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TELECOMMUNICATIONS & ELECTRONIC MEDIA

Tae FCC’s STALLED ATTEMPT TO BREATHE LIFE
INTO COMMERCIAL LEASED AccCEiss OF CABLE TELEVISION

By Henry Weissmann & Eric Tuttle*

television programming was through cable or over-the-
air broadcast, Congress decided that the cable industry
had too much market power. In response, Congress enacted

B ack in the 1980s and 1990s, when the only way to get

several restrictions on cable operators” ability to decide what
programs to carry, including: (1) “must-carry” rules, requiring
cable operators to dedicate some channels to carrying local
broadcast stations, (2) “PEG” rules, requiring cable operators
to dedicate other channels to public, educational, and
governmental programming, and (3) “leased access” rules,
requiring cable operators to dedicate yet other channels for
unaffiliated commercial programmers who were unable to
convince operators to carry their programs voluntarily.

These restrictions, and the FCC’s implementation of
them, were problematic from the start. Most obviously, the
whole purpose of this regime is to deprive cable operators of
the right to exercise editorial control—a right that lies at the
core of the First Amendment. Nevertheless, in the mid-1990s,
the Supreme Court rejected First Amendment challenges to the
must-carry rules by a slim 5-4 vote.!

These restrictions have not gotten better with age. The
premise of this regulatory regime—that there are insufficient
outlets for independent voices—has come under increasing
attack. For example, in many areas, consumers can now obtain
programming over rival cable systems built by telephone
companies and from direct broadcast satellite systems. In this
context, it should hardly come as a surprise that leased access
is not being used much. If a programmer has a good product,
there are plenty of ways of getting it to the public.

What should come as a surprise is the FCC'’s response.
Rather than view the absence of demand for leased access as a
sign that the regulation is unnecessary, the FCC regarded itas a
sign of market failure requiring further regulation. In February
2008, the FCC adopted rules that slashed the regulated price
of leased access, even to the point of making it free in some
instances. The FCC applied these rules even to areas in which
cable operators face competition from wireline entrants;
indeed, the FCC even applied the rules to wireline entrants
themselves. The Sixth Circuit quickly stayed the FCC’s rules,
and the Office of Management and Budget (OMB) disapproved
them as well.

This article describes the background of the leased access
regime, the FCC’s rules, and the pending legal challenges.

L. Origins and Development of the Leased Access Statute

Congress created the leased access scheme in the Cable
Communications Policy Act of 1984 (the “1984 Act”).? The
1984 Act required cable operators to set aside 10-15% of
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their channels for lease to programmers unaffiliated with the
operator.® Operators were free to set the rates, terms, and
conditions for leased access consistent with the purposes of the
statute;* programmers could challenge these rates and terms
as unreasonable by seeking relief in court or from the FCC,
but reasonableness would be presumed.> Cable operators were
denied any editorial control over leased access programming, but
were permitted to use the designated channels for programming
of their choice if they were not being used for leased access.®

In the Cable Television Consumer Protection and
Competition Act of 1992 (the “1992 Act”), Congress amended
the leased access provisions of the 1984 Act by giving the FCC
authority to regulate the maximum price and other terms and
conditions of leased access channel use—subject to a continuing
requirement that leased access use not adversely affect a cable
system’s financial condition, operation, or development.”

The legislative history of the 1984 and 1992 Acts reveals
two rationales for requiring cable operators to provide access
channels. The first, particularly evident in the 1984 Act, is a
hostility to cable operator editorial discretion—a form of speech
practiced by cable operators in selecting the programming they
wish to carry. For example, the reporting House Committee
for the 1984 Act explicitly stated that its “overriding goal in
adopting [the leased access provisions was] divorcing cable
operator editorial control over a limited number of channels,”
and expressed a desire to ensure carriage of “programming which
represents a social or political viewpoint that a cable operator
does not wish to disseminate.”

The second rationale, particularly evident in the 1992
Act, was a desire to remedy what Congress regarded as
anticompetitive trends in the cable industry due to excessive
market power. The reporting Senate Committee for the 1992
Act found that the vast majority of communities at the time
had only one cable system, and that cable operators were using
their local monopoly status, vertical integration with cable
programmers, and “bottleneck” control of programming to the
detriment of independent programmers; in this environment,
market forces, absent government regulation, would be “unable
to cure cable’s bottleneck problems.” Leased access was seen as
an “important safety valve” for these conditions.!

