are available to us for free.

If we pay for them we charge for them So sone
channels are on a high def tier -- right? -- and
sone are just on the -enhanced digital gateway
service, which includes high def and DVRs.

We, by the way, have deals wth, |
t hi nk, over half of the broadcast stations in all
of our markets to carry their high def. They were
all done in the marketpl ace. They were not done
with any governnent regul ation.

MR. WALDON: Very, very good.

MODERATOR GOLANT: Thank you very nuch

MR. WLLNER  Okay.

MODERATOR GOLANT: Last but not |east,
we have Gene Kimmelman, who is the Senior Director
of Public Policy and Advocacy for the Consuners
Uni on. He is responsible for the nmanagenent,
oversight of all nati onal public policy and
advocacy activities of the Consuners Union, who are
t he publishers of Consumer Reports.

He specializes in a wde variety of
i ssues, including teleconmunications, cable TV,
product liability, anti-trust |law and health care.

Prior to joining the Consumers Union in 1995 M.
Ki mel man served for two years as Chief Counsel and
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Staff Director for the Anti-Trust Subcomm ttee of
the Senate Judiciary Commttee, and prior to that
he was a legislative director for the Consuner
Federation of Anmerica where, during his 10-year
tenure, he directed CFA's legislative, regulatory
and judicial intervention prograns.

MR. KI MMELMAN:  Thank you. | am joi ned
today by Dr. Mark Cooper, the Research Director
with the Consunmer Federation of Anerica, who wl|
go through a detailed analysis of al | t he
f undanment al problems with the cable industry
sponsored study that was submtted in your record
and a nunber of other things that have conme up
t oday.

Why don't we look for a mnute at the
world from the consuner side. You' ve been hearing
an awful |ot about "if it ain't broke, don't fix
it," "the cable industry serves us well; everything
i's hunky-dory. We should |ove the progranm ng that
they dictate to consuners. We should all just be
happy with it," even though prices have gone up
about five times faster than inflation, if you | ook
at overall prices; and if you even give them full
credit for all those channels that they have added
to your cable service that nost people don't watch,
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they have gone up three tines faster t han

i nflation.

We don't hear from consuners that they
are happy, |'m sorry to tell the cable industry.
You know, | don't know. Patroni zing statenents

that two-thirds of the public really would like to
choose their own channels is sonehow to be
di sm ssed.

I woul d suggest to t he Feder a
Communi cations Conmi ssion that it ought to be taken
seriously as a problem for consuners. What they
woul d say when they actually get a new service with
a new price, you should survey them again.

These are nationwi de random sanples

that | think tell you an inportant story about how
consuners feel, and it is not just consumers.
| ndependent producers -- The Center for Creative

Voi ces in Media, independent producers in Hollywood
can't get their programm ng on cable and broadcast
net wor ks unl ess they sell out to the studi os owned
by the networks or owned by the cable conpanies.
They want a la carte.

Mnority programmers |ike the Black
Education Network, Christian Television Network,
Ur ban Broadcast Conpany, have all filed in this
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proceedi ng, saying the system doesn't work for a
| ot of mnority progr anmers, i ndependent
programers. They cannot get their channels on
cable. That is a concern.

A lot has been said here. | can't go
through all the msinformation, disinformtion.
But let ne just say a few sinple things about what
we are asking for, for consuners. We are not
asking for anything mandatory.

Like the small cable conpanies, we
would like to see an experinent. We would like to
see the cable and satellite providers who want to
offer consumers nore choices and the ability to
pi ck channel s have the opportunity to do that.

W want to see a basic tier that has
your | ocal broadcast stations, your public access
stations, preserved as a tier that consumers woul d
buy, and for digital custonmers -- as a starting
poi nt, digital custoners who already have a set-top
box don't need to buy one, don't need to rent one.

They have one. G ve them the ability to choose
any package that the cable operator and programmer
is offering, wants to offer, but also the ability
to choose individual channels.

Now you have heard -- Many things that
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Mark will talk about are really funny assunptions,
but it is amazing that today we |earn you need to
be in nore than 15 mllion homes to make it in
cable. 1 would like to read you sonething fromthe
record here at the FCC

| quote: "I am able to identify 12
basi ¢ programm ng services that reach fewer than 15
mllion subscribers -- reach fewer than 15 mllion
subscribers in the United States in 2000."

It goes on: "Al t hough sonme of these
services are relatively new, two of these are nore
than 10 years old -- nore than ten years, and four
others are at least six years old, and they reach
fewer than 15 mllion.” Then there is a big table
that comes with it.

This was a declaration of Stan Bessin

(Phonetic) for the cable industry, arguing that you

didn't need to be in even -- even 15 mllion homes
to make it in cable -- to make it as a programmer.
He wasn't the only one. Paul Joskou

(Phonetic) fromMT argued the sane thing two years

ago here for the cable industry. Seens to ne that

the cable industry today is saying that in a world

without a la carte, the FCC needs to inpose sone

nmore stringent ownership limts on cable conpanies,
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because that was why they were suggesting you
didn't need them two years ago, that you only
needed to be in a few homes, and so it didn't
matter if Concast and Time Warner were dom nating
cabl e.

There is sonmething really disingenuous
going on here in this argunent. Is it today? |Is
it two years ago? You know, | don't know. | urge
you to look at this very carefully. But what
consunmers want is really very, very sinple. G ve
t hem nore choi ce.

What the advertising community, M.
Mandel suggested, is that there are a | ot of people
who would want a package, and there are a |ot of
people in the programmng and cable world and
advertising world who would like to see packages
pronoted, and that is why we are suggesting keep
all the packages there. Keep themthere.

Ofer themin the same way that at the
grocery store sonmeone brings out a product and
tries to get ne to taste it. Maybe they would
offer a package free for a nonth, at a reduced
price, so that you didn't pick a la carte.

How many people would pick a la carte?
None of wus know, but it is not stupid for 30
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percent of people responding to a survey to say
that they don't want to go through the conplication
of picking all their channels. Probably nost
consuners don't want to go through that. But what
about the ones who do? Shoul dn't they have the
choi ce? Shouldn't they have the option? Shoul dn't
advertisers have the opportunity to advertise to
them directly 1in conjunction wth all t hose
mllions who will do what many Anericans do, buy
t he package, get the val ue pack.

Why the doonsday scenario? What is
goi ng on here? \Why the deception? Mandatory a la
carte will kill the world. Cable will disappear as
we -- Nobody as asked for nmandatory a |la carte.

Wiy don't the nunbers add up on how
many homes you need to be in? \What is going on
here? Well, isn't it interesting that, as rates
have skyrocketed, the conpany that owns ABC, the
conpany that owns Fox, the conpany that has
significant ownership stake in CBS, NBC, biggest
ot her cable provider Time Warner, Turner NetworKks,
dom nate in terns of the nobst popular channels
peopl e watch, that dom nate anong the top 10, the
top 20, the top 30.

What are they trying to protect? Their
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most  popular programmng, their control, their
ability to package, as M. Hook said, a lot of
ot her progranm ng that consuners don't want and
don't watch? |Is that what is going on here?

Seens to ne, it is tinme for the FCC to
ook at the real facts, to look at where the
advertising revenue really goes, to |look at what
fees are really paid from cable conpanies to
progr amrers.

Dr. Gooper will go through the details,
but for what we have suggested, we have gone back
and just elimnated some of the silly things in the
cabl e study, but we have used the core of what Booz
Al l en has put together.

Vlhat we find is that, for channels Iike
Oxygen which, by the way, do have a fair anount of,
| believe, Tinme Warner and Paul Allen, Vulcan
Charter Cable industry noney backing them -- For
channels like that that don't get rating points,
but that sone people want to watch, and the 50 or
75 after that, we have |ooked using their nopdel
based on how nuch people watch who are devotees,
how nmuch peopl e who are just occasionally watching,
and said how many people are they going to |ose
using these assunptions; what do they need? \What
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are the marketing costs? \What are the legitimte
costs here if you are looking at digital, not at
anal og?

Here is what we find. Consuners can
get nore diversity, and they can get all the
channel s they want, and these conpanies can renain
as viable as they are today. And for what they
| ose on a tier, based on this nodeling, you know
what ? They mght have to try to pick up, using
their assunptions, by charging alnost a dollar a
month -- alnost a dollar a nonth per subscriber to
get back what they m ght have |lost off the tier.
(End TAPE2/ S| DE2)

(Start TAPE 3/SIDE1l) -- be nice for
Anmerican consuners to have the option. Pi ck your
package or buy a |lot of these channels at a nore
reasonabl e price.

We are very happy that the Congress has
finally woken up to the consunmer concern about this
issue, and that the FCC is follow ng through. We
urge you to | ook carefully at the facts around this
i ssue.

Dr. Cooper will go through in much nore
detail the problenms with sonme of what you have
al ready had subm tted.
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DR. COOPER: Same facts, di ff erent

story. M. WIllner remnds us that cable offers
consuners choice and, as you see in Slide 1, there
are choices. But the consuners are required to buy
prograns in three huge bites.

You have to be expanded basic. You

have to buy digital tier before you get his true

choi ce. That is about $65 and 90 channels before
you get digital <choice. That's $65 and 90
channel s.

What we would like to do is to liberate
about $25 billion of choice from the shackles of
t hose bundles. You have to buy basic, and you have
to get a digital box, and then you get your choice,
and we think that 1is a mnuch nmore inviting
envi ronnent for independent programmers to conpete
in.

That is, you are not conpeting for the
scraps of consunmer disposal inconme after they have
spent $65 and been forced to swallow 90 channels.
You can conpete for the consuner's attention and
resources after 20 bucks and 16 channels. We think
that is a much nore friendly environnent.

The cable industry's doonsday scenari 0os
are sinply wong when applied to a m xed bundling
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scenari o. The academ c literature clearly says
m xed bundling maxi m zes wel fare.

The cable industry incorrectly clains
that forcing progranms into bundles increases val ue.

This is from the Booz Allen study. You will
observe that, since 2000, 26 channels have been
added to the average bundle, and there has not been
any novenment in penetration. That is from their
study conpared to two charts, 26 nore channels on
average, no increase in penetration.

The reason is obvious. Once the nunber
of channels in the bundle vastly exceeds the nunber
of channels watched, you are just slicing and
dicing fixed amunts of viewing tine. So that
viewing tine has not increased a great deal.
Again, this is from Booz All en.

The total ambunt of viewing tinme on
househol ds has gone up a little bit. It has
shifted fromover the air to through the wire and,
of course, we know that the sane people owned the
progranms in both cases, but the amount of view ng
time has not increased greatly.

In fact, the one thing that has
increased greatly is the price of the bundle. So
while you are adding more channels that al nost
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nobody is watching to the bundle, you can tell ne |
am having a reduction in the cost per channel, but
if you do the math on the cost per channel viewed,
the price is going through the roof. That is what
consuners are conpl ai ni ng about.

The average household watches fewer
than a quarter of the channels that they are forced
to buy in those three big bites. So their cost of
viewing is increased, and we put that in the
record.

Now the concentration of viewership
al so suggests that there wll not be a sharp
decline in the viewng if we nove to a |la carte
Agai n, these are conbining three of the studies put
in by the cable industry.

Sinply put, between 20 and 30 percent
of the viewers in any cable service account for 80
to 85 percent of the viewing, highly concentrated
Vi ew ng. Those are a statenent by Booz Allen as
wel | as sone of the other experts.

So that what happens 1is, given the
opportunity to choose, consumers wi | sort
t henmselves into three groups of custoners: The
devotees who really want to watch the stuff, and
account for all that viewing; the grazers who go
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across and view certain types of progranms and
wander through the pasture; and the captives, who
don't watch any of that stuff.

Those captives are fairly big. In the
hypot hetical in one of the exanples given by the
cable industry, they are over a third, 37 1/2
percent. So we wuld like to liberate those
captives and give them back real choice with their
pur chasi ng dol |l ars.

Now if advertisers are paying for
eyeballs and not blank TV screens, then they ought
to keep paying for those people who are actually
wat chi ng. One woul d hope that they are not paying
for blank TV screens. That is not very efficient,
but if they are paying for blank TV screens, then a
la carte is going to let them be nuch nore
efficient, because they wll start paying for TVs
that are it up.

Now | et ne briefly address M. Mndel's
comments, because they were nost interesting to ne,
and they actually help nme explain what is going on
her e.

Most nmen -- nost, not all -- live in
househol ds with wonmen. You m ght not have noticed
t hat . Most children, alnmost all children, live in
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households with adults. You m ght not have noticed

t hat . That is why you get cross-segnent view ng.
No surprise. And that is why you get lots of
grazers.

Booz Allen assunes 50 percent of the
people will still buy the bundle. Wel |, because
t hey are made up of these heterogeneous househol ds.

But of course, TV sells and advertisers buy
households. So |o and behold, this is not nystery
nor is it a reasonable assunption that everyone
will give up that bundle.

So the core of viewers wll remain,
with the grazers who are nmde up in these
het erogeneous households and the devotees who
really want to watch those shows, and we just don't
see how the sky will fall.

Now t he supernmarket analogy is perfect.

| thank you. The cable industry wuses the
greengrocer and the problem of, you know, if | want
to buy tomatoes, | go into the supermarket and buy
tomat oes. They don't make ne buy peaches.

Supermarkets never engage in forced
bundl i ng, because they face vigorous conpetition
from other supermarkets and convenience stores.
And you know what? That is the environment we want
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on that TV screen, the right to either buy the
supermarket or buy el sewhere. Not as rmuch
flexibility, because | don't have to go in the
super mar ket .

There is not enough conpetition in the
video industry to force an environnent that is
nearly as consuner friendly or econom cal ly
efficient as the supermarket industry.

A couple of other facts, and then |
will have a great deal of fun with those nunbers.
But let ne offer one other observation -- two other
observati ons.

One: I would encourage you to take a
| ook at the viewership of |ocal broadcast stations
during a weather event. I guaranty vyou, their
ratings go through the roof, probably increase an
awful lot nore than the Weat her Channel. So I |ove
t he weat her channel, but the notion that sonmehow or
another that's the only way | am going to get that
information, | think, m sses the point. Everything
goes up that serves the news purpose when there is
an event, and | challenge M. Mandel to give ne
t hose dat a.

