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Primum Non Nocereor Primum Processi ?
A Property Rights Approach

Bruce M. Owen and Gregory L. Rosston
Abstract

High-speed or “broadband” Internet access currently is provided, at the local level, chiefly by cable television
and telephone companies, often in competition with each other. Wireless and satellite providers have asmall but
growing share of this business. Aninfluential coalition of economic interests and academics have proposed that
local broadband Internet access providers be prohibited from restricting access to their systems by upstream
suppliers of Internet services. A recent term for this proposal is “net neutrality.”

We examine the potential costs and benefits of such a policy from an economic welfare perspective. Using a
property rights approach, we ask whether transactions costs in the market for accessrights arelikely to be
significant, and if so, whether owners of physical local broadband platforms are likely to be more or less
efficient holders of access rights than Internet content providers. We conclude that transactions costs are likely
to be lower if accessrights are assigned initially to platform owners rather than content providers. In addition,
platform hardware owners are likely to be more efficient holders of these rights because they can internalize
demand-side interactions among content products. Further, failure to permit platform owners to control access
threatens to result in inadequate incentivesto invest in, to maintain, and to upgrade local broadband platforms.

Inefficiently denying platform owners the ability to own access rightsimplies aneed for price regulation;
otherwise, there will be incentivesto use pricing to circumvent the constraint on rights ownership. Price
regulation isitself known to induce welfare losses through adaptive behavior of the constrained firm. The
impact on welfare might produce aworse result than theinitial problem, assuming one existed.

Much of the academic interest in net neutrality arises from the belief that the open architecture of the Internet
under current standards has been responsible for its remarkabl e success, and awish to preserve this openness.
We point out that the openness of the I nternet was an unintended consequence of its military origins, and that
other, less open, architectures might have been even more successful. A policy of denying platform ownersthe
ability to own access rights could freeze the architecture of the Internet, preventing it from adaptingto future
technological and economic developments.

Finally, we examine the net neutrality issue from the perspective of the “essential facility doctrine,” atool of the
common law of antitrust. The doctrine establishes conditions under which federal courts will mandate access by
competitors to the monopoly platform of avertically-integrated firm. Because local broadband I nternet accessis
not today a bottleneck monopoly (there are several competitors and the market is at an early stage of
development), the essential facilities doctrine would not permit reassignment of access rights from platform
ownersto competitors. We conclude that “ net neutrality” isawelfare-reducing policy proposal.

Owen (BruceOwen@stanford.edu) is the Gordon Cain Senior Fellow and Rosston (grosston@stanford.edu) is
the Deputy Director, Stanford Institute for Economic Policy Research, Stanford University, Stanford, CA
94305-6015. An earlier version of this paper was presented at a conference on “Net Neutrality or Net Neutering:
Should Broadband Services be Regulated,” Progress and Freedom Foundation, Washington, DC, June 27, 2003.




I Introduction*

Gresat condtitutiona principles seem to be at stake in the clash over accessto
broadband facilities, or “net neutraity” to use the current rather ambiguous term for
proposed federa regulation of the Internet. These proposals bring the First Amendment
to war with the Fifth. According to Professor Larry Lessg, for example, sound public
policy conssts of a preemptive regulatory intervention designed to preserve the Internet’s
origind libertarian vaues in the pursuit of competition and innovation. On the other Side,
owners of Internet hardware, threatened with expropriation, defend vigoroudy ther right
to exclude others from free riding on their investments and make their own arguments
about the pursuit of competition and innovation.

A conflict of more modest principles arises from what might be characterized asthe
war of default policies. Primum non nocere (first, do no harm), isamedica precept often,
but inaccurately, attributed to the Greek physician Hippocrates. It gathers modern support
from the observation that patients with some disorders (e.g., acute back pain) recover at
about the same rate with or without trestment, while those treated are sometimes injured
by the trestment. The opposite principle, primum processi (act first)? evokes the picture
of the Dutch boy with hisfinger plugging the small hole in the dike that protects Holland
from the sea. These two default policies do not fit negtly into a standard
liberad/conservative dichotomy. The first counsels nonintervention to permit change to

Acronyms used in the text:

CLEC—Competitive local exchange carrier;

DSL—Digital subscriber line;

FCC—Federal Communications Commission (Commission);

ILEC-Incumbent local exchange carrier (telephone company);

| SP—Internet service provider;

LBB—L ocal broadband distribution system, whether wired or wireless;

MMDS/LMDS—M ultipoint (or local) 2.4-2.7 gigahertz (*local” is above 20 gigahertz) wireless
distribution system, also know asmulti-channel (“local”) multi-point distribution system
or as “wireless cable” —terrestrial medium-range (up to 35 mile) broadband services.

WIFI—Terrestrial short-range (30 meter) wireless broadband Internet service (“wirelessfidelity”)
using |EEE standard 802.11.

This phraseis adopted from the title of a paper by Bar, et a. (1999), responding to former FCC
Chairman William Kennard’ s pledge to take a “ high-tech Hippocratic Oath” to “do no harm.”



occur through decentralized market mechanisms. The second counsdls centrdized
preemptive regulation to preserve the benefits of existing decentraized market structures.

Our own perspective® is a odds with what we will call the Lessig School of thought
on access to broadband facilities.* Specifically, in this policy debate we think that access
regulations will likely have greater cogts (through their adverse impact on property rights
and economic incentives) than benefits (through their preservation of the Internet
libertarian culture and incentives). Nevertheless, we have every sympathy with the Lessig
School. One of us (Owen) once advocated, in analogous circumstances, common carrier
datus for cable televison systems as ameans to avoid government regulation of video
content. Asit turned out, thet proposal would have been bad policy for two reasons, both
gpplicable to the current discussion.

Firgt, rather than being harmful to consumers, vertica integration into programming
was akey ingredient in the economic success of cable tdevision in the 1980s.
Independent programmers did not come forward in sufficient numbers to support cable
infrastructure demand in urban aress; it was necessary for cable operatorsto invest in
cable networks. Second, Owen's proposal coincided with the peak—i.e., the beginning of
the end—of a consensus favoring federd regulation of televison content. The threst to
Firs Amendment values turned out to be less than it gppeared. In short, the benefits of
the proposa would have been small or zero and the costs for consumers would have been

large. Nevertheless, given the raichet character of regulatory intervention, it would have

We have previously written papers on behalf of the National Cable Telecommunications

A ssociation examining investment incentives from forced access to high-speed cable Internet
providers. Owen (2002), Owen and Rosston (1998). However, the current “net neutrality”

proposal would apply to both cable and telephone (DSL) services, and presumably also to
wireless, satellite, power line, WIFI, M/L/MDS and other broadband distribution methods. (The
various technol ogies are described on the FCC’ sweb site
http://www.fcc.gov/cgb/consumerfacts/highspeedinternet.html.) This paper looks not only at the investment
incentives, but also to the overall character of the marketplace for Internet services and content.
Effects on investment incentives remain relevant because present systems need continued
upgrades as technology changes.

Lessig (2001b). More recent summaries linked to the concept of net neutrality appearin Lessig
(2001aand 2002).



been very difficult to reped amistaken common carrier policy. Wethink the Lessig
School proposals regarding restrictions on vertica integration for high-speed access
providers pose smilar risks for related reasons.

The Lessig camp seeks to promote or at least to preserve the values that made the
Internet what it is today.> What are they? We think afair reading of thefilings, artides
and white papers of this school is asfollows:

Maximize individua freedom of speech and opportunities for innovation:

Anyone should be free to offer content on the Internet.

