
Six Degrees of Competition:
Correlating Regulation with the
Telecommunications Marketplace
A Report of the Fourteenth Annual Aspen Institute 
Conference on Telecommunications Policy

Robert M. Entman, Rapporteur

with

Regulation: The Next 1000 Years

A Background Paper by Michael L. Katz

C O M M U N I C A T I O N S A N D S O C I E T Y P R O G R A M



Communications and Society Program
Charles M. Firestone
Executive Director
Washington, DC

2000

Six Degrees of Competition:
Correlating Regulation with the

Telecommunications Marketplace

A Report of the Fourteenth Annual Aspen Institute
Conference on Telecommunications Policy

by Robert M. Entman

Regulation: The Next 1000 Years
A Background Paper

by Michael L. Katz



To purchase additional copies of this report, please contact:

The Aspen Institute
Publications Office
P.O. Box 222
109 Houghton Lab Lane
Queenstown, Maryland 21658
Phone:(410) 820-5326
Fax:(410) 827-9174
E-mail:publications@aspeninstitute.org

For all other inquiries, please contact:

The Aspen Institute
Communications and Society Program
One Dupont Circle,NW
Suite 700
Washington, DC 20036
Phone:(202) 736-5818
Fax:(202) 467-0790

Copyright © 2000 by The Aspen Institute

The Aspen Institute
One Dupont Circle,NW

Suite 700
Washington, DC 20036

Published in the United States of America in 2000
by The Aspen Institute

All rights reserved

Printed in the United States of America

ISBN: 0-89843-279-0

Charles M.Firestone
Executive Director

Amy Korzick Garmer
Associate Director



Contents

FOREWORD..............................................................................................v

SIX DEGREES OF COMPETITION: CORRELATING REGULATION WITH
THE TELECOMMUNICATIONS MARKETPLACE, Robert M. Entman

Introduction .................................................................................................1

Nirvana, Or How the World Ought To Look 

Once the Transition Is Over....................................................................3

Six Major Transitional Issues.......................................................................6

Interconnection and Cable-CLEC-ILEC Harmonization .........................7

Mergers .......................................................................................................13

Spectrum ....................................................................................................19

Jurisdictional Symmetry ............................................................................20

Universal Service ........................................................................................21

Consumer Protection.................................................................................23

Conclusion..................................................................................................24

REGULATION:THE NEXT 1000 YEARS 

A Background Paper, Michael L. Katz .......................................................27

APPENDIX

List of Conference Participants.................................................................57

About the Authors......................................................................................61

The Aspen Institute Communications and Society Program..................63

Previous Publications.................................................................................65

iii





Foreword

Clearly, telecommunications technologies and services have changed
profoundly from the invention of the telegraph through the present
day. Communications regulation, however, has progressed much less
drastically. For much of the last century, the communications regulato-
ry system—both by design and default—has maintained three types of
asymmetries: geographic asymmetry, functional asymmetry, and com-
petitive asymmetry. Today, each of those asymmetries is being called
into question.

Geographic asymmetry in communications regulation occurs when
laws vary across jurisdictions. It is a natural consequence of our three
tiered regulatory system, where federal, state, and local regulators each
have the authority to prescribe, interpret, and enforce rules. For exam-
ple, a single telephone company may be subject to rather different reg-
ulatory regimes from state to state, and cable operators face different
requirements from city to city.

Functional asymmetry occurs as regulators apply discrete rules to
different modes of communications services, such as the varied regula-
tory schemes for broadcasting, cable television, and telephones. Thus, a
cable channel may be regulated differently from a broadcast one, even
though they look the same on the television set, and similar distinctions
are arising from the delivery of telephony over various communications
media.

Competitive asymmetries result when regulators apply rules differ-
ently to different groups of companies or consumers in the same busi-
ness. The actions taken by regulators in the long distance market fol-
lowing the divestiture of the Bell Operating Companies from AT&T, for
example, resulted in the imposition of different requirements on AT&T
from its competitors.

At the time of imposition, each asymmetry has made regulatory
sense. However, increased competition and technological convergence
have called into question whether continued asymmetries continue to
make sense in the new communications environment.

v
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Competition for basic communications services exists in many cities
and towns across America. In some geographic markets, consumers can
choose between two types of advanced service providers—wire and
c a bl e — for two - w ay, re a s on a bly pri ced , " a lw ays on" servi ce s .
Increasingly, wireless providers and satellite companies are developing
the capacity to provide business and residential customers with two-
way services at reasonable prices. Over the longer term, we can expect
that consumers will also utilize communications services via broadcast-
ers or energy utilities.