Cunes are interesting. The cunes are
far | ower than the reach for those channels, and if
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advertisers are buying 24/7 advertising to get the
cune, | am going to help them get nore efficient,
because that is a pretty expensive way to go.

Now | et nme just nove on to the -- One
final point. W actually prepared this, but | used
his observati ons. This is again from the Booz
Allen -- This is froma different witness. This is
from | believe, the affidavit of Owen.

W have here a plot bet ween the
di stribution of subscribers, in the top, and ad
dollars, and ratings in the bottom graph, and ad
dol | ars. Anyone who knows statistics, there is a
very strong direct Ilinear relationship between
viewers and ad dollars, much stronger in a nmultiple
regression t han t he relationship bet ween
subscri bers and ad doll ars. If I ran a nultiple
regressi on, subscribers wouldn't even count.

Second observation on that graph, 25

shows, about 25 percent of the shows account for

over 80 percent of the ad revenue. Hi ghly
concentrated ad revenue. We know the 25 shows.
They have been the same forever. It's the big five

or six that a previous w tness nmentioned.
Third observati on: Getting 80 mllion
subs doesn't do you a damm bit of good. You can be
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down at the 20 mllion level for advertising or up
at the 800 mllion level for advertising. But
subscribers is not what this is about. Eyeballs is

what this is about, and let's not forget that. I

have already shown you why you don't |ose your

eyebal | s.

Now given the fact that the sky doesn't
fall in terns of viewers and subscribers, the price
doesn't go through the roof, folKks. The six and
ei ght bucks you have heard are sinply wong. | f
you back out sonme of the costs, we are down -- Gene
menti oned the buck. That's a whol esale cost. The
retail price would be in the couple of dollar
range, which is what we observe all around the
wor | d.

But et me go on now and | ook at the
other costs, briefly |look at the other costs. We
sinmply do not believe that you have these mnmssive
costs of unbundling. Qur proposal is to let
digital custonmers who have set-top boxes get that
choi ce.

The industry is one-third there. I n
fact, more than 50 percent of American househol ds
al ready have digital, if we throwin satellite, and
t hose Dboxes, as | understand it, are addressabl e.
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If there is a problem of multiple TVs
in a residence that need to be dealt wth, the
answer is, of course, sonething that has dawned on
the rest of the digital world, a router which wll
t hen acconmodate all the TVs in the house. So what
we have in the analysis here is a $500 solution to
a $50 problem

W are also skeptical about t he
custoner care costs. Remenber, nore than half the
househol ds in the country have already mgrated to
digital, and they've got the headache, which you
can gladly give us, of mmking all these choices,
just like in the supermarket.

So the custonmer <care costs -- The
start-up costs for those systens who are already
selling VOD have already been incurred and, if you
| ook at the structure of nonoperating expenses --
non- progranmmi ng operating expenses, excuse ne, they
went way up in the late Nineties when the cable
operators introduced their nore conpl ex product.

They have now begun to decline and
stabilize. So this catastrophic increase in
customer care costs is based on an erroneous
assunpti on.

The opportunity cost of spectrum -- we
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have our doubts. Not all systens are filled, and
we know that |ots of systens have |lots of prograns
t hat cannot possibly be generating any revenue for
the cabl e operators. One, no advertising revenue,
nobody is watching, no subscribers. We have
already seen that the last 26 have alnost added
none. So there is plenty of space in ternms of
val ue to give custonmers sone choi ce.

Well, then the |ast cost we do cone to
is the question of the marketing and other
approaches of the networks, and there is no doubt
that there will be a little bit of a chance. But

we don't |ook out at this current system as a

success.

Ms. Laybourne is a drop of success in
an ocean of utter failure. Think about it. Wnen
control half -- They are half the popul ation. We

are told they control a lot nore than half the
di scretionary incone, and she is the only station
serving wonen, and she is partly owned by the cable
oper at or s.

W had a black station come in and a
Hi spanic station cone in, and the paucity of the
representation in this marketplace is an utter
failure, in spite of a couple of droplets of
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success.

So from our point of view, we believe
that the opportunity expands. People who have been
priced out of t he mar ket wil | cone i n.
| ndependents will be able to conpete for consuner's
doll ars and attenti on sooner.

The | arge, expensive cable operators
will, in fact, have to start to discipline their
pricing, because there is a threat that, if people
opt out of those bundles because of a high price
and their own shows are not chosen, they will begin
to run the risk of having a |ower quality product.

Ri ght now, they don't have to worry about it,
because it is all cramed in the bundle.

Cable operators are 64 percent nore
likely to carry prograns they own, and the
broadcasters have |everaged their rights of
carriage into rates of penetration, advantageous 46
per cent. The independents who don't have an
obligated right to carry have been squeezed out of
t he mar ket pl ace.

Finally, let me be clear. We reject
the notion that, because cable regulation in 1992
failed -- and this is all over the coments -- a la
carte nust fail because it is regulation. Let's be
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cl ear. The 1992 Act was a weak set of regulatory
rul es, badly applied by the Comm ssion, and you can
read our comments explaining what you should have
done.

But let's be clear. A la carte is not
very intrusive. It sinply says make the choices
available. But it is nmuch nore potent, because the
discipline in force is the consunmer's preference.

So when we |ook at mxed bundling --

remenber, m xed bundling; anybody talking about

pure bundling, throw their coments out. They
don't count. M xed bundling creates a blue sky.
The sky doesn't fall. Thank you.

MODERATOR GOLANT: Thank you very nuch.
Let ne read sonething to you. This is report
Nunmber CS95-29 Cable Services Action, Decenber 1,
1995. It is a press rel ease.
It says: "Comm ssion affirnms that
Adel phia cable value package is subject to rate
regul ation." And it says in here, "Adelphia
restructured its service to subscribers on August
30, 1993, just prior to the effective date of
Comm ssion regulations which at the time generally
required cable operators to reduce rates by about
10 percent. Adel phia's restructuring involved the
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renmoval of 32 channels, or 64 percent of total
channels offered, from rate regulation, and the
offering of these channels individually and in an a
la carte package called Cable Value. The Cabl e
Services Bureau found that Adel phia had intended to
evade rate regulation by renoving 32 channels from

rate regulation, thereby elimnating the entire

cabl e programm ng service tier. The Bureau al so
found that Adel phia's per channel offering" -- and
this is the inportant part -- "did not constitute a

realistic service offering, particularly since
fewer than one percent of subscribers chose
i ndi vi dual channel s instead of the package.
Accordingly, the Bureau required that the channels
conposing the Cable Value package be counted as
rate regulated channels for the purposes of rate
justification as of Septenmber 1, 1993, and the
Conmmi ssion affirmed the Bureau's decision in full."

So let nme ask: Was the Conmm ssion
wrong at that tinme in its decision?

MR.  KI MVELMAN: Absol utely not. That
was a sham The |law all owed any cable operator to
avoi d absolutely rate regulation if it would offer
a channel on a separate basis to consuners. That
i's not what Adel phia did.
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They said they were offering them
separate, and then they were packagi ng them agai n,
and they were jacking up the price of the package.
That is what the Comm ssion found to be not real a
la carte.
Interestingly, no one in the cable
i ndustry -- and you have heard how nmuch they hat ed,
absolutely despised, rate regulation. That was the
last time the sky fell. Right? It was absolutely
going to kill them Nobody there was willing to do
a real legitimate a la carte and avoid regul ation
al t oget her.
Mark's point is still inportant here.
The opportunity to control what consumers get to
see and how they get to see it apparently is even
nore inportant to the cable operator than having

t he governnment set the price.

DR. COOPER: | mean, the point is that
you are talking about what | referred to as weak
regul ation badly regulated -- badly witten. The

fundanmental logic of a sinple obligation to make

all prograns available a |a carte that are in

bundles to this class of custoners who al ready have

or are likely to have, if they want, the digita

capacity is a conpletely different beast.
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You don't have to regulate rates,
al though I think I want to understand who gets to
set the a la carte price, because | think the
programmers ought to have a |lot of say about the a

la carte price, depending on the product that they

have. But you don't have to regulate prices at
all.

You don't have to tell anybody to do
anything except make them avail abl e. That
unl eashes, in our view, that powerful force of
consumers.

MODERATOR GOLANT: | have sonme other
stuff to read. This is from Wred Magazine from

June, and it is an interview with Gen Britt
(phonetic) from Time Warner. The question is this
fromthe reporter:

"Cable and satellite are in cut-throat
node. Couldn't a la carte be an opportunity for
you to differentiate Tinme Warner Cable from its

conpetitors?”

M. Britt's response was: "I'f that is
what people wanted, vyes. But the assunption is
wWr ong. Every tinme we have tried to offer nore

packages with fewer <channels, nore toward a Ila

carte, consunmers always went for the big packages.
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Peopl e actually like this service, which is why 90
percent of the hones in the country buy it."

Any response?

MR.  KI MMELMAN: Well, | mean, as we
poi nted out before, it is not illogical that sone
consuners |ike a package and don't want to worry

about picking everything, but that 1is not all
consuners. The notion there that it is
cut-throat conpetition driving it -- What we are
finding is, there are only two satellite providers
trying to conpete with cable. One of them owns and
is owned by a television network that makes its
nmoney selling progranm ng, and it wants to drive up
the price of progranm ng.

The other satellite provider has to buy
t he sanme package of progranm ng that M. Hooks was
conpl ai ning about before getting sort of shoved
down his throat and having to raise prices for his
cust oners.

So we have a fundanental problem there
that in this market structure no one, or very few
peopl e, have incentives to even nore to a la carte,
but you have an offer here from sone broadband
providers and small cable which we hope you wll
take them up on it so that we can start an
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experiment and see what happens.

MODERATOR  GOLANT: Okay. Two nore
questions, and I will turn it over to Tracy. First
is -- and | am amazed that satellite has gone

virtually unscathed in this whole debate so far.
Do you have the same concerns about satellite rates
as you do for cable rates?

MR. Kl MVELMAN: We have significant
concerns about satellite rates. As | nentioned,
you have News Corp. owning Direct TV, being a
tel evision network with stakes in dozens of cable
channel s, Fox News Channel, its own TV network,
bundl i ng that programm ng, driving up prices.

The Comm ssion inmposed sone appropriate
[imtations in that nerger on how they could behave
vis a vis cable, but nothing to control the price.

Wth one of the two satellite conpanies, the only
two out there, that interested in driving up prices
of programm ng, we are very concerned that we are
j ust on an escalator curve here or prices
continuing to up and up and up, even with satellite
out there.

DR. COOPER: From our point of view,
the interesting thing about satellite is satellite
al l owed custoners to segnent thenselves along the
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lines that | have already talked about. So this
cut-throat conpetition thing -- you can't find it
in your data every tinme you look at it here at the
FCC, because the elasticity is in the wong
direction, or zero.

So there is not a lot of cut-throat
conpetition. But what satellite was before cable
had a digital package was a high volunme, high cost
product, and satellite won all of its market share,
or a substantial part of its market share, before
it conpeted with digital.

If you look at satellite custoners,
especially where they conpete with cable, what you
di scover is that three-quarters of satellite
custoners have sorted thenselves into the high
vi ewershi p market. They are the devotees. They
watch lots of stuff, and so they buy additional
tiers.

If you flipped that around anong the
 unch bucket cable crowd, they don't buy nuch
stuff. So what they've done is sort thenselves by
t echnol ogy between these two market segnents.

Qur objective here is to liberate the
captives who are down in the cable section, who
haven't mgrated to satellite, fromthe bundles and
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ties that cable inposes on them

MODERATOR  GOLANT: Ckay. My | ast
question is about whether conpetition could lead to
the same results you seek than any sort of
government intervention and regul ation?

I go and point to U S. DTV and Ennis
(Phonetic) Broadcasting who have planned or are now
planning to offer a nulti-channel video program
package via their DTV spectrum | printed out from
U S. DTV 's website the three channel |ine-up cards
that they offer in Al buquerque, Salt Lake City, and
Las Vegas.

Las Vegas offers 22 channels. I n
Al buquer que, New Mexico, there's 23 channels, and
in Salt Lake City there are 32 channels, all of
which are available to consunmers for $19.99 plus
t he cost of the set-top box.

Don't you think we should perhaps
recommend to Congress that we are better served to
take these brilliant ideas for the DTV spectrum and
pronote them as nuch rather than concentrate on the
a la carte debate?

DR. COOPER: Wwel I, | ook, we |ove
conpetition, and it has taken the people who hold
t he DTV section alnpost ten years to figure out that
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there mght be a business nodel out there that
m ght actually bring another pl ayer to the
mar ket pl ace. So we think you should encourage
t hem

We would actually suggest, too, that
cabl e open access would be a real neat way to go.
That would introduce inmmense conpetition in the
content market, if people could use that dunp pipe,
rent it at a fair price, and deliver content. That
would really -- W have supported that for five or
Si X years.

So we are all for conpetition, but it
is not -- It's time for consuners to get sone
relief from this bundle which has begun to eat
their wallets. So waiting for these other
technol ogies or waiting until | can out-I|obby the
cable industry on open access is not going to
provi de us any relief anytime soon.

MR,  KI MVELMAN: | would just like to
echo. We want the conpetition. | have to | ook at
their nodel as to how they choose the channels, and
again is there enough consumer input in how the
channels truly get selected.

Certainly, if broadcasters want to use
their digital spectrum to offer consunmers nore
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diversity or nore options that are not totally
under their control, wunder their ownership, that
woul d be a wonderful thing.

DR. COOPER: One other point is that |
woul d ask -- You should ask yourself the question

whether requiring a mxed bundling environment

hurts them As far as | can tell, it would not.
If they' ve got a product to sell, it should not
hurt them

So this particular type of approach, a
sinple obligation would not hurt their business
nodel or |ots of other business nodels floating out
t here. It would sinply break up the bundle for
cabl e consuners.

MODERATOR GOLANT: Ckay. | just wanted
to add that the programm ng services they carry are
all the broadcast services, ESPN, ESPN |1, Disney,
Toon, Food, Di scovery, TLC, HGTV, Lifetime,
Lifetime Movies, and Fox News, just so everyone

knows what the story is. Tracy?