No one, asde from the originator of the content, should be in apostion to
impede any user’s access to any content, either directly or indirectly,

through technical standards, access or pricing decisons.

From these principles, it follows that:

Locd broadband access facilities should be common carriers—i.e., should

be required to transmit al content on nondiscriminatory terms.

We use the term “ content” in this paper as an icon for services such as searching and
transacting aswdl asinformation and entertainment. Many adherents of the Lessig
school would extend the principle to apply to hardware and other technica innovations
through the use of open, non-proprietary standards. The access camp focuses on local
broadband (LBB) facilities such as DSL and cable modem services, which it seesas
potentia bottlenecks, threatening the objectives above. For these advocates, the first step

of “net neutrality” isto exclude no one from access to the loca and long distance portions

“The myriad benefits of the Internet Age flow from one fundamental feature — the ability of
consumers and businesses to communicate with one another and lawfully to create, share and
access information, all without obstruction from network service providers.” Coalition of
Broadband Users and Innovators (2002). Although we do not pursue it here, wethink thisclaimis
not self-evident.



of the Internet. But, according to Lessg, the neutrdity principles should extend to any
aspect of the Internet that threstens basic values of what Lessg cdls“the commons’ by
marrying control of transmission with control of content. Thisimplies not merely that
rights of access be transferred from suppliers to users, but that the technology and

architecture of the Internet be preserved in its current form, as that form affects access.

On the other Sde of the debate, andysts point out that net neutraity may not be
welfare enhancing, may indeed creete incentive effects that reduce consumer welfare, and
may Smply be unnecessary due to the presence of competition or the absence of any

incentive to exclude®

This paper will examine the logic and evidence behind the cases made by each sde
and findly explain the reasoning that leads usto rgect the Lessig school proposals. We
use a property rights approach because Lessg himsdlf characterizesthe issue in property
rights terms and, ultimately, thisis a debate about how much control private companies

can exercise over the use of the facilities and protocols they develop.

Lessg promotes an Internet commons in which certain private property rights are
forbidden to hardware owners. While not usualy analyzed in these terms, price
regulation and antitrust enforcement aso redtrict private property rights to further the
public interest. In addition, in examining property rights, we look at the incentives for
innovation and the incentive and ability to act anticompetitively by excluding more
efficient suppliers from providing services to consumers using proprietary resources.

Property Rights

Property consists of bundles of rights established by law and protected by the state.
The definition does not apped to any underlying principles of jugtice. When we buy or
create property we understand what rights are attached to the physicd (or intelectud)

6 See, for example, Speta (2000), Woroch (2002) and Wu (forthcoming 2003).



manifestation of the property. This understanding informs our decison (incentive) to

purchase, preserve or create property.

In the United States under current condtitutional law the state is obliged to provide
compensation when it takes one or more of these rights for its own or public use,
provided that the taking is physicd or, if regulatory, destroys the entire economic value
of the bundle of rights.” Also, the state is obliged to observe defined forms of due process
(but not to compensate) when it takes one or more of these rights for regulatory purposes
(e.g., to control “nuisances’ or externdities such as noise pollution, or to ensure that
prices or profits are not excessive). Finally, the state is obliged to defend property rights
againg private trespass or gppropriation. The founding generation, children of the
Enlightenment, viewed property rights as based in naturd |aw and as one dimension of a
Lockean socid contract. Today it is more usud to take a utilitarian perspective. For most
economists this means that private property rights should be defined (and defended) so as
to optimize some agreed aggregation of individualy-perceived wdl-being, ak.a

economic wdfare.

The link between property rights and economic welfare, for present purposes,
conggts of incentive effects. Firg, the process of preserving, enhancing or creating
property can make both the investor and other members of society better off. Those who
are better off include, for example, persons employed in the process, and those who vaue
the property or its use more highly than the resources used up in its preservation or
cregtion. Economic actors are induced to invest in the preservation, enhancement or
cregtion of property by the prospect of gain.® The details of this process and of the rights
metter, and are subject to public policy analyss to determine their welfare effects.

Spulber and Y 0o (2003) provide an extensive summary of the takings law and literature and
address specifically the problem of local broadband access. Recent cases on regulatory takings
include Lucas v. South Carolina Coastal Council (1992), and Tahoe-Sierra Preservation Council,
Inc. v. Tahoe Regional Planning Agency (2002).

Thisapproachis quite general. It can be used, for example, to approach the issue of human capital
formation as afunction of civil liberties, an important topic in economic development.



A property rights perspective is useful because there is alarge body of economic
andydis regarding the efficiency and incentive effects of different property rights
regimes. ° Probably the most famous manifestation of this literature is the Coase
Theorem, which stands for two principles: (1) that in the absence of transactions costs,
dienable property rightswill end up being put to their most efficient use, so that it does
not matter to whom they are initidly assgned, and (2) that in the presence of transactions
codsit may be quite important to assign property rightsinitidly to, or near to, their most
efficient users. It is of course the second principle that is most relevant to public policy
andyssin the redl world, where transactions often are very coslly.

Others counter that in some cases, especidly where transactions costs are significant,
where thereis an incentive to exclude users to increase price, or an inability to meter
usage, property rights solutions can lead to inefficient exclusion or withholding of
capacity from the market. Lessg (2001) also makes this argument in advocating aradio
spectrum commons. However, a spectrum “commons’ does not obviate the need for a
central authority to determine the protocols and priorities that will govern how the
commonsis used. Similar government or regulatory involvement in the commons would
be required under “net neutrdity” proposas. In other words, a commons approach
transfers from rights owners to regulators, rather than users, the responsibility for setting
sandards. It does not automatically preserve the vaues that the Lessig School seeksto
protect. Also, to the extent that the assgnment of accessrightsto platform providersis
not efficient, it is necessary to consider other policy insruments (e.g., contract or tort

solutions) before resorting to centralized regulation, for reasons we explore below.

Both we and Lessig use property rights as an andytica tool, not as an ideologica
ensgn. Economists want property rights to be put into the hands of their most efficient

users, not necessarily to preserve them in the hands of existing owners. To do this,

See, for example, Posner (2002), chapter 3. Posner claims that economic efficiency requires
property rightsto be universal, alienable, and exclusive. A more general framework sees property
rights as one of several alternative legal mechanisms (others include contract and tort law) by
which imperfect markets can be perfected.



property rights should initidly be designed efficiently so that the transactions to unbundle
or re-bundle those rights are not unnecessarily restricted by transactions codts. Lessig's
andysis leads him to the view that assigning property rights over Internet access to

platform ownerswould creste “fences’ within what should be a“commons” inefficiently

depriving users and producers of resources whose use would cost society nothing.

The “net neutrdity” debate is at heart a debate about the proper scope of property
rights for resources used to produce 1P communications services. Specificdly, should
owners of exigting or future Internet hardware platforms be permitted to own the right to
decide how to use the physica property in which they have invested, or should thet right
be assigned instead to users or to content providers? A utilitarian Coasian approach to
this problem takes it as given that one important public policy objectiveisto improve
economic well-being, and Lessg gppears implicitly to accept this god, among others.
Those who, unlike Lessig, believe that access to the Internet is among the naturd rights
of humankind may find this paper ussful mainly as a measure of what the costs and
economic benefits of exercising thet right might be.