As the In tern et dem on s tra te s , i n form a ti on incre a s i n gly can pass
t h ro u gh the vast com mu n i c a ti ons net works wi t h o ut rega rd to wh i ch
m edia it uses to get to the end user. Non et h el e s s , com mu n i c a ti ons reg u l a-
ti on con ti nues to be determ i n ed by the mode thro u gh wh i ch the bits flow.
As the six form erly discrete tech n o l ogical pathw ays to the home becom e
i n c re a s i n gly interch a n ge a bl e , reg u l a tors are ch a ll en ged to re - con s i der
wh i ch types of s ervi ces or servi ce provi ders warrant similar reg u l a ti on .
Th ey need to determine what the litmus tests ought to be for determ i n i n g
wh ere asym m etries are warra n ted in com mu n i c a ti ons reg u l a ti on : geogra-
phy, i n c u m ben c y, e s s en tial fac i l i ti e s , m a rket share , or some other cri teri a .

These qu e s ti ons are not po s ed in isolati on . The Federa l
Communications Commission, for example, has an initiative, "A New
FCC for the 21st Century," to fine-tune its mission and review its orga-
n i z a ti onal stru ctu re in order to devel op proposals for reg u l a tory
change. Academics and critics have also called for exploration of the
proper regulatory structure for the new world of communications.

In this context, the Aspen Institute Communications and Society
Program convened the Fourteenth Annual Aspen Institute Conference
on Telecommunications Policy, August 15-18,1999, in As pen , Co l orado,
to ex p l ore how reg u l a ti on could be correl a ted to a com peti tive market-
p l ace of conver ging tech n o l ogi e s . The participants ex a m i n ed how reg u l a-
ti on could best maintain asym m etries that are beneficial to society while
eliminating asymmetries that no longer serve the public interest.
Thirty-one government officials, executives of global communications
and information companies, academics, and consumer representatives
participated in the three days of sessions.
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This report addresses the basic conceptual questions of what should
be the nature of regulation in a competitive, broadband future. But, it
also addresses the more immediate questions of the transition to the
future,and how fundamental policy questions such as interconnection,
mergers, spectrum allocation, jurisdiction, universal service, and con-
sumer protection should be handled in the interim.

Although the report details these, and other, more specific sugges-
tions, it is important to note that no votes were taken, and participants
were not asked to sign any particular statements. Thus, the observations
of consensus are those of the rapporteur and should in no way be con-
strued as the statement of any particular participant or employer unless
specifically noted as such. Furthermore, these suggestions, as in previ-
ous Aspen Institute conferences on telecommunications policy, are
intended primarily to advance the dialogue and deliberation on these
issues in other official and informal forums. We do not pretend to have
the definitive answers, but rather, we seek to suggest models, options,
and new ways of thinking about the important issues in this field.
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Six Degrees of Competition:
Correlating Regulation with the

Telecommunications Marketplace

Introduction
The Fo u rteenth An nual As pen In s ti tute Con feren ce on Tel ecom -

mu n i c a ti ons Policy explored the contentious issues of regulatory sym-
metry and asymmetry in the telecommunications industry. The core
question was whether regulatory policy should be harmonized so that
all similarly situated providers are treated the same way. Assuming that
symmetrical treatment is desirable, exactly how should regulators
approach the task?

At the conference, one working group explored harmonization with-
in transmission modes, under which all providers employing a similar
mode would be treated similarly. Another group examined the achieve-
ment of harmonization by assuring equivalent treatment of functional-
ly equivalent services (regardless of mode). The third working group
asked, “How can there be any sin in asymmetry?” This group probed
circumstances in which asymmetrical regulation remains the best
option. The goal of this report is also harmonization: to bring coher-
ence to a diverse and multidimensional dialogue.

Discussion of the working groups’ informal reports revealed a con-
siderable amount of concord among key players in the telecommunica-
tions policy community. Perhaps most noteworthy were the following
general points of agreement:

• Policy should aim to generate widespread business and resi-
dential access to communications services by fostering compet-
itive markets. Competitive communications markets have the
following characteristics: no dominant provider and no essen-
tial facilities. Some participants suggested that competitive
markets require at least four competitive providers of broad-
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band voice, data, and video services. Registering the consensus
on this basic vision of broadband competition, the Federal
Communications Commission (FCC)—at the behest of the
Na ti onal As s oc i a ti on of Reg u l a tory Uti l i ty Com m i s s i on ers
( NA RU C ) — c re a ted the Federa l - S t a te Joint Con feren ce to
Promote Advanced Broadband Services in October 1999, which
has roughly the same goal.