MR. WAL DON: [0 make it bri ef
because, like the rest of you, | am getting hungry
here. But it appears that there are sone costs
that will go up under a voluntary m xed bundling

system al though the magni tude i s debatabl e.
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If such a scheme was introduced, who
should bear those additional costs? Just the
custoners who choose a la carte or all custoners?

DR. COOPER: Well, and it is one of the
points | was going to nake. In all of the studies
that you received from the cable industry and the
br oadcast industry, the assunption is that there is
not one ounce of inefficient fat or market power
abuse in the price the consumer pays today.

We suggest that there actually is a
substantial amobunt of excess in there that m ght be
conpeted away, precisely because the consumer has
now -- you are now show ng people the elasticity --
a better sense of the elasticity of demand for
i ndi vi dual shows. So sone of the really expensive
shows m ght come down in cost.

You may believe that the only way to
get a rookie football player to play hard is to
give him $42 mllion, which is funded by --
primarily by TV revenues, but you know what? He
may actually play harder for $1 mllion a year,
because then he would need a | onger career. Right?

So the point is that, by introducing --
It's inmportant, and we nentioned this in our
comments -- By introducing significant consuner
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sovereignty, by exposing programers and cable
operators to the real elasticity of demand for
i ndi vi dual shows, you may in fact squeeze out |ots
of costs and end up with |ower prices, not higher
prices.

MODERATOR GOLANT: Thank you very, very
much. It's been great. That ends our norning
session. We have an hour and a half break, com ng
back at 2:30 where we wll have our panel of
di stingui shed econoni sts present their views on the
worl d of bundling and other econom c theory. Thank
you.

(Wher eupon, the foregoing nmatter went

of f the record.)
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AFTERNOON SESSI ON
MR. : Okay, welcone to the FCC

This is the afternoon session of the synposiumon a

la <carte pricing in the <cable and satellite

i ndustries sponsored by the Media Bureau. We' ve
got a panel of academ c econom sts. Tracy Wal don
fromthe Media Bureau will be the noderator

Let me briefly introduce our speakers.

From MT Sloan School, Eric Brynjolfsson. He is

the Director of the Center of eBusiness there and

co-author of a recent book on wunderstanding the
di gital econony.

Qur second speaker is Gregory Crawford,
who is a professor at the Eller College of Business
at the University of Arizona and has witten
extensively on issues in the cable television
i ndustry, including bundling.

Qur third speaker is David Waterman who
is an old friend of mne from graduate school.
David is a professor in the Departnment of
Tel ecomuni cations at Indiana University and has
also witten extensively on nedia issues and also
cable television, including vertical integration
i ssues and cabl e tel evision progranm ng.

Qur | ast speaker is an old friend of

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

183

ours at the FCC, Steve W dman. He is a professor
of telecomunication studies at Mchigan State
Uni versity. He is the Director of The Quello
Center for Tel ecomrmunicati on Managenent & Law, and
al so has exam ned the media and tel ecommuni cations
i ssues and policy for many years.

So with those introductions, | wll
turn it over to Tracy.

MODERATOR WAL DON: | thank you all for
showing up for the afternoon session, and this
afternoon will be quite a bit shorter than this
nmorning. We plan on finishing up at 4: 30.

I want to begin by asking our panelists
about the current structure in the industry, the
way programmng is sold to consuners by cable
firms. | am going to start with Professor W I dman
who has done quite a bit of work.

Tell nme, Professor WIdman, why is
cable programmng sold as a bundle? Why  not

i ndi vidual ly?

MR. W LDMAN: Okay. You prinmed ne
ahead of time, and | am happy to respond to that
questi on. | mght nmention that, as we were sitting

here, Ken Ferree said that this nmorning' s session

was unusually lively and entertaining for an FCC
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session, and | think that nmaybe Tracy's objective
in putting four econom sts together in a panel is
to bring things back to nornmal.

In that spirit, | am happy to begin.
think Tracy called nme, because in a book that Bruce
Onven and | published in 1992 we introduced a sinple
model of bundling, program bundling, and why did
t hat make sense.

Basically, the economsts here wll
under stand this. In fact, nost people, | think,
who have been around studying cable issues for a
while will have seen the basic nodel, the bundling.

It is a way to effectively price discrimnate.

Now why is that? well, if we assune
t hat viewers differ in their val uations of
different prograns -- and |'Il take two viewers,
and you will see that nost of the exanples that are

worked out in the literature are two good exanpl es.

An extension beyond that is what Eric has done
nore recently with Bacose (Phonetic) that |ooks at
| ar ger number s of goods. But t he basi c
illustration comes fromtwo good nodels.

Assume we have John and Jan, and John
prefers TBS and is willing to pay five bucks for
it, and Jan prefers ESPN, is willing to pay two
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bucks for it. But turn that around, and we see
that John was willing to pay two bucks for ESPN,
and Jan is willing to pay five bucks for TBS. So
they have the sanme valuations, but they are for
di fferent products.

Now if you imagined that a cable
oper at or, or anybody selling progranm ng, was
selling each good individually, then you would ask
yourself the question: If I am going to sell TBS
to two people, | can charge at npbst two bucks.
"Il get $4 out of that. If 1 sell it to one
person, |'lIl get five bucks, charging a higher
price. Therefore, | wll sell to one person for
five bucks.

So you have two products sold at five
bucks each and generating revenue of $10. On the
other hand, if we sell it as a bundle -- and you

know, this is a contrived exanple, so they exactly

bal ance each other off -- you know they value
different programs. Each of themis willing to pay
$7 for the bundle. So you sell it as a bundle, and

you are getting back now $14 rather than 10, and
that's the econom c notivation for bundling.

It is a way of creating a honogeneity
in the demand for the bundle that doesn't exist in
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the underlying demand for the individual products
or the individual elements of the bundle. So it is
artificially created in a sense, but it is natura
in the sense that it arises in all sorts of
mar ket pl aces.

Now how do we |ook at that from an
econom ¢ perspective? There is no -- You know,
econom sts are criticized for saying on the one
hand and on the other hand, and this is a case
where we have plenty of hands.

It is easy to construct exanples in
whi ch bundling will increase consuner welfare and
it wll increase profits as well. Total surplus
goes up. It is also easy to construct exanples in
which profits will go up, consuner surplus wll go
down, and in which total surplus goes up. |In fact,
that is a fairly common result, to find that total
surplus goes up. The conbination of profits or
total benefits created above cost, the conbination
of profits and consunmer surplus goes up. The nore
that goes to the producer than to the consuner.

So the consuner's share nmmy actually
decline, although it is not necessarily an outcone.

You can also find situations in which you nmay
actually find a decrease in welfare from bundling.
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Econom sts, by and large, tend to view
price discrimnation as sonething that tends to
pronote efficiency, because you are picking up
sonebody with a marginal val uation. In this case,
it is two people wanting to pay two bucks that
woul dn't have taken a product before. They are now
buyi ng sonething, and you are getting a transaction
t aki ng place that woul dn't have occurred ot herw se.

So in nost cases, although not all,
econom sts tend to t hi nk t hat t he price
di scrimnation, whether directly or indirectly in

this form tends to increase welfare and is a good

t hi ng.

Now it is inportant to note in this
exanpl e that neither consuner Is paying for
sonmething that they didn't want. If you offered

the two conponents of the bundle by thenselves at
five bucks, of course, they would say | don't want
the other one; I'mnot willing to pay five bucks
for the one | amonly going to pay two for.

On the other hand, when you say are you
willing to pay that increnental extra two bucks for
it? Yes, we do want that. So people are getting
things that they do want.

Now it is possible -- and, of course,
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the real world is nore conplicated than that, and
nost people don't watch all the services avail able
in their basic or expanded basic cabl e package. So
sone people probably don't want everything that is
there. But nevertheless, you are still aggregating
over a larger nunmber of heterogeneous consumers,
and the basic logic is still there.

You aren't paying for sonething you
don't want, although sonething you may not want is
there, but it is a way to bring people together,
simlar to a newspaper where my w fe never reads
sports, I never read t he Li vi ng section.
Nevert hel ess, we both want the paper, and given the
cost of distributing it individually, the sections
i ndividually, we are better off taking the package.

Things that go beyond the basic bundle
are questions about what this mght do to
progranm ng quality, and the work that David and I
have done in the past -- and you go back farther,
Bri dger M tchel | (Phoneti c) and Bob Crandall
(Phonetic) really nodeled, although they didn't
exploit them -- clear indicate that the |arger the
audi ence avail able or the revenues available for a
progranm ng service, the greater the conpetitive
incentive to invest in the quality of the program
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So to the extent that the bundling does
increase the total revenue, then you would expect
that to be reflected in better quality progranmm ng.

How nuch of that goes to consuners, how much goes
to producers and distributors is another question,
but there should be a positive effect on
programm ng quality.

It is inportant also to note, | think,
that the nodels that we are looking at, for the
nost part, are not nodel s of conpetitive
si tuations. VWhat Owen and | did and what nost of
the work that has been done since largely deals
wi th nonopoly bundl ers.

The work on what does it nean to
conpete in bundles and what does that produce
really is relatively undevel oped.

I think I"Il just stop right there.

MODERATOR WAL DON: One of t he
interesting things | notice in the U S. industry is
that all firms appear to offer bundles. No firmis
offering a |la carte channels. | wonder, why do we
see that? Wiy is it that conpetitors, who have had
to enter in and conpete against an incunbent with a
subst anti al mar ket share, haven't tried this
newf angl ed t hi ng?
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l'"'m wondering if maybe Eric has sone
t houghts on this, given sone of your work.

MR.  BRYNJOLFSSON: Sur e. Let nme say
first, | agree very nuch with what Steve said in a
very nice sunmmary of things. | want to highlight a
special characteristic of cable TV, which is that
what they are selling are information goods. These
are goods that have a lower, virtually zero,
mar gi nal cost but a high fixed cost.

In the work we have done, a lot of it
with ny colleague, Janis Bacose (Phonetic), we
really focused on these information goods, and we
find that bundling of information goods is really
very different than bundling of other kinds of
goods.

| heard sone discussion this norning
about supermarkets and what-not. The real
difference cones fromthe fact that, when you sel
an information good, if you provide an additional
channel or sonmething, there is very little real
cost to doing that; whereas, if you provide carrots
in addition to cucunbers, there is a real cost if
sonebody doesn't |ike one or the other of those
veget abl es.

As a result, the cost side of providing
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a large nunber of channels is very low, but the
benefit comes mainly from | think, these price
di scrimnation features that Steve highlighted; and
those price discrimnation aspects becone nore and
more powerful, the bigger the bundle is.

As a result, you are able to reach
consuners wth products that normally would be
priced out of the market by offering them a bundle.

Therefore, the total pie does get nuch bigger.

| wanted to sharpen sone of the things
that Steven said and say that, while you can
construct exanples where things go in different
directions, when you work with very |arge bundl es,
as a lot of ny work has focused on, there tends to
be an overwhel m ng preponderance of cases where the
total welfare grows -- the total size of the pie
grows, but the share going to consuners tends to
get smaller, and the share going to producers tends
to get larger.

So dependi ng on how you want to weight
things, if you want to take a strictly consuner
point of view, this could actually be a bad thing.

My owmn work tends to treat it in a nore bal anced
way and |l ook at the total side. But to answer your
question directly, with any kind of information
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goods it tends to be nuch nore profitable and you
tend to get nmuch nore market share if you offer a
| ar ge bundl e.

MODERATOR WAL DON: We have heard a | ot
of sort of talk about theory and how it mght go
this way or it mght go that way. Actual ly, | am
wondering which way does it really go? Professor
Crawford has done sone work on that, and 1'd |ike
to hear what you are finding and what you find
difficult about nmeasuring things in this industry.

MR. CRAWFORD: Thank you for the
envi able task of saying which way it goes. So |
think that question is a very difficult question,
and in ny comments | am going to try to highlight

in part why it is so difficult.

The key elenents, in my View, of
figuring out -- A lot of questions have been raised
this nmorning about, well, what will the world |ook
like if we went an a |la carte -- either a m xed or

a pure a la carte kind of world?

The key elenents, in ny mnd, to answer
that question are the nature of demand and cost,
and in particular demand by consunmers for the
i ndi vi dual networks offered by a cable system as
well as advertising demand for eyeballs for the
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househol ds that watch those networks. Then on the
cost side, of course, there's the affiliate fees to
the program networks as well as any actual costs
from unbundling to the system

So nmuch of nmy work has been focused on
the consuner side, the retail side, trying to
estimate -- | have done a fair bit of work
estimati ng demand for bundles, but it is a far cry
estimting demand for bundles from backing out the
demand for the individual networks that conprise
t hose bundl es.

In part, as you can imagine, there is a
fairly rich array of networks offered on cable
systens, and those networks do vary quite a bit.
But you are still trying to tease out 40 or 50
effects from purchases of a single good.

So what do you do? So | would actually
-- So in some of ny work | have suggestive results,
and the results that | have found coincide with the
i nplications suggested by Steven and Eric, that in
what | have found, if you estimte demand for
bundl es and then you calibrate a nmodel which makes
certain assunptions -- so we are relying on nore
assunmptions here in getting the specific answers --
you do find that, in fact, consuners are worse off,
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firme are better off, and the gains to firns
out wei gh the | osses to consuners.

But it is a far cry from doing
simul ations of the sort that | just described and
actually going and actually estimating specific
demand for ESPN, say, and the specific demand for
TBS.

So in sone of the earlier comments that
were raised this nmorning by industry participants,
there was the idea that systems should Dbe
encouraged or at l|east be given the option to
experiment, to try offering alternative bundl es.

From an academ c econom st's
perspective, that is wonderful. That is exactly
the kind of data that we would need to actually
figure out what is consuner demand for each of
these networks, and that would allow one to
effectively begin to answer or begin to address
this key question of what would happen in these
al ternative scenari os.

So just to conclude, you know, | find
strong evidence of the general theoretical effect,
but when you get to specific nmagnitudes, which is
what really matters if you are going to take it in
a policy direction, there is still nore that needs
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to be done.

MODERATOR WAL DON: Prof essor Water man,

| want to ask you about quality of the programm ng.

