Chapter 9

LOCAL DISTRIBUTION MONOPOLIES IN
CABLE TELEVISION AND TELEPHONE
SERVICE: THE SCOPE FOR COMPETITION

Eu M. Noam-

Two important local monopoly issues exist today in telecommunica-
tions. The first is the local distribution power of telephone com-
panies in general and of the Bell System in particular, a well-
recognized object of recent vigorous if controversial government ac-
tion! and of numerous legal and economic analyses.> The second,
less widely perceived at present though potentially more serious in
its consequences, is the largely unrestricted control of a cable com-
pany over dozens of television channels in the communities where it
holds a franchise. The public policy analysis and the subsequent
government actions to these twin problems have been active, but
significantly flawed in one respect: they fail to recognize that the
two monopoly issues, seemingly dealing with different industries,
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are in fact related. Once one ceases to treat the industries sepa-
rately, each can be used to eliminate the other’s monopoly.

This article will discuss these interrelations. Since the problem of
local cable monopoly is, in the author’s view, by far the more im-
portant, its analysis i1s undertaken in detail, together with an inves-
tigation of alternative remedial policy approaches. This discussion is
then followed by an analysis of competition between what are today
different communications networks, telephone and cable television.

THE PROBLEM OF LOCAL MONOPOLIES
IN CABLE COMMUNICATIONS |

While the rapid development of cable television has led to a wide
public recognition of the communications potential of the new me-
dium,® a proper understanding of its impact is less widespread. Thus
it is generally but mistakenly believed that the large number of
viewing channels of cable television will necessarily lead to a great
diversity of program sources.

This view, however, overlooks the inherent structural problems of
the cable television industry and of the dual function which it af-
fords to a cable franchise holder. Like a telephone company, a fran-
chisee holds a natural monopoly in the local transmission of
communication signals; but unlike a telephone company, it is not
required to act as a common carrier? and thus is not obligated to
transmit the programs of other producers and syndicators. Instead, a
cable operator has to a great extent control and discretion over the
content of the video channels,’ an ability normally described as pro-
gramming power. To use an analogy, it is as if one company owned
the entire television spectrum in a geographic area, and could alone
determine its use. In the terms of monopoly analysis, a cable oper-
ator is permitted to extend his monopoly over distribution, where it
i1s ‘“‘natural,” vertically into the stage of local program supply,
which is not monopolistic by nature.®

Such programming ability is a remarkable source of power over
visual information, especially when the number of channels is large,
exceeding one hundred in a number of metropolitan areas.” Only a
few years ago, 12 channels was the standard. Even more channels
should become available in the future as cable trunk lines are
added.® True, a number of these channels are removed from the
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cable operator’s control by their “dedication’ to a variety of specific
purposes. For example, each television station “significantly
viewed”’ within the franchise area of the cable system must pres-
ently be given a channel.® Similarly, franchise agreements may re-
quire one or several channels for nonprofit and free ‘“‘community
access” and commercial “‘leased access,” and may set aside chan-
nels for the uses of local government. But even after subtracting all
of these, a cable operator of a future 150-channel system may still
be left with perhaps 100 cable channels at his disposal.

The control over channel access has, by the logic of profit maxi-
mization, consequences for the sources of the programs, and is at
the root of the present vertical extension of cable operations into the
syndication and production of programs, where the profits of pro-
gram production and syndication can be appropriated in addition to
those of mere transmission. For example, the American Television
and Communications Corporation (ATC), the nation’s largest cable
operator in 1981, is linked, through its parent company Time Inc.,
with both the largest program supplier, HBO, and the program ser-
vice Cinemax.!® Moreover, ATC has acquired the USA Network, a
sports program supplier.!” Group W Cable (formerly Teleprompter),
the third largest cable system, was a part owner of the movie ser-
vice “Showtime,”'? and through its parent Westinghouse'? produces
Satellite News Channels.'* Warner Amex, another industry leader,'
owns the “Movie Channel,” “Nickelodeon,” and “‘Music TV,”
three widely distributed networks. Each cable system can restrict the
access of program services which it does not own in favor of its
own program services.!® It can also restrict the access of indepen-
dent movie producers to local pay-cable distribution.'?

A demonstration of the potential for preference and exclusion in-
herent in vertical integration between program distributors and pro-
ducers was the access policy of Teleprompter toward the innovative
Cable News Network (CNN). The company advised all of its cable
systems not to enter into access agreements with CNN, since West-
inghouse—Teleprompter’s then-prospective merger partner—was
planning a news network of its own.'® In the future, no CNN news
may be available in Teleprompter’s franchise areas.

A recent FCC Special Report,'® excellent otherwise, denies the
harmful possibilities of such vertical integration, concluding instead
that a cable operator would buy the programs of the cheapest sup-
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plier, regardless of who it is. This analysis, however, does not take
into account the economies of scale and scope for a program sup-
plier with a large and assured market, which reduces his cost of
production relative to that of his nonintegrated competitors. More
importantly, the analysis is based on an implicit assumption of a
perfectly elastic, i.e., horizontal, supply curve. As soon as one
allows for the more realistic upwardly sloping supply curve,?® in
which a higher market price increases the supplied quantity, a “‘pro-
ducer’s surplus” exists and equilibrium is reached at a price where
many program producers are able to sell their product at a price
higher than the minimum which they would accept. By purchasing
from his own program subsidiaries, a cable operator can therefore
appropriate part or all of this rent or surplus to himself.?! Addition-
ally, the FCC special staff analysis implicitly equates an optimal
policy with one that causes programs to be produced efficiently,
even if the result may be that they are all produced by one com-
pany. Yet cost efficiency of program production cannot rank equal
with the assurance of diversity of program sources as a goal for
public policy. Such diversity is an important value in itself, unlike
the diversity of origin of, say, the components of a GM car, for
which the FCC analysis would better apply.??

The economic logic of monopoly operation also causes the num-
ber of channels that are offered to be smaller than optimal. Because
many of the viewers of one program are diverted from others, a
cable operator may, beyond a point, not gain from increasing the
number of available channels, while a more competitive system
would still provide additional viewing options. Hence, diversity in a
strictly numerical sense may also be reduced.

The consequences of such control over what may well become
the primary medium of entertainment and information are serious in
a society where the unimpeded flow of diverse information is held
to be a fundamental requirement.?> As the Supreme Court has ob-
served, “[Tlhe widest possible dissemination of information from
diverse and antagonistic sources is essential to the welfare of the
public.”?* The FCC holds it “beyond dispute that one party should
not control the content of communications in the home.”’®

The issues raised by a local cable monopoly have been discussed
before by a number of commentators.?® At present, most cable com-
panies still have a limited channel capacity,”” which tends to
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obscure the reach of their programming power. Even where the
number of channels is large, cable companies tend to concentrate
their present resources on the winning of new franchises and on the
construction of cable lines, with a lesser, though growing involve-
ment in active programming and program production, especially in
pay-TV. They must also maintain a responsible image, lest their
chances for additional franchises be injured elsewhere. None of
these factors, however, will be long lived. In the future, when all
franchises have been awarded, all wiring strung out, and all systems
upgraded to a large channel capacity, the impact of this monopoly
structure will become apparent through its economically inevitable
consequences. Already, we are witnessing the transformation of ca-
ble television from a transmission medium into a marketing channel
of services to viewers, with a major function of the hardware being
to provide exclusivity of access.

IS CABLE TELEVISION MONOPOLISTIC?

The existence of monopoly conditions in cable television, impor-
tant to the vertical programming power that has been described in
the previous section, is often denied with the argument that compe-
tition is possible and that it can act as a check on operators. Such
competition, it is argued, takes essentially two distinct forms, either
that of intramedium rivalry among cable systems, or that of compe-
tition with related broadcast media such as commercial television
and satellite broadcasting. These arguments are important and merit
a closer discussion. The following section deals first with intra-
medium competition by analyzing in detail the local monopoly prop-
erties of cable television. Following that, infermedia competition is
discussed.

The Sustainability of Intramedium
Competition

A major policy approach toward cable television is to rely on
intramedium rivalry. In New York State, for example, a recent gov-
ernor’s bill, based on recommendations by Kahn and Stelzer,?®
seeks to open each cable franchise area to additional cable com-
panies, thereby reducing their local monopoly power. The possibil-
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ity of such entry is based on the assumption that more than one
cable company could successfully operate in a territory.”” Such
competition would not be sustainable if cable television distribution
exhibits local monopoly characteristics. The question whether cable
television is a natural monopoly is thus important for an evaluation
of the potential for intramedium competition. If significant econo-
mies of scale exist, it is unlikely that other cable companies would
enter. This statement does not negate intramedium competition com-
pletely. As Baumol® as well as Panzar and Willig’! have pointed
out, it is still possible that multiproduct firms would be able to enter
successfully .32

Information about scale economies in cable television transmis-
sion is also important in assessing several other issues: the likeli-
hood of future consolidation into regional or national cable systems;
the economically most efficient subdivision of large cities into mul-
tiple franchise zones awarded to different companies;** and the price
structure of cable television services.?*

Natural monopoly and economies of scale are closely related but
not identical concepts. Baumol** defines natural monopoly as ““An
industry in which multifirm production is more costly than produc-
tion by a monopoly (subadditivity of the cost function),” (p. 810),
and establishes that for the single product firm ‘‘evidence of scale
economies is always sufficient but not necessary to prove [such]
subadditivity.”” (p. 809). Furthermore, these economies need be
shown over a wide range of actual or potential outputs to reach
valid conclusions. It is intuitively plausible that there are some
economies of scale over some range; what is more important, how-
ever, is whether these efficiencies persist.