• Reg u l a tors should ad h ere to a “rebut t a ble pre su m pti on” a ga i n s t
a s ym m etry. This pre su m pti on does not mean asym m etry is
a lw ays unde s i ra bl e ; it on ly means that the bu rden of proof s h o u l d
be on those who argue against sym m etrical tre a tm en t . Ul ti m a tely,
h owever, the real goal is near- u bi qu i tous access to com peti tive
broadband provi ders . Prom o ting that end can ju s tify asym m etri-
cal reg u l a ti on in some instance s . In deed , what is asym m etri c a l
reg u l a ti on from one pers pective could be rega rded as a differen ce
in tre a tm ent that helps establish equ iva l ent re s traints and oppor-
tu n i ties for different market players , t hus serving the ulti m a te
p u rpose of s ym m etry. In other word s , con feren ce parti c i p a n t s
gen era lly favored an approach that might be call ed “ra ti on a l i zed
a s ym m etry ” : If com peti tive provi ders are tre a ted differen t ly, su ch
d i s ti n cti ons should serve larger goa l s .

• Con feren ce participants bel i eve that a po l i tical set t l em ent of
d i s p utes over sym m etrical reg u l a ti on bet ween incumben t
l ocal exch a n ge tel eph one companies (ILECs) and cable tel e-
vi s i on opera tors is ach i eva ble along the fo ll owing lines.
ILECs would provi de intercon n ecti on to their “e s s en ti a l ”
f ac i l i ties (as assessed by cri teria def i n ed bel ow) to other car-
ri ers , i n cluding cable and com peti tive local exch a n ge carri ers
( C L E C s ) , for both voi ce and data. In retu rn , the cable indu s-
try — a s suming no ad d i ti onal reg u l a tory bu rden on cabl e
opera tors — would drop its obj ecti on to freeing up the ILECs.
The incumbents could invest in new fac i l i ties to com pete
a gainst new en trants in markets su ch as vi deo, broad b a n d ,
and long distance , and these new servi ces would be free of
reg u l a ti on . Discussants implicitly assu m ed that su ch an
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a greem ent might break the para lyzing practi ce of com peti n g
by legi s l a ti on and liti ga ti on that con ti nues to hinder wi de -
open market com peti ti on and innova ti on , e s pec i a lly for re s i-
den tial custom ers .

• Conference participants proposed a new placeholder standard
for determining exactly what unbundled network elements
(UNEs) the ILECs would be required to provide when inter-
connecting. They dub this criterion the “E-pair”(as opposed to
the 1996 Telecommunications Act’s “impair”) standard, on
which more information follows.

• The accel era ting trend tow a rd mer ger and con s o l i d a ti on
should be met, according to the general sentiment at the con-
feren ce , with a more differen ti a ted , c a l i bra ted anti tru s t
response that incorporates all three levels of government as
appropriate: federal, state, and local.

The remaining sections of this report describe more fully the afore-
mentioned ideas, as well as other innovative propositions and con-
tentious issues that arose throughout the conference.

Nirvana, Or How the World Ought To Look Once
the Transition Is Over

Before con feren ce participants ex p l ored reg u l a tory sym m etry,
t h eir first order of business was to arti c u l a te goals for public po l i c y,
as well as for the tel ecom mu n i c a ti ons sector as a wh o l e . To ga u ge
wh et h er reg u l a ti on is doing well , m em bers of the com mu n i c a ti on s
policy com mu n i ty — bu s i n e s s , govern m en t , p u blic intere s t , and con-
su m er advoc a te s — must iden tify the ulti m a te obj ectives and enu n c i-
a te a shared vi s i on of the futu re . Pa rticipants agreed that du ring a
tra n s i ti on peri od , reg u l a ti on wi ll remain a significant force in
tel ecom mu n i c a ti ons market s . G overn m ent overs i ght wi ll not simply
go aw ay; it wi ll persist as a major factor for several ye a rs . Im provi n g
the de s i gn and opera ti on of this tra n s i ti onal reg u l a tory sys tem was a
ch i ef con cern of the con feren ce .