Professor W I dman has suggested that the ability
to gain |arge amounts of revenue through bundling
| eads to inprovenents in quality. What are your
t houghts on that?

MR.  WATERMAN: Well, | can answer at
least indirectly. I'd like to express ny outrage
that so many people have left after the norning
session. They knew the econom sts were com ng.

Well, vyes, | think program quality is
sonmet hing i nportant, and there are sone significant
effects about this. Let nme address that by picking
up on what | think is another reason for bundling
t hat goes on, which | think perhaps even has a nore
i nportant enpirical effect than sonme of the things
that nmy col |l eagues have articul ately expressed.

That IS t he rel ati onship bet ween
advertising and affiliate fees. There's kind of a
difference in incentives of the program suppliers
and of the cable operators that | think induces a
| ot of the bundling to occur.

Cable programming networks are |ike
magazi nes. They get noney from advertisers, and
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they get noney from subscribers. The cable
operators pay those fees back to the program
suppliers, but from t he cabl e oper at ors

perspective, they don't care about the adverti sing.
They only care about the increnmental value to
attracting nore subscribers who give them cash on a
nmont hl'y basis for subscri bing.

Because of this kind of asymetry,
there has been -- A long tinme, there has been a
conflict between what the cable programrers want
and what the program -- what the cable operators
would like to provide, because at the wupstream
|l evel the <contracts often require or typically
require that the program services be carried on
certain tiers, like a basic tier, like ESPN w |
say it has to be in a |lower tier or else we have to
get a far higher affiliate fee.

The reason that they are doing that is
that they get a large anmount -- perhaps the
majority as a whole in the cable industry gets a
maj ority of their inconme from advertising. So even
t hough, as M. Hooks said and sone others said,
that they would like to create, you know, a sports
tier, for exanple, and ESPN on it, this would have
a very detrinental effect to ESPN;, because when you
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put it on a digital tier, the nunmber of subscribers
-- the nunbers of viewers goes down, and that
affects their advertising rates substantially.

So t hey write t he contracts to
basically prevent the cable operators from doing
this kind of activity. So all these analog
channels basically wite their contracts in ways
that the operators are pretty much forced to put
them into bundles. There's a |lot of other reasons
for bundling this.

This probably has a pretty -- (END OF
TAPE 3/ Sl DE1)

START TAPE 3/SIDE2) -- the advertising
revenues of ESPN, because advertisers want networks
t hat bl anket the U S. and that reach at |east, you
know, a very high percentage of the markets in the
U. S But if you start putting these on digita

tiers, that is going to shrink.

W did a study -- | think it was
published in 1999 -- that shows that there is --
Actually, if you restrict, say -- If you cut the

audi ence of a cable network by 10 percent, that not
only reduces their advertising revenues by that 10
percent, but they suffer a 13 percent additional
decline in the rates that they are able to charge
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advertisers, which neans they have a 23 percent
drop of their advertising incone.

So | think that, if you -- You know,
when you nove to an a la carte system that one of
the very substantial effects is that you would
substantially reduce the advertising revenues
com ng back to cable networks, and a |ot of that
nmoney would go into broadcast and whatever.

So the total pie would decline. I
think that that is one of the reasons that the
programers, you know, are so worried, really,
about the a la carte.

There are sone other strategic elenents
going on in terns of why the programmers require
bundl es and do sone of the kind of things that M.
Hooks tal ked about, which are very interesting.

There's a whole strategy of network entry and how

to pry your networks into the market. One of the
reasons they tie them | think, is to facilitate
t hat .

| have already talked too long, but |

will just summarize by saying now that what this

would do is -- tie back to the quality issue -- is

that the revenues of the networks would go

substantially down probably, because -- if there
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was a substantial amount of a la carte pricing, and
that would tend to lower the quality of the
net wor ks, because they would have sonmewhat | ess
noney to pay for programmng, and it could cause
sone exit and whatever.

There are sone good things about a la
carte pricing that | didn't get to. So | don't
want to leave the inpression | am just hitting
whol e hog against it, but this advertising factor
is something pretty significant, | think.

MODERATOR WAL DON: Geat. W wll talk
about the positives of a la carte later. I
encourage you to keep letting us know about that.

One of t he suggesti ons t hat - -
Actually, | should ask, does anyone else want to
chime in with nore?

MR. : Il would just follow with
one thing in ternms of the advertising, that the
advertising does affect the rates that subscribers
pay. If you think about the negotiation between a
cable network and a cable system operator, and you
are asking what is the nature of that negotiation -
- and there's added value that is created by that
i ncrenmental network.

What you are negotiating in negotiating
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a license fee that is paid by the operator is the

division of that increnmental value. So if you
think of it as only the subscriber fees -- and we
tend to - - you know, econom sts tend to

conveniently assunme bargaining where vyou divide
that in half.

So suppose there's 10 cents a nonth
there that is actually added in increnental val ue.

Then the operator would pay -- wuld sort of
collect half of that and pay only five cents to the
cabl e channel .

Al right. Now we add another 10 cents
in advertising, and you are dividing that as
incremental value that is created as well. Five
cents of that goes back to the operator, and that
offsets part of the rate. So the rate in this
exanple | just concocted beconmes zero, but you do
end up with lower rates paid, because there's
advertising invol ved.

Now there is a study that Dertusos
(Phonetic) and | did a nunber of years ago that
pretty clearly denonstrated that. So when we are
tal king about the advertising consequences, it is
also inportant to note that there is a rate
consequence as well.
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MODERATOR WAL DON: One of the proposals
that has been advanced is the concept of thened
tiers. As we have just tal ked about, one of the
benefits that firms find from bundling is conbining
toget her consuners with different preferences.

Do thened tiers have an advantage when
they are thenmed, neaning offering simlar types of
progranm ng, or do sone of the benefits of bundling
t oget her the channel s di sappear in that instance?

Il will throw it open to anyone who
wants to tackle that one.

MR. : Yes, |I'm happy to say a
little bit about it. Clustering together simlar
goods makes a | ot of sense when there is a marginal
cost to having a product that you don't like in the
bundl e. In the case of cable TV, | don't think
that is really an inportant factor. So that
benefit doesn't exist.

On the other hand, there is a cost that
you alluded to in your question, which is that nuch
of the power from bundling conmes from putting
t oget her a het er ogeneous - - goods with
het er ogeneous demands.

In the exanple that Steve gave at the
begi nni ng, one consuner had a value of $5. The
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ot her one had a value of $2, and they were exactly
opposite. So that was the case where bundling
worked extrenmely well in terms of increasing the
total market.

I want to enphasize that it 1is not
necessary for the goods to be -- the values to be
negatively correlated. Bundling works even if they
are uncorrelated or even if they are positively
correlated, and this is -- | just want to stress
this point, because it is a common m sconception in
a lot of the literature, in several textbooks |'ve
read, and sonme of the background reading that you
gave us, that bundling only works if there is this
negative correl ation.

Steve happened to use an exanple of
t hat . That said, bundling does tend to be nore
effective when the goods are not highly correl ated
with one another. Therefore, these themed tiers
tend to make the benefits of bundling |ess
i nportant and, therefore, would tend to not expand
t he mar ket as much.

That can have costs on a couple of

| evel s. One is this idea that fewer marginal
consuners would be enticed -- Mre people would be
priced out of the market, in all likelihood, wth
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the thenmed tiers.

Secondly, and this is a nore difficult
benefit to quantify, one of the advantages that was
alluded to was having a variety of different
viewpoints and a variety of different types of
prograns that people are exposed to. Naturally, if
you constrain the bundles to not have these
di fferent types of Vi ewpoints  or types of
entertainment, you are reducing that sort of
benefit as well.

MR. ; Just one coment about
t hat . I nmean, | think the gentleman from I nsight
mentioned this norning, cable operators do offer
thened tiers off of their digital offerings. So
they will group things together and sell them and
it is a good marketing ploy to do that.

The reason that they do that just for
the digital networks is that nost of those networks
don't make nuch of their noney off advertising,
because they have such |limted audiences that they
primarily rely on fees. At least, | think that
that is a fair statenent of the general rule.

So it is good marketing to offer thened
tiers or a sports package or sonething |ike that.
| think it is true that you still also can take
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advantage of this value averaging effect within a
group of five or six sports networks, you know,
because a mnor sports network sonme people won't
want, and sone people want another, and you still
can get that kind of advantage, you know, and still
have the marketing advantage of going after the
nuts for particular types of programm ng.

MR. : So | would just say that |
think I agree with everything they both said, but
just to refine one point, which is that it matters
a great deal if the thenmed tiers are offered only
exclusively as a themed tier or if they are also
part of a |arger bundle.

If they are offered as part of a | arger
bundl e, there will still be some of this averaging
effect in principal thened tiers, the same way you
would get for individual networks. Whereas, if
they are not, then the beneficial to the systems
ef fect of the bundling wuld be Iess, and
significantly, i f t hey wer e j ust of f ered
separately.

MODERATOR WAL DON: Well, we are noving
al ong quickly here. But let's |look at pure a la
carte then. Now while that isn't exactly what
anyone has been suggesting, as econom sts we al ways
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li ke these sort of pure nodels that we can pick
apart and see how things really work.

So I would like to start with one of
the very common conplaints about a pure a la carte
world is that diversity would suffer, that niche
networks would not get started, that possibly
exi sting niche networks woul d di sappear.

How do you eval uate those perceptions?

I's that what we think would happen?

MR. : | can address that, at
| east from one perspective. The nodels that we use
tend to be fairly static nodels where you are given
a set of prograns. I mean they are identified.
You are given an operator, and the operator -- and
you are given consuner demands for the program and
t hen you create your bundles or not and what is, to
me, the sort of ny inplicitly, if not explicitly
stated so, perfect information nodels.

On the other hand, if we are |ooking at
what an operator is doing in bringing in a new
network -- so the bundle or the set of networks
that is available changes continuously over tinme.
| don't have the data on the nunber of new networks
that come in every year, but what you are having
the operator do is behave as an internediary. It
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is the operator's job to be like a retailer who is
assessing local consunmer demand.

Even t hough Wal - Mar t IS fairly
honbgeneous across the country, there's sone
variability, nevertheless, in what Wal-mart offers
from one market to the other, and you would expect
that to be the case also for cable operators.

If we are -- Suppose we go to a world
that is purely a la carte then, especially with the
mandated a l|a carte. Then the notion that you
m ght stock sonething to allow sonebody to try it -
- and | know that this norning Mark Cooper said,
well, nobody is forced to try sonething. Ri ght ?
That when you go into a supermarket you don't have
to take sonething off the shelf.

Well, in reality, you are not forced to
actually sanple a <cable network that s put
avai lable, but it is made available in a sense by
t he operator saying the opportunity cost of the
time | have or the time | am using for sonething
else is less than what | think is the long term
val ue of the programm ng | am putting out there.

Vet her the consumer would take that
ri sk as opposed to the operator taking that risk is
whet her you think the consuner can do as good a job
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in evaluating what the network pronoting itself
mght say it is going to be as opposed to the
operator |ooking at the |larger marketplace and
saying is there a market for this.

Now my inclination is to say that, you
know, if we were mandating a la carte, then we
woul d  sort of be seriously I ntervening or
interfering with the ability of the operator to
behave as a retailer in terns of assessing and
aggregati ng demand.

MODERATOR WALDON: Woul d anybody el se -

MR. X You are tal king about pure
ala carte?

MODERATOR WAL DON: Yes. Wuld we see
harmin this, or not?

MR. : Well, I think that very few
people would probably be in favor, actually, of
having a pure a la carte system

First, 1 wuld say, you know, | am
basically very synpathetic to the objectives, for
exanpl e, expressed by the Consunmer Union people
about people being able to select the progranmm ng
that they want.

There are sone evident advantages to
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sonme people from having even a mandatory a la carte
system Peopl e who have very intense demands for
particul ar prograns and very little for other stuff
could probably end up paying |ess, because even
t hough they would pay a significant a la carte
price for the prograns they want, they wouldn't buy
a lot of other stuff if they don't want it all.

It would also satisfy the conplaints
about people who are getting prograns that they
don't want, that they feel is indecent or whatever.

You can't help but be synpathetic to those
situati ons. But | think probably the overall
effect of a mandatory a l|la carte system would
really be pretty disastrous.

I think, first of all, it would have a
very negative effect on the advertising narket,
because advertisers would no | onger have very nuch
demand to reach such small audiences. What t hat
mean, they would be -- networks would be nore
dependent on their affiliate fees, but they
couldn't begin to raise -- They can't just raise
their affiliate fees. They have already raised
t hem what they can.

They would refocus their progranms to
try to appeal even nore to intense groups. So the
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progranmm ng content would change, and also, you
know, there are these cost issues involved that we
heard about involving the set-top boxes and stuff
like this.

| am not an expert in this at all, but
to the extent that there are costs by the cable
operators to do these kind of things, | nmean, they
are obviously going to significantly affect the --
significantly affect the rates or the anount of
noney they are able to get. So the program quality
woul d di m ni sh.

| think, clearly, what would happen is
it wuld tend to disadvantage networks wth
relatively |ow demand, of which there are a |arge
nunmber . The reason for that is that, because of
the transactions cost, you know, of selling each
network on an a la carte basis, those networks that
don't have a lot of value in the market now would
see their actual prices to consuners relatively
very high; because there ae going to have to be
bi g transacti ons mark-up sort of to sell them

So people would tend to gravitate, |
think, at any price, a reasonable price we could
expect, toward the larger, nore commonly supplied
networks, the better established networks. So the
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more mar gi nal networks, particularly those that are
nore dependent on advertising, would tend to be
forced out of the market.

So I think, if we had a -- W probably
woul d see quite a different |ooking |andscape to
cable if we had a mandatory a la carte. There is
no guaranty that even the people in the long run
woul d benefit who just want one, you know, arch
channel ; because t he overal | effects, t he
cunul ative effects in the advertising market,
everything working it back through everybody's
econom es of scale and operation being atrophied
and everything like that, you could really end up

with a ness.