The nature of an empirical investigation of economies of scale
will be very briefly indicated. Such analysis calls for a functional
form that permits scale variations over the range of output, i.e., a
so-called non-homogeneous production function, such as the a trans-
log function of the form.

.InY = a + al(ln Xl) + ag(h'l Xz) + 33[(111 Xl)(ln Xg)] +
a;(In Xy + as(In X,)%.

where Y is output, X; is labor and capital inputs.?®
Marginal elasticities of production with respect to the inputs are
then the partial derivatives. The scale elasticity E is the sum of
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these elasticities with respect to each input.>” E shows the percent-
age change in output associated with a percentage change equal in
all inputs.

Such a measure is sufficient to establish the extent of economies
or diseconomies of scale, but is inconvenient operationally. Since
the inputs depend, after all, on the output, the interesting question is
what E is at a given output, assuming cost-minimizing production,
rather than what it is for a given combination of inputs. The change
in E with output is generally different from that for E with inputs,
since expansion paths do not coincide with rays from the origin in
input space, unless the production function is homothetic, i.e., a
monotone transform of a positive homogeneous function. Since the
translog function is non-homogeneous, this identity does not occur.
To find E(Y) is useful since it also describes the elasticity of the
average cost function, E,c, with respect to output.’® By Shephard’s
Duality Theorem, the minimum cost function C(Y,P;) is derived
from a regular production function U(X;). The average cost curve
AC is U-shaped (i.e., has a unique minimum) with respect to Y if
d(AC)/dY = 0 for a Y > 0, and with the second order conditions
fulfilled; this implies that the cost elasticity with respect to output

d(AC Y
2. EAC == (dY)'

!
=

It can be shown® that the bottom of the U-shaped average cost
curve lies where E = 1.% It can also be shown that, holding prices
constant, for n inputs the general solution for the ‘‘elasticity of
economies of scale”” with respect to output Y is

dE (1 —E) EH
aY = Y T BJ ~

3. 1

where |B,| is the Hessian matrix |Hp| of order n bordered by the
marginal products. The cost-minimizing input combinations for a
given Y, i.e., the expansion path, are found by minimizing cost
subject to the production function constraint. E(Y) is cumbersome,
but its computational calculation is readily possible.

For an empirical estimation of the equations established above we
can rely on an unusually good body of data.*! Operational informa-
tion exists for several thousands of cable operations, all producing
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essentially the same service,”? operating and accounting in a single-
plant mode, supplying their local market only, and reporting finan-
cial data according to the fairly detailed categories of a mandatory
federal form.*3-44

The data cover virtually all 4,200 U.S. cable systems, and are
composed of four disparate and extensive files: for technical and
programming,** financial,* local community,*” and employment*8
information. The financial data include both balance-sheet and
profit-and-loss type information.* Data refer to the year 1980.

Capital is defined as the flow of annual capital services. Its deri-
vation is given in Appendix B. Three alternative measures for out-
put are employed: ‘‘Subscribers Served,””*® “Homes Passed,” and
“Total Operating Revenue.” Input prices P; are assumed constant
over the range of production, and are calculated by dividing expen-

ditures on each factor by its quantity.
The production function was estimated by using ordinary least

squares over the translog function of equation (1). The results are
given in detail in Appendix A, Table 1. Table 2 lists summary re-
sults for the scale elasticity E over the range of outputs. These elas-
ticities are, as can be seen, nearly always greater than one, and
rising in size.

For large-sized operations (more than 100,000 subscribers), they
are in the range of 1.2, a result that is similar to most of those
found for telephone services.’!

A similar result is found for ‘“Homes Passed,” showing a de-
creasing rate of change in inputs with the growth of the distribution
network.

These results show that the average cost curve is not U-shaped
but, beyond a small scale, decreasing with output. Average costs are
continuously falling and marginal costs are consistently below aver-
age costs in the observed range. These are the economic symptoms
of a natural monopoly situation.

The implications of these results are that large cable operations
have cost advantages over smaller ones, and that these advantages
increase with the disparity in size. ‘

The existence of economies of scale throughout the relevant range
of output meets Baumol’s sufficiency criterion for a natural monop-
oly for the single-product firm. It is still possible that a multiproduct
firm (in this case, telephone companies) could enter successfully,
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and thus this situation will be discussed in detail below. But as
against other “‘pure’” cable companies the economies of scale char-
acteristics are operative.>?

Intermedia Competition

The second potential form of competition with cable television is
a rivalry with other video media. Because cable television is only
one of several forms of telecommunications, its programming power
may be limited by the need to cater to viewers’ preferences to avoid
losing them to another video medium. If indeed such competition
exists, a cable company would have to supply the most attractive
programs, from whatever sources, in order to secure viewers as sub-
scribers, pay-channel watchers, and advertising audience.

Cable’s competitors include conventional over-the-air broadcast-
ers, as well as newer forms of communications such as Direct
Broadcasting Satellite (DBS), Satellite Master Antenna Television
(SMATYV), and Multipoint Distribution System (MDS).** MDS is a
microwave technology presently used largely to provide television
programs to hotel guests and closed circuit audiences, but it is also
available for direct-to-home service.>* Other potential competitors,
somewhat more removed, are recordings such as video cassettes and
video discs; still further removed are movie theaters and other forms
of entertainment.

On its face, the intermedia competitive argument seems powerful.
However, a closer look at each of these ostensible competitors re-
veals that cable’s significant technological and economic advantages
will probably make it the dominant medium of the future, barring
unforeseen technological or regulatory developments.

Direct Broadcast Satellite (DBS), presently in the planning stage
but close to realization,’ has in particular been touted as the major
form of the future because it offers new viewing opportunities with-
out requiring the expense of laying cable.’® Moreover, DBS has a
science fiction-like allure, particularly in comparison to the down-to-
earth technology of cable television. However, the development of
DBS will be hampered by inherent economic and technical con-
straints.
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In its pure form, DBS permits subscribers to tune into programs
that are beamed from stationary satellites.’” To do so, DBS requires
an antenna which is not inexpensive and which may not permit con-
venient reception of more than a few satellites. There are also limi-
tations on the number of satellite broadcast channels because of the
scarcity of allocated broadcast spectrum,’® aggravated by the wide
reach of the signals and by the sky’s overcrowding with satellites.>®
The presently anticipated number of DBS channels (or ‘‘transpon-
ders”), according to a recent FCC staff study, is on the order of
four to ten,®® depending on which of certain assumptions are made.
Even if that estimate is conservative, the potential number of DBS
channels is relatively small in comparison to that of cable channels.

Another relatively new medium that has been heralded as a poten-
tial competitor to cable is multipoint distribution system (MDS).%!
MDS is similar to traditional television broadcasting, except that it
uses microwave frequencies. Its main use has been for pay televi-
sion, and it is in this area that it is believed to create a viable
alternative to cable. Yet, given MDS’s limitations, this is highly
unlikely. It requires special microwave receiving equipment and
also, for pay television, an unscrambler. It is currently restricted by
the limitation of spectrum to a maximum of two channels,*? and it
is questionable whether even two channels could coexist without
mutual interference.®> No non-experimental television market has
more than one MDS channel . As with DBS, it seems unlikely that
a large number of customers would go to the trouble and expense of
installing microwave reception equipment to obtain a relatively
small number of additional broadcast channels when cable at a com-
parable price, or better, can do much more.

Traditional television broadcasting is probably a more formidable
competitor of cable than either DBS or MDS is, because it is well
established organizationally, economically, and politically, has ac-
cess to almost every American home, and is free of charge.®® But it,
too, suffers from the limitations of spectrum that, in connection
with the FCC’s policy favoring localism in broadcasting, holds most
cities to a mere handful of VHF and UHF stations.®® Also, in many
areas of the country the reception of broadcast signals is generally
poor in quality. After all, it was precisely in order to alleviate these
limitations of traditional broadcasting that cable television and dis-
tant signal importation were developed.®’
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Even more important, however, are other aspects of cable tech-
nology which should establish its dominance over other video
forms. In addition to cable’s large number of channels, other inher-
ent advantages include its two-way capability, its ability to impose a
per-view fee structure, and its potential to ‘‘narrowcast.”

Two-way capability means that a viewer has the ability to return
signals ‘‘upstream’ to the cable system, either automatically or from
some form of terminal attachment. Much of the use of this technol-
ogy, of which Warmner Amex’s Qube application is the best known 68
is at present experimental or introductory. Within a fairly short
time, however, two-way cable should become a mainstay of home
communications. On the program distribution level, a two-way sys-
tem makes per-program billing for television viewing feasible, in
the same way that telephone companies charge for toll calls. In its
commercial potential, two-way communications is a marketer’s de-
light, since consumers can respond to advertising messages in-
stantaneously by pushing buttons to make an order and to transfer
funds in payment. Additionally, consumers will be able to request
visual information on merchandise, order, and pay, all while sitting
at home in front of their television sets. Cable’s two-way capability
also makes possible services that should be as useful to consumers
as they are potentially profitable to suppliers: alarm systems, meter
reading, electronic banking, videotex and data information, classi-
fied ads, and more.®® Consumers would therefore benefit from two-
way cable as a communications medium quite apart from its enter-
tainment content, and commercial users would in effect subsidize
such access to consumers by their access payments to the cable
operator. Hence, it is to the latter’s economic advantage to connect
to a large number of households, and this provides an incentive to
charge fairly low basic rates, or even a zero charge,’® just as over-
the-air broadcasting is free in order to induce its consumption as a
vehicle of advertising services.