II. Andysis
Overview of andyss

A usgful way to approach the economic analysis of aregulation or competition issue
like “net neutrdity” starts with an explanation of certain “bad outcomes’ that might result
from existing economic and technica conditions. The next step isto examine the
economic incentives and opportunities of the economic actors to behave in ways that
would lead to the bad outcome. The find step isto assess dternative policies (such as
“net neutrdity”) designed to avoid the bad outcome in terms of their likely effectiveness
in diminating the untoward incentives or opportunities, and their other benefits and cogts.

The*net neutrdity” policy invites afocus on the provison of locd resdentid
broadband service. Proposals for net neutrality have generdly centered on locd providers
of such services. Moreover, if the andys's shows that bad outcomes are unlikdly for local
residential access, then such outcomes are even less likely for business high-speed access
or long haul Internet backbone provision, where there are more competitors. (Indeed, to
the extent that resdentia users reach the Internet usng commercid or inditutional access
modes (from work or schooal), this same competition would forestal the “bad outcomes’
feared by those who assume that residential accessitsalf will be highly concentrated.*©
Whether any uniquely resdentid serviceswill exist and remain immune from this source

of competition cannot be predicted.)

After examining the local resdentia broadband market, our analysisturnsto look at
rights of access and the demand for access regulation. With this background, we then
assess the cogts and benefits of prophylactic regulation and of waiting for some bad
outcome before imposing remedia regulations.

10 Media Metrix (2002) reports that more than half of high-speed online access for 18-50 year oldsis
through work or university.



Background—Residentid Broadband Services

There are many varieties of “net neutrdity,” afact that may cause some problemin
determining appropriate policy. For clarity we will focus on the ideathat any provider of
Internet connectivity (hardware, connections, etc., referred to as “platforms’ here) hasto
make content (broadly defined) from any independent provider accessbleto al users
and, in particular, as easly accessible (both technically and economicaly) as content
from integrated or ffiliated providers. Further, in connection with the provision of such
sarvices, any provider of Internet connectivity has to use the current commonly accepted
protocols for Internet services-in other words, must not adopt proprietary standards that
exclude or raise the costs of unaffiliated content providers. Some “ net neutraity”
proponents differentiate between an open access requirement that would operate at the
transmission or facilities layer and a different sat of rules that would operate &t the
“logicd” layer. We interpret the logicd layer verson as a non-discrimination reguirement
in the standards dimension. The andysis below is gpplicable to either vision of net
neutrdity.

Internet content and services are supplied by many thousands of commercid “gtes’
or providers, motivated by some combination of promotion gods (“click here to find out
about our organization”), consumer payment (“click here to purchase”) or advertisng
revenue (banner and popup ads). In addition, numerous government and noncommercia
gtes offer free online information and services. The physical Internet is an concatenation
of independently-owned networks, routers and servers that abide by certain voluntary
interconnection standards. These networks pay each other to transmit or to route data

among various nodes.

Because there are so many suppliers of online information and service, and because
users often have difficulty evauating the qudity and rdiahility of providers, thereisan
industry of intermediaries offering bundles of Internet services, induding emall,

directories and search tools. There are various terms for this editing, bundling, or

10



endorsement service, including “portd,
(I1SP).** Examples of large editorial/aggregation services include America Online (AOL),
MSN and Y ahoo! Many 1SPs operate local modem banks through which their retail

customers obtain low-speed access to the Internet. The larger services offer proprietary

aggregator,” and “Internet service provider”

content, email, and premium services. Some |SPs (e.g., AOL) aso provide user software.
All 1SPs offer access to the wider Internet.

The vast mgjority (over 73 percent according to eMarketer (2003)) of consumers
who connect their home computers to the Internet till do so over ordinary telephone lines
using andog modems. Virtudly al resdentid analog Internet connections are provided
on facilities owned by loca telephone companies (“incumbent loca exchange carriers’ or
ILECs). However, digitdl “broadband” or “high speed” Internet connections are now a
widdy available alternative to analog modem connections. More than 83 percent of U.S.
households live in zip codes where high speed Internet access service is available from
one or more locd providers and amogt haf livein zip codes with two or more
providers.'? Although digital connections are more expensive than analog connections,
often cogting two to four times as much, the higher speeds and other useful features of
digitd connections are sufficiently attractive that some home computer users (around 18
percent of all households, or just over 27 percent of those with Internet connections) have
switched to digitd Internet connections.

H The terminology is confusing because there are no standard definitions. At one time an ISP was

always in the business of providing physical accessto the Internet vialocal modem banks that

users reached by dialing atelephone number from their computer modem. Some but not all such
I SPs were integrated into editorial or aggregation services. Today, the term ISP is often used to

describe a supplier that does not offer local physical connections.

12 FCC (2003a) for statistics as of December 2002.
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Table 1

High Speed I nternet Connections Serving U.S. End Users, December 31, 2002

Provider Number Per centage
(millions)
Telephone companies (ILECs) 7.1 359
Cable companies 114 57.2
Satellite, wirdless and other (incl. CLEC) 14 6.9
Total 19.9 100.0

Note: Approximately 87 percent of High Speed lines serve residences and smdll
businesses. Source and definitions. FCC (2003a).

Broadband Internet connections from residences to Internet backbones are provided

chiefly by ILECs and loca cable operators. Cable offerings are often referred to as * cable

modem” services. Telephone company offerings are often caled “digita subscriber ling’
(DSL) sarvices. High speed digita connections are also offered by other wirdine
providers, terrestria wireless and satdllite operators, but these dternatives do not yet have

ggnificant market shares.

The federd government has granted various concessions to promote broadband

deployment, including favorable regulatory and tax trestment, and subsidiesfor certain

customers, such as schools. We take as given for present purposesthat it isapolicy goad
of the federd government to expand the consumption of broadband services. This
supplements the usud economic policy god of maximizing output for the benefit of

consumers.

As broadband service is now very widely available to American consumers, the

12



focus of policy concern has shifted to the rate at which consumers are adopting the new
sarvices. While the rate of growth of new subscribers for these services has been very
high, overall penetration remains a an early sage. (Table 1)

Both cable operators and telephone companies provide broadband Internet access
services on the same facilities used to provide other services—chiefly video
entertainment and voice messaging, respectively. Cable operator video delivery was
formerly subject to rate regulation, and basic video service fill is, but today the cable
industry faces comptitive discipline from satellite providers of video entertainment

sarvices and other sources.

Thereis not yet complete overlap in the areas where cable and DSL offer service,
chiefly because DSL service currently is available to fewer households than have access
to cable modem service.™® This difference in coverage, which may diminish over time,
helpsto explain alarge part of the current difference in the relative “market” shares of
cable modem and DSL services. In the long run, of course, shares will depend on reltive
costs, the outcome of efforts to differentiate the products, and entry by competing

technologies.
Background—Rights of Accessand Use

Owners of physica transmission and trangportation facilities (railroads, pipdines,
gas and electricity suppliers, telegphone companies, and other “utilities’) have long been
subject to Sate and federd regulation that limits their control of accessto the facilities
they “own.” Indeed, rights of accessto public utility property is but one point on a
continuum. For example, owners of private property not commonly “imbued with a
public interest” (such asthe ordinary landlord, New State Ice Co. v. Ligbman, (1932))

may nevertheless face |oss of control over access to or use of their property in certain

13 DSL service quality (transmission speed) deteriorates as the distance between the user and the

central officeincreases. In contrast, cable modem service quality decreases as the number of users
sharing alocal node increases.
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exigencies. Even human capitd and human lifeis subject to uncompensated taking by the
date in some circumstances, such as the military draft. Efforts by the courts to protect
private property rights from uncompensated regulatory takings ended at atime when
private property lost much of its political legitimacy, during the Great Depression.