MR. | would like to weigh in on
that as well. |  pretty much agree wth ny
col | eagues here. | don't think there is that nuch

of a technology issue in providing the a |la carte.
I think that can be done. But | think there are
four reasons why it m ght not be such a good idea.
First off, it has to be wunderstood
that, you know, the marginal cost of delivering
t hese products is very |ow | think there is a --
| know there is a presunption, having spoken to ny
cab driver and listened to some of the (inaudible)
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and others, that people assune that if you've got
500 channels and they are offered a la carte, you
know, then each channel wll only cost 1/500th as
much as the bundle or maybe not quite that extrene,
but they think they would cost a | ot |ess.

The reality is that the equilibrium
pricing for a single channel m ght be a lot closer
to the price for the entire bundle than it is to a
fraction of that. So you may end up -- You know,
if you | ook at other places where some of this has
happened 1ike, say, McroSoft Ofice, whhen they
of fer the conponents, the conponents cost al nost as
much as the bundle itself. | imagi ne we see
sonething simlar with cable TV.

So it wouldn't necessarily be nmuch of a

savings, if at all.

Secondl y, t here woul d be sone
addi tional transaction costs, although | don't
really think that that is that big a deal. | think

that that could probably be handl ed.

Thirdly, for reasons t hat we' ve
mentioned wearlier, a bundle tends to reach a
br oader audi ence than the sanme content provided a
la carte. This has been analyzed in great depth,
that the quantity sold tends to go up and,
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therefore, a la carte pricing is likely to lead to
smal |l er overall audience. That has an effect on
things |ike advertising, as David was pointing out,
and just translated quite directly into welfare.

Just to highlight this [ow marginal
cost point again, when a good has close to zero
mar gi nal cost, the economcally efficient thing
from an econony-wi de standpoint is to nake it
available to everybody who has a value of it
greater than zero.

So to the extent that sonme people are
priced out of the market by a positive price, that
is a detrinment to social welfare, and that tends to
happen to a greater extent when things are priced a
la carte than when the price is bundl ed.

Then fourthly, there is this variety
poi nt . Steve in his opening coments pointed out
that bundles tend to generate nore revenue and,
therefore, you tend to have nore funds avail able
for obscure products.

It is actually even nore extrenme than
t hat . If you do the analysis that Janis Bacose
(Phonetic) and | have done, disproportionately hurt
are the small, not wi dely watched content channels.

When you go to a la carte, their subscriptions and
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their revenues fall di sproportionately.
Conversely, when you add them as part of a bundl e,
they are the ones that benefit the nost.

So going to a la carte is going to
di sproportionately reduce the anount of product
vari ety and obscure channels or viewpoints that are
avail abl e, as conpared to bundl es.

There is an offsetting point that we
haven't really touched on too nuch, which is what
we have nostly been discussing is the static
effects of a bundle versus a la carte. Things get
much nore conplicated, but also in many ways mnuch
more interesting when you consider the dynanmc
effects of what happens over tine.

One of the concerns | would have about
bundling, on the other side of it, is that it tends
to pronote and entrench the nonopoly power of the
cabl e provider. They have an easier time fending
off entrants when they have a large bundle than
when they are offering lots of small products.

Over tinme, that can lead to other sorts
of costs to society in terns of innovation or just
entrenched nonopoly power.

MR. : I would actually like to
follow up on one of the points Eric nmade about
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pricing in an a la carte world versus a bundled
world, and to draw a distinction again between if
it is a pure a la carte or if it is a mxed a la
carte with a bundl e.

| think, if you force networks to offer
exclusively a la carte, then they will in essence
be pricing to everyone for whomthere is demand for
their service, and that price will be what it is.
It is surely going to be higher on a per channel
basis, like Eric said, than it would be as a share
of the bundle price. But | think we should be a
little bit careful if we talk about m xed bundling
where the bundle is also available in conjunction
with a la carte.

If the system is still mai nt ai ni ng
control of both of those prices, it 1is quite
pl ausible to me that that a la carte price for
i ndi vi dual networks would be extrenely high, and
i ndeed much higher than it would be on a pure a |la
carte basis. Clearly, it is going to be bounded
above by the bundle price, but it could get pretty
cl ose.

MR. : That's right.

MR. : The exanple Eric used, one
in which the sumof the a |la carte prices probably
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dramatically exceeds the bundle price, from | ooking
at McroSoft O fice.

VR. X That is what you would
expect in equilibrium | think, you know. | don't
know whet her the people who are encouraging it, you
know, also have in mnd some kind of price
controls, because without that, you are likely to
see that the individual conponents have prices that
are close to the cost of the bundle itself.

MR. : And to answer that question
in detail, again we have to get back to the demand
for these individual networks, and | think that is
the source of great uncertainty in ny mnd,
anything that we could do to pronote gathering
information in that dinmension would be nost
wel cone.

MR. : | agree with that. \%%
concern, though, is that we are sort of enforcing a
static visualization with that demand (i naudible).

If you look at -- You know, ESPN is very different
now t han what started out, or we recently got Spike
TV that was converted from sone other prior thing.

It is now the man's network which is the opposite.

You know, it wasn't that six nonths ago.

One of the concerns | have is you are
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trying to create bundles. So we are going to have
t hese thened bundles. Are you | ocking progranmrers
ininto a theme? And do we -- How do we allow for
evolution in the system because there has been a
| ot of evol ution.

You | ook at sonmebody I|ike USA which
started out conpeting with ESPN, and is now cl oser
to, | suppose, Oxygen. It certainly doesn't have
anything to do with ESPN. | don't know how we deal
with those things, those dynam cs.

MR. : Il think -- 1In addressing
your question, I think the place where the
conpetition is nost urgently needed is at the |evel
of conpeting cable providers, and that would be a
way -- Rather than, | think, tinkering with the
bundling or wunbundling a la carte, focusing nore
squarely on the conpetition anong cable providers
is likely to have a |l ot nore benefits for consuners
as well as provide a nechanism for new content to
get entry.

MR. : Well, I would |ike to raise
a question nore specifically about entry, you know,
of small networks in some of the points that were
made this nmorning, for exanple, by M. Laybourne
from the Oxygen channel, which is that it is true
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that if you have a program service that basically
hardly anyone knows about -- | nmean, it is easy to
i magi ne a service that everyone would | ove, once it
was up and running, but that people don't know
about or are not famliar with in this kind of
thing. You want to have a system that facilitates
the possibility of those networks being able to
enter the market and being put in front of
consumers.

It actually nmakes sense, a |ot of
sense, for a program supplier who has a network
like that to take every strategic device that they
can think of to try to get cable operators to take
that network and put it in front of people, even at
a substantial |oss, you know, for a period of tine.

| think that one of the ways that they
do that was described by M. Hooks this norning.
They bundl e, and they say, you know, you can have
this network for free if you take ny well
est abl i shed network which | know that you need.

There are sonme good econom ¢ nodels,
you know, to describe why that can be a very
effective strategic behavior in the market to get
net wor ks i n.

There is a downside to that, which is
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that independents -- and | think we see sonme of
that in the testinony this norning, too --
| ndependent networks who don't have any corporate
connection with a well established big network or
sone of the Big Five, as they were terned, have a
harder time entering, because they can't use
strategies like this tying.

So if you got rid of the tying and the
bundling, you know, it would tend to relatively
advant age the independent networks relative to the
ones that are pronoted by the Big Five, but | think
the overall effect would probably be Iess entry of
new networks al t oget her, even though at a
relatively advantage to the independents if vyou
took away these strategic devices that they have,
that the overall effect would be negative; because
you woul dn't be able to get the type of
i nvestnents, the sort of coordination of getting
all the MSOs to carry it and nmake comm tnments for a
period of time or being able to force the MSGs to
carry networks that they don't want to carry that
are in the circunstance |ike that.

You woul d pr obabl y get | ess
experimentation and |ess overall expansi on of
di versity, even though that probably you get nore
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concentration of ownership in programm ng due to

t he bundling situation.

MR. : I agree with Davi d
entirely. "1l maybe expand on that just a bit.
What I was t hi nki ng about, t hese tying

arrangenents, whether a broadcast or a negoti ated
retransm ssi on consent demandi ng a br oadcast
network that do you carry our cable channels well,
or it is the bundling of CNN Headline News along
with CNN and so on.

These are non-price arrangenents, and
why can't you have a price that is equivalent in a
world with no transaction costs? There 1s no
reason why you couldn't. | think, if you just | ook
at the various arrangenents in this industry, the
fact that you are constantly relying on these
bundl ed arrangenments is the suggestion that it is
very difficult to handle the conplexities of the
negotiation through price al one.

It does create a disadvantage for
sonebody who doesn't have sonething to bundle wth.

On the other hand, it doesn't nmake the cost, the
transaction cost, go away. So it does bias the
source of the entry. On the other hand, it does
make entry easy.
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So I would agree with David. | think
if you look at the way networks are priced, the
fact that they are sold on the basis of per
subscri ber -- you are paying 50 cents per
subscri ber per nonth or whatever it may be -- in
reality that is an inefficient pricing system
because it becomes a marginal cost to the system
oper at or. You raise your price, and the total
nunber of subscri bers goes down.

It would be better if you could work
out a fixed fee, and you could charge -- and
actually, you are charging your subscribers a fixed
fee, but a fixed fee between the network and the
cabl e system operator. But the inability to do
that forces you back on a nore inefficient
mechani sm

These are inefficiencies we have to
live with, but it just reflects sort of the nature
of the transaction costs that are involved in this
process.

MODERATOR WAL DON: | want to put all of
you now in the position of an FCC econom st, which
means we have a situation where Congress has passed
a |law. You may not |like the econom cs behind it,
but they have passed it, and now you have to
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i mpl ement it.

Suppose, for an instance, that Congress
mandat es that you sonmehow force cable conpanies to
offer mxed bundles or a conbination of their
existing tier situation as well as channels on an
i ndi vi dual basis.

So | have two questions. One, how do
you design regulations to make sure it is effective
and consuners really have a choice; and two, how do
you design those regulations so, if you believe
there is the potential for harns due to them you
can at least mnimze those?

Now you see why being an FCC econom st
is so difficult.

MR. : Well, if nobody is going to
talk, "Il -- 1 think that -- In the first place,
think if you just required this, nothing nmuch woul d
happen. As Eric said and as nmkes a lot of
econom ¢ sense, what the operators would do is they
woul d just price the individual networks in such a
way, relatively high, that very few people would
take them

| nean, you only have a few cases where
you have people who are, you know, fanatics for one
type of programm ng who would really benefit from
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this kind of thing, and people would say, well,
| ook, if | accunulate three -- you know, if | just
take three networks, | can get 45 for the sane
price. So I'mjust going to take the bundle.

For one thing, wunless you restricted
the program suppliers from bundling upstream the
cabl e operators wouldn't do anything, because they
woul d keep doing the same thing. But quite apart
fromthat, they would just keep those prices really
hi gh, and sone people -- They would keep them high
enough to where their actual benefit, if sonmebody
did take these a |la carte channels, would be enough
to cover their costs, presumbly. But | think it
woul d be a very marginal thing, and not very nuch
woul d happen.

Then the big problem for the FCC is if
t hen people | ook at what they are doing and saying,
| ook, this is not realistic; you guys have to have
some kind of rules to force the a la carte prices

down to reasonabl e | evel s.

Then it is rate regulation all over
again. There is no way that | can inmagine how you
can cone up with sone kind of rules. Maybe you

guys have thought about sone that would regul ate

these prices and a |la carte prices for prograns
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that would be reasonable, and there would be all
sorts of controversy going on about that.

The program suppliers -- The operators
woul d cone back and say, |ook, the reason we have
these rates so high is that, if we |owered them a
little bit, a lot nore people would buy it. Then
the advertising rates would -- Then the adverti sing
revenues would fall, and they would raise their
affiliate fees.

You woul d get these kind of cunulative
argunments of what the end result would be if they
| owered their prices, and | think you would just be
into the biggest ness that | can inmgi ne.

MR. : It would be a ness that we
have seen before. I mean, the danger of rate
regulation is, of course, you can't control what
t hey put on their network. So no matter -- Even if
you knew the right price today, you know, the
efficient price for an a la carte, and you could
i npose that, networks would have every incentive to
just reduce the quality of their programm ng unti
that price was the optimal price for the quality
that they are going to offer.

So you know, | think it is a really
difficult -- It's a difficult problem | hate to
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not have an answer, but the point being | don't
think rate regulation is the answer.

MR. X It does suggest a -- As
opposed to just saying there's a cap on rates, and
not just in media but in other products as well --
There is work by M chael Darby (Phonetic) in the
1980s showing that the effects of mxing price
controls with a general reduction of the quality of
products who were subject to price control

You can get away from that if, instead

of regulating the levels, you regulate the ratios

of the conmponents of a bundle. So that would be

the least -- It would be a less inefficient form
The problem is every bundl e i's

different. You change the content, and suddenly

the appropriate relationship has changed, and I
don't know how you manage the possibly keep up

It was suggested this norning that you
m ght do experinents. At least, if you did
experiments, you would have a better enpirical base
to begin wth. The problem is, you know, the
nature of experiment is you start snall. So by
definition for this kind of experinent, you won't
have these |onger term backward effects of people
responding to -- you know, total effects on tota
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advertising dollars, total effects on quality. So
those effects really can't be addressed in the
experi nment.

There are so many hands here. | nmean,
you don't have a sufficiently mul ti - handed
econom st to deal with all of this. | don't know
i f anybody el se has anynore comments to offer.

MR. : well, let nme just -- |

think there is actually an enornmous anmount of

agreenment here. | nmean, it is not a matter of
di fferent hands, different perspectives. I think
that | agree with what my three colleagues have

said before nme, that if all you did was mandate a
la carte, effectively mx bundling in addition to
the existing bundles, the equilibrium price would
undoubt edly be that the conponents would be offered
at very high prices relative to the bundle, alnost
equal to the bundle price.

We have analyzed this, and this is what
the optimal price is from the perspective of the
sel l er. In fact, they make slightly nore noney
fromthat then if they just only are constrained to
offering the pure bundle. So | am not sure that
they should be resisting it in that sense, except
for the extra transaction costs.
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So that would be the outcone. | don't
know that -- In fact, consuners would not be made
better off by that in general, because the prices
for the conponents would be very high.

