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I INTRODUCTION

1 Thisisthe Commission'sfifth annual report (" 1998 Report")* to Congress submitted pursuant
to Section 628(g) of the Communications Act of 1934, as amended ("Communications Act"). Section 628(g)
reguiresthe Commission to report annually to Congress on the status of competitionin marketsfor the delivery
of video programming.? Congressimposed thisannual reporting requirement inthe Cable Television Consumer
Protection and Competition Act of 1992 (1992 Cable Act")® as a means of obtaining information on the
competitive status of markets for the delivery of video programming.*

A. Scope of this Report

2. In this 1998 Report, we update the information in our previous reports and provide data and
information that summarizes the status of competition in marketsfor the delivery of video programming. The
information and analysis provided in this report is based on publicly available data, filings in various
Commission rulemaking proceedings, and information submitted by commenters in response to a Notice of
Inquiry ("Notice") in thisdocket.® To the extent that information included in previous reportsis still relevant,
we do not repeat that information in this report other than in an abbreviated fashion, and provide references
to the discussionsin prior reports.

3. In Section 11 we examine the cable television industry, existing multichannel video
programming distributors ("MV PDs") and other program distribution technologies, and potential competitors
to cabletelevison. Among the MV PD systems or techniques discussed are direct broadcast satellite ("DBS")
services and home satellite dishes ("HSDs"), wireless cable systems using frequencies in the multichannel
multipoint distribution service ("MMDS") or local multipoint distribution service ("LMDS"), satellite master
antenna television ("SMATV") systems and broadcast televison service. We also consider several other

The Commission's first four reports appear at: |mplementation of Section 19 of the 1992 Cable Act (Annual
Assessment of the Status of Competition in the Market for the Delivery of Video Programming), CS Docket No. 94-
48, First Report ("1994 Report"), 9 FCC Rcd 7442 (1994); Annual Assessment of the Status of Competition in the
Market for the Delivery of Video Programming, CS Docket No. 95-61, Second Annual Report ("1995 Report™), 11
FCC Rcd 2060 (1996); Annual Assessment of the Status of Competition in the Market for the Delivery of Video
Programming, CS Docket No. 96-133, Third Annual Report ("1996 Report"), 12 FCC Rcd 4358 (1997); and
Annual Assessment of the Status of Competition in Markets for the Delivery of Video Programming, CS Docket
No. 97-141, Fourth Annual Report ("1997 Report"), 13 FCC Recd 1034 (1998).

2Communications Act of 1934, as amended, § 628(g), 47 U.S.C. § 548(g) (1996) ("Communications Act").

3Pub. L. No. 102-385, 106 Stat. 1460 (1992).

“The 1992 Cable Act imposed a regulatory scheme on the cable industry designed to serve as atransitional
mechanism until competition develops and consumers have adequate multichannel video programming
alternatives. One of the purposes of Title VI of the Communications Act, Cable Communications, is to "promote
competition in cable communications and minimize unnecessary regulation that would impose an undue economic
burden on cable systems.” 47 U.S.C. § 521(g).

*Annual Assessment of the Status of Competition in Markets for the Delivery of Video Programming, CS Dkt.
No. 98-102, Notice of Inquiry ("Notice"), 13 FCC Rcd 13044 (1998). Appendix A provides alist of commenters.

3



Federal Communications Commission FCC 98-335

existing and potential distribution technologiesfor video programming, including the Internet, homevideo sales
and rentals, local exchange telephone carriers ("LECS"), and electric and gas utilities® We include these
servicesand providersof servicebecausethey offer, or are expected to offer, video programming in conjunction
with non-video service.

4, In Section I11 of this report, we examine market structure and competition.” We evaluate
horizontal concentration of themultichannel video marketplaceand vertical integration between cabletelevision
systems and programming services. We also discuss competitors serving multiple dwelling unit ("MDU")
buildings. We further discuss programming issues and technological advances. In Section IV, we examine
alimited number of cases where consumers have a choice between an incumbent cable operator and another
MVPD provider in a particular market and report on the effects of this entry.