The earliest regulatory takings of private property in the public utility tradition were
for the purpose of regulating prices, rather than access. Munn v. lllinois (1876), involved
grain eevators, not usualy consdered to be utilities. But access and pricing go hand in
hand. One cannot meaningfully transfer the right of access from a utility to users without
aso regulating the price of access, just as one cannot place a meaningful condraint on
excessve prices without aso transferring the right of access. The linkage arisesfor a
couple of reasons. First, neither the services offered by utilities nor the costs of serving
different users are uniform. Thisfact creates opportunities for discrimination, an escape
route for the congtrained utility. A utility that wishes to minimize access opportunities for
aparticular group can often define service to that user class, directly or indirectly, asa
different service from that offered to others, and charge a higher price for it. Second, it is
smply impossible to require access without mandating a price to be charged since the

access supplier can deny access by setting a high enough price.

More generdly, it is useful to think about aright of accessin terms of its relative
vaueto different users. Any party that sands to gain substantidly from controlling
accessto afacility will seek to own that right. I it can be purchased by outbidding others
who vaue theright less highly, it will be. If the law forbidsiits purchase, the party will
act to achieveindirectly what it cannot do directly. Attempts to stop this behavior require
greater regulatory effort. The greeter the regulatory effort, the more likdly it isthat
behavior will be distorted with potentid socid costs. But—and thisis a very important
but—there is no basis to assume that afacility owner will be the party that placesthe
highest value on control of access.

Lots of facility owners seem to have no wish to control access, and no regulation of
accessisrequired. Lessig mentions eectric utilities as an example of the “principle’ of

net neutraity, pointing out that eectricity suppliers (dong with water companies) do not

14



discriminate among brands of dectrica appliances (or faucets). True enough, but it isthe
preferences of dectricity vendors that produces this result, not regulation. In fact, David
and Bunn (1987) show that early competition among the different types of eectricity
distribution (AC vs. DC) led to competition to alow and promote different types of
electrical appliances. It would be unnecessary and potentially harmful** to establish a
regulatory scheme guaranteeing aright of access for appliance brands to consumer

electrica outlets. In this case, primum process would be a bad policy.

Indeed, adesire on the part of facility ownersto control access or to integrate
verticaly is hardly universal. Where the desire to control access does not exi<t, no good
can come, but harm may come, from its prohibition. Where it does exig, it may be
motivated by benign incentives, by mdign (eg., anticompetitive) incentives, or by a
combination of incentives. In these cases, maximization of consumer welfare requires
investigation of the economic consequences of prohibitions on integration and property

rights reassgnments.

Although not an origind god of uncompensated takings, economic efficiency (the
maximization of economic wefare) has gradually gained supremacy as the accepted
policy objective of utility regulation. Thisisthe subject of atruly vast literature, both a a
theoretica level and in pecific indudtries. Even so, it isa subset of an even larger
literature on the economics of regulation generdly, including, for example, hedth, safety
and environmenta regulation. Adaptive behavior isacommon themein this literature.
Economic agents respond to incentives. A congtraint placed on an economic actor is
never smply accepted. The actor, whether afirm or a person, seeks to adjust in ways that
ease the burden of the congtraint. Adaptations can take many and unexpected forms, from
using inappropriate technologies of production to subverson of the politica process.

14 Appliance manufacturers must design their products to meet certain standards in order to avail

themselves of access. The establishment of those standards and changes in them raise important
and difficult analytical and policy issues. There are conditions under which it would be valid to
argue that vertical integration by electric utilitiesinto the appliance business would provide a
better guarantee that prevailing electrical standards maximize welfare,
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The outcome of adaptive behavior may very well be a reduction in economic welfare
compared not Smply to the idedl, but to the imperfect, unregulated status quo ante.
Further interventions to remedy the consequences of adaptive behavior, while certainly
possblein principle, often are extremdy difficult to implement because of inadequate
information.

The important ingght that arises from this literature on economic behavior under
regulatory congtraint, for present purposes, isthat however serious amarket imperfection
may be, it cannot be assumed that a regulatory solution will produce a superior outcome.
It may produce an outcome worse than the initid imperfection. Careful study may reved
which solution is better for consumers, and such study should occupy policy makers
congdering regulatory solutions. Further complicating the choice of solutionsisthe fact
that regulatory intervention is accompanied by procedura rules and politica redities that
have a strong preference for the status quo. Imperfect markets often, though not aways,
are sf-correcting. Thus, compared to imperfect market solutions, regulatory solutions
are difficult to change, apoint developed further below.

Access to broadband cable service is not regulated today, and the FCC at present
opposes such regulation. Teephone ILECs are subject both to rate regulation and to
unbundling requirements that reflect the industry’ s long regulatory and antitrust history
as owners of monopoly “essentid facilities” and the federd government’ s objective of
promoting fadlities-based entry in loca telephone markets.

ILEC DSL services are provided a higher frequencies on the same loca copper
wires Smultaneoudy used to provide ordinary monopoly voice telephone service. For
this reason, ILEC DSL services were subject to the same access requirements as other
local telephone services until recently, but these requirements are to be phased out by
2006. Under the new FCC rules, ILECswill till be required to provide unbundled loop
access a regulated rates. ILECs will dso be able to offer their own broadband content
without any specia safeguards, provided they provide access to the underlying fadilities
to other parties (FCC 2003Db).

16



The demand for access regulation

The policy debate about access to local broadband services seems puzzling, at first
dance, because LBB service today is not an entrenched monopoly. In many aress cable
companies and tel ephone companies compete directly for customers, and other
technologies, including wirdess and satdlite, may soon become important additiond
avenues of competitive supply. So why the fuss and why the hurry? The answer is

primum process, and the reason islargely based in interest group politics.

Nobel Laureate George Stigler (1971) suggested many years ago that government
regulation was a service for which there was a demand as well as a supply, and that not
al the demand originates with consumers. As suggested by the word “subversion” above,
regulatory solutions in the United States do not spring full grown from the brows of
policy mandarins in Washington. They are the outcomes of a political processin which
interest groups play avery prominent role. Understanding the economic and other
objectives of interest groups makes it easier to predict the outcome of the process. In this
subsection we discuss the demand for access regulation by commercid and

noncommercid interests.

The commercia demand for access regulation arises from afear on the part of some
upstream suppliers of Internet content and services (as well as some consumer eectronics
manufecturers) that LBBs will themsdlvesintegrate verticdly into various content,
aggregation, or equipment businesses, and that this will be harmful to independent
suppliers. Thisfear is articulated in terms of the possible anticompetitive effects of
verticd integration, arisng from a presumed desire on the part of LBBsto leverage loca
market power into upstream or downstream monopolization. The old Bell System
illustrates the danger, dthough incentives created by regulation itself played an important
rolein AT& T’ s desire to exclude competing suppliers or long distance services and
telephone equipment. Noll and Owen (1994). Others point to the fear that some
companies have of competing or potentialy competing with Microsoft.