Now if you then said, okay, well
that's not good. If we want to go further and
start forcing those conponent prices to be down, |
think you get into such a norass that has been
touched on that it wouldn't necessarily serve the
interests of consumers, producers or anybody to try
to have sonme agency decide all the literally tens
of thousands of price conbinations that would be
required.

It is an NP conplete problem where
you've got a common internal explosion of possible
price conbinations that would need to be regul ated,
and then dynam cally updated a new content becane
avai |l abl e. I don't see that as being a path that
seens very appealing to anyone.

MR. : It goes beyond that. You

know, even if you manage to regulate just the

ratios of prices -- and | can guaranty you, if | am
a cable operator, | am going to start fiddling
around with the conponents of the bundles until it

becones effectively not a constraint, because there

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

2217

would be different degrees of substitutability
anong the el enents.

So you can't just regulate even price
ratios. You also have to regulate the conponents
of the bundles as well.

MR. : Just very briefly, | think
that out of the Booz Allen study, for exanple,
presented this morning -- | mean | think that is a
w | d exaggeration, you know. What woul d happen
because nothing would happen unless you got into
act ual interference in making them |lower the
prices. Then sonme of the things they are talking
about start to get realistic, but otherw se, |ook
the programers don't want it, and the cable
operators don't want it. | guaranty you, they wll
figure out ways so that nothing happens.

This is pretty much what they did with
rate regul ation.

MODERATOR WAL DON: Well, | guess | got
a big job ahead of ne.

MR. : Well, | would add one ot her
t hi ng. You know, you asked for nore concrete
advi ce. You should look for a way to design this
in such a way that the bundles thenselves don't
di splace too many progranms that m ght have been
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there on the channels otherw se.

In other words, do it in such a way
that you don't end up with a net reduction in the
total offerings that are there.

MR. : There is one relatively --
perhaps relatively less painful way to do it, which
is to not require the operators to do anything, but
to change the nature of the contracts of the
programers; because as we nentioned before, the
progranmers do a lot of tying. They bundl e things
together, and sonetinmes they do it in a way that
you just have to take the small networks.

So -- and I'm not advocating to do
this, but if you just prohibited the program
suppliers from any kinds of tying contracts, what
you would do is you would tend to free up the
operators to offer a la carte services where they
were relatively profitable for themto do so.

Now you recall the Canadians talked
this nmorning. They make a profit by offering some
of these themed channels for $2.49 off a digita
channel. That is a denonstration of something that
is an economc reality, which is that, you know,
even though the dom nant effect for the advantage
of the bundling, incentive to bundle, is this value
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averaging effect that we tal ked about, it is also
true that it can be profitable for themto do m xed
bundling if costs are | ow enough.

The Canadians are an exanple of how
t hat can happen. | mean, just very briefly, if you
have ten channels costing $10, and the average
val uation is about a dollar a piece, but you know,
it is $2 for one person and 50 cents for another,
well, you can get nore noney by averaging those
t oget her.

Say you got one person who speaks
French only, and then one of those channels is
French. That person will pay $8 for the French
channel and nothing for the others. Then you can
make a profit by charging $8 for the French channe
or the bundle for $10. That is exactly what would
tend to happen.

You can't do that now very effectively
except for the digital channels, because their
cabl e program suppliers in their contracts bundle
t hings together, and they require you to put them
on different tiers.

So you wouldn't be able to carry out
the regulation that you are tal king about unless
you address what the cable program suppliers did.
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That would be one way to do it, but you would have
all these entry -- You would have these effects of
dimnishing ability for themto start new networKks
and a |l ot of stuff would go on.

There would be sonme advantages to
forcing the program suppliers to unbundle, because
there are strategic effects, sonme of which are
pr obabl y anti-conpetitive uncertain
i nterpretations. I mean, if you are entering the
mar ket and you have a PET (Phonetic) channel and an
i ndependent supplier has a PET channel, and you
al so have TBS and you say, if you want TBS, you got
to carry my PET channel, you can force that other
PET channel out of business.

There is a good nobdel for how you can
do that, because they can't realize their econoni es
of scale, and then people won't enter. So you
woul d have sone benefits of restricting the pricing
practices of unpteen program suppliers, even though
|  would maintain that the net effects would
probably be profoundly negative if you did that.

MODERATOR WAL DON: Woul d your views on
this differ if, instead of requiring a la carte
i nstead Congress asked us to allow thenmed tiers of
a particular wvariety, whether it be a famly
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friendly tier or a sports tier, or do the sane
concerns really hold there?

MR. : | think -- Well, you bring
up especially the famly friendly tier. We are
getting into political issues as well as economc
i ssues. On the political side -- | nean, | don't
see any way to sort of inport the know edge of an
econom st into the political.

If you are really saying that there is
content -- and we have regulation of broadcast
networks, the famly hours and things |ike that,
and children's progranmng. That is a cultural and
a political question, and | think that is to be
decided in a cultural and political arena.

So when it cones to that kind of tier
| don't have the expertise or not even the
inclination to try to disagree with that in terns
of the non-econom c conmponents.

VWhen it does come to the thened tiers,
t hough, you have to ask then who identifies the
themes, and is there any objective way, sone
neutral nmechanism by which you can say, yes, this
constitutes a thenme. Maybe when you are | ooking at
Geg's estimtes in terms of cross-elasticities,
you are going to identify things that go together.
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You do |lose sonme of the benefits of
bundl i ng we have been tal king about when you start
creating these tiers. So that is a concern.

The  bigger concern | woul d  have,
t hough, is that long term how do you ensure that
the things that are in the thened tiers stay
t henmed, and what if tastes change over tine. How
do you identify the new thenes? It's sort of
i nposing regulators in a dynam c marketplace that's
caused sonme adjusting, and it seens to nme, there's
just a lot of costs associated with that.

MR. : So actually, | would Iike
to follow up on sonething that David said earlier
which was as a recommendation to allow a |la carte.

So as | learned this norning, mny of the
contracts between program networks and distributors
require that the network be carried on the nopst
wi dely avail able tier.

Now abstracting from assumng this
woul d only be for digital subscribers, but -- so we
could abstract from the cost to the system of
offering a la carte. Il would actually |ike to ask
my colleagues, is it possible that cable systens
produce too many networks or too nmuch quality?

It is clear that they are going to
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provide nore than would be provided in an a la
carte basis, and if that is the case -- and it
seens to me that is at |least a possibility -- then
-- and M. Hooks nentioned that possibility earlier
t oday when he said he would like to offer in one of
his markets the opportunity to drop ESPN and offer
the bundle at a |ower price, which suggests at
| east he perceives that custonmers in his market
woul d prefer not to pay for ESPN.

So it would seem to nme that allow ng
systens the flexibility to offer a la carte, should
t hey so choose, m ght be sonething to consider.

MR. X I guess, you know, I
listened to M. Hooks, and | think he nmay have a
case for his market. On the other hand, we have to
be careful when we are looking at this, because
there are transaction costs, that markets are
al ways inperfect. So the fact that we can identify
i nperfections in the way things work doesn't mean
t hat necessarily we can conme up with an efficiency
i nproving correction of those. That is an
i nportant caveat.

The question about whether or not we
have too much quality -- that's a good one. I
don't know any way to address that question. That
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iIs, you can't assune that necessarily nore quality
is always better, because price goes along wth
quality. There a cost of producing quality. At
the margin, are we getting nmre than the
opportunity costs of producing that? | don't know.

| don't know how to answer that.
I think that 1is a challenge that

perhaps is beyond the tools we have avail able,

really.

MR. : ['"'m not sure | think about
this quite the right way, but if | understand it
correctly, I mean, the cost for ESPN or whatever is
all a fixed cost up front. So | nean, there are

various price discrimnation reasons or what-not
why it mght have a higher price, but there is no
intrinsic econom c cost reason why the price -- why
quality and price have to be correlated on a cost
basi s.

It may be that they choose to price it
that way in order to extract nore noney. So it is
not clear to me that there is any real cost in that
di nension, once it's been produced, in nmaking it
available as wdely as possible, seens to ne.
G ven that it has been produced, you want it to be
made avail able as w dely as possi bl e.
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Let me just also briefly just touch on
what you raised earlier about the thenmed tiers, the
t hemed groups. Most of the work that | think nost
have been thinking about have been under the
assunption that the | owest value you could have for
a good is zero. But you could have a negative
val ue for a good, you know, because it is offensive
to you or sone other reason. Then a lot of this
anal ysis and assunptions goes away.
One way of dealing with those goods
t hat coul d have, you know -- just call it negative
val ue because they are offensive or whatever reason
-- would be themed tiers, but that seens |ike a
very, extrenely blunt instrunment for dealing with
it.
Much better would be sone kind of a
rating system or a content selection system or

sonet hing that allows you to bl ock out specifically

those -- Dbasically, gave you free disposal, what
econom sts call it, allows you to freely elimnate
any given conponent, ideally as fine grained as

possi bl e, that you would like to elimnate.

On the | nt er net there's sonet hi ng
called a program for Internet content selection
pi cks that allows a decentralized rating system |
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guess there's the V-chip and other things |ike that
for TV. That seenms like -- That would seemto ne a
more targeted way of addressing this question of
content that you don't want to view, rather than
havi ng some pre-set, very | arge bundl es.

MR. : | agree. This is what Eric
said, and it would not be unreasonable, depending
on the cost, to just require cable operators to

del ete certain channel s.

MR. At the viewer's discretion.
MR. : Yeah, that people don't
want . | nean, it would be a costly thing, but you

know, politically it may be sonmething that is
reasonably plausible, and you just have to figure

out what it would cost. But - -

MR. : Even if it costs sonething,
| nmean, you know, | can see you saying -- requiring
they do it for free, but you know, | think you have
to pay to not have your phone nunber listed, you
know. So you could imagine that, you know, you

would have to perhaps pay to block out certain
channel s. But you know, the true cost would
probably be pretty close to zero for doing that.
MODERATOR WALDON: Anyone el se?
MR. X | was going to respond to
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Eric's point about the investnment in quality. The
basic argunment that some of us have worked on is
that, if you are looking at the fixed -- (END OF
TAPE3/ S| DE2)

(BEG N TAPE4/ SI DE1) They are asking
how much do you invest in that content. Then you
are saying how nuch cones back to ne as a return to
that increnental dollar put into the content
I nvest nment .

The larger the nunber of people that
are out there that can respond to that, either in
terns of generating advertising revenue or in terns
of paying for it, then the larger at the margin is
the return of that dollar invested. That is sort
of the connection between the size of the audience
reached and the quality of the product.

Same thing goes along, whether it is

advertising or whether it is paynents. There is
t hat connecti on. So you do look at it over a
| onger term when you are fixing that. | nmean, once
you produce it, yes. | mean, maybe for one year

your budgets are fixed, but over tinme those budgets
change over tinme, and we do see that happening.
Basi cal | y, net wor k budget s, t he
br oadcast network budgets in real ternms have been
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falling, and probably because their audi ence has

been shrinking. So there are quality effects here.

When | was alluding to the political
side of it, it may be that -- You know, we are
tal king about -- If we are talking about values
that extend beyond individual choice, then | want
to live in a society that has people that are
exposed to certain things. It's very simlar to

tal ki ng about investnments in a school system and
civics lessons and things |ike that.

So there are concerns here that go
beyond the individual choice dinmension.

MR. : I hadn't thought of that,
that I mght be affected by what you are watching,

in essence. That's what you are saying? Yeah. So

if I wanted to prevent you from watching certain
things, that | mght have an interest in doing
t hat .

MODERATOR  WALDON: So far this

afternoon, we have been tiptoeing around what the
sum of the speakers this nmorning mght call the
|arge elephant in the room and that is the
contracts between programmers and cable and
satellite operators.
Let's begin with asking why do we see
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these tying or bundling arrangenments at the
whol esal e |evel ? "Il leave it open to whoever
would like to start.

MR. : Well, 1 think 1 already
gave ny reaction. I think it is a reaction to
transaction costs, that it is difficult to deal
with the conplexities of the relationship wth
price alone and, therefore, you end up with the
bundl i ng.

It does create an advantage for those
that have sonmething to bundle. There 1is no

guestion about that.

MR. : Well, | think there is
probably a little nore to it than that. | think
part of it has to do with what | nentioned before,
is the advertising. The programmers -- It's very

inmportant to the programmers to get a |arge
audi ence so that they can get high advertising
revenues.

In the long run, it's just i ke
magazi nes  or newspapers. You can buy the
Washi ngton Post for a fraction of what it costs to
produce it, because of advertisers. You can do the
sane with magazi nes.

So the programmers are structuring
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their contract with the operators to make sure that
they maxim ze advertising benefits, and there's
sonme sparks that fly between the operators and the
program suppliers about that that have been in the
trade press and ot hers, because the operators don't
care about the advertising, at |east the industry
as a whol e.

The other reason they do it is very
strategic effects. They want to be able to
| everage -- You know, they tie their prograns
together, and they force theminto one tier, partly
because it maxim zes their advertising, but | think
you have to realistically consider the strategic
incentives going on in the industry.

Net wor ks -- Established programers who
want to try to start new networks can nore
effectively leverage them into the market by tying
them to the nore established networks. It is a
strategy that works, and | think that it is
sonet hing that they do.

It has certain negative effects and
probably certain positive effects that we have
tal ked about, but | think you have to recognize
there is a strategic elenent and there s
advertising and there's the transaction cost
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factor, and they are pretty powerful forces.

MR. : | would el aborate on that,
and | agree very much wth that. | mean, one
reason is just the sane reason for bundling that we
tal ked about at the consunmer |evel. But | think
the one that maybe is worth thinking a little bit
nore about that | would be particularly concerned
about is that there's anti-conpetitive reasons
having to do with tying.

It has been shown that you can -- By
bundl i ng products, by tying products together, you

can create a very powerful barrier to entry of

peopl e who have a simlar substitute product. The
example, | think, David gave was wth the PET
shows.

So if somebody has created or is

contenplating creating a PET show, and you have
your own PET show that you are bundling in, if you
make the assunption that people who are already
wat chi ng your PET show are less likely to then pay
for a second PET show by an independent, you are
going to reduce the incentives for that independent
to create the PET show or to get picked up

At a static level, that creates a
barrier to entry. The bigger concern, | think, is
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over time that wll reduce the incentives for
people to create new content that conpetes with the
content provided by the existing bundles.