II. The FCC’s Initial Implementation of Leased Access
Through a series of rulemakings from 1993 to 1997, the

FCC implemented its authority to set caps on leased access rates
and to regulate other terms and conditions."" As to rates,'* the
FCC settled on an approach based on the “implicit fee” that
cable programmers effectively pay to operators, as middlemen,
for carriage. The implicit fee for a given channel is supposed
to represent the cable operator’s markup for that channel—the
difference between what subscribers pay the operator to receive
the channel and what the operator pays the programmer to
carry it.”

Engage: Volume 10, Issue 1



OO OO OO OO OO SOOI OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO OO0

In adopting this approach, the FCC determined that
the leased access statute requires it to balance the interests
of leased access programmers and cable operators. Diversity
through leased access is to be encouraged, but only in ways
that fully compensate cable operators, because Congress
did not intend cable operators to subsidize leased access
programming.'* Accordingly, the FCC’s obligation was to set
a reasonable rate cap, regardless of whether that cap would
in fact increase use of leased access.'”” The FCC also found
that leased access programming results in significant costs
and decreased advertising revenue for operators, and causes
subscribers to devalue entire packages (known as “tiers”) of
channels because leased access programming is generally less
desirable to subscribers and disrupts channel lineups.'¢

The FCC set the maximum leased access rate at the
operator’s average implicit fee."” Some leased access programmers
argued that the FCC should set the maximum rate at the lowest
implicit fee, on the theory that operators forced to carry leased
access programming will necessarily displace the existing
channels with the lowest implicit fees. The FCC did not adopt
this approach, which it viewed as unrealistic. First, the value
placed on a particular channel by subscribers is unknown
because subscribers purchase most channels in tiers, so the
implicit fee for a given channel can only be estimated. Second,
the implicit fee for a channel does not in fact correspond to
the overall value of the channel to the operator, and thus to
the likelihood that the operator would bump that channel. For
example, channels that are very popular with subscribers are
likely to have low implicit fees because they tend to cost the
operator the most to carry.'®

The FCC'’s rules were upheld by the D.C. Circuit in
1998." The court affirmed the FCC’s reading of the statute to
require full compensation to operators for leased access use. It
noted in particular that the legislative history behind the 1992
Act showed that “Congress never intended to ensure financial
success for leased access programmers,” and that the Senate
Committee had “frankly acknowledged that leased access might
not be economically viable.”* The court also upheld the FCC’s
specific rate methodology as reasonable.?!

III. The FCC’s Recent Attempt to Stimulate Use of Leased
Access

Leased access remained relatively little-used even following
the 1992 amendments and the FCC’s implementing regulations.
A 2006 survey by the FCC revealed that the average cable system
carried 0.7 leased access channels.?? Users of leased access tended
to fall into two categories: part-time programmers capable
of generating revenue directly from viewers (such as home
shopping programs, infomercials, adult content, and certain
kinds of religious programming), and low-power broadcast
stations that do not qualify for the “must-carry” rules.?

On February 1, 2008, several months after seeking
comments on “the current status of leased access programming,”*
the FCC announced new regulations for leased access that
reversed course from the approach it had taken in 1997. Rather
than viewing its task under the statute as setting a fair rate
regardless of the effect on leased access use, this time the FCC’s
goal was to address the “underutilization of leased access” and
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to “make the leased access channels a more viable outlet” by
“mak[ing] adjustments to the rate calculations that should lower
prices.”” Further, while the FCC purported to still view the
statute as requiring a balancing of interests between leased access
programmers and cable operators, it concluded that leased
access rates could result in net lost revenue for cable operators,
so long as they did not “materially affect the financial health of
a cable system”; the FCC “should set the leased access rates as
low as possible” consistent with that requirement.?

In an about-face from the 1997 regulations, the FCC
adopted a “marginal implicit fee” approach,” concluding that
the average implicit fee rate methodology overcompensates
cable operators because it represents more than the value of the
channel that actually gets displaced to make room for leased
access.”® The FCC “assume[d]” that the channel to get bumped
would be the one with the lowest implicit fee, or at least decided
to set its rules to “encourage such a result.”” The FCC made
no attempt to explain away its prior conclusion that a channel’s
implicit fee is an abstract estimate that bears no relationship to
the actual value of a channel to the cable operator.