Anillugration of what commercid interests may fear is available today in the
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commercid relationship between Y ahoo! (www.yahoo.com) and SBC Communication

Inc. (www.shbc.com). SBC owns ILECs serving 12 gates, including California, [llinois,
Michigan, Texas, and Wisconsain. It offers DS service in large and growing portions of
its service areas. Subscribersto SBC DSL receive not smply an Internet connection but a
bundled subscription to Yahoo!, ariva of AOL, MSN and other 1SPs. The bundled

Y ahoo! service does not prevent SBC subscribers from using any other Internet services,
including Y ahoo!’s mogt direct competitors. But unlessthe Y ahoo! software is removed
from a subscriber’ s computer, Y ahoo! remains the default porta through which dl other
Internet services pass. Whether or not this smple fact is sufficient to violate the principle
of net neutrdity, clearly SBC could do a variety things to make it more difficult for users
to turn to rival sources of aggregated content and premium service. Ironicdly, Y ahoo!
has been among the leaders of the net neutraity movement, fearing, presumably, that its
rivas will associate themsdves with LBBsin asgmilar manner.

The same commercia fear might also arise, however, from abelief on the part of
independent suppliersthat LBB vertica integration would result in a product of superior
attractiveness or lower cost to users, so that current suppliers would lose market share to
more efficient integrated rivals. Thus, commercia advocacy of regulated accessto LBB
fadilitiesis consstent both with a genuine fear of monopolization and with adesreto

exclude or raise the cogts of more efficient competitors.

Only afew years ago, for example, open access was heavily promoted by America
Online, which feared verticd integration into the aggregation business by cable operators
offering LBB (cable modem) service in conjunction with @Home and Road Runner ISP
services. At that time some argued that cable operators would monopolize LBB service.
More recently, DSL market shares have increased, other technologies have begun to ook
more promising, @Home hasfailed despite verticd integration, and AOL withdrew asa

supporter of forced access once it acquired its own extensive collection of cable systems.

Today’ s commercia net neutrdity advocates include some software and content
suppliers (for example, Amazon and Y ahoo!) and consumer e ectronics manufacturers.

The current motivation of this group may be the belief that LBB service, though not
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today a monopoly, eventudly will be monopolized by whichever ddivery technology

turns out to be mogt efficient, or that the two mgor providers will eech find it in its

interest to exclude upstream service providers. To fend off that risk primum process is
urgent now, for these interests, before any damage is done, and before whatever dominant
technology or technologies emerges has the palitical muscle to resist. Alternatively, these
firms may amply fear increased competition from verticaly integrated LBBs.

Thereisno red basisto assumetha LBB service will ultimately turn out to be
monopolized. Whether this happens turns on the cost structures of various delivery
technologies, of course, but aso on the importance of product differentiation and the
difference in cogts in different areas. One plausible future structure for LBB serviceis
competing fadilities with differing characterigtics. The differing characteristics might be
transmission-specific qualities (speed or portability, for example), but might aso involve
integration with differing content and service packages. In that case, some form of
excluson could enhance the competitiveness of the marketplace. The excluson might
entall denid of certain content to riva LBB competitors, or it might involve exdluson
from agiven LBB content aggregation of some independent content.'® Territoria and
product line exclusivity can be an important efficiency-enhancing feature of markets for
the digribution of intellectua property. Mandating aright of accessin these competitive
circumstances would have the effect of congraining the market awvay from its most
efficient sructure, reducing consumer welfare by preventing suppliers from offering
packages that consumers prefer.

Put into property rights terms, assigning access rights to content suppliers rather than
LBB operators would exclude the possibility of arange of potentidly efficient outcomes,
assigning access rights to operators would not. For example, a high-speed access provider
might have the incentive to develop video ingtant messaging if it could guarantee speed

and could regp the rewards from its investment in this complementary service. It is

15 Rubinfeld and Singer (2001) use the terms “content discrimination” and “ conduit discrimination”
to describe these methods of exclusion.
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possible that mandating access to this technology for dl high-speed access providers
would make the invesment in this complementary technology less attractive. If so, the
service would never be offered. Coase' s second principle in this case requires the

assgnment of accessrightsto facilities owners.

Smilarly, if dl bits are to be treated equdly, it will not be possible to offer
broadband content that requires priority in ddivery, or guaranteed arriva times. For
example, high qudity red-time video conferencing requires that packets of bits not be
ddayed in thar arriva. But, if the locd provider isrequired to treat dl bits equdly, the
bits that are going to the high school student downloading a pirated copy of the new
Matrix movie will have the same priority. Given capacity condraints in the network, this
could cause the video conference qudity to be suboptimd, even though delay in
ddivering the movie to the student’ s hard drive would be completely inconsequentia
because such one-way transmissons are easly buffered.

The Lessig school counter-argument is that non-affiliated providers would spring
forthto provide al sorts of innovative content and servicesif they had assurance that
their upfront investment would not be expropriated by the access provider. However, the
access provider should want to enhance the demand for its own transmission and content
services. It cannot extract rents from services that do not exist. It does have an incentive
to exclude or raise the costs of those providers that offer content that is a substitute for its
own, but only if the content is offered a the same or higher cost or if the content
produces negative externa effects on the overall demand for Internet content.*® In this
context, an LBB can certainly act opportunistically to raise arival’s costs, but it cannot
perss in such behavior without reducing the supply of content that it requires. The
longer the life of the access provison and the more often the game with non-affiliated
providersis repested, the lessincentive the access provider has to expropriate any
individud provider's investments.

16 See Farrell and Weiser (2002) for a discussion of incentives for amonopolist to exclude

downstream content.
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Commercid advocates of net neutrality therefore appear to want assurance that their
own profit streams will not be put at either of two risks: the risk of anticompetitive
discrimination by a hypothetica future LBB monopolist; and therisk of loang market
share to a compstitive group of LBB suppliers. The second risk isone that isinherent in
the comptitive process that benefits consumers. Primum process serves to protect
againgt both threats. However, primum process puts consumers a risk if the LBB market
turns out to be (potentialy) competitive. This could preclude an efficient, competitive
outcome in advance of knowing whether a monopoly outcomeis likely, much less
whether imperfect regulation will improve consumer welfare relative to imperfect

competition.

The noncommercid (academic and salf-styled consumer advocate) demand for
access regulation arises in part from admiration for the astonishing speed with which the
Internet has changed many important aspects of life and work, and the attribution of these
benefits to the origina openness, trangparency, volunteerism, and libertarian spirit of the
Internet technica community. The Internet’s early “openness,” of course, was an
unintended sde effect of the military objectives (preservation of communication during
nuclear atack) of the Internet’s origind Department of Defense sponsors,

Some noncommercid net neutrality advocates have adopted the term “end-to-end” to
describe the architecture of the Internet because it dlows any intelligent deviceto be
attached and to communicate using the agreed- upon protocols. This architecture is chiefly
responsible, they argue, for the many different ideas and services that have blossomed on
the Internet because no one can block any content or service that uses the agreed-upon
protocals. (Unfortunately this includes spam.) But this openness inevitably has aprice:
there have doubtless been ussful services (such as effective spam filterdl) that have been
dowed or even blocked because of the requirement that the network not have embedded
intelligence. While “end-to-end” architecture has benefits, those benefits standing done
do not prove that the architecture was or will continue to be optima. The benefits must
be put onto the scales with the costs, most of which may involve the loss of services that

never came into existence, as the relative prices and functiondity of processors, storage,
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and communiceation links have evolved. It is noteworthy thet the degree to which
“intdligence’ is centraized rather than located at user terminds has changed repestedly
during the half-century history of computing.’