So you can have a dynami c effect. I
should also note in fairness that, in at |east the
nodel s that |1 have analyzed, the incentives for
i nnovation by the bundler are actually sonmewhat
hi gher, because they now have an incentive to
create a nore valuable PET show, because they know
that it is likely to be watched by nore people.

So that is sonmewhat offsetting, but
over time | wuld be quite concerned about the
effects on innovation by new entrants being reduced
because of these tying arrangenents. That may, in
fact, be a goal of some of the people requiring
t hese tying arrangenents.

MR. X So let nme just add one
smal |l thing on that point. |'msorry.

So you often hear in the econom es of

tying that there is no way to extend -- this is at
| east an old argunent; | don't know if it is stil

held, widely held -- that there is no way to extend
mar ket power . If a firmw th market power

forces you to take something, it has to give up an

equal amount in what it would have been able to
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charge for the val uabl e product.
| think -- My hope is that the view is
being nore wi dely spread that actually, especially
in dynam c settings, that it actually can be used
as a way to, in this case, get a new network onto a
cable system and grow that cable system in
particul ar, because -- | think it was nentioned by
a couple of people this nmorning, that just having
space on the shelf exposes viewers to your network,
and that is apparently, in their view, a necessary

condition for growi ng a networKk.
If that is true, then there would be a

strong strategic incentive to tie.

MR. : Let me just say, | agree
with what you're saying. It's stronger than that.
It is not just having the space on the shelf. It

is effectively that that PET show that is part of
the bundle -- the marginal cost to the buyer is
close to zero for getting that PET show, given that
they've already got the other conponents; whereas,
the marginal cost for the independent PET show is
sone positive nunmber, presumably.

So you are forcing the independent to
conpete with sonmebody who is close to zero price.
That is very difficult to do.
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So it is not just a matter of giving
them visibility. It is actually effectively
pricing it at a very low and anti-conpetitive
price.

MR. : | nmean, this is -- For
exanple, if you | ook at history of cable networking
-- like Ted Turner started back in the 1980s after
CNN was started. The satellite news channel was
announced to ABC, and Turner immediately responded
by starting CNN |1, which |ater becanme Headline
News.

| got a video tape of himtal king about
how this is a strategic nove to run them out of
busi ness. So -- in effect. He didn't quite use
t hose words, but he canme very cl ose.

A lot of these -- | think a |ot of the
program suppliers |like MIV and News for many years,
sports and those -- if you |look at them actually,
they are very concentrated in terns of ownership,
and usually one individual network has a very |arge
maj ority of the share.

You know, networks have tried to enter
weat her, and the Wather Channel maintains a
nonopol vy. | nean, | <can give you a list of
exanpl es of these, and sonme of the strategies to
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create these fighting brands, you know, which is
like CNN Il says not enough (inaudible), and cable
operators don't want to take too many news
net wor ks.

So these type of strategies do work.
Just one caveat, though, to something that Eric
said is that you have to be practical about this
perhaps, which is that you have five mgjor
programers, as was tal ked about this norning. So
you at |east got five of them who can conpete wth
each other trying to start the PET channel.

What in practice happens if you watch
it? It is like the magazine industry. Half of the
magazi nes that are started are started by people in
their garages or people with ideas, but you know
what happens to those magazi nes real fast.

You have all those big corporations
watching |ike hawks for these people with these
i deas, and they go buy them up, and then they punp
their nmoney into them and get them on.

So the idea that you are not going to
end up with a PET channel or you are going to end
up with | ess PET channels because of this type of
behavior is probably not true, because the person
who has got an idea -- these big corporations are
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going to buy it, and they are going to conpete with
each other, you know, trying to get them on

When you start talking about news and
opinion and information, stuff Ilike that, then
things get very touchy, because you've got nore
concentration, and an independent person who wants
to start a news channel just because they want to
express their view or whatever and doesn't have
ot her assets probably doesn't have nuch of a chance
because of the strategic environment in the cable
networ k industry.

People mght think that is inportant,
but when you start talking about PET channels,
peopl e may say who cares.

MR. : Actually, the situation
David described is very simlar to what we see in
actually other nedia industries as well, Iike
recorded nmusic, that new genres |ike rock and roll
or one of those tended to be introduced by
i ndependents. And as the acts becanme popul ar, then
they were acquired by RCA and CBS and so on. The
sanme thing with rap and so forth.

It is not an unusual process by which -
- There are independents out there who are seeing
new ideas and trialing it in sone way. Once t hat

NEAL R. GROSS

COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

247
is perceived to be sonething valuable, then people
who can do a better job of pronoting that tend to
buy it.

| don't know if you should necessarily
| ooked at that as anti-conpetitive. I think you
are right that it doesn't necessarily nean you end
up with -- | nmean, there's two points to this --
with less variety in the long run or that the fact
that, if you are going to allow people that are
already established to buy what conmes in, then
maybe it is the sanme thing as if they introduced it
t henselves in the long run as well.

MODERATOR WAL DON: Again, | would |ike
to ask your advice as pretending again to be --
have the difficult job of being FCC econom sts.

Is there a way that we could --
Congress could ask us to design regulations that
would allow us to get the benefits of these tied
arrangenents in the wholesale market -- you know,
for exanple, saving the transaction costs -- yet
elimnate the harnms that you see that m ght be
occurring, such as Ilimting entry, or is it a
| ose/ | ose situation?

MR. : One of ny nost imrediate
responses -- | am really glad | am not an FCC
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econom st. As an academ c, | can pick and choose
my own question, but | don't pick the ones that are
as hard as you have to deal wth.

Maybe one response to this, though, is
a bifurcation of regulation. That is that, if
there are conpetitive issues, that that really is
an anti-trust question, and perhaps not one that
should be dealt with by the FCC. That would be ny
-- You know, bifurcation of regulatory or |[egal
responsibility woul d be one suggesti on.

MR. : Well, | think Eric had the
only idea about this is really going to work, which
is that you could require the cable operators,
perhaps wth a fee, to allow people to elinm nate
prograns that they don't want.

I think the other thing is that the
| east worst scenario, if you have to regular
sonething, is not to require the operators to do
things, but to try to create an environnent where
they have an incentive to offer things that
consuners want; because they have a perfectly good
incentive to offer mxed bundling if their costs
are | ow enough.

This is a well known result. M xed
bundling is always better than forced bundling at
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sonme price, and as long as the costs are |ow
enough. So if you create an environnent where the
cable operators have an incentive, and the DBS
people have an incentive to proceed wth cost
effective things like offering themed channels and
stuff like this, this is the only way to go, |
t hi nk.

The only specific regulations | can
think of that will be conducive to that are sone
forms of regulations of the types of contracts that
t he programmers have with the operators.

| don't recommend that, but it is
probably a |east worse situation, partly for the
reason Steve tal ked about, is that you start to get
into -- If the Comm ssion starts to get into the
busi ness of regul ati ng t hese contracts and
requiring things that they can say and not say,
they will figure out a million different ways to
underm ne the whole thing, because they have very
powerful incentives to keep things |like they are,

and they are incentives that make good economc

sense.

If you start fiddling with them vyou
are going to get in trouble. | nmean, you could say
sonething like there is no ties, you cannot tie
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networ ks, one or the other. Transactions costs
woul d go up, because then every negotiation would
be in individual networks.

You m ght have bad effects on overall
entry of small networks and stuff |ike that. You
probably would. But it mght not be that terrible.

If you had to do this regulation, | think that
woul d probably be a sonmewhat |ess horrible way to
do it.

MR. : |  would say the pink
el ephant in the mddle of the roomis the one that
we haven't tal ked about, which is conpetition. I
would think that the optimm way to solve many of
these problems is to pronote conpetition in
di stribution, and Eric nentioned it earlier.

For the specific issue, one would hope
that would also pronote conpetition in program
supply, which I think it wuld. That was a little
trickier because of the high fixed cost of
produci ng prograns.

If there are consuners that are very
di ssatisfied with the bundle -- and these would
presumably be the ones that have very high value
for one or a few cable networks -- if there is
conpetition in distribution, that need wll be
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served.

So it would seem that that has not yet
occurred, perhaps just because there are enornous
costs for distributing this kind of programm ng.
But that is, | think, the appropriate direction to
pursue.

I don't know to what extent the FCC can
do that in ternms of maki ng bandw dt hs avail abl e for
w rel ess cable and that sort of thing, but | think
that is the direction that you ought to try to
| ook.

MR. . Yes, | whol eheartedly agree
with that. Conpetition at all levels, certainly at
the |l evel of the operators, and there are certainly
sonme high fixed costs involved, but there are also
things like satellite that allow nmultiple ways of -
- multiple conduits for getting into the consunmers'’
homes.

That seenms to be a dramatically nore
i nportant |ever for pronoting consunmer welfare than
fiddling with, you know, the amount -- the size of
bundles or a la carte or whatever. And for that
matter, conpetition at other levels, at the |evel
of the content providers, too.

| nean, you know, it is good that there
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are on the order of five big groups, but | think we
would want to be very careful that that nunmber
doesn't get snmaller on the mark, and do what we can
to make it bigger; because that also is going to
help a lot in pronmoting consumer welfare, total
wel fare, innovation, variety, efficiency.

Al'l of those are unanbi guously inproved
by doi ng t hat, wher eas, as you' ve heard,
rearranging the a la carate versus bundling issues
is a little bit |ike rearranging deck chairs and
not paying attention to the big picture of where
real welfare conmes from

MODERATOR WAL DON: Actually, we have
br ought up conpetition. | want to give David and
Steve an opportunity to address, you know, what can
we do additional to increase conpetition. Any

suggestions?

MR. : I guess, when | |ook at
things, nmy inpression -- and this is really a
casual view of the market -evidence -- is that

consuners don't seem to really be that wunhappy

with the bundling they see. And if they were, then

you would think that would provide a conpetitive

wedge for the satellite people to take away nore of

the subscribers, and we don't see satellite
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responding with anything dramatically different.

There are, you know, the mnority
pl ayers in the market that have the nost to gain.
So on the basis of <casual appearances, that
suggests that maybe there aren't those probl ens.

I would note that, even if we had
bundling and 92 people offering identical bundles,
then you would probably still see the kinds of
relationship you are identifying enpirically for
your older data that really refers to the strong
satellite conpetition -- prior to the strong
satellite conpetition era.

Maybe another way to look at this --
and there was a market -- maybe there still is --
in which there was a |large nunber of people
offering very simlar Dbundles, and they are
offering nmulti-channel services. That was the honme

satellite dish industry.

The nature of that industry -- There
are still people with the big dishes in their
backyar ds. There wused to be several mllion
subscri bers of these. I would guess there were

over a dozen conpanies who were reselling the cable
channel to the backyard di sh people.
It's been ten years since | |ooked at
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this, but when | did, it seenmed to ne that
everybody was offering pretty nuch the sane
bundl es, and they were bundles that | ooked |ike the
ones that were offered by the cable systens.

This was all addressable as well. You
could pick exactly what you wanted. So again, this
is another piece of casual enpiricism but it
suggests that, in that case, the bundling didn't
seemto be the conpetitive outcone.

It is not obvious to nme what we do,

ot her than adding nore satellite capacity. | think
that -- 1 don't think you are going to see much
wire line conpetition. That's pretty nuch proven

itself to be a non-starter again and again and
agai n.

So unless it is cable or unless it is
satellite or perhaps sonme of these broadcast
initiatives that are somewhat constrained in
capacity but, nevertheless, that are offering the
ki nd of bundles the consumer advocates were talking
about with sort of a stripped down basic -- you
know, the over-the-air channels plus sone of the
prom nent basic tiers -- this my be the market
test we are | ooking for.

MR. : wel |, | can't think of
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anything that | would do about this that | think
woul d be actually a good idea. I mean, | think it
is even more of a -- | mean, you work with rate
regul ation. | mean, you have this huge mss --
okay? -- and they evade it largely and everything
i ke that. But you could |look at the data two
years later after the FCC spent years and years
doing this, and it turned out that rates did

finally go down sonmewhat .

But in a case like this -- In spite of
those sacrifices, in a case like this, | just can't
t hi nk of anything. I mght be able to, if | give

it some nore thought, but | can't think of anything
that would -- the FCC could probably productively

do to inprove the situation fromwhat | think it is

Now.

MODERATOR WAL DON: "1l take that as a
conpl i ment. Thanks. Anybody else want to expand
on that?

MR. | amjust increasingly glad

| am not an FCC econom st.

MODERATOR WAL DON: Actual ly, what |
would like to do now is maybe start to summari ze.
So I would like to ask each of you just to |eave us
with as extensive of parting thoughts as you woul d
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like.
Greg, | know you have a plane to catch.
So you have the honor of going first, and if you

run out in the mddle of the rest of us, we forgive

you.

MR. : Thank you. So | hate to
beat a dead horse. | think |I nmentioned this twce
al ready. | think, you know, we have covered all
t he hi ghl i ght s, t hat t here are certainly

di scrim natory reasons for cable systens to bundl e,
and that this may in fact actually enhance the
quality of -- quality and nunmber of cable networks
t hat we see.

| sort of see nyself as the enpirical
econom st on the panel, and so | take that as ny
mandate to try to actually be able to answer the
questions that people are asking.

So as | say, | nentioned this before,
but I think the key to -- You know, | think, so
Booze Allen & Hamlton presented a nodel this
nmor ni ng, and Consuners Union tore it apart.

| think that is generally very easy to
do, because nodels inherently are based on
assunmptions. Unless you can take nodels to data to
see what the data have to say, | think it is very
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hard to make definitive policy recomendati ons.

So you know, I t hi nk actually
partnering with cable systens or partnering wth
program networks, in part with cable systems, to
try to get at the underlying key conponents, which
in ny view are the demands for the networks, any
conplenentarities or option values associated wth
t hose, trying to capture experimentation
i ncentives, and then on the cost side the costs --
trying to assess the costs of wunbundling -- that
trying to enpirically estimte those key objects
are, | think, what we need to begin to address what
woul d the optimal set-up | ook like.

So | encourage anyone who has any
insights on how to do that to contact me or just to
do it thenmselves for the greater good.