The price advantages of ‘‘free’” broadcasting over cable may
therefore largely disappear, and nearly every household is likely to
have a cable television connection. With cable reaching most house-
holds, conventional broadcasting would be reduced to a supplemen-
tary role, simply providing a handful of channels independent of the
cable operator, carried on cable or off it, and reaching rural areas
where the laying of cable is uneconomical. Once connected to ca-
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ble, a viewer would not have a great incentive to invest in a special
DBS or MDS antenna in order to receive a few additional programs.

A second advantage that cable affords over traditional television
is that it permits the operator to impose a charge for the viewing of
specific programs. The possibility of such per-program pay-cable
revolutionizes the program offering on cable because it permits pro-
grams and services with much higher production budgets. In regular
broadcasting, the program’s cost does not usually exceed its value
as a vehicle to advertisers. This value, even when increased by the
revenues from subsequent reruns and syndications, is usually far be-
low its value to viewers.”' In economic terminology, viewers benefit
from a significant consumer’s surplus, i.e., they get a program for
free (or, more accurately, for the value of their time in which they
subject themselves to advertising messages) where they would have
been willing to pay something. The sums that people are willing to
pay for programs is astonishing. In Columbus, Ohio, where the
two-way cable system makes sophisticated billing possible, pay-
cable “‘junkies” are reported to pay more than $150 a month for
their viewing.”?

The other side of the coin of free television is that certain types
of programs are unavailable because advertising does not generate
sufficient revenue to have them produced or aired. This is the rea-
son why big-budget movies are not shown on television until some
time after their release. Similarly, important boxing matches have to
be shown on free television after a delay of several days or weeks
since the technology of live closed-circuit television has made spe-
cial screening to paying audiences available.” With cable, however,
such programs could become available on pay-television to a nation-
wide audience. Indeed, one can expect the most desirable programs,
i.e., those whose consumer surplus is highest, to be largely si-
phoned from free television and moved to pay-television.” The jew-
els of broadcasting, such as the Olympic Games, the World Series,
and the Academy Awards Ceremonies, could cease to be shown for
free; this development would widen the gap between the quality of
broadcast programs and that of cable programs.”

Although pay-television is not strictly confined to cable, as a re-
sult of cable’s technical advantages, other medias’ versions of pay-
television are unlikely to be viable competitors. Over-the-air broad-
casting has developed ‘‘Subscription Television™ (STV), permitting
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the transmission of scrambled signals, which subscribers unscramble
with a rented device. Because STV requires a regular broadcast
channel, it is faced with the usual problem of VHF spectrum limita-
tions, or relegation to the less desirable UHF band. Since a new
STV station would mean a reduction in the number of “free’ sta-
tions, STV encountered vociferous opposition when it was first pro-
posed, resulting in a successful California constitutional referen-
dum’® (subsequently set aside by the courts)’” and in FCC rules
restricting STV.”® However, this early fear of STV envisioned a
more vigorous medium.”® Today, 20 years after the commencement
of a large-scale STV experiment in Hartford, there are only 26 STV
stations on the air, all of them on the UHF band,® and their long-
run survival is uncertain. At the same time, pay-cable is booming,
with millions of subscribers®! and by now dozens of national pay-
television services.®? In all likelihood, STV’s significance is transi-
tional rather than permanent, even if its viewers stay with STV for a
while after the cabling of an area. It can serve as an outlet for pay-
TV programs where cable has not been franchised or laid.

Alternative forms of pay-television involve the use of the DBS
satellite technology or the MDS microwave transmission, and re-
quire subscribers to rent a special receiver and/or unscrambler. But
should basic cable service be available free of charge, cable would
enter nearly every home, and the viewing of its pay channels would
flow naturally from their immediate availability, thus giving cable a
great competitive edge over these alternatives. STV, DBS, and
MDS would have to persuade consumers that the many cable chan-
nels ought to be supplemented, for a fee, by the few additional
programs it could supply. The alternative forms of pay-television
are further handicapped in competing with cable because they lack
the two-way technology that enables cable operators to impose a
practical per-program billing. This type of pricing, which is much
more sophisticated than the monthly per-channel flat charge for
STV, DBS, and MDS, permits cable operators to offer a more var-
ied program.®3

Another advantage of cable is its ability to segment the viewer
market by ‘‘narrowcasting.” A conventional commercial broad-
caster, controlling only one channel, tries to maximize his audience
and therefore aims at the mass of viewership by ‘“‘common de-
nominator’” programming. Even when several television stations ex-



364 ACCESS, PRICING, AND LOCAL COMPETITION

ist, they are likely to compete for this broad center of viewers. In
contrast, where one operator controls several program channels, he
is likely to prefer a differentiated program mix as more profitable.
For instance, instead of showing several simultaneous football
games, a common occurrence in competitive broadcasting today, a
cable operator could show, at a given hour, one football game, one
documentary, and one adventure movie, thereby usually increasing
total viewing audience, pay-cable revenue, and probably viewer sat-
isfaction. He is also able—with per-view charging—to command
different prices for different programs according to the price sen-
sitivity of alternative viewer groups. A cable operator would be
motivated to satisfy the tastes of groups with special viewing inter-
ests even if those groups were small in size, as long as their will-
ingness to pay were sufficiently large.®* Pay-cable thus permits an
escape—within a profit-maximizing incentive system—from the
body-count orientation of conventional broadcasting, whose product
is not programs but consumer audiences for advertisers.

In summary, cable’s unique technical features—its facilitation of
narrowcasting, per-program charging, and price differentiation
among different audiences, coupled with the fairly large number of
channels and their close association and economies of scope with
supplementary communications services—provide it with a solid
economic foundation unmatched by any of the broadcast media.®
Cable television is thus superior to broadcasting—in its conven-
tional, satellite, and microwave varieties—in terms of technology,
commercial potential, and viewer satisfaction, without being unrea-
sonably expensive to install and provide.* Broadcasting may still be
left with a major role in areas with a low population density; it can
also provide supplementary programming elsewhere, thereby re-
straining cable’s pricing power.®” But it is hard to see how commer-
cial television broadcasting could remain the dominant medium that
it is today.

Similarly, the potential competition with cable television that is
afforded by recording technologies such as video discs and cassettes
is also not very significant. The ready availability of movie cas-
settes, which have existed for many years, has not noticeably re-
duced television viewing. Even if video discs, the new technology,
become significantly cheaper, they are not likely to match the daily
variety, per consumer dollar spent, of pay-cable. Video cassettes,
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recorded off a viewer’s television set, may actually increase cable
viewing, since the latter’s high quality picture and its special pay-
cable programs would be more attractive than broadcast programs to
those assembling personal video libraries. At some point, of course,
such a well-stocked personal collection may reduce live cable
television viewing, though an analogy to the book-buying habits of
those with large book collections suggests that this is unlikely to
happen .88

THE REGULATION OF LOCAL CABLE
DISTRIBUTION

If, as has been argued, neither intra- nor intermedium competition
is likely to affect significantly the local distribution monopoly of
cable television with its associated program control, what should be
the proper direction of public policy? The following sections will
deal with alternative proposals of cable regulation, ranging from the
imposition of a common carrier status to public ownership and pro-
gram regulation.

Common Carrier Status

The conceptually most clear-cut way to respond to a local mo-
nopoly in cable programming is to separate a cable company’s
distribution role from its programming function. Under such a “‘sep-
arations policy,” cable system operators would act solely as con-
duits for the programs of others without control over the nature or
content of programs. For a fee they would have to offer non-
discriminatory ‘‘access’ to all comers. The function of cable oper-
ators would then become similar to that of telegraph or telephone
systems, i.e., that of a common carrier.

Such separations policy®® has been advocated by groups as di-
verse as the American Civil Liberties Union®® and the Nixon White
House. The latter led, after the 1974 Report of the White House
Office of Telecommunications®® (the Whitehead Report), to a 1974
draft bill requiring one for-lease channel for each channel controlled
by a cable operator. One year later, this proposed requirement was
reduced to one channel of leased access for every three that were
operator-controlled. Neither of the bills passed.
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At present, cable television is not treated as a common carrier.”?
In 1970, the FCC briefly toyed with, but again rejected, the com-
mon carrier concept when it requested comment on a proposal that
the larger cable systems provide at least 50 percent of their channels
for a variety of uses ‘‘at reasonable and nondiscriminating rates.””?
In its 1972 rules,® the FCC rejected a separations policy, and this
decision was upheld as a ‘rational choice” by the 9th Circuit,
against a challenge by the ACLU.” In 1976, the FCC instituted
rules for a mandatory leased-channel access on at least one chan-
nel,% but they were struck down. The 8th Circuit noted that “the
attempt to bludgeon cable systems into becoming common carriers
is an exercise specifically forbidden the Commission within its dele-
gated powers.””’