The very fact that the Internet and al the new services associated with it was an
unintended and unpredicted side effect of military planning for thermonuclear war serves
asavivid illugration of the power of unintended effects. The last generation of academic
writers on regulation of industry, from airlines to telephones, documented the unintended
and unpredicted consegquences of regulations designed to protect consumers, but which
had the opposite effect (Noll and Owen (1983)). Virtualy everyone, including the
experts, was surprised to find, for example, that “hubbing” was an efficient way to run an
arline, apractice that was impossible before deregulation of the airline industry in 1976.
Smilaly, it isimpossible to predict the type and importance of unintended effects of
regulation seeking to impose net neutrdlity.

For example, the end-to-end “ spirit” of the Internet was responsible, in the early
1990s, for afalled effort to prevent privatization and commercidization of the Internet.
Internet users, a that time chiefly academics, believed that permitting commercid use of
the Internet would be socidly harmful. Had this effort succeeded, none of the commercid
services associated with the Internet today, including Y ahoo!, eBay and Amazon, would
have come into existence. This consequence of privatization (or of falling to privatize)
was not predictable.

Put into property rights terms, the early post- military Internet is remembered as an
idyllic commons, in which no one asserted property rights and dl nevertheless
cooperated unsdfishly to advance the technology and its uses. But such autopia, if it ever
existed, could not last. As demonstrated by the failed hippie communes of the 1960s and
the failed experiment of Vladimir Lenin, we ignore supply side incentives at our peril.

For adiscussion of the tradeoffs among communication, processing and storage, see Owen (1999)
pp. 151-171.
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The perceived success of the pre-privetization period, along with the apparent
continued success of certain open source software, is taken as evidence that commercid
property rights—i.e.,, the right to exclude—are not compatible with sustained
technologca progressin thisfield. From this perspective, the possbility of LBB
monopolization is a sufficient basis for regulation, but by no means a necessary
condition. In fact, any market structure that involves an element of exclusvity would be

offensve.

But even if an idyllic commons protected by end-to-end architecture had been
among the reasons for the growth of the Internet, it does not provide a sufficient basisfor
preserving by force of law the hitorical Internet architecture. Indeed, it seemsironic that
the interest group most nostalgic for the heady freedom that Defense Department
planners inadvertently provided to the computer scientists of the 1980s is intent on
preventing the benefits that might arise from similar architecturd freedom for future

innovators.
Public Goods and Network Effects

Professor Lessg's own analysisis much more pointed than our characterization of
his“schoal.” Lessg seesthe Internet as an instance in which private property rights
would limit the potentia benefits of the technology by ruling out gains that cost nothing
to produce. Lessig's description of the phenomenon he seeks to promote by protecting the
Internet commons from enclosure is not given in economic terms. However, it appearsto
correspond to two concepts that economists call, respectively, “public goods’ and
“network externdities” These are ditinct concepts, athough both have implications for
the assgnment of property rights.

A pure public good is one that costs nothing to provide to any user after the first, and
is non-rivarous in consumption. Intellectud property usudly fits this definition quite
closdy. Other common examples are TV broadcasts and national defense. Most goods
have an dement of public-nessin this sense, which aso can be thought of in terms of the
distinction between fixed and variable cost. The Internet, or some aspects of it, has the
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character of apublic good. It isahit difficult to pin down exactly where the Internet’s
public-ness arises, but Lessig gppearsto argue that it liesin the Internet’ s design
standards and philosophy (end-to-endedness, or lack of central direction). For present
purposes we will take this at face vaue, but it is perhaps worth further scrutiny.

Network externdities occur when the value of agood or service to a particular user
increases as the number of other usersincreases. The fax machine is a common example.
A fax machineisalot more useful if there are lots of people with fax machines rather
than few. Fax machines were available for purchase for decades before they suddenly
became popular and common in the 1980s. Demand accelerated as the number of owners

grew.

Lessig uses network externdities and public goods, without naming them, to argue
that no one should be allowed to redtrict access to the Internet (i.e., that rights of access
should not be assigned at dl, or equivaently, assgned to dl actud and potentid users).

In the case of public goods, it is inefficient to exclude any particular user, because it costs
nothing to supply service (or at least certain agpects of service) to any particular user. If
property rights are assigned to facility owners, they will seek to exclude those who do not
pay, reducing socid welfare. In the case of network externdities, the excluson of any
particular user reduces the vaue of the Internet to dl other users. Hence, it isinefficient

to exclude any particular user by charging a price above margina cost that has such an
effect. Lessg is perfectly correct on these points. Unfortunatdly, however, hisandyss
focuses solely on the demand side of the Internet world, neglecting the supply side.

The difficulty isthat if we assgn property rightsin accessto users rather than
suppliers, resulting in an efficient price of access (zero), there will be no long run supply
of Internet services. A zero price yields zero revenues—a lesson many dotcoms learned
too late. While the benefits of the Internet can be made available to any particular user at
zero cogt, they cannot be made available to dl users at zero cost. This phenomenonis
well known in economics—while margina cogt pricing is efficient, afirm hasto have the
expectation that it will be able to cover dl of its cost including areasonable profit in
order to provide service. Ramsey (1927) developed the first modd to show that price
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discrimination would achieve optima departures from margina cost pricing o that the
firm could cover totd costs and therefore have an incentive to produce. In the case of
public goods, Lessig is clearly right that the margind cogt is zero, but it isaso clear that
zero isnot ways the best practica price. Lessg would probably agree that price of
access would have to be above zero. But then how far above zero should the price be and
how should the level be determined? These questions are unanswered by any of the net
neutrality or open access proponents, perhaps because the only answer is regulation.

If providing Internet serviceis costly and there are no revenues, or revenues are less
than cogts, obvioudy there will be no Internet. Having no Internet is worse than having
an inefficiently small or exdusive Internet. The problem is not so stark as this, however.
If suppliers can discriminate among users, they can charge high prices to those with high
use vaues and low pricesto others, in principle ending up with plenty of supply and no
or little inefficient excluson. Smilar results can be obtained, in some cases, by bundling
public goods with private goods. For example, intellectua property isimbedded in
private-good media such as CDs, books, and periodicas. Also, in the case of network
externdlities, each user does not have equal vaue to other users as a potentia

communicant, and welfare losses can be reduced by pricing accordingly.

The commons gpproach smilarly ignores supply-side problems that arise because
the demand for transmission is dependent on the supply of content, and vice versa, and
because one kind of content may increase or decrease the demand for other content, or for
transmission. These effects can often be taken into account by pricing, but sometimes
require internalization by asingle supplier. Net neutrdity would ban both of these
solutions.

We see Lessig's demand for a ban on property rights (of access) in an Internet
commons as an over-reaction to a common problem in the supply of goods and services.
The potentid loss of “coglessgains’ that might arise from assgning property rightsto
facility ownersisvery likely to be more than offset by gains from increased supply of
Internet services. There are reasons for suppliers themselves to minimize excluson of

low-vaue usrs, where thisisfeasible.
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Regulatory Modd for Broadband Access

Although LBB service is not today a classc monopoly, and even though there is no
evidence that it will become one, and despite the fact that not all monopolists seek to
block access or to discriminate, it isworth considering the most likdly form thet
regulation would take if apolicy of net neutraity were adopted. Only in thisway can the
potentia benefits and costs of such regulation be assessed.