B. Summary of Findings

5. In the 1998 Report, we address the status of competition in markets for the delivery of video
programming, discuss how the regulatory changes enacted in the 1996 Act have affected the competitive
environment, and describe barriersto competition that continueto exist. Theinformation gatheredinthisreport
providesthe last comprehensive picture of the state of cable competition prior to March 31, 1999, the date on
which the Commission'sauthority under Section 623(c)(3) to review complaints submitted by local franchising
authorities concerning increases in rates for cable programming service ("CPS") tiers sunsets.?

6. The Report findsthat competitive alternatives and consumer choices are till developing. We
find that cable television continues to be the primary delivery technology for the distribution of multichannel
video programming and continuesto occupy adominant position inthe MVPD marketplace. Asof June 1998,
85% of al MVPD subscribers received video programming service from local franchised cable operators
compared to 87% a year earlier.

7. There has been an increase in the total number of subscribers to noncable MV PDs. Much of
thisincreaseis attributable to the continued growth of DBS, which is attracting former cable subscribers and
consumers not previoudly subscribing to an MVPD. Between June 1997 and June 1998, the DBS grew from
approximately 5 million subscribersto 7.2 million subscribers. DBS subscribers now represent 9.40% of al
MV PD subscribers compared to 6.85% a year earlier. 1n addition, new open video systems ("OV'S') have
launched in afew areas. However, there have been declines in the number of subscribers and market shares
of HSD, MMDS, and SMATV over the last year and the one existing LMDS system recently terminated
service. There also has been alimited number of additional cable overbuildsin the last year. 1n communities
where the incumbent cable operators face such competition, they respond in a variety of ways, including

%Unlike previous reports, we do not include information about interactive video and data services ("IVDS"),
which could be used to provide video services. Asnoted last year, few VDS services are in operation and these
frequencies are not being used for delivery of video programming. See 1997 Report, 13 FCC Rcd at 1098-99
1 107.

"Appendix H of the 1994 Report describes methods for assessing the status of competition in markets for the
delivery of multichannel video programming. 1994 Report, 9 FCC Rcd at 7623, App. H.

8See Sections 623(c)(3) and (c)(4); 47 U.S.C. § 543(c)(3) and (c)(4).
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lowering prices, adding channelsat the same monthly rate, improving customer service, or adding new services
such as interactive programming.

8. A totd of 76.6 million households subscribed to multichannel video programming servicesas
of June 1998, up 4.1% over the 73.6 million househol ds subscribing to MV PDsin June 1997. This subscriber
growth accompanied a 2.3 percentage point increase in multichannel video programming distributors
penetration of television households to 78.2% in June 1998. During this period, the number of cable
subscribers continued to grow, reaching 65.4 million as of June 1998 up about 2% over the 64.2 million cable
subscribersin June 1997. Thetotal number of noncable MV PD subscribers grew from 9.5 million as of June
1997 to 11.2 million as of June 1998, an increase of over 18% since the 1997 Report.

9. During the period under review, cable rates rose more than four times the rate of inflation.
According to the Bureau of Labor Statistics, between June 1997 and June 1998, cable prices rose 7.3%
compared to a 1.7% increase in the Consumer Price Index ("CPI"), which is used to measure general price
changes. A portion of these rate increases is attributable to capital expenditures for the upgrading of cable
facilities (up 21% over 1996), an increase number of video and nonvideo services offered, and increased
programming costs (license fees increased by 18.4% and programming expenses increased by 20.9%). In
addition, we notethat thereisevidenceindicating that where direct competition existsit affects cable operators
pricing decisions.

10. Asagenera matter, significant competition from telephone compani eshas not devel oped even
though the Telecommunications Act of 1996 (1996 Act")® removed the barriers to LEC entry into the video
marketplace. The 1996 Act repealed a statutory prohibition against an entity holding attributable interestsin
a cable system and a LEC with overlapping service areas. At the time of the 1996 Act's passage, it was
expected that local exchange tel ephone carriers would begin to compete in video delivery markets, and cable
television operatorswould begin providing local telephone exchange service. With the exception of Ameritech,
which has acquired 87 cable franchises and reports that it serves 200,000 subscribers, telephone entry into
video markets has been dow to develop. The Bell Atlantic video distribution systemin Dover Township, New
Jersey, which seemed likely at one time to be the prototype for telephone entry into the video business, will be
terminated by the end of 1998 or very early in 1999. Pursuant to itsjoint marketing agreement with DirecTV,
however, Bell Atlantic will give its Dover subscribers the opportunity to switch to DirecTV. In addition,
Congressdeveloped the OV Sframework asanother meansto encouragetel ephone company entry into thevideo
marketplace. Thusfar, however, few telephone compani es have sought certification to provide video through
OVS. Further, the technological convergence that would permit use of the telephone facilities for provision
of video service has not yet occurred.