Under the FCC’s new approach, the maximum rate for
leased access on a particular tier of channels is determined by the
lowest implicit fees calculated for channels voluntarily carried
by the operator on that tier.*® Where cable operators purchase
channels from programmers in bundles, the FCC mandated
without explanation that all of the fees paid for the bundle
be allocated to the top-rated channel in the bundle, with all
other channels in the bundle receiving an implicit fee of zero.’!
Out of a concern that cable operators might somehow game
their programming tiers to make leased access unaffordable,
the FCC further imposed a “maximum allowable rate” of ten
cents per subscriber per month, which applies whenever any
particular cable system’s marginal implicit fee would otherwise
exceed that amount.*? The FCC authorized cable operators to
petition the FCC to exceed this maximum allowable rate on
a showing of equity, public interest, and facts justifying the
system’s particular rate, but the FCC would presume that its
formula provides the best rate.*®

Beyond the changes to the rate formula, the FCC imposed
a number of other terms and conditions designed to encourage
use of leased access. For example, cable operators would be
required to designate a leased access liaison and make available
within three days of any request a host of detailed information
concerning the system’s technical information and costs, as well
as a sample contract and documentation justifying all policies,
terms, and fees.? The FCC also amended its dispute resolution
procedures to expand discovery of information relating to the
operator’s calculation of leased access rates.” Finally, the FCC
required cable operators to file annual reports with the FCC
concerning leased access rates, usage, and complaints.®® As a
number of these and other regulations required approval from
the OMB under the Paperwork Reduction Act,”” the FCC
delayed the effective date of many of its new rules—including
the rate rules—pending OMB approval.*®

Three of the FCC’s five Commissioners observed in
their separate statements that there had been inadequate
public comment and review on the new rate methodology.
This was grounds for two of those Commissioners to dissent
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from the Order,?” but Commissioner Adelstein—while frankly
acknowledging that “the methodology was invented by staff out
of whole cloth without sufficient public input, independent
review or any transparency’ —nevertheless supported the Order
because interested parties could seek reconsideration.*

IV. The Judicial Challenge and Aftermath

The National Cable & Telecommunications Association
(NCTA), a national trade association of cable operators, and
several individual cable operators and leased access programmers
filed petitions seeking judicial review of the FCC’s Order that
were consolidated into a single proceeding before the Sixth
Circuit. The NCTA also sought an emergency stay of the Order
from the Sixth Circuit.

The NCTA argued that the FCC’s Order was unlikely
to withstand judicial scrutiny because it failed to comply with
the leased access statute or the Administrative Procedures Act
(APA). In the NCTA’s view, the Order ignored the statutory
requirement that leased access rates not “adversely affect”
a cable system’s financial condition or development, which
means fully compensating operators for the cost of leased
access, even if that results in limited leased access use. Evidence
submitted by the NCTA indicated that the FCC’s new rules
would result in a leased access rate of zero or near-zero in many
cases (thanks largely to the rule allocating all value in a bundle
of channels to the top-rated channel), which falls far short
of full compensation. Moreover, the FCC's failure to explain
its departure from its previous views of the statute and of the
usefulness of a channel’s implicit fee as a measure of its value
to the operator, and its failure to develop record evidence in
support of its assumptions, violated the APA. Finally, the NCTA
attacked the FCC's failure to seek proper notice and comment
on its new rules as required by the APA.*!

The NCTA further argued that it would be irreparably
harmed by the flood of leased access demand that was likely to
follow the FCC’s lowering of leased access rates to zero. This
would impose serious disruption on cable operators’ channel
lineups, angering and confusing subscribers who would turn
to services not subject to leased access rules. Moreover, the
FCC’s burdensome new disclosure requirements would impose
unrecoupable implementation costs and expose sensitive
competitive data to public dissemination.®

The FCC argued that the NCTA’s claims were barred for
failure to exhaust them before the agency. In the FCC’s view,
comments during the rulemaking proceeding that generally
opposed decreases in leased access rates were insufficient to
exhaust the NCTA’s specific challenges to the adopted rate
formula; as the NCTA could not have known the particular
methodology until after the Order was released, the NCTA
had to first raise its claims with the FCC by way of a petition
for reconsideration.®® The FCC further insisted that “basic
economic principles” supported its assumption that leased access
programming would displace the lowest-performing channels,
and that the marginal implicit fee would offset any lost revenue
from this displacement; it was the NCTA’s obligation to bring
any contrary evidence to the agency’s attention during the
rulemaking procedure. Moreover, the “safety valve” procedure
permitting operators to exceed maximum allowable rates
could correct for any problems in the FCC’s assumptions.*
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The FCC dismissed the NCTA’s claims of irreparable injury
as speculative.”