A common carrier status for cable, advocated by many access-
oriented public interest groups as well as by independent program
suppliers,”® as a conceptually neat solution, would create new prob-
lems. Foremost among them would be the necessity for a regulation
of the rates charged to program suppliers for access to a channel .*®
This regulation of access rates should be distinguished from that of
subscriber charges, although the two rates are somewhat related,
because the higher the charges to consumers, the lower access rates
may become. As an unregulated common carrier facing a large de-
mand for channel time, an unconstrained cable operator could act as
a classic monopolist, i.e., able and willing to restrict the supply of
channels between customers. Many advocates of a common carrier
status overlook the need for rate regulation. Yet one must realize
that the abolition of a vertical extension of monopoly deals only
with a symprom of power, and does not eliminate the power itself;
the latter will, if otherwise unconstrained, find expression in other
monopolistic behavior,!® such as higher prices, smaller offerings of
channels, or price discrimination.!®! The situation is that of a classic
monopoly, like those which led to the regulation of the rates of
utilities and of rail transportation.

The emergence of rate regulation would create major new prob-
lems.!%? Historically, rate regulation is easiest to administer where
the product can be clearly defined and quantified and where the
industry is relatively stable; the provision of water or electricity is a
good example. Rate regulation is much more difficult when it deals
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with complex and variable mixtures of services'®® or where the reg-
ulated industry is extremely dynamic in its development, as is the
case with cable television.!®* Institutionally, rate regulation encour-
ages predictability, and its reconciliation with risk taking in techno-
logical development and innovation may not be easy to achieve.
Administratively, rate regulation is patterned on considerations of
rate base, rate of return, and allowable expenses, a highly complex
accounting scheme not to be lightly extended into another sector of
the economy.!®® Where advanced technology is involved, it is diffi-
cult for a regulating agency to evaluate the reasonableness of many
expenses. As a consequence, the regulation of profits is emphasized,
leaving a company relatively free from constraints on capital and
operating costs, which it can largely pass on to users when demand
1s inelastic.

If a cable operator had common carrier status, its vertical trans-
actions with an affiliated program producer or syndicator would also
have to be regulated. The regulation of the Bell System, for exam-
ple, has in the past included governmental controls of the regulation
of its operating companies with Western Electric.!® Underlying
these rules is the concern that the common carrier’s preferential
treatment of the high priced but related company enables the latter
to compete unfairly, and permits the shifting of profits from the
regulated to the unregulated part of its business. Such preferences
could also be granted, directly or indirectly, in the allocation of
cable access. Hence, cable operators would have to remain inde-
pendent from the large number of firms and individuals with an
interest in the production and distribution of programs.!®” Alter-
natively, the terms of the vertical transactions must be carefully reg-
ulated. Again, the results would be an extensive set of rules,
involving thousands of cable systems.

At the same time, rate regulation gives governments the potential
to influence programming content. With a century of regulation as a
guide, one can confidently expect that rate setting will inevitably be
used by regulators in an attempt to promote some types of programs
over others. For example, in order to encourage the showing of
programs that are socially desirable from the regulator’s perspective,
lower rates for their access may be instituted. Cross-subsidies are
common in other areas of regulation, and it would be surprising if
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they did not also evolve quickly in the rate regulation of cable. The
special concern with their existence in cable television is that they
involve the subsidization of certain contents of speech, in preference
to others, by governmental action; it is a public policy of questiona-
ble wisdom and practicality, given the multitude of worthy causes
that will emerge with some legitimate claim.

Common carrier status for cable would engender other problems
as well. For example, it is possible that under a first-come, non-
discriminatory system of access, one or several national cable net-
works could gain substantial market power, at least where the
number of channels is small, simply by presenting themselves
early.!°8 This, by itself, would not necessarily be a negative devel-
opment, but it is conceivable that powerful cable networks would
prevent the subsequent expansion of cable’s channel capacity in
order to create barriers to the entry of rival cable networks.'® An
example of the potential for pre-emption was the 1976 attempt by
the Optical Systems Corporation, a pay-TV operator, to forcibly
open cable to its business. The company sent letters to over 500
cable systems in which it cited the then-effective FCC rules con-
cerning leased access and in effect demanded access to all of these
systems.!!°

Another argument against a separations policy, voiced primarily
by cable companies, is that it takes a great deal of capital invest-
ment to construct a cable system, and that the extra profits gener-
ated by the programming activity of the operator help to defray the
cost of construction and improvement. Therefore, without these
profits, marginal areas would not be wired for cable reception and
some entrepreneurial risks would not be undertaken.!'! In addition,
venture capital may not be attracted when the investment is not cou-
pled with control over the programming. Presumably, some pro-
grams may have negative effects on the attractiveness of the
distribution system itself, and control over their access should there-
fore be among the economic prerogatives of investors.

Cable companies are extremely concerned about the prospect of
common carrier classification, which may deny them the desired sta-
tus of ‘‘video publishers.””'? Thus they have consciously refrained
from offering some services that might invite the dreaded common
carrier status.!'® In one instance, a New York City cable company
successfully offered banks cable transmission of data, but modified
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its service when the New York State Public Service Commission
started to consider whether this was a common carrier service sub-
ject to tariff.!!*

Even if all of these problems are disregarded, there remains the
question of how effectively the goal of diversity would be promoted
under a common carrier system.''® This question has no obvious
answer. In all probability, a greater diversity of programming
sources could be expected. However, this does not necessarily mean
that a common carrier form of cable would lead to a larger diversity
of program fypes than under a vertically integrated monopolistic ar-
rangement. Where there is only one monopolistic programmer, pro-
gram selections would be made to maximize total audience (or, in
the case of pay-TV programs, to maximize revenue received from
audiences).!’® Under such a system, as some economists have
argued in the different context of broadcasting,!'” relatively narrow
segments of the potential viewing population may receive programs
designed to interest them, in contrast with competitive television.
For example, if there are already three situation comedy channels
operating, it may be rational to provide a channel for, say, stamp
collectors instead of offering a fourth comedy. The latter would not
add many new viewers to the total television audience, and instead
would only divert viewers from the existing comedies. But with
competition for that audience among rival program suppliers, the
fourth comedy would in all likelihood be shown, by the same eco-
nomic logic that leads to the present common-denominator program-
ming of the television networks.!'® For this reason, these economists
feel that a monopolistic structure in programming enhances program
diversity; by implication, a cable programming monopoly may actu-
ally be desirable.!!® Other analysts disagree,'?* arguing that the op-
posite result is just as likely, primarily because a monopolist need
not satisfy a viewer’s first choice in program types if that viewer
would also watch lower choice program types. With competing pro-
grammers, however, minority preferences would be addressed more
often, since no competitor would consider diversion of viewers from
other programs a cost to him.

In summary, a common carrier policy would be effective in sepa-
rating program distribution from program selection. It would also
increase the diversity of program sources and probably that of pro-
gram types. However, it would also necessitate fairly complex rate
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regulation, and could lead to governmental involvement in program
selection.!?!

Public Ownership

A second way to deal with the local monopoly of cable operators
would be to substitute public for private ownership. Under such a
policy, the physical cable system would be owned by a local or
state authority.’??> The necessary investment capital could be raised
by revenue bonds backed by the credit of a local government. Ac-
tual technical operation might be subcontracted to private operators,
including cable companies. Public ownership, it should be noted,
does not by itself assure common carrier access to program sup-
pliers, since the local authority may still act as a selector of pro-
grams. While this selection could be subcontracted to a private
company under some policy guidelines imposed by the municipality,
a more likely course would be to vest programming decisions in an
independent board of public representatives. However, because of
the reluctance to give a governmental body—however independent it
may be—powers over program selection, proposals for public own-
ership are often coupled with a common carrier proposal. Public
ownership exists at present for 36 cable systems, but only two of
these—in San Bruno, California, and Frankfort, Kentucky—have
more than 5,000 subscribers.!?®> Recently, St. Paul, Minnesota at-
tempted to adopt a publicly owned system!?* but the proposal was
defeated in a subsequent referendum. Several other cities, including
Chicago, Washington, Cambridge, and Philadelphia, are considering
the public ownership option with varying degrees of seriousness.'*

Among the attractions of public ownership, aside from local con-
trol and the potential diversity of programming sources, is its poten-
tial as a revenue source. There is a widespread perception, fueled
by private companies’ efforts to obtain franchises, that a cable oper-
ation can be extremely profitable.'?® But under current law, local
governments are precluded from imposing franchise fees at a rate
above 5 percent of revenues.'?” Hence, public ownership can be a
way to increase revenues from the riches of cable TV,!?® either by a
direct city operation or by its lease to a private operator.

The most obvious problem with public ownership is government’s
frequent inefficiency in operating a business. Cable television is a
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complex and rapidly changing technology. It is not easy to develop,
run, or adapt. New developments occur practically daily. As an in-
dustry, it seems to be far better suited for the special skills of pri-
vate managers and risk-taking investors rather than those of local
civil servants. When the technology has matured, operation by a
public entity may become practical, but that day is far off.