11. Noncable MV PDsthat provide competitive pressure onincumbent cable operatorsand provide
consumers with real choice still find regulatory and other barriers to entry in to markets for the delivery of
video programming. MVPDs with the potentia to compete with incumbent cable operators continue to
experience some difficulties in obtaining programming, both from verticaly integrated satellite cable
programmers and from unaffiliated program vendors who continue to make exclusive agreements with cable
operators. In multiple dwelling unit (*“MDU") markets, while landlords may have a choice of more than one
distributor, potential entry may be discouraged or limited by incumbent video programming distributors that
have negotiated long-term exclusive contracts. In addition, consumersreport that theinability to providelocal

“Telecommunications Act of 1996, Pub. L. No. 104-104, 110 Stat. 56 (1996).
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broadcast signals, pursuant to current copyright law, isamajor drawback of DBS service, which affectstheir
decisions to subscribe to this alternative MV PD.

12. Our findings asto particular distribution mechanisms operating in marketsfor the ddlivery of
video programming include the following:

. Cable Systems: The cableindustry has continued to grow in terms of subscriber penetration,
channel capacity, the number of programming servicesavailable, revenues, audienceratings, and expenditures
on programming. The cable industry remains healthy financially, which has enabled it to invest in improved
facilities, either through upgradesor rebuilding. Asaresult, there have been increasesin channel capacity, the
deployment of digital transmissions that provide better picture quality than can be offered through analog
service, and the initiation of nonvideo services, such as Internet access. Cable operators also are beginning to
offer telephony, although the use of integrated facilities remains primarily experimental with limited
exceptions.

Since the 1997 Report, the cable television industry has continued to grow in terms of subscribership
(up to 65.4 million subscribers as of June 1998, a 2% increase from June 1997), channel capacity (some
systems, such as Comcast's Orange County, California system, now offer over 120 video channels), number
of national satellite-delivered video programming services (up to 245 services by June 1998 from 172 in June
1997, a 41% increase, most of which can be attributed to new digital programming packages such as HBO,
HBO 2, HBO 3, HBO Family), revenues (an approximate 8% increase between June 1997 and June 1998),
audience ratings (non-premium cable viewership rose from a 38 share at the end of June 1997 to a 41 share
at the end of June 1998), and expenditures on programming (an approximate 20% increase in program license
fees paid by cable system operators).

. Direct-to-Home ("DTH") Satellite Service (DBS and HSD): Video serviceisavailable from
high power DBS satellites that transmit signalsto small DBS dish antennasinstalled at subscribers premises,
and from medium and low power satellites requiring larger satellite dish antennas. It is estimated that there
are 7.2 million DBS (DirecTV/USSB and Echostar) and medium power (Primestar) subscribers, an increase
of amost 43% sincethe 1997 Report. Industry reports state that 2.2 million of the 3.6 million net new MVPD
subscribers in 1998, or amost two thirds, are choosing DBS. Between 3.8 and 4.0 million households are
HSD users, athough only about 2.0 million HSD subscribers actually purchase programming packages, a 7%
decreasein the last year that islikely due to subscribers switching to DBS. DirecTV and Primestar (whichis
significantly owned by cable operators) have the largest number of DBS subscribersand are again among the
10largest providersof multichannel video programming service. DBSrepresented a9.4% share of the national
MVPD market in June 1998 and HSD represented another 2.7% of that market.

. Wireless Cable Systems: Currently, the wireless cable industry ("MMDS") provides
competitionto thecableindustry in only limited areas. MM DS subscribership fell from 1.1 million subscribers
to 1.0 million subscribers between June 1997 and June 1998, a decrease of 9%. Thisdrop in subscribership
may bethe result of areduction of marketing of analog MMDS servicein anticipation of deployment of digital
services. Theadvent of digital MM DS and the recent authorization of two-way MMDS service that will make
high-speed | nternet and tel ephony possible havethe potential to foster renewed MMDSgrowth. Wirdlesscable
represented a 1.3% share of the national MVPD market in June 1998.