From an end-user perspective, the key goal is to provide consumers
with a choice of competitive suppliers and services. Considerable dis-
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cussion at the conference indicated that residential consumers ideally
should have choice of access from among at least four facilities-based
providers offering service at approximately competitive prices. If this
scenario were to occur, participants predicted, users would enjoy con-
venience and reliability of service,at reasonable prices. Other, more spe-
cific, goals for consumers would be having a wide choice of service level
(fast or slow, a lot or a little) and ubiquitous access geographically—
nobody would be left behind the information age. On a still more fine-
grained level, conference attendees agreed that consumers would want
the freedom to choose Internet sites without discrimination by the
provider of access (i.e., deliberately slowing or blocking connections to
some sites disfavored by the access provider). The latter point raises
issues of market concentration and discrimination—matters discussed
later in this report.

The desired goals from the provider perspective are somewhat dif-
ferent,though not necessarily incompatible with that of users. From the
standpoint of providers, these goals all work to allow them the greatest
opportunity to serve end users. These aims assume that all companies
want to make money and maximize shareholder value. They also
assume, most importantly, that the “essential facility” concept has been
acceptably defined once and for all by government authorities.

Most con feren ce participants seem ed to feel that the most impor-
tant reg u l a tory puzzle to solve may be intercon n ecti on to incumben t
l ocal tel eph one net works on terms that are accept a ble to all parti e s .
If provi ders en j oy access to essen tial fac i l i ties on re a s on a ble and equ i-
t a ble term s , the ideal world from provi ders’ s t a n d points would loo k
s om ething like the fo ll owi n g : Servi ces would be arra n ged and pri ced
according to bit ra te and use ra te , i rre s pective of the specific ways
that custom ers uti l i ze servi ces or fac i l i ti e s . F i rms would be all owed to
e a rn a re a s on a ble retu rn on the equ i ty inve s tm ent needed to ex p a n d
the scale and scope of t h eir servi ce s . Beyond plain old (voi ce) tel e-
ph one servi ce (POTS ) , wh i ch may remain under reg u l a ti on lon ger
than the rest of the market , a ll firms should have reg u l a tory flex i bi l-
i ty if not com p l ete freedom on “opti on a l ” s ervi ce s . Provi ders should
be all owed to ch oose the del ivery met h od they prefer to meet thei r
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u n iversal servi ce obl i ga ti ons (if a ny ) . In the interest of com peti ti on
and innova ti on and the cl o s ely linked incen tive to invest priva te cap-
i t a l , govern m ent should strive to minimize the costs and risks that
reg u l a ti on imposes on tel ecom mu n i c a ti ons firm s . By the end of t h e
tra n s i ti on peri od , the major mechanism of govern m ent overs i gh t
would be anti trust reg u l a ti on .

Con f l i cts bet ween the ideal world from the pers pective of u s ers as
oppo s ed to provi ders could arise most sign i f i c a n t ly on matters su ch
as ex act ly wh en specific reg u l a ti ons could be rem oved , and the scope
of u n iversal servi ce obl i ga ti ons (for instance , h ow far beyond POTS
should su ch obl i ga ti ons ex ten d ? ) . The ulti m a te vi s i on of the worl d
on ce the tra n s i ti onal issues are re s o lved , h owever, s eems wi dely
accept a ble from almost any standpoi n t . As discussed at the con fer-
en ce , in su ch an ideal world business and re s i den tial con su m ers alike
would en j oy vi brant com peti ti on for all servi ce s , with pri ce s
a pproaching co s t . Com peti tive broadband vi deo, voi ce , and data
provi ders would be ava i l a ble in vi rtu a lly all are a s . Di s ti n cti on s
bet ween local and lon g - d i s t a n ce servi ce would vanish in su ch a
regi m e , with the re s o luti on of i n tercon n ecti on issues and the en try of
ILECs into what is now call ed the lon g - d i s t a n ce market . G overn m en t
policy would make no disti n cti ons among tra n s m i s s i on med i a .
O f feri n gs would be ch a racteri zed by ti ering and servi ce qu a l i ty dif-
feren ti a ti on to match diverse user taste s . With mu l tiple means of
access to broadband servi ce s , con su m ers would be able to move
s e a m l e s s ly bet ween tech n o l ogi e s .