A second problem with public ownership is the potential politi-
cization of programming and access allocation.'? Political struggles
may accompany every controversial program and the programming
decisions by a city authority and may create First Amendment prob-
lems.130

There are also some technical obstacles to public ownership of
cable. Among them is the requirement in a number of states for
municipally owned public utilities to charge a rate only as high as is
necessary to cover operating expenses.!*! Other states prohibit cities
from granting exclusive leases of their property to private persons,
as would be the case if a city leased cable facilities to a private
operator.'3? There are also legal restrictions on some towns’ ability
to issue bonds for the construction of a cable system.!??

The main argument in favor of a publicly owned cable system is
that it could assure a diversity of access. But this goal may also be
achieved by different policies, without the problems associated with
governmental responsibility for programming and operational control
over a complex technological system.

Programming Regulation

In contrast with a separations policy and public ownership, which
are both structural approaches to the cable monopoly problem,'** an
alternative policy would be the regulation of programming con-
duct.'3 Under such an approach, the diversity of programming
sources would be maintained by government regulations, in the
form of general rules and/or specific conditions in franchise agree-
ments.!3¢ To the extent that a governmental policy on diversity can
be detected at all today, this is the direction taken.

For an evaluation of programming regulations, the practical prob-
lems of governmental interference in program choice must be con-
sidered. It is relatively easy to mandate the carrying of already
existing broadcast stations. But when it comes to the allocation of
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the remaining channels among the multitude of potential program
suppliers, governmental guidelines may be either oppressive in their
interference or meaningless in their generality.'*” Perhaps the most
logical way to proceed would be to institute rules restricting the
percentage or the number of channels that may be filled with the
programs of companies affiliated with the cable operator. While
such a system would open the remaining channels to outside sup-
pliers, their selection would raise the same questions previously
considered.13® Either the cable operator could exercise monopoly
power in the granting of and charging for access, or rate regulation
would become necessary. An alternative form of regulation would
be to mandate a certain program mix, for example by requiring for-
eign language channels for minorities. Yet this would place a gov-
ernmental body squarely in a programming role and, furthermore,
would leave unsolved the problem of diversification of program
sources.

One existing diversity regulation is the FCC requirement, often
also incorporated into franchise agreements, that cable operators
carry all existing over-the-air television stations in the area of cable
operation.!>® The purpose of this provision has been to protect
broadcasters who were fearful of being excluded from distribution
by cable, by providing them with assured and free access to every
cable subscriber in their broadcast area.!® However, the future of
this access should not be taken for granted. In the early days of
cable, providing any program to subscribers was a boon to cable
operators, and the easiest way to do so was to carry the regular
television stations. However, with the growing availability of pro-
grams for which subscribers will pay, the free ride of broadcasters
will become a burden to cable companies. Particularly in the case of
many UHF stations which have been elevated from obscurity to an
equal spot on the cable dial, the free access is at the expense of
cable companies. The latters’ profits are reduced because they can-
not fill the channels with profit-making programs and because their
potential viewers are diverted. Hence, cable operators challenge this
“must-carry”’ rule and other program provisions as violations of ca-
ble companies’ First Amendment rights.'#!

The FCC, as part of its recent deregulatory attitude, is also taking
a hard look at the “‘must-carry’ rule. Thus, one commissioner has
already predicted the elimination of the requirement. !4
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Another present diversity regulation is the frequent local or state
requirement to provide channels for the public access of any not-for-
profit user and for commercial ‘‘leased access.”'* Such access rules
were also required under the FCC rules until they were struck down
in Midwest Video 1I'** as beyond the agency’s mandate. The idea
behind public access is to exploit the local distribution characteris-
tics of cable by making it an outlet for local creativity and opinion,
a form of “‘electronic soap box.”” But while some innovative alterna-
tive programming is generated by these public access channels, their
present not-for-profit format, coupled with a lack of governmental
financial support, does not permit sustained high quality programs
that draw significant audiences.'® Thus, when the profitability of
channel use by the cable operator increases, the number of public
access channels may be curtailed.

Neither has leased access been successful. The use of such access
has not been granted liberally by cable operators, since the pro-
grams may be in direct competition with the operators’. In addition,
operators are concerned with liability for pornographic or libelous
content over which they have no control,'* as well as with the
negative effect on their reputation of inferior programs. As reported
in the trade press, they are also concerned with antitrust problems if
they cannot grant access to all comers:

[If] a cable operator denies a potential leasee [sic] access to its sys-
tem, the operator could be sued on antitrust grounds, leading to the
possibility that cable could be labelled as a common carrier. As a
result, many attorneys caution their cable clients to proceed carefully
when leasing channels.!¥’

Discouragement of leased access may take place, for example, by
lack of promotion, unavailability of posted rates, and the setting of
large minimum blocks of time that must be leased.

The cable industry is also challenging the legality of local fran-
chise requirements for leased and public access both as an imper-
missible restriction of cable operators’ rights of free speech in order
to enhance those of another,'*® and as a requirement that they waive
constitutional rights in order to obtain a public benefit.!®

Another form of diversity regulation is negative in nature, i.e., it
prohibits certain uses of channels. Foremost among those have been
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the restrictions on the importation of distant signals and on pay-
cable.1® These, instituted to protect local broadcasters and movie
theaters who opposed sharing their audience with “imported” sta-
tions and pay programs, were recently abolished by a deregulation-
minded FCC.!5!

A potential technique of diversity regulation is the general threat
of nonrenewal or loss of franchise unless certain expectations as to
programming conduct are met. This resembles the FCC’s implicit
threats not to renew broadcasting licenses, thereby inducing broad-
casters to include or exclude certain types of programs. Given the
realities of local politics, however, such a weapon 1s a two-edged
sword. It is in the public interest to have communications media
that need not quake before government officials. If frequent non-
renewals of franchises were to occur, the result might be self-cen-
sorship and extreme caution in programming, thus perpetuating the
present climate of franchise battles in which cable companies have
to cater to local politicians, and where political and financial deals
are often alleged to take place.!*?

One issue that must be considered in the regulation of cable tele-
vision is which level of government ought to have the regulatory
authority.!s3 The federal authority, exercised by the FCC, is derived
from its regulatory function over broadcasting and has been upheld
in a number of judicial decisions.'** However, the last few years
have seen an increasing federal disengagement from cable regula-
tion, as evidenced by the FCC’s abolition of regulations on distant
signal importation, program exclusivity, and pay-cable. The ma-
jor remaining federal program regulation is the requirement that lo-
cal sports events be blacked out whenever a local broadcaster is
obliged to do so,'%® typically if the event itself has not been sold
out. Federal disengagement from program regulation is consistent
with the general present attitude of the FCC. Clearly, detailed con-
trols over thousands of cable systems would also be a major admin-
istrative burden for which a centralized federal agency might not be
well equipped. While a federal policy agency usually means a na-
tionwide uniformity, the need or desirability for such uniformity 1s
not obvious.

Because cable is franchised largely on a local basis, local govern-
ments have become a logical locus of regulation, both by setting
conditions in their franchise contracts and by the continued supervi-
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sion of the contract’s fulfillment. Yet local governments are usually
woefully equipped for the task.!S” Even a city the size of New York
affords a regulatory body, its Office of Telecommunications, with a
professional staff of only one person.!’® Quite clearly, effective reg-
ulatory supervision in the complex area of cable television exhibits

efficiency of scale, and the small size of most localities makes an
~ informed and rational local regulatory process frequently unattaina-
ble.

Overall, while some regulatory role may remain with both federal
and local levels of government, the state level of government may
be the best locus of cable regulation as a compromise between the
proximity of local government and the expertise of a federal
agency.'”® However, while some states have instituted cable com-
missions, mostly to provide local government with expertise, at
present the role of states is quite limited.'*®® In some instances, state
utility commissions have been vested with regulatory authority over
cable in addition to their other duties. Given the traditional empha-
sis on utility-type regulation by such commissions, that approach
may then also be used for cable television, though there are serious
drawbacks to this method of dealing with a dynamic and complex
industry, as has been discussed.!®!

Even if an effective regulatory policy to ensure diversity could be
established, and the level of government that could best enforce it
could be determined, one would still be left with the question of its
constitutionality under the First Amendment. The FCC’s authority
over cable has always been only grudgingly acknowledged,'®? since
the 1934 Communications Act is silent on cable and since cable
involves no use of the public airwaves.!®> But even if a clear man-
date were given to the agency, First Amendment protections may
bar content and access'®* regulations.'®> In FCC v. Midwest Video
Corp. (Midwest Video II),'%® which struck down the FCC’s manda-
tory access rules as overstepping the agency’s statutory mandate, the
court did not have to reach First Amendment issues since it held
invalid the ““ancillary to broadcast’ basis to cable access regulation.
But the opinion referred to the merit of First Amendment arguments
in a footnote, as “‘not frivolous.”’’®” The lower court had concluded
that “‘nothing in this case . . . indicate[s] a constitutional distinction
between cable systems and newspapers in the context of the govern-
ment’s power to compel public access.!®®
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State or local laws that affect program content are also chal-
lenged. In Utah, a state law making it a crime to distribute by cable
“indecent material”” was attacked by Home Box Office, the pay-
cable industry leader. The challenge, part of an attempt to establish
full First Amendment protection for cable operators as ‘‘electronic
editors’” or ‘‘video publishers,””1%® resulted in the law being struck
down by the Utah Supreme Court.!”