Federal Communications Commission FCC 98-335

. SMATV Systems: SMATV systems use some of the same technology as cable systems, but
do not use public rights-of-way, and focus principally on serving subscribersliving in multiple dwelling units
("MDUSs"). SMATYV subscribership has declined 19.1% since the last report, with the industry representing
a 1.2% share of the national MV PD subscribership as of June 1998. Certain technological advents, such as
upgraded facilities, implementation of digital transmission and microwave headend technol ogies, and expanded
service offeringsto include DBS programming, | nternet access, telephone service, and security services, have
the potential to foster SMATV growth.

. Broadcast TV: Broadcast networks and stations are competitorsto MV PDsin the advertising
and program acquisition markets. Additionally, broadcast networks and stations are suppliers of content for
distribution by MVPDs. Since the 1997 Report, the broadcast industry has continued to grow in the number
of operating stations (from 1561 in 1997 to 1583 in 1998) and in advertising revenues ($32.5 billion in 1997,
a 4% increase over 1996). While audience levels have declined in the last year, the four mgor television
broadcast networks still account for a55% share of primetimetelevision viewing for al television households.
Inthelast year, the Commission took several actionson digital televison and thefirst DTV television stations
started offering service in November 1998.

. LEC Entry: The 1996 Act expands opportunitiesfor LECsto enter markets for the delivery
of multichannel video programming. As noted in previous reports, LECs do not yet represent a national
presence in the MVPD market. The competitive presence of LECs in specific video markets, however, is
growing. In certain areas, especialy in the midwest, LECs are already or are becoming significant regional
competitors. Particularly notable are the efforts of Ameritech as a cable overbuilder and BellSouth as an
overbuilder and MMDS operator. Ameritech has acquired 87 cable franchises, potentially passing more than
1.5millionhomes. Seventy-two of these cablefranchisesare operational, inwholeor in part, and it isreported
that they serve at least 200,000 subscribers. Bell South has acquired cable franchises in 18 areas, with the
potential to pass 1.2 million homes, and islaunching digital MM DS servicein anumber of areas. The growth
of the LEC competitive presencein the MV PD market will probably continuein the same manner asit hasuntil
now: deliberately, and by anumber of different delivery mechanisms. Whether LECswill become nation-wide
competitors to the cable industry is less clear.

. OpenVideo Systems: Inthe 1996 Act, Congressestablished anew framework for theddlivery
of video programming -- the open video system ("OVS'). Under these rules, a LEC or other entrant may
providevideo programming to subscribers, although the OV Soperator must provide non-discriminatory access
to unaffiliated programmers on a portion of its channel capacity. The Commission has certified 11 OVS
operators to serve 17 areas. Most of the firms receiving OV S certification are not LECs. Bell Atlantic in
Dover Township, New Jersey, and RCN in New York City and Boston are the only operating open video
systems, no change over thelast year. Bell Atlantic, however, istransitioning away from its Dover system and
plans to ask customers to switch to its joint venture with DirecTV. Starpower, ajoint venture of RCN and
Potomac Electric Power Company ("PEPCO") in Washington, D.C. is currently serving 20,000 subscribers
with Internet access, local telephone or long distance tel ephone service, or al three. It expectsto begin video
service by the end of theyear. Between June 1997 and June 1998, the number of OV S subscribers grew from
3,000 to 66,000.

. Internet Video: At the end of 1997, 44% of al households owned a personal computer and
60 million adults and 20 million children were Internet users. Previously, we reported on the availability of
software technologies that make real-time and downloadable audio and video from the Internet accessible
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through apersonal computer. We also noted that there are technol ogies available for the provision of Internet
video over a television using set-top box Internet access and through the WebTV and Worldgate service
packages. As of June 1998, investment and development of Internet video services was continuing, though
video picturesoffered by Internet video still remain of lessthan broadcast quality. Mediacompanies, however,
continue to offer increasing amounts of video over their websites in the expectation that the pictures will be
acceptablefor the intended use or eventually improve to broadcasting or VCR quality. However, the medium
isnot a direct competitor to providers of traditional video services at thistime.