In this envi ron m en t , c u s tom ers would pred i ct a bly ex h i bit high
s a ti s f acti on and high en ga gem ent with servi ce s , wh i ch wo u l d
en h a n ce inve s tors’ con f i den ce that they could ex tend their activi ty
wi t h o ut fear of an intru s ive govern m ent ro l e . To the ex tent that uni-
versal servi ce needs rem a i n ed , su pport would be ch a n n el ed to indi-
vi duals unable to pay because of l ow income or loc a ti on in very high
cost are a s . All of this en h a n cem ent of econ omic ef f i c i ency wo u l d
i n c rease the ava i l a bi l i ty of i nve s tm ent capital—cre a ting a tel ecom-
mu n i c a ti ons market dom i n a ted by innova tors , with adva n ces in
re s e a rch and devel opm ent qu i ck ly tra n s l a ted into new produ ct s .
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Six Major Transitional Issues
Agreeing on nirvana was the easy part. Far more vexing puzzles arise

in figuring out how to get there from here, particularly in how to deter-
mine and enforce the desired degree of symmetry in regulatory treat-
ment—a calibration that would hasten the achievement of the ideal end
state sketched above.

In gen era l , most participants envi s i on ed a five - year tra n s i ti on peri od ,
du ring wh i ch markets and reg u l a tors would joi n t ly evo lve tow a rd more or
less full rel i a n ce on com peti ti on to govern tel ecom mu n i c a ti ons market s ,
u n der a reg u l a tory regime both minimal and harm on i zed (or at least
ra ti on a l i zed) ac ross servi ce s .At the end of this tra n s i ti on peri od , the FCC’s
m i s s i on would be re s tri cted to en forcing certain limited rules of com peti-
ti on , s pectrum managem en t , and universal servi ce / con su m er pro tecti on .

State and local authorities would carry out analogous transition
plans. States would operate under the federal transition framework,
with regulatory activities limited to enforcement of competition rules,
conflict resolution, and consumer protection/universal service. Thus,
states might, for example, respond to consumers’ complaints about
local telephone services in areas offering little or no competitive alter-
natives. Local government activities would focus on the exercise of their
local power over property (governing rights-of-way and the like) and
consumer protection/universal service within their jurisdictions.

The FCC would coordinate with Congress in carrying out the tran-
sition plan, and seek new legislation where necessary. States and locali-
ties would act similarly with respect to their legislative authorities.

The working groups and the plenary sessions focused on six key
transitional issues:

1. Interconnection. Here the emphasis was on breaking the cur-
rent deadlock by brokering a deal between the two most pow-
erful industry blocs: cable, long-distance, and CLEC firms on
the one side and ILECs on the other.

2. Mergers. Concern about anticompetitive forces arising from
rapid consolidation of firms in the industry led to considera-
tion of innovation in antitrust policy.
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3. Spectrum. Given the widely agreed goal of having four com-
petitive providers of broadband access available more or less
ubiquitously, the need for flexibility and innovation in wireless
services became clear. The hope would be that providers of
wireless broadband could become full-fledged competitors to
wi reline su pp l i ers . This scen a rio would requ i re reg u l a tory
adjustments in the treatment of spectrum.

4. Jurisdiction. The issue of harmonizing regulatory approaches
across levels of government arose as participants assessed the
risk of regulatory “balkanization,” with conflicting require-
ments between federal and state jurisdictions, between differ-
ent states, or between a state government and its localities. The
participants made only slight headway on this problem.

5. Universal service. Deciding what universal service means in a
broadband future, and how to pay for it, remain contentious
matters. At least in theory, the latter issue is far less difficult
than the former. Many policymakers argue that the current
scattershot approach to universal service should be replaced
with a system that is financed broadly but targeted narrowly:
relying on general tax revenues and distributed according to
individual need. Calculations of political feasibility, however,
affect most peoples’ perceptions of what actually can be done
about universal service.

6. Consumer protection. In an end-state in which government
imposes minimal regulation,many conference participants felt,
there will still be a need for active government monitoring and
consumer education to protect consumers and help them to
participate fully in the benefits of market competition. In this
view, antitrust activities alone may not be enough.

Interconnection and Cable-CLEC-ILEC Harmonization
Many issues will arise during the transition to harmonized, minimal

regulation of highly competitive broadband markets. There is no way
the conference could have considered, let alone solved, all of them.
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Participants therefore focused on some of the most important and con-
tentious issues, especially those surrounding differences in treatment of
ILECs on the one hand and cable television operators and CLECs offer-
ing various combinations of video, voice, and data on the other.