In conclusion, regulatory actions to ensure diversity in program-
ming have not been particularly successful in their outcome and
have raised the problem of governmental interference with mass
communications. As Judge Bazelon, who has been reviewing the
FCC’s policies for more than three decades on the D.C. Circuit
Court of Appeals, recently observed for television in general,
‘“{government efforts to] improve the quality of diversity through
content controls have failed miserably. In short, forced to choose
between an unfettered right to speak and a meaningful right to
know, we have achieved neither.””!"!

OPENING CABLE TO COMPETITION

The preceding sections have demonstrated the limitations of vari-
ous approaches to counteracting the local monopoly in cable
television sources. They have also shown the restrictions of a policy
based upon expectations of intra- or inter-media competition.

What public policy alternatives then remain to check this emerg-
ing monopoly power? This article advocates the introduction of a
different form of competition into the cable transmission medium
itself, by ending its sheltered existence apart from the other wire
system that also reaches into almost every home: the telephone. The
proposal, in brief, is to permit each telephone company to provide
cable service as a common carrier in the area of its telephone ser-
vice, provided that a well-established cable company is already op-
erating in that area. In return, all cable companies would be free
and encouraged to provide communication services that have been
heretofore in the domain of telephone companies, and to intercon-
nect with the new long distance carriers, thus creating additional
nationwide ‘‘by-pass’’ telephone networks.
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At the outset, this proposal must be distinguished from three
other related but fundamentally different concepts.!'”? The first is the
concept of allowing other cable companies to construct one or more
additional cable systems on the territory of an existing franchise
holder. As we have seen through the statistical investigation earlier
in this article, the likelihood for such competition to be viable is not
great. (However, this conclusion is limited to single-product firms.
Where cable operations are provided as an integrated part of more
general broadband communications services, such entry may be pos-
sible.)

A second related but distinguishable policy would permit tele-
phone companies to construct cable systems, provided they had no
role in operating such systems but rather leased them to someone
else for operation. This approach is presently allowed by FCC
rules.!'”> However, it not only perpetuates the negative aspect of a
cable programming monopoly (by the lessee), but also augments the
powers of telephone companies, without clearly identifiable benefits.
Furthermore, that approach is based on a separate set of cable lines,
apart from the telephone wires, rather than on an integrated broad-
band communication service such as that proposed by this article.

The third related approach is that of permitting a telephone com-
pany to enter the cable business as an initial competitor for a cable
franchise, rather than permitting such entry only after an independ-
ent cable company is already established. Currently, local telephone
companies are precluded from providing cable television service in
the area of their telephone service,!’® with the possible exceptions
for those rural areas which no cable company serves.!” The reason
for this prohibition is that in a contest to win a cable franchise, a
telephone company would have strong economic advantages. It al-
ready runs a wire into most homes, has utility poles and under-
ground ducts in place, and possesses competent and experienced
technical and customer service personnel. For a transformation of
telephone (or ‘‘narrow-band’’) transmission into ‘‘broadband’ cable
transmission including video channels, one would have to replace
the regular telephone wiring by a coaxial cable or optical fiber, a
move that would also increase the potential of telephone commu-
nications considerably.!’® Such upgrading by the use of optical fiber
must be part of telephone companies’ long-range planning!”’ if they
do not wish to repeat Western Union’s fate when it ignored the then
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emerging new technology of voice transmission, i.e., the telephone.
The cable industry’s fierce opposition to the possibility of telephone
companies’ entry into cable distribution'’® is thus not surprising.
Given the telephone companies’ technical competence, financial and
political connections, local facilities, and ability to cross-subsidize
their cable service from other activities, they could be expected to
be formidable candidates to win cable franchises.!”

Cable companies also have a very practical reason for opposing
the entry of telephone companies into cable television. Because of
the latter’s ownership of utility poles and underground ducts, cable
companies are dependent on them for reaching subscribers without
having to duplicate these facilities. The FCC, in its Final Report'®
prohibiting the so-called cross-ownership by telephone companies of
cable operators, found that a telephone company . . . has effective
control of the pole lines (or conduit space) required for the construc-
tion and operation of CATV systems. Hence, the telephone com-
pany is in an effective position to preempt the market for this
service. . . .”’181 To deal with this problem, the Pole Attachment
Law was enacted in 1978,!82 though some cable operators are still
complaining about harassment by the telephone companies.!®?

From the government’s point of view, a major reason for the past
exclusion of telephone companies from cable television service had
been the dominance of one company, the American Telephone and
Telegraph Company, over national wire communications. Thus,
even before the advent of cable television, government regulators
had long felt that the Bell System was too powerful and difficult to
control, and that its ability to cross-subsidize an unregulated non-
telephone operation by shifting part of its cost into the expenses of
the regulated telephone service permitted it to compete unfairly in
the former. Given this apprehension, it is not surprising to find
strong sentiments against letting the Bell System expand beyond its
traditional telephone business into the carrying and control of video
signals. Starting with the 1913 “Kingsbury commitment,”’®* in
which AT&T agreed to sell its controlling interest in Western Union
and thus in telegraphy,'® governmental policy has consistently
favored a containment of the Bell System. The FCC’s position, in
issuing its 1970 order prohibiting cross-ownership,!® was that “‘tele-
phone company preemption of CATV service in a community not
only tends to exclude others from entry into that service, but also
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tends to extend, without need or justification, the telephone com-
pany’s monopoly position to broadband cable facilities.””'®” The Jus-
tice Department’s view, as summarized by the Commission, was
“‘that there is a serious danger that the existing local monopoly posi-
tion of the telephone companies as communications common car-
riers may prevent the development of an independent CATV
industry.”’188 :

Thus, the combination of economic opposition by cable com-
panies and broadcasters and governmental opposition to a potential
AT&T control over several communications media has led to tele-
phone companies’ general exclusion from the cable market.'® Be-
fore the 1982 Modified Consent Decree, AT&T’s entry had also
been restricted by the previous (1956) decree, which barred it from
engaging in ‘‘any business other than the franchising of common
carrier communications services.”’1%°

Some commentators on cable communications challenge the
wisdom of excluding telephone companies from cable service. Even
the FCC and Congress are reviewing the rules against cross-owner-
ship at present.’”! However, recent reports suggest that the Commis-
sion will not substantially alter its policy.!?

The prohibition of cross-ownership has permitted, and indeed nur-
tured, the establishment of cable companies as a second type of
communications monopolist, carefully kept apart from the existing
telephone monopolies. However, the logical pro-competitive policy
would be the exact opposite; it would permit telephone companies
to provide cable service in competition with existing cable com-
panies, and at the same time would permit the latter to use part of
their broadband spectrum for switched voice transmission, i.e., tele-
phone service. Under such a system, cable and telephone services
would cease to be monopolists in their respective communications
submarkets and would instead have to compete with each other in
an integrated and larger market.'®®> Such competition, to be effec-
tive, need not reach every residential customer.

Because the establishment of competition is at the heart of the
proposal, it is important not to let the telephone companies simply
enter cable operations as they please or to acquire local monopoly
franchises. Instead, they must be permitted to enter only where a
cable company is already fairly well established. Although by hav-
ing a single carrier (such as a telephone company) provide all com-



380 ACCESS, PRICING, AND LOCAL COMPETITION

munications services one reaps the economies of scope and avoids
some duplication of facilities, such advantages are static in nature,
i.e., production may be efficient within a given technology, but the
latter does not necessarily advance as rapidly as it would in a com-
petitive system. By pitting large carrier systems against each other
one encourages a dynamic development of technology and applica-
tions,!®* and at the same time reduces the need for regulation.

Granting a cable company an “‘infancy’ period until it is well
established and ready for competition with the powerful telephone
companies, particularly of the Bell System, gives a cable operation
a chance to lay its hardware, develop a customer base, and achieve
local acceptance. To assure this readiness, a precondition for entry
by a telephone company could be that a certain percentage of house-
holds have become subscribers of cable television.'® At the same
time, no cable company should be able to ward off competitive
entry by a telephone company simply by hovering below the thresh-
old percentage, or by choosing not to supply telephone services. A
time limitation on the protected period would see to that. In any
event, since the introduction of coaxial or optical fibers into homes
is still several years away, the entry of telephone companies is not
likely to be immediate, giving cable companies time to gain
strength.

Subjecting cable franchises to competition by telephone com-
panies does not preclude other cable companies from entering as
well. However, as has been argued above, this is not likely to occur
beyond some instances of cream skimming,'®® or outside contested
border regions between cable systems.