. Home Video Salesand Rentals: Video cassettes and laser discs provide feature films similar
to those distributed by cable operators on premium channels and others involved in the distribution of video
programming. The most significant development in the home video market in the last year was the increased
availability of Digital Versatile Discs ("DVDs') that werefirst introduced in 1997. DV D technology provides
picture and audio quality that is superior to that of video cassettes. As of September 1998, 700,000 DVD
players had been purchased, with over 1000 movies, documentaries and concerts available for sale or rental
in the DVD format.

. Electric Utilities:  Utilities have the potentid to become maor competitors in the
telecommunications industry generally, and in the video marketplace in particular, since they aready possess
fiber-optic networks throughout the public rights-of-way in the areas they serve. In the last year, severa
utilities have announced, commenced, or moved forward with ventures involving multichannd video
programming distribution. In particular, Tacoma City Light began offering cable service in Tacoma,
Washington. PEPCO hasformed ajoint venturewith RCN, named Starpower, that isbeginning to offer video,
telephone, and Internet services in the Washington, D.C. area. PEPCO is mainly providing its fiber optic
backboneto thisjoint venture. Other utilities, including Black Hills Corporation serving the Rapid City, North
Dakota, area and the municipal utility in Coldwater, Michigan, have announced plansto offer video services.

13. We aso find:

. Nationally, concentration among thetop MV PDshasdeclined sincelast year. DBS operators
DirecTV and Primestar rank among the ten largest MV PDsin terms of nationwide subscribership along with
eight cable multiple system operators ("MSOs"). Asaresult of acquisitions and trades, cable MSOs have
continued to increase the extent to which their systems form regional clusters. The number of clusters of
systems serving at least 100,000 subscribersis currently 117, down from the 139 reported last year. Although
the number of clusters declined, the trend for clusters to increase in subscribership or size appears to be
continuing, and these clustered systems now account for service to approximately 52% of the nation's cable
subscribers. By clustering their systems, cable operators may be able to achieve efficienciesthat facilitate the
provision of cable and other services, such as telephony.

. The number of satellite-delivered programming networks has increased from 172 in 1997 to
245in1998. Vertical integration of national programming services between cable operatorsand programmers,
measured in terms of the total number servicesin operation, declined from last year'stotal of 44% to just 39%
this year, the continuation of a four year trend. However, in 1998, cable MSOs, either individually or
collectively, owned 50% or more of 78 nationa programming services. A year earlier, cable MSOs owned
50% or more of 50 national networks. Sports programming warrants special attention because of its
widespread appeal and strategic significance for MV PDs. The Report identifies 29 regional sports networks,
many owned at least in part by MSOs. The number of regional and local news networks continueto grow, with



Federal Communications Commission FCC 98-335

25 news services currently competing with local broadcast stations and national cable networks (e.g., CNN).

. The program access rules adopted pursuant to the provisions of the 1992 Cable Act were
designed to ensure that alternative MV PDs can acquire, on non-discriminatory terms, vertically-integrated
satellite delivered programming. We recently strengthened our enforcement procedures for these rules. We
observethat someformer vertically integrated satellite-delivered programming serviceisnow being distributed
terrestrially. We recognize that the issue of terrestrial distribution of programming, including in particular
regiona sports programming, could eventually have a substantial impact on the ability of aternative MV PDs
to compete in the video marketplace. Wewill continue to monitor thisissue and the impact on the competitive
marketplace.

. Technological advances are occurring that will permit MV PDs to increase both quantity of
service (i.e., an increased number of channels using the same amount of bandwidth or spectrum space) and
types of offerings (e.g., interactive services). In particular, cable operators and other MV PDs continue to
develop and deploy advanced technologies, especialy digital compression, in order to deliver additiona video
options and other services (e.g., data access, telephony) to their customers. To access these wide ranging
services, consumers use "navigation devices." In thelast year, the Commission adopted rules and policiesto
implement Section 629 of the Communications Act, which is intended to ensure commercial availability of
these navigation devices. The cable industry, through CableLabs, is developing standards for the
interoperability of digital set-top boxes and cable modems.