MR. . Well, let me conplinment and
comment Greg for doing the enpirical work. | think
that is absolutely the direction we want to go, and
I was sonewhat gratified that his enpirical
findings were broadly consistent with a | ot of what
the theoretical work was in ternms of what happens
when you have bundles to prices and producer and
consumer surplus and quantities.

| just want to stress at the risk of
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overenphasizing it, but | think that there is a
very commpn presunption about treating these
informati on goods the sanme as other goods. It
really nmakes a huge difference whether the margina
cost of the good is close to zero or whether it is
a significant positive number.

Bundling is generally a pretty bad idea
and destructive for nost of the goods that we dea
with in every day life. It is sonmething that
forces people to have sonmething that they don't
val ue as nmuch as the price and, therefore, you are
destroying -- the cost of producing that good is,
therefore, wasted to society.

I think a |ot of people conme to cable
TV with that set of intuitions, because npbst of the
things we buy when we are very young have this
characteristic, that there is a positive margina
cost of producing it. But cable content and, for
that matter, digital nusic, Internet content, radio
and a nunber of other types of content, have a very
|l ow, nearly zero margi nal cost of delivery.

So a lot of the intuitions that we
bring to the problem are 180 degrees wong. We
have to be a little bit careful about it.

In particular in this world where
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mar gi nal costs are close to zero, then total
wel fare is maximzed by having the good as wi dely
avail able as possible to anybody who has a non-
negative valuation for it. So you know, with this
caveat that you can dispose of things that -- or
bl ock out things you don't want, then ideally you
want to make it available to everybody.

That is not true for goods that have a
positive marginal cost of producing. It woul d be
wasteful to try to give everybody access to
physi cal goods.

So if it is true that you want to make
the good as widely available as possible, then it
can also be shown that oftentimes -- usually,
bundles will lead to a greater quantity sold than a
la carte or other types of pricing schenes, at
| east having the bundle available, and total
welfare will tend to be maxim zed in that kind of a
wor | d.

That is what, | think, a lot of us have
been saying. Although you have heard sone "on the
one hand/on the other hand,"” that particular
result, | think, is fairly robust, at |east for
| arge bundles of information goods, which is what
we are tal king about.
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That said, | think there are sone ot her
i nportant characteristics that we want to bear in
mnd in this debate. One is this inportant
guestion of product variety, innovation. Oten the
most i nportant welfare effects cone not from the
price but from product variety.

W did a study where we | ooked at the
val ue of product variety in online markets for
books and nusic and videos. We found that the
i nportance of product variety was 10 tines greater
in terms of the consuner welfare effects than the
differences in prices.

So it is sonmething that we shouldn't
i gnore. | should say, it can be quantified to a
fair extent with recent nodels. That is sonething
that also is affected very much by these deci sions.

Again, nost of the direction is that
| arger bundles tend, at Ileast in npst of the
anal yses | have seen, to facilitate greater product
variety, especially for relatively obscure goods
that would have difficulty getting distribution
ot herw se.

Then finally, the third point that |
think we want to make sure we highlight in the
di scussions and in the thinking about it is the
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dynam ¢ nature of all of these markets.

What | have been saying so far and what
we' ve been talking about is sort of these static
anal yses of bundl e versus ot her approaches, but the
nost effects in the long run are probably what it
does to innovation and incentives for entry.

There, | don't think that the case for
bundling is that strong. In fact, you can nmake a
good case that bundling inhibits incentives for
entry and i nnovation by people who aren't already a
part of the bundl e.

They may have a nor e difficult
conpeting in that kind of a world and, therefore,
realizing this, their venture capitalists or their
ot her funders or they thenselves may decide to not
invest as heavily in creating content.

That is sonething that we would want to
be wvery wary of, because ultimately a few
percent age points of dead weight | oss here or there
in today's econony is going to be swanped by what
happens to the rate of growmth of that welfare, and
that rate of growth is going to be a function of
incentives for innovation and new ideas and new
goods and new products being introduced in the
mar ket pl ace.
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That is sonmething that, as | think it
was nmaybe Steve had said earlier, hasn't been
anal yzed nearly as extensively.

There is one paper that Janis Bacose
and | did called "Bundling and Conpetition on the
Internet” where we tried to very explicitly
consi der these tradeoffs. Also Barry Nail boff
(Phonetic) has analyzed themto sone extent, but it
is certainly an area that calls for a lot nore
research, because ultimately that is going to be
the main driver of consumer welfare.

MR. : Well, first | also want to
reconmmend Greg's study. |'ve been talking for 45
years about these value averaging effects in
bundling, and this is the first enpirical study
that actually tries to nmeasure these.

On the other hand, | am not sure
exactly how knowing all this really helps a policy
t hat much, except perhaps to reassure us that these
things are actually happening, but | already
assuned they were anyway. So -- but anyway, other
peopl e may not.

Anyway, I very much agree with
everything that Eric said about this and the val ue
of innovation and all this kind of thing. | guess
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my own take on this, you know, is that | am

synpat hetic, you know, as | said, to the consuner

attitude toward this.

It is really a kind of a -- It's kind
of a dilemm. You would make sonme people better
off, probably a fairly small slice of people at

nost, by doing this. But the problem is anything
that you do to try to force a la carte and to |ess
bundling -- al nost everything you do has sone kind
of a negative effect, which i think is probably

goi ng to swanp ot her things.

I woul d agai n enphasi ze this
advertising thing. | nmean, this is really a key
issue in the industry, and | think it is a very

powerful notivating force behind the way that the
programmers behave, is they want to maxim ze the
size of their audience, and they wite their
contracts to do that.

As soon as you try to force a la carte,
then that starts to underm ne the advertising, and
that has a feedback effect, which is actually going
to raise costs to consuners or reduce the quality.

Now what the enpirical effects are, |I'm not sure.

Eric made his points about preserving

envi ronnent -- about innovation, and | agree with
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this. There are different takes on this, and I am
very synmpathetic to the attitude, you know, that
you do want to preserve situations wher e
i ndependents have a better opportunity to get into
the industry.

It is true that you <could -- By
restricting programmer contracts, you probably
could inprove that, but | think that the FCC
getting involved in that is probably not the best
idea, and there are a |ot of side effects that that
may nmake it worse as well.

I nmean, as far as variety goes, | was
i npressed with something Eric said about the way
peopl e value variety. | nmean, cable -- Look at
cabl e networks. | mean, there is an incredible
skew, and sonme of this data was out before.

Look, 90 percent of the advertising
revenues and 90 percent of the viewing are in about
the top quarter or top third of the networks. I
woul d say probably the last 100 networks, if you

just blew hard at them they would all float away.

I mean, in economc terns, they are
very small. | think that they probably exist in
| arge part because -- You know, they make tiny

revenues, and in large part they probably exist

NEAL R. GROSS
COURT REPORTERS AND TRANSCRIBERS

1323 RHODE ISLAND AVE., N.W.
(202 2AN-A42 WASHINGTON D 20NNR-7N1 wnanar nealrarnee ram



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

265
because operators have a relatively |ow marginal
cost of capacity.

So if they can carry these and say,
| ook, we got 200 networks, take your pick, vyou
know, that is sonething that inpresses consuners,
and they like that, and they have the option.

You know, Bob Pepper (Phonetic) was
maki ng the point at [unch about the option value
t hat subscri bers have, and they feel wealthy, you
know. You get these 200 networKks. Even though
t hey amount to practically nothing, you know, it is
val ue, and people do that.

It is a good chance, if you start
tinkering with this stuff, that those networks are
going to blow away. There's a pretty good chance a
ot of themwll.

MR. : | guess that leaves it to
me, with not a lot to say.

| do want to talk a little bit about
the small networks. I think David is right. It
woul dn't take much to underm ne them and have them
di sappear.

My again casual inpression is, though,
that there are large nunbers of small audiences
that intensely value some of the stuff that I
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consider pretty crazy and wacky on these snall
net wor ks.

You wouldn't have predicted three or
four years ago you woul d see people that are making
choppers -- you know, custom choppers in California
becom ng, you know, something Ilike a hit, or
Monster Garage and things like that or this thing
on, | guess it's Spi ke now, where you have these --
you know, it's a Japanese program People are
doing these crazy things with the voice-overs in
English that sound |like sonething different, things
you woul dn't have i magi ned.

So there is a lot of creative fernent
that gets picked up other places, and | think that
t hese networks have a value as a springboard for
new i deas. Unfortunately, a lot of it is the
reality stuff that | don't |ike, but neverthel ess,
a | ot of people do.

It is inportant that we renmenber that
there are strong efficiency notivations for
bundl i ng. You know, what has been enphasized
today, by and large, are the demand side effects,
but once the efficiency conponents are there, and
if you do bundle for efficiency, then you are going
to get the denmand side effects as well.
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Il think that mkes it difficult to
di stingui sh whet her what you are observing has been
done for the demand effects or the efficiency
ef fects. Since you are going to get the demand
effects anyway, the aggregation effects that Eric
tal ks about are enpirically -- you know, the |aw of
| arge nunbers operates pretty powerfully. So you
are going to see that anyway.

You can't look then -- It's too bad
Geg left, because this is part of his paper. You
can't say, because you see the demand expanding
effects and increase in elasticity, that the
motivation for the bundling was for the denmand
aggregation effects as opposed to efficiency. You
are going to see that anyway.

The question, is it possible to inprove
over the current situation: David said that he
couldn't think of any way. Of the top of ny head,
| can't think of any way either.

That doesn't mean that conceptually
there is not a way to do it. But what ny fear is,
that we don't have the information either about the
costs, certainly about the dynam cs, or about the
demand interactions and how those will change over
time to make it possible to really nake a very
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i nf ornmed deci sion about such things.

So while it is not inconceivable that
there is not a way to make things better, 1 think
it is an extrenely risky thing to venture, given
the kind of information we have. And given the
nature of the industry, | think it is going to be
difficult to get the information we would need to
make it better.

So basically, | would be very cautious
in that regard.

MODERATOR WAL DON: Eric, did you have -

MR. : | just want to add another
coupl e of thoughts. | think we need to be in a
position to give you better advice, and | found it
a little frustrating that we weren't able to give
you as good advice as we should have been able to.

So I would like to make an invitation
to ny fellow econom sts and to industry for us to
do nore enpirical work, along the lines of what
Greg did. But that is really just scratching the
surface, just beginning.

| think there are sonme opportunities
for some well designed experinents to really answer
much nore unequivocally these questions about
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bundling is affecting consunmers and producers.
There are sonme theoretical predictions, but they
are based on necessarily sinplified assunptions.

It is not that difficult or that
unsol vabl e a question to do a lot of this enpirical
wor k and go out and do some controll ed experinents.

| have done the same sort of thing with online
mar kets with conpanies |ike Amazon, and | would be
delighted to explore it nore with cable operators
or other providers of information goods.

I think we could really crack this nuch
nore explicitly, rather than just talking about
hypotheticals, to a l|large extent, and that would
put us in a position to give better advice.

I think also, from the position of
theory, there is a lot that could be done. We
talked a Ilittle bit about innovation in this
i ndustry, but there should be sone innovation anong
t he econom sts and the peopl e devel oping the nodel s
as well in ternms of how we think about the problem

of generating revenue for paying for information

goods.

So far the paraneters have been really
small -- you know, bundling, a la carte, mxed
bundl i ng. But there are a lot creative ways.
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Advertising, actually, is another one that David
brought up quite a fewtimes, a lot nore innovative
potential revenue nechani sns.

I think of ASCAP and what they have
done in ternms of distributing revenues to nusic
producers or what Steve Jobs has been playing wth,
with downl oading nusic, or in the novie -- in the
video rental industry, a few years ago sonmeone cane
up with the idea of revenue sharing which has
apparently generated about an extra billion dollars
worth of revenues and surplus conpared to the
previ ous nodel where the videos were just sold to
the rental stores.

So | think we can be nore creative
about inventing new ways of paying for content and
distributing the value from that content to the
i nnovators that are very different fromthe way we
buy and sell physical goods.

| think information goods open up all

sorts of new possibilities. So there is another
invitation to the theorists as well as to the
enpirical researchers, and | suspect that will open

up all sorts of opportunities for inproving overal
wel f are.

MODERATOR WALDON:  Anyone would like to
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MR. . Yes. I guess | would just
agree with Eric in terms of -- | nean, a |lot of the
things we discover are sort of by looking at the
way things have actually been and figuring out the
| ogic that underlies it.

What | wouldn't want to do, though, is
to say that as an econonmi st | figured out a new way

to extract revenue from consuners, and then turn

around and say the industry should do this. It is
one thing to say that |'ve discovered sonething.
It is another thing to say that | know that this is

prescriptive and that a policy maker should be able
to act on that and should say that there is a
business case for sonmething that WIdman or
Wat er man or Brynj ol fsson has di scovered.

MR. > VWhy not -- | think I m ssed
it. Why woul dn't you want to prescribe sonething
t hat you thought would create nore val ue?

MR. : I woul dn' t m nd
recomrendi ng. What | wouldn't want to do is to
make it a policy requirenment, because again we are
moving fromthe theoretical to the actual enpirica
envi ronnent, and you al ways uncover t hese
undi scovered things as you inpl enent.
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So | think it is great to discover
ideas. It is another to say the FCC shoul d mandate
t hat these ideas be inplenented, enployed. 1In sone

way, they are trial by people that are out there.

| guess that was one of the reactions |
had this nmorning to some of the suggestions saying
the industry would be better off by doing this.
Well, then there should be a rush to inplenment
t hese suggesti ons.

If there is not, then you either --
inmplicitly you are saying these people are just
incredi bly stupid, which is sort of what econoni sts
say all the time, inplicitly, or there nust be nore
nefarious notives. But then you are left to
identify those as well.

MODERATOR WAL DON: Vell, | would like
to thank everyone who cane here this afternoon. I
want to thank our distinguished speakers who were
so kind to donate their tinme to help the Conm ssion
better understand the issues before us, and rem nd
everyone that the reply comment period is still
open.

So if you want to add additional
information to the record on here, please do so.

Thank you very nuch.
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(Whereupon, the foregoing matter went

of f the record.)

(2N 2°4-442
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