In the case of rights of accessto LBB platformsthat do not yet exist, thereisapolicy
tradeoff between the incentive to produce LBB transmission services and the incentive to
engage in the creation of content and other upstream services. Both inputs are required to
produce ddlivered Internet services for consumers. The right should be assigned, in the
presence of significant transaction costs, and holding other things equd, to whichever set
of holders has the greatest demand for the right.'® There are several problems, however,

in assgning the access right to upstream content suppliers.

Thefirgt problem isthat there are no sgnificant transaction costs involved in LBBs
sdalling access to content suppliers, whereas the reverse is not true. An LBB operator
cannot purchase access rights from a set of sellers whose identities are unknown. Most
would not come forward or even exist until agenerd offer of purchase were made. Many
sellers would be fraudulent. Second, as noted above, some upstream suppliers may
produce negative externdities on demand for overal ddivered content, which they heve
no incentive to take into account. Well-known examples include spam, pornography, and
other materiad whose very presence reduces consumer demand for connections. LBBs
have a grester incentive than individua independent content suppliers to interndize this

externality. The reverse problem exists for content producers that may generate positive

18 If rights are assigned in bulk they should be allocated to their most efficient users, and those users

will in the absence of externalities, etc., also be the highest bidders. If rights are assigned
incrementally in small units, Ramsey pricing and other second-best rules may be required.
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externdities in demand.

In the case of reassigning access rights to exigting facilities ex post, from LBBsto
content providers, there is an additional consideration, which is the adverse effect on
investment incentives of an uncompensated taking. Subtracting without compensation
one of the property rightsthat an investor created (or would create) through arisky
invesment of funds with an opportunity cost clearly will reduce, perhapsto zero, the
amount it isrationd to invest. The result, inevitably, is areduction in the supply of new
or upgraded LBB facilities.

While aright of access newly reassgned to content providers might take any number
of forms as discussed above, the analysis below assumes that the Commission would
apply essertially the same access regulations that are currently (prior to phase-out)
imposed on the digital subscriber line (DSL) services of loca telephone companies. We
refer to this asthe “DSL regulatory model.” The current regulations require telephone
companies (ILECs) to offer “unbundled dements’ of their loca networks, including
bandwidth capacity on loca telephone wires (“loops’), to resdlers at wholesae prices
reflecting “forward looking incrementa cost.” We assume that analogous regulations
would be fashioned for other LBBs in the event the Commission opted to force access to
al broadband systems, whether at the physical or logical leve of the network.

The assumption that forced accessto LBB services, if it occurred, would resemble
current DSL regulation is not arbitrary. Aswith DSL, a mere access requirement for
cable sygemsislikey to be meaningless in the aosence of unbundling and maximum
wholesale price regulation. Thiswill become obvious once the Commission comes face
to face with the need to adjudicate access complaints. If ISP accessto LBB plaformsis
desirable from a consumer welfare perspective and yet would not otherwise be available,
we argue below that it must be because LBB systems have very subgtantid market power
in the rlevant market, that aternatives are not avallable, that LBB operators refuse to
grant access, and that access would force LBB operatorsto lower retail prices. In those
circumgtances any regulation less intrusive than current DSL-type regulation would be

unlikely, even if the Commission began with a Smple access requirement, because
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increasingly intrusive and detailed regulation would flow inevitably from the need to
resolve access disputes, just asit did in telephony in the implementation of the 1996

Teecommunications Act.
Essentid fadilities policy

In assessing market power, its consequences and remedies, it is useful to consider
the experience of competition policy enforcement, which haslong confronted nearly
identica issuesin avariety of indudtrid contexts. The essentid facilities doctrine, which
arisesin the common law of antitrust, is relevant because it deals with the circumstances
inwhich forced access is a useful remedy for a Stuation where the verticaly-integrated
owner of a bottleneck facility uses its monopoly of that facility to exclude equaly or
more efficient competitors from an upstream or downstream market in which the
monopolist also participates. (The semind casewas U.S. v. Temind Railroad (1912).
The classic example isthe practice of loca telephone companies, when they were owned
by AT&T, of excluding AT& T’ slong distance compstitors from access to locdl
connections)) The interesting question, then, becomes whether the underlying problem
for which the net neutraity remedy is proposed meets the standards that courts and
commentators have s, a agenerd levd, as judtifying such aremedy on the basis of
costs and benefits to consumers.

Forced access is regarded as an extraordinary remedy in monopoly cases because it
requires on-going supervison of technica production decisons and regulation of prices,
because it risks raising production costs and hence retail prices, and because it may have
adverse spillover effects on the investment decisions of parties and nonparties dike. As
Justice Breyer observes,

“Even the smplest kind of compelled sharing, say, requiring arailroad to
share bridges, tunnels, or track, means that someone must oversee the terms and
conditions of that sharing. Moreover, a sharing requirement may diminish the
origina owner’s incentive to kegp up or to improve the property by depriving the
owner of the fruits of vaue-creating investment, research, or labor.” (Justice
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Breyer, dissentingin AT&T Corp. v. lowa Utilities Bd. (1999)).

A market power problem justifying such a drastic remedy as forced access must be
truly a bottleneck—an entrenched, long term, otherwise intractable monopoly, and
accompanied by ample evidence of adverse effects on consumer welfare. Further, the
Stuation must be one in which access can have a postive effect on consumer wefare,
such asfadilitating a trandtion to facilities-based competition or facilitating competition
in products or services of which the monopolized component isardatively smal part.
The stlandard for market power in essentid facilities cases accordingly isthe highest one
that existsin competition policy.

Do LBB operators have “bottleneck” market power in providing loca broadband
sarvice? If S0, isthere evidence that the market power is used to exclude more efficient
competitors or to raise consumer prices in either upstream or downstream markets? These
guestions must be answered affirmatively if forced accessis to make economic senseina

competition policy context.

First, LBB operators today by definition do not possess a“bottleneck” monopoly
over anything. No one has identified the products, services or markets from which
foreclosure could take place, or identified either a systematic refusal of access or an
economic incentive to refuse access.

Given current competition in providing broadband Internet access services, the
question of forced access does not even get to first base in an andlysis of potentia costs
and benefits under essentid facilities doctrine because there is no essentia facility.
Specificaly, Internet content providers, aggregators, and | SPs have dternative waysto
reach consumers, and consumers have dternativesto DSL or cable modems. These
alternatives will likely increase. LBB operators could not and do not inefficiently exclude

competitors in upstream or downstream markets.

Infact, if one believesthat there is a chance for additional competition to comein

the form of widespread wireless or satellite facilities, it may be crucid to permit vertica
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integration in order not to reduce the investment incentives of these entrants. Otherwise,
cable, DSL, and business access may remain the only competitorsin the LBB
marketplace. A regulatory model that detracts from the potentia returns for new entrants
dminishes the incentives to provide the hoped for competition, and may become a sdif-

fulfilling prophecy of eventua monopaly.

If there is no economic policy case for forced access requirements today, might such
regulations be a prudent precaution againgt future problems? Any new industry as it
matures may begin to display increased concentration, heightened entry barriersand a
dowing of technologica change. Schumpeter (1942) saw this process of competition to
become the surviving supplier in a mature market as the centrd dynamic engine of
economic growth. In that case, incumbent firms may gain market power or even
monopolies. But such an outcome is by no means inevitable, and prophylactic application
of access regulation would pendize—and therefore discourage—effortsto achieve early
success in young and dynamic industries. The recent dotcom crash provides aflorid
example of Schumpeter’s process of creative destruction at work, and the surviving

content providers—the Amazons and the eBays—are stronger companies as a resullt.