1. COMPETITORSIN MARKETSFOR THE DELIVERY
OF VIDEO PROGRAMMING

A. Cable Industry

14. This section addresses the performance of franchised cable system operators™ in five major
areas: (1) genera performance -- both the quantitative and qualitative measures of basic services provided,
subscriber levels, and viewership; (2) financial performance -- revenue, cash flow status, and stock valuations;
(3) capital acquisition and disposition -- the amount of fundsrai sed and used to improve existing physical plant
and acquire new systems; (4) other performanceindicators-- system transactions, cable overbuilds,** and rates

%A franchise is defined as an authorization supplied by afederal, state, or local government entity to own or
construct a cable system in a specific area. Communications Act 88 602(9), 602(10), 47 U.S.C. 88 522(9),
522(10). A cable system operator is defined as "any person or group of persons (A) who provides cable service
over acable system, and directly or through one or more affiliates owns a significant interest in such cable system;
or (B) who otherwise controls or is responsible for, through any arrangement, the management and operation of
such a cable system.” Communications Act 8 602(5), 47 U.S.C. 8§ 522(5). See also 47 C.F.R. § 76.5(cc).

“An "overbuild" occurs when two or more wireline cable television systems directly compete for subscribersin
alocal video programming delivery market.
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charged by cable operators; and (5) provision of advanced broadband services' -- the growth of cable data
access, digital broadband services, and broadband telephony.

1. General Performance

15. Sinceour last report, the cableindustry has continued to grow in basic cable™ subscribership,
homespassed,** basi ¢ cabl e penetration,*® premium service subscriptions,*® basi c cabl e viewership, and channel
capacity.!” In addition, during 1997 and the first haf of 1998, the industry began to implement some of its
previoudy announced plans to offer expanded broadband services including digital video, Internet access
through cable, interactive cable, and broadband tel ephony.

16. Cable's Capacity to Serve Television Households The number of U.S. homes with at |east
onetelevision ("TV households') was reported as 97 million at the end of 1996 and 98 million at the end of
1997 and June 1998.8 According to one source, the number of homes passed by cable was 93.7 million at the

2Advanced broadband services are services other than standard analog video that are offered over broadband
coaxia or fiber-optic cable including digital video, Internet access through cable modems, cable telephony, Internet
Protocol telephony ("1P telephony”), near-video-on-demand ("NVOD"), interactive guides and interactive
programming, and other special features.

This document refers to all cable programming networks offered as a part of program packages or tiers as
"basic cable networks." The primary level of cable television service is commonly referred to as "basic service” and
must be taken by all subscribers. The content of basic service varies widely among cable systems but, pursuant to
the Communications Act, must include all local television signals and public, educational, and governmental
access channels, and at the discretion of the cable operator, may include satellite delivered cable programming
channels carried on the system. One or more expanded tiers of service, known as CPS tiers for purposes of rate
regulation and often known as expanded basic, may also be offered to subscribers. These expanded tiers of service
usually include additional satellite delivered cable programming channels and are available for additional monthly
fees. Communications Act 88 623(b)(7), 623(1)(1), 47 U.S.C. 88 543(b)(7), 543(1)(2).

“Homes passed is defined as the total number of households capable of receiving cable television service.

BPenetration is defined as the ratio of the number of cable subscribers to the total number of households passed
by the system.

®Premium services are cable networks provided by a cable operator on a per channel basis for an extra monthly
fee. Pay-per-view services are cable networks provided by a cable operator on a per program basis. Pay-per-view
service is a separate category from premium service. Communications Act 88 623(b)(7), 623(1)(2), 47 U.S.C.
88 543(b)(7), 543(1)(2).

YChannel capacity is defined as the maximum number of video channels that a system can carry simultaneously
on a broadband or fiber optic network. Channel capacity can be decreased on any given network simply by using
bandwidth for other services such as Internet.

8See App. B, Thl. B-1. Nielsen Media Research estimates the number of television households annually, and
industry practice is to use this figure throughout the television broadcast season, which beginsin September and
endsin August of the following calendar year. Thus, the figure for TV households in June 1998 is the same as the
figure for December 1997.
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end of 1996 and 94.6 million at the end of 1997, an increase of 1%.*° The same source indicates that by the
end of June 1998, the number of homes passed by cable was 95.1 million.*® As such, the number of homes
passed as a proportion of the number of TV households decreased one tenth of one percent from 96.6% in
January 1997, to 96.5% in December 1997, and in the first half of 1998, increased one half of one percent to
97% of TV households.*