Verizon, represented by the authors (among others), filed
a brief in support of the NCTA's stay request focusing mostly
on the First Amendment problems with the FCC’s Order.* As
Verizon argued, these problems independently justified a stay
because First Amendment harms are by nature irreparable.?’

The Supreme Court has held that by exercising editorial
discretion, cable operators engage in speech protected by the
First Amendment. # The FCC’s Order burdens these First
Amendment rights, Verizon argued, by forcing cable operators
to carry more leased access programming and reducing cable
operators’ editorial discretion to select the programs that they
wish to transmit. Although the D.C. Circuit had previously
rejected a facial challenge to the leased access statute, it did so
on the assumption that the statute would not in fact burden
operator speech because “programmers have not and will not
lease time on the channels set aside for them.”® The FCC’s
Order, on the other hand, is expressly designed to stimulate
leased access use.

Verizon argued that, even assuming that the FCC’s Order
furthers important governmental interests in general, there
is no basis for applying it in geographic areas where there is
effective cable competition, or to new entrants attempting to
challenge a cable incumbent. Incumbents’ bottleneck control
over programming has always supplied the essential justification
for cable regulations in the face of First Amendment scrutiny,*
and such control cannot exist in the hands of a new entrant or
where there is effective competition.’! Indeed, the D.C. Circuit
previously struck down the FCC’s similar refusal to exempt
from another speech-burdening regulation those cable operators
subject to competition; as here, the FCC could not show that
competitive operators would produce a mix of programming
“inferior” to that produced by the regulation.>

The FCC challenged Verizon’s argument on the theory
that Verizon had failed to exhaust its claims with the agency by
filing a petition for reconsideration. The FCC further argued
that the leased access statute draws no distinction between
competitive and monopolistic cable operators, and that the FCC
is therefore under no obligation (and perhaps lacks authority)
to create an exception to its rate regulations for competitive
operators or new entrants.”

On May 22, 2008, the Sixth Circuit granted the FTCA’s
request for a stay.”* The court concluded that the “NCTA has
raised some substantial appellate issues.” It also cast doubt
on the FCC’s exhaustion arguments, noting that a petition
for reconsideration is a prerequisite for review only where the
appellant relies on legal or factual questions upon which the FCC
had “no opportunity to pass,” and that an agency necessarily has
an opportunity to pass on the validity of the rationale it actually
put forth and the adequacy of its justifications.”® The court
further found that the NCTA “demonstrated some likelihood
of irreparable harm” flowing the large increase in requests for
leased access expected to result from the rate reduction.”

Before merits briefing could begin on petitioners’
challenges to the Order, the OMB issued a decision disapproving
of the Order’s information collection requirements. Among
other things, the OMB concluded that the FCC’s rate

regulation would result in increased requests for leased access
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and corresponding burdens on cable operators, and that the
FCC failed to justify these burdens.”® As a result, according to
the terms of the FCC’s Order® and the Paperwork Reduction
Act,* most of the new leased access rules (including the rate
formula) could not go into effect without further action by the
OMB or the FCC. The Sixth Circuit accordingly agreed to hold
the challenges to the Order in abeyance.®!

One of the petitioners who opposed the NCTA’s stay
motion subsequently filed a request with the FCC to override
the OMB action and to modify the new rate methodology to
allow cable operators reasonably to allocate the fees paid for
a bundle of channels rather than allocating all value to the
highest-rated channel.®” The request noted the cable operators’
argument that, as a result of the bundling rule, many cable
systems would have a maximum leased access rate of zero, and
urged the FCC to “address this potential flaw in its new rate
calculation.”® On September 10, 2008, the FCC sought public
comment on this request.** A number of comments have been
submitted, but as of the date of writing the FCC has taken no
further action.

Conclusion

With new entrants in the video services industry, not to
mention higher capacity cable systems and new forms of media
like the Internet, programmers have a variety of outlets to
distribute content that viewers want to see. In its zeal to “propl]
up a regulatory regime that is past its prime,” as dissenting
Commissioner McDowell charitably observed,® the FCC chose
to simply ignore this state of affairs and even its own prior
conclusions about the economics of leased access. As the Sixth
Circuit and the OMB have now suggested, agencies will not
always get away with doing that, particularly when important
speech rights are at stake.
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