Since the goal of the proposal is to create intra-medium competi-
tion, it would not be benefitted by the demise of the existing cable
company in a locality because of telephone competition. Neither
telephone nor cable companies would necessarily overwhelm the
other simply by being larger. Even if a cable system would shrink
substantially, it would still remain a competitor in the market and a
restraint to the telephone company.!® One of the theoretical claims
of recent studies of competitive behavior is that the number of ac-
tual or potential rivals need not make a difference to competitive
behavior.198

There may be instances, however, in which the entry of a tele-
phone company will lead to the demise of a cable operation. In
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these instances, as long as no unfair competitive practices were em-
ployed, it stands to reason that an integrated broadband service pro-
vided by the telephone company is the more efficient way of video
transmission.!®® Such efficiencies, where they exist, ought not to be
artificially restricted. As Commissioner Fogarty observed,

the Commission must . . . confront the possibility that the prospect
of merging fiber optic technology with the local loop of the telephone
exchange may offer ‘‘natural monopoly”” economies in the provision
of broadband facilities and services which a sound and rational policy
analysis cannot ignore. If these economies emerge in significant mag-
nitude, then telephone company competition in the cable television
marketplace may be unfair only in the sense that it may be inherently
unbeatable. If this should prove to be the case, the hard but neces-
sary answer may have to be that the public interest is better served
by such unfairness.?*

The potential for unfair competition lies in the already mentioned
discrimination in pole attachment—a matter that legislation can
largely alleviate—and in telephone companies’ ability of cross-sub-
sidizing their unregulated operations by shifting costs attributable to
them into their regulated telephone services, thus gaining a competi-
tive advantage over cable operators.?°! This potential concern is not
shared by many regulators. In New York State, the Public Service
Commission staff, in its submission to the FCC,2%? stated that

Cross-subsidization between cable television and telephone subscri-
bers, if both services are provided by the same company, is also
unlikely to occur in this state. . . . Revisions to our Uniform System
of Accounts are currently underway which will extend [cost aggrega-
tion] accounting to other non-monopoly enterprises in which the tele-
phone industry may become involved. . . . As a result, if telephone
companies in this state begin providing cable television service, all
capital costs and operating expenses directly attributable to those en-
terprises will be properly identified, thereby precluding them from
being supported by monopoly service telephone rate payers.

Clearly, this attitude is not shared by the FCC’s staff,’® which
gives much weight to the potential for cross-subsidization. Of
course, this argument would also apply equally to the ownership of
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cable facilities by telephone companies when they are leased to in-
dependent cable operators, which is permissible under present FCC
rules. But even ignoring this inconsistency in policy and the state
regulators’ confidence that the problem can be contained, the ques-
tion remains what price one is willing to pay in order to eliminate
every conceivable source of cross-subsidy. Within the FCC, the
staff report’s recommendation to continue the cross-ownership ban
has led to vigorous disagreement:

Indeed, continuation of the prohibition on telephone company-cable
cross-ownership will seriously retard, if not completely preclude, the
introduction and deployment of broadband, fiber-optic technology in
the local telephone exchange. It will be the American consumer who
will suffer the loss of telecommunications benefits directly attributa-
ble to this myopic policy recommendation.?®*

One should not be pessimistic about the future of the cable indus-
try under competition. Many of the leading cable companies have
an excellent record of innovation, and they should be able to hold
their own against the slower moving telephone companies. And if
some operators fail, they could be acquired by the more successful
companies, which would then realize economies of a large scale. (A
necessary restriction, however, would be to preclude the successful
telephone company from acquiring the assets of a failing cable com-
petitor, and vice versa.) At present, cable companies are eagerly
sought-after targets for acquisition by major corporations.?®> As this
process continues, existing cable systems become parts of some of
the largest business firms of the country, drawing on the latters’
resources and management, and becoming less in need of shelter
from telephone competition.

The advocated system will tend to reduce future profits relative to
those expected under a monopoly, and hence make investment by
venture capital less attractive.?’® However, the expected growth of
the entire video market should leave cable companies with a for-
midable slice even if their share is smaller than today’s. The present
surge of investors into cable television and the scramble for fran-
chises suggests an expectation of above-normal profits in the inter-
mediate and long run. A reduction in the expected rate of return
will not dry up, but only reduce, investment funds. If necessary, the
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FCC could grant longer infancy periods in special circumstances to
assure the entry of viable cable companies, and to permit them to
develop a foothold into communications services that are presently
the preserve of telephone companies.

The other side of the coin, if barriers between telephone and ca-
ble are removed, is the opening of telephone service to cable oper-
ators. There is enough room on a standard coaxial cable to carry
thousands of simultaneous voice or data channels in addition to the
video offerings.?’” There is nothing in the cable technology that re-
stricts it to video transmission as opposed to a mixed telephone and
video service,?®® although switching equipment would have to be
installed.2*® Broadband cable systems that can provide a mix of
communications services have already been developed; an example
is the 3M Company’s CS? carrier system. One such system is oper-
ated in Wisconsin by the Chequamegon Telephone Co-op; another is
at China Lake, California. Recently, a cable company proposed a
telephone-cable system for Prince George’s County, Maryland,
which would include switching capabilities and voice, video, and
computer circuits.?’® In New York and San Francisco, banks are
already using cable to move data between their different facilities, a
function previously filled by the telephone company.?!!

Cable’s two-way capability, as well as the application of digital
technology, permits its augmentation by dialing and switching.2!2
Putting these capabilities together, and altering network architecture,
results in a local telephone network. This local distribution network
could interconnect for long distance service with cable networks in
other localities, or with telephone companies’ local distribution net-
works, and they could be interconnected either via the Bell System’s
long distance lines—their right under the MCI decision?'>—or via
the new long distance carriers such as MCI or Southern Pacific. The
latter companies are at present involved in long distance transmis-
sion only, without a local distribution network. Their combination
with cable systems would therefore complete one or more nation-
wide non-Bell networks. As an example of this possibility, the
above-mentioned cable systems in New York and San Francisco
have been experimenting with a connection of those cities via satel-
lite,2'* entirely bypassing the Bell System.

That experiment, authorized by the FCC, involved local distribu-
tion by the cable systems of Manhattan Cable in New York and
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Viacom Cable in California, linked by a satellite of Satellite Busi-
ness Systems (SBS) and using cellular digital radio and cable TV
packet switching by the Local Digital Distribution company (LDD)
and by Tymnet.?’> The type of applications in the demonstration
were coast-to-coast transmission, in a realistic business operating
environment, of teleconferencing, high-speed facsimile, computer-
to-computer transmissions, and terminal-to-host transmissions.?!®

Competing local telephone services existed in the telephone’s
early stages, after the expiration of the original Bell patents. They
were eventually replaced by a system of non-overlapping local or
regional monopolies. At the time, public policy did not favor the
duplication of facilities and the fragmentation of telephone subscrib-
ers into groups that were unable to talk to each other. Such duplica-
tion of identical services is not at issue here, because two types of
different communication wires already enter a large and increasing
number of households. The second set of wires—that of cable com-
munications—exists partly because of federal policy not to grant too
much power to telephone companies, in particular to AT&T, which
has prevented the consolidation of telecommunication services onto
one cable. But once that second form of access exists, it is logical
to use it for competitive purposes.

The proposed opening of the telephone industry to competition by
cable operators would introduce rivalry and contestability into local
telephone distribution beyond that of over-the-air bypass tech-
nologies such as cellular radio and Digital Termination Service
(DTS). This is the last area of telephony where competition has
been conspicuously missing,?!” whereas the terminal equipment mar-
ket, long distance service, and in-house lines have become open to
new entrants, and will be even more competitive in the future. In-
terexchange calls comprise only a relatively small part of total
phone bills and an even smaller share of the number of calls. Local
service has also experienced bottleneck conditions—i.e., peri-
odically recurring capacity shortages—which may be alleviated by
the emergence of alternative services.?!®

The FCC staff’s cable cross-ownership report argues in favor of
an independent and viable cable medium-as a competitor to the local
distribution of telephone companies. Yet from that competitive
premise the report reaches a protectionist conclusion. Cable televi-
sion is indeed a potential competitor, and it has been fostered during
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its infancy period toward an ability to assume such a role. But there
is no reason why such competition ought to be a one-way street,
with cable television protected from the incursions of telephone
companies.

The advantages of such a rivalry may be gleaned from one of the
rare instances of head-on competition, that of bank data transmis-
sion in New York City. The Chase Manhattan Bank analyzed in
1977 the cost differences between telephone and cable transmission
and concluded in an intraoffice memo:

Even with the higher installation cost which is due to them
[Manhattan Cable] having to run cable into both sites and cable the
buildings, the cost saving over New York Telephone for the first year
is $10,000.00 and $15,000.00 every year after.

There are several other advantages in using Manhattan Cable:

1. Fast response to service calls

2. Use of modems with up-to-date technology

3. Very low cost for installation for any additional circuits re-
quired at these sites since buildings will be cabled.?"”

Permitting the telephone companies to provide an alternative video
transmission service would also solve several problems. Most im-
portantly, the presence of an alternative source of viewing fare
would remove the problem of a local cable monopoly over program-
ming. The alternative telephone cable system would operate as a
common carrier, permitting access to anyone who could afford the
access fee. Telephone companies are comfortable with this status
since it is their traditional mode of operation. Conventional cable
operators would continue in their present dual roles of distributor
and programmer, although they could provide unregulated common
carrier channels as well.