17. Subscribership. Basic cable television subscribership grew from 63.5 million subscribers
at the end of 1996 to 64.9 million subscribers at the end of 1997, an increase of 2.2%, and increased to an
estimated 65.4 million subscribers by June 30, 1998, a six month increase of about 0.8%.? Basic cable
penetration aso grew, increasing from 67.8% at the end of 1996 to 68.6% at the end of 1997 to 68.8% at the
end of the first half of 1998.2 The percentage of TV households subscribing to cable continues to increase,
rising to 66.2% of all TV households by the end of 1997, and to 66.7% by the end of June 1998.2* The number
of basic cable subscribers as a percentage of the number of homes passed increased from 67.8% in 1996 to
68.6% in 1997 and to 68.8% by June 1998.% The number of homes subscribing to premium cable services
increased by 1.6% in 1997 to 31.5 million homes from 31 million homes at the end of 1996, and the number
of premium services to which homes are subscribing (known as "premium units') increased 2.6%, with 56
million premium units subscribed to by the end of 1997, and an estimated 56.4 million units subscribed to by
the end of the first half of 1998, a 0.7% increase.?®

18. Channel Capacity. Over the past year, cable operators have made significant capital
expenditures to upgrade and rebuild cable infrastructure in order to increase channel capacity and provide
additional services. Additionaly, some operators have chosen to increase channel capacity through the
deployment of digital platforms. Through upgrades and rebuilds, which are discussed later in this section,
operators can increasethe bandwidth of their networks, thus enabling them to offer additional channelsof video
service, aswell asother services(i.e. Internet access, telephony). Throughdigital compression techniques, also
discussed later, operators can have the option of offering their customers more video channels or a higher
quality of resolution and reception. Changesto capita infrastructure and types of auxiliary servicesavailable
are also discussed later in this report.

®See App. B, Thl. B-1. Homes passed data calculated by Paul Kagan Assocs,, Inc., are tracked on a monthly
basis. Thus, figuresfor June 1998 will demonstrate an increase or decrease as is appropriate.

2see App. B, Thl. B-1.
2.
2,
3.
.
2|,

%See App. B, Thl. B-2.
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19. Some operators believe that a system will soon need to offer 150 or more channelsto remain
competitive.” Many have made commitmentsfor upgradesthat will enablethem to makethis possiblefor their
customers.?® For example, where available, Comcast's digital service offers customers over 175 digital and
analog channels including 75 to 85 analog channels, 24 premium digital, 30 to 40 digital pay-per-view®
channels, and 40 audio music channels*® MediaOne's digital service offers approximately 189 channels
including up to 77 analog, 72 digital video channels, and 40 digital music channels3' Cablevision Systems
Corporation offers over 100 channels in some of its service areas, and other operators are preparing to make
similar offerings to their subscribers.®* As such offerings by cable operators continue to be made, average
channel capacity for cable systems continuesto increase.® In August 1997, analysts estimated that the year-
end average cabl e system analog channel capacity would reach 78 channels by year-end 1997, and 90 channels
by the end of 1998.3*

20. According to one source, cable systems with a capacity of 30 or more channels accounted
for 83% of cable systemsin October 1997. This represents 8,260 systems nationwide.* The percentage of

#Paul Kagan Assocs., Inc., Resurgent TCI Upgrades Its Outlook, Cable TV Investor, Apr. 14, 1998, at 4.
%3%ee paras. 37-41 infra.

A pay-per-view ("PPV") network provides a single program stream of video on a dedicated channel.
Customers can opt to purchase the programming on a program by program basis, or they can opt not to purchase
the programming available. Regardless of the customers purchasing decisions, a pay-per-view channel is still part
of the cable package.

®Comcast Comments at 13, and Comcast Corporation, Comcast Reports Strong Third Quarter Results, (news
release), Nov. 9, 1998. Seealso para. 49 infra. Asof August 1998, Comcast's digital service was availableto 1.5
million households in Orange County and Sacramento, California; Greater Philadelphia, Pennsylvania; Baltimore,
Maryland; parts of Middlesex, Union, and Essex Counties, New Jersey; Indianapolis, Indiana; and Southeast
Michigan. Asof November 1998, Comcast had over 50,000 subscribers to digital service and expects to have
60,000 subscribers by year-end 1998.

M ediaOne Comments at 14; telephone interview with Bill Black, Director of Corporate Communications for
the Midwest Region, MediaOne, Dec. 8, 1998. Asof May 1998, Media One was offering digital serviceto 115,000
homes passed in Canton, Plymouth, and Northville, Michigan. As of November 1998, Media One was
additionally offering digital servicein Southfield, Michigan for atotal of 152,000 homes passed by digital cable.