So far aswe are aware, no LBB operator has ventured into the non-local-
transmission aspects of 1SP service except as a means to jump start subscriber demand for
their tranamission sarvices. (We assumethat is the correct characterization of the
SBC/Y ahoo rdationship.) The fact isthat the earliest efforts to offer content and
aggregation services that took advantage of broadband speeds were organized, not by
independent | SPs, but by firms owned by cable operators. These efforts took place in the
face of the failure of independent suppliers of such servicesto come forward, and
certainly have not resulted in any market power or dominance, as witnessed by the
bankruptcy of @Home, once the leading cable-owned ISP. In other words, cable
operators so-far-not-very-successful efforts to offer upstream services tailored to the
specid features of broadband are better understood as attempts to remedy the failure of
independent 1SPs and content providers to provide such service than as an attempt to

monopolize or foreclose any market.
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The bendfit (if any) of regulation of LBB sarvice is the potentia consumer wefare
gains from reducing the distortions caused by monopoly power. Our conclusion from the
preceding analysisis that there is no case for DSL-type regulation (i.e., essentid facility
regulation) of loca broadband services. The adoption of such regulation would not bein
the public interest because there is no conceptua or empirica evidence of any monopoly
power or any digtortion. None of the necessary conditions for essential facility trestment
of LBB is currently met, implying thet the weight of experience from more than a century
of weighing costs and benefits of forced access militates strongly againgt such

intervertion.

Whether the necessary conditions for essentia facility regulation will exigt in the
future is an entirely speculative question. Some have argued that imposition of
restrictions now is important because there is a chance that restrictions will berequired in
the future. Their argument continues that it would be better to put on restrictions now
because it will be more difficult if not impossible to implement regulations in the future
(ating, for example, the difficulty of desgning meaningful remedies in the Microsoft
case) againg an entrenched monopolist. Such fears would need to come up with ahigh
probability of the need for restrictions in the future, alow cost of restrictions now, and a
high probability that absent current restrictions, future restrictions would be difficult to
enact. In short, the monopolist would need to be identified and aremedy imposed in
advance. None of those arguments appear to have been made, much less supported.

As aresult, thereis no case for the impaosition of regulation because of current
anticompetitive activity or essentid facilities, and there is aso no case for current
imposition because of ahigh likelihood of future competitive problems.

Summary and Conclusion

We have consdered and rejected the notion that specia features of the historica
architecture of the Internet must be preserved by law in order to prevent an unraveling of
the benefits of the Internet. We have aso considered and rejected the more convertiona
casefor loca broadband access being dassified as an essentid facility in the antitrust
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tradition, and local broadband access clearly, for the same reasons, is not anatura
monopoaly justifying the application of public utility principles. Where does this leave us
in terms of the choice between primum non nocere and primum process? Should we Act
Now to forestdl the threat of excluson, or should we be careful, Firg, to Do No Harm?

Lemley and Lessig (2000) and Bar et a (2000) set out the arguments that leed them
to conclude that waiting will be problematic for the future of the Internet. Essertidly,
they argue that thirty years of FCC regulation has kept the network owners (the ILECs
that supply local analog, or low-speed, Internet access) out of the Internet. The Internet
has flourished during this time, they argue, precisaly because innovetive firms have had
unfettered access to the network and users without the ILECs being able to influence
network design. But dia-up analog connections to the Internet are identical to—indeed,
are—\Voice connections, telephone companies have dways controlled the technica
standards, such as bandwidith, pertaining to these connections. Thus, indirectly, the
necessity to rely on analog connections has until the recent advent of high-speed services
very much affected the architecture of the Internet. Further, no FCC regulation has
prevented the ILECs from offering Internet services, or Internet-like services, other than a
requirement that such services be offered through a separate subsidiary. Present FCC
regulations, to be phased out, provide for non-discriminatory access to telephone
company high-speed platforms, but do not prevent the telephone companies from
determining the technologica characterigtics of the services offered.

Their argument is aso based in part on the prediction that cable is the technology
that is likely to dominate the next generation of Internet access and on the assumption
that each locd areawill be served by asingle local cable sysem. So consumers will have
one main choice and the local cable companies will become not only the dominant
supplier of high-speed Internet access, but also seek to extend their control of the network
and influence network design to maximize their own profits. As we point out above, there
isno bass to assume that cable or any other technology platform will monopolize the
LBB service, or that if one does, it will be profitable for that monopolist to exclude

equaly or more efficient upstream or downstream suppliers.
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Even competition among LBB sarvices, they contend, will not be sufficient to
squelch the danger of vertica foreclosure of access. Bar et d. argue that even under the
current FCC rules gpplicable to DSL, the closed cable system will reduce competition to
“hogt” independent 1SPs so that the ILEC will be less hospitable to its third party 1SPs. In
addition, they argue that a duopoly is not sufficient to provide the openness that alowed
the Internet to flourish. For example, competition in wirdess tdlephony surdly increased
with the introduction of additional PCS licensees to compete with the cellular duopolies.
But that does not mean that an unregulated duopoly (or even monopoly) would produce
worse results than a vertically regulated firm or set of firms. Nor does it mean that such a
policy is the gppropriate policy to provide incentives for competing access providers. Of
course, apolicy of primum process shifts the burden on these points to advocates of
deregulation, who must prove a negative: that the absence of regulation would not leed to
harm.

The “bad outcome” in the Lessig school scenario isthet falling to restrict the ability
of LBB operatorsto deny accesswill lead to excluson of efficient suppliers. Thedamis
that this excluson is not only harmful to current consumers because they are denied the
choice that a competitive market would give them, but more importantly that such control
would artificidly dictate the path of invesment and innovetion for the future of the
Internet. In other words, the risk is that a closed solution would lead to apath that is
optimized for the cable and DSL provider and not necessarily optimized for long-term

consumer welfare.

For the reasons dready given, we think this story falsfar short of justifying the
equivaent of “preventative detention” for current and coming LBB access platforms. The
story does not account of the costs we have enumerated above, and appears to be based
very largely on the assumption that the historica path of the Internet was optimad and that
the history of the Internet is dso its future. This assumption may be user-friendly, but it is
unsupported by evidence.

Access regulation involves an assessment of the risk of two kinds of error. The firgt,

the focus of the Lessig Schooal, isthat worthy new services and innovations will be
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excluded either by monopolistic greed or by the sdlection of a centralized architecture.
The second, which the Lessg School ignores, is that a verticaly integrated monopolist
will have incentives to produce more output than a vertically disintegrated industry
would, and that (a) centraly controlled network(s) would, in the future, become more
efficient than (an) “end-to-end” network(s). The preceding parentheses remind us that of
the posshility thet competing, differentiated networks will be the most efficient outcome.

Some public policy choices are close calls, because the costs and benefits of the
aternative courses are equd. The net neutraity proposa is not one of these hard choices
at this point in time. There is no evidence that the outcome proponents of net neutrality
wish to avoid (hardware platform owners controlling access and choosing content) is
likely to happen, or that if it did happen it would be harmful to consumers. Rather than
holding back the North Seg, the dike into which net neutrals would insert their fingersis
more likely to block the road to competition and innovation.
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