A competitive setting would also eliminate the need for regulating
the access rates that are charged by cable operators to suppliers of
programs.??° Provided only that no collusion takes place, the easy
availability of an alternative cable service should keep access rates
moderate. In a competitive setting, no regulation would be neces-
sary other than a protection against cross-subsidization from monop-
olistic parts of the telephone system. This restriction already exists
and has been recently strengthened by the FCC’s concepts of fully
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separated subsidiaries of its Computer Il Inquiry??! and by the cur-
rent legislative efforts to rewrite the Communications Act and re-
structure the Bell System.??? The realization of these efforts may
provide an answer to the question of how difficult it is to maintain a
true separation both between subsidiaries and parent company and
between subsidiaries themselves.

Regulating the rate to be charged to subscribers for cable service
would be somewhat more complicated.??® The basic charges for ca-
ble service would presumably fall close to zero since the marginal
cost of supplying another subscriber with such programs is very low
after installation, and since prices under competition tend to be
equal to marginal cost.??* For the pay services, however, marginal
costs are not zero. For example, pay cable movie suppliers are cur-
rently compensated by cable operators on the basis of subscribers to
the programs. The operators would hence normally charge subscri-
bers at least that amount. Therefore, the viewing charge will not fall
to zero. Still, there may be services where the low cost of supplying
additional subscribers generates ‘‘cut-throat competition.” To pre-
vent this, one may have to resort to rules preventing the discrimina-
tion in prices between different types of viewers, since the ability to
discriminate is a driving force behind such competition.

Some regulation would still be necessary to deal with the new
circumstances of the communications industry under this proposal.
For example, the assurance of cable wire attachment to telephone
poles at reasonable rates and free of harassment would become even
more important if their competition with telephone companies were
intensified. This problem, however, seems relatively easy to solve
by legislation. Conceptually more difficult is the relation of the tele-
phone companies’ competitive operations with the remaining regu-
lated one. It would require some allocation of revenues and
expenses among services. Again, such allocation is already exten-
sively practiced among services, companies, and states. The proce-
dure of preventing cross-subsidization is tied to the outcome of
telecommunications legislation that is currently pending before Con-
gress, as well as to the details of the divestiture of AT&T. There is
also a role for governmental vigilance to prevent collusion between
the two rivals. A duopoly could be avoided if additional competitors
would enter as well, but, as has been argued above, the likelihood
of entrants other than telephone companies is not great.
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THE AT&T CONSENT DECREE

The settlement agreement between the Justice Department and
AT&T on a Consent Decree?® is silent on cable television. Under
its provisions, AT&T would be divested of its Bell Operating Com-
panies (BOCs) and left free to enter unregulated fields such as com-
puter communications, information services, and, by implication,
cable television ownership. Under present legislation and regula-
tions, the divested company would not be subject to the FCC’s
cross-ownership rules, which would prevent the company from own-
ing cable systems in the area of its local exchanges.

As a potential cable operator, AT&T would not be different from
other multiple system operators, except that its size and resources
are considerably larger, and that it would have a manufacturing arm
in Western Electric. However, AT&T is far behind in programming
experience and franchise acquisition. As an FCC official is quoted,
““. .. until somebody comes up with a reason why [AT&T’s entry
into cable] would be bad, we have no reason to stop it.”’??¢ One
such argument could be that by using its cable operations as a local
distribution network, AT&T could become again a vertically inte-
grated communications carrier involved in local exchange activities.

On the other hand, the Consent Decree is stricter with the BOCs,
who may not provide ‘‘any other product or service, except ex-
change telecommunications and exchange access service, that is not
a natural monopoly service actually regulated by tariff’”” (Section
[I(D)(3)). Does this excludes BOCs from cable television? The FCC
rules against cross-ownership still apply with full force to the BOCs’
ownership of cable systems within their own exchange area. But,
they can own cable systems outside that area, a provision of greater
practical significance than under the integrated Bell System where
few attractive areas were outside that system’s exchange control.

Yet to own these cable operations, the requirement of ‘‘natural
monopoly service actually regulated by service’” would still have to
be met. This is a vague requirement,??” but one which could include
cable television system ownership, provided that it is regulated by a
tariff and that it is restricted to naturally monopolistic operations,
which would in all likelihood include transmission services but pre-
clude programming.

Neither would cross-ownership rules prevent the offering of
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broadband cable services as part of integrated communication ser-
vices within a BOC’s area of exchange. Under II(D)(e), BOCs
should be able to provide tariffed broadband services, as long as the
vague ‘‘natural monopoly’ requirement is met. The latter, again,
will hold for the transmission of cable television, but not for its
programming aspects.

CONCLUSION

A system of two initially distinct media—cable television and
telephone—contesting each other is the by-product of new techno-
logical developments and initial regulatory responses. The entry of
cable television into the American household was not planned as
part of an alternative telecommunications system beyond that of
video transmission. But now that it is becoming a fact, one should
make the most of it. Cable companies will be capable of providing
some form of telephone services, and it will be difficult to preclude
them for long from offering such bypass. Similarly, with the intro-
duction of optical fiber connections to households, telephone com-
panies will have the technical capability to provide video service.
Again, it will not be feasible to contain the possibilities of the tech-
nology and to deny their services to consumers. The trend of tech-
nology spells out a future of integrated telecommunications. Where
once television and telephone were very different, they have become
increasingly related as alternative uses of available communication
channels. It is therefore senseless to cling to market definitions of
yesterday and to restrict companies to one or the other of these
markets. As markets integrate, competition should not be contained.
In this case, such integration provides the key to a structural solu-
tion to thorny monopoly issues in telecommunications, and, in par-
ticular to the gatekeeper power of cable television operators over
television programming.

APPENDIX A

Estimations of the Coefficients for
Production Functions (See Eq. 1 at page 358.)
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APPENDIX B

Capital Inputs Derivation

Accounting data for net assets is reported to the FCC and is availa-
ble. However, this information represents historical book values
rather than current values. Although the great bulk of assets in the
cable television industry has been acquired within the past decade,
thus limiting the extent of inflationary distortion, it was on balance
considered prudent to revalue assets. To do so, the study took ad-
vantage of a detailed engineering study, commissioned by the
federal government, on the cost and pattern of investment that is
required to build a cable system. In that report, the required invest-
ment flow in a medium-sized cable system over a period of 10 years
was calculated in great detail.?”® We make the following assump-
tions:

1. This distribution of investment over the first 10 years is
proportionally the same for all systems.

2. Investment in the eleventh year and further years is identi-
cal to that of the tenth year (and is small relative to total
investment).

3. The cost of acquiring capital assets required in a cable tele-
vision system increases at the rate of the price index of
capital goods.

For each observation, we know the first year of operation and the
aggregate historical value of capital assets. It is then possible to
allocate investments to the different years, and to inflate their value
to 1980 prices. The formulae employed are

1. Current Value = Book Value X T,
where T, is the adjustment factors
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with A = age (in years) of system

E = annual capital investment for a cable operator in year i
R = inflation adjustment factor for years S + i of cable
operation

S = starting year

The inflation adjustment is defined such that Rygso = 1.00. R inflates
the investment of earlier years, i.e., reflects on how much a one-
dollar investment in year X would cost in today’s prices.

Capital inputs are defined alternatively as either a stock or a flow.
The stock is simply the current asset purchase price A, while the
flow K is determined by the opportunity cost of the funds used for
capital expenditure in a competitive environment, with this required
return consisting of returns on equity and debt.

3. K=rE+1(1 —-tD
where r = required return to equity before taxes
E equity
1 cost of debt before taxes
D = long-term debt
t = tax rate®®

I

Equity is defined as owner’s net equity, i.e., net assets minus debt.

The required return r is determined according to the risk premium
p required above risk-free investments Rp; 1 = Ry + p. Ibbotson
and Sinquefield,?*° in their study of these premiums, found p for the
Standard and Poor 500 portfolio during the period from 1926 to
1977 to be 8.8 percent. Hence, according to the Capital Asset Pric-
ing Model,?*! an estimate of p for a specific firm is 8.8 times f3,
where (3 is the measure of non-diversifiable (systematic) risk of the
stock. The average 8 for cable companies listed by Moody’s is, for
1980, B8 = 1.42, resulting in a risk premium of 12.49 percent over
the treasury bill rate of 11.50 percent.?*? Hence, the required rate of
return on equity is r = 23.99 percent.

For i, the return on long-term debt, the following method was
employed: for each observation it was determined, using several fi-
nancial measures, what its hypothetical bond rating would have
been. These ‘‘shadow’’ bond ratings for each observation were then
applied to the actual average interest rates existing in 1980 for bonds
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of various ratings.?** This procedure is novel, but is based on a
series of previous studies on bond ratings and on their relation to
financial ratios. Such models exist since 1966,234 and were further
refined by Pogue and Saldofsky,?** Pinchas and Mingo,?¢ and Alt-
man and Katz.?*” The model used here is taken from the Kaplan and
Urwitz survey article?>® (Table 6, Model 5) which determines bond
rating with a fairly high explanatory power (R? = .79). The finan-
cial variables used in this model are: (a) “‘cashflow before tax/inter-
est charges; (b) long term debt/net worth; (c) net income/total
assets; (d) total assets; (e) subordination of debt. Bond ratings rang-
ing from AAA (Model values = 9) to C (= 1) can then be obtained
for each financial observation by substitution of the appropriate val-
ues. Bond rates are those reported by Moody’s.23°

Tax rate t is defined as the corporate income tax rate for 1980.
Debt is defined as long-term liabilities.
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