#paul Kagan Assocs.,, Inc., First Stats From New Product Launches, Cable TV Investor, Apr. 14, 1998, at 7.
#paul Kagan Assocs.,, Inc., Plain Old Cable Growth Not Out of Style, Cable TV Investor, Apr. 14, 1998, at 2.

#paul Kagan Assocs., Inc., Weighted Cable Analog Channel Capacity Model, Cable TV Programming, Aug.
31,1997, at 1. Industry observersindicate that measuring digital channel capacity is much more difficult than
measuring standard analog transmission capacity. As such, no research entity is currently attempting to measure
average channel capacity.

%See App. B, Thl. B-3. Use of October to October data is consistent with our 1997 Report, and is the method
used by Warren Publishing, Inc., to report channel capacity system statistics. Warren Publishing reports the
percentage of all systems polled. For the purposes of this Report, the figures have been recal culated to report the

(continued...)
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systemswith channel capacities of 54 channels or more accounted for 19% of cable systemsin October 1997,
or 1,886 systems.*” In October 1998, cable systems with a capacity of 30 or more channels accounted for
84.6% of cable systems, or 8,328 systems.® Cable systems with channel capacities of 54 channels or more
accounted for 20.7% of cable systemsin October 1998, or 2,040 systems.*

21. In October 1997, 98.2% of all subscribers were served by systems with capacities of 30
channels or more.*> Moreover, 58.4% of all subscriberswere served by systemswith capacities of 54 or more
channelsin October 1997.** In October 1998, 98.8% of all subscriberswere served by systemswith capacities
of 30 channels or more® and 61.51% of all subscribers were served by systemswith capacities of 54 or more
channelsin October 1998.%

22. Viewership. Asnoted in last year's report, viewership of non-premium cable networks has
grown significantly over the past decade, while viewership of broadcast televison stations has steadily
declined.** Thistrend continues. Twenty-four hour a day, seven day aweek, non-premium cable viewership
rose from a 38 share® at the end of June 1997 to a41 share at the end of June 1998.% Twenty-four hour aday,

- .
(...continued)
percentage of systems responding to the Warren poll (i.e. we subtract out the number of systems "not available" for

response).

%See App. B, Thl. B-3.

d.

#d.

#|d.

“See App. B, Thl. B-4. Use of October to October data is consistent with our 1997 Report, and is the method
used by Warren Publishing, Inc., to report channel capacity system statistics. Warren Publishing reports the

percentage of all systems polled. For the purposes of this Report, the figures have been recal culated to reports the
percentage of systems responding to the Warren poll (i.e., we subtract out the number of systems "not available" for

response).
“See App. B, Thl. B-4.
“d.
“d.
“Nielsen Media Research, Nielsen Television Index/Monitor Plus, Aug. 1998.

“A shareis the percent of all households using television during the time period that are viewing the specified
station(s) or network(s). The sum of reported audience shares exceeds 100% due to multiple set viewing.

“Nielsen Media Research, Nielsen Television Index/Monitor Plus, Aug. 1998. The Nielsen Television
Index/Monitor Plus reports non-premium cable viewership as "cable origination” viewing shares, and premium
cable viewership as "pay" shares. According to Nielsen, cable origination includes the basic cable tier, the cable

(continued...)
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seven day aweek broadcast television viewership decreased from a 64 share at the end of June 1997 to a 61
share at the end of June 1998.+

23. Cable Networks. 1n 1997, the number of basic cable networks increased by five, from 126
to 131 total basic cable networks, a 4% increase.®® During the first half of 1998, the number of basic cable
networksincreased by two to 133, a 1.5% half-year increase.** The number of premium networks decreased
by four networks, from 18 to 14, a 22.2% decrease between the end of 1996 and the end of 1997, but increased
by six channelsduring thefirst half of 1998, to reach 20 total premium networks, a42.9% half year increase.®
The number of pay-per-view networks decreased, from seven to six networksin 1997, aone network, 14.2%
decline.® The number of PPV networks, however, increased by three networks during the first half of 1998
to reach nine total PPV networks, a half-year increase of 50%.% The number of networks classified as
combined decreased by approximately 31% o