Beyond the goal of achieving market-driven, minimally regulated
telecommunications markets, participants generally shared a couple of
other assumptions. The first assumption was that broadband infra-
structure should be deployed as rapidly and as ubiquitously as possible.
This goal informs all of the recommendations coming out of the con-
ference. The second assumption was that the current, relatively laissez
faire, regulatory regime for cable generally promotes that overriding
goal. The nub of the issue, then, is how to move toward regulating
ILECs in a similar way to promote competition in the range of services
that cable and ILECs will be offering—but without prematurely jetti-
soning regulations necessary to that promotion of competition.

The basic goal here is to allow voice and data CLECs (and cable tele-
vision systems acting as CLECs) to readily utilize the ILEC’s local net-
work, as envisioned in the 1996 Telecommunications Act. Thus, specif-
ic issues currently holding up many CLECs’ ability to interconnect with
the ILEC—such as implementing effective Operating Support Systems
(OSS), local number portability, and others—will also need to be
resolved. These latter issues were not explored at this conference,
though they have been addressed in previous discussions of the Aspen
Institute Conference on Telecommunications Policy series.

1

The spec i fic goal of the discussion that fo ll ows is to get beyond one of
the most difficult con fli cts bet ween ILECs and their com peti tors : deter-
mining ex act ly what unbu n dl ed net work el em ents ILECs must provi de to
those seeking to intercon n ect . Un der the 1996 Tel ecom mu n i c a ti ons Act ,
ILECs are requ i red to of fer CLECs and other com peti tors access to unbu n-
dl ed servi ce el em ents that, i f not provi ded , would “ i m p a i r ” those other
firm s’ a bi l i ty to com pete . ILECs argue that com peti tors have in some cases
u s ed this provi s i on to demand access to el em ents that are both propri et a ry
and unnece s s a ry. Pa rticipants at the con feren ce thus dec i ded to adopt a
p l aceh o l der standard , du bbed the “E-pair standard ,” in order to ex p l ore
the issues that would em er ge on ce the FCC adopted a final standard .

2
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The participants discussed the possible evolution of the “E-pair”
placeholder standard into a broader federal policy that would strike
compromise between ILECs and CLECs on interconnection. One of the
participants suggested how this might work. Under a new policy, service
elements that were certified as proprietary would not be subject to the
UNE regime unless they were found to be necessary to the competitor’s
operation. This is a narrower standard than impairment,since petition-
ers can argue that the absence of almost any element they desire would
“impair” their ability to offer exactly what they want. On the other
hand, for service elements classified as non-proprietary, the ILECs
would indeed be subject to the existing “impair” standard.

Using the “ E - p a i r ” p l aceh o l der standard to cre a te com promise on
i n tercon n ecti on bet ween the ILECs and CLECs, the con feren ce
tu rn ed to con s i der the larger quid pro quo of su b s t a n tial dereg u l a ti on
of the ILECs. For servi ces requ i ring new inve s tm ent beyond that nec-
e s s a ry for the ex i s ting voi ce infra s tru ctu re , an ILEC would not be reg-
u l a ted , a s suming it fulfills the requ i rem ents of Secti ons 251 and 271
rega rding intercon n ecti on—as mod i f i ed by the “ E - p a i r ” s t a n d a rd —
a l ong with the fo ll owing ad d i ti onal sti p u l a ti on s . These con d i ti ons for
reg u l a tory repri eve were ad ded for CLECs specializing in data tra n s-
m i s s i on because the 1996 Act did not spec i f i c a lly con tem p l a te the
em er gen ce of su ch firm s . ILECs must provi de access to unbu n dl ed
l ocal loops to data CLECs, a ll ow co ll oc a ti on at cen tral of f i ces of d a t a
CLEC swi tch e s , provi de local tra n s port to the cen tral of f i ce and the
data CLEC swi tch , and provi de digital su b s c ri ber lines (DSL) for data
CLECs as long as the su b s c ri ber lines are alre ady being con d i ti on ed
for DSL by the ILEC in the area the data CLEC requests to be served .
If the ILEC meets these requ i rem en t s , it wi ll receive the fo ll owi n g
dereg u l a tory ben ef i t s :

1. No price regulation for advanced services.

2. No discounted resale requirements for advanced services.

3. No unbundling of advanced services (a change that will require
an altera ti on in rules within the FCC’s current statutory
authority).
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4. Deregulation of vertical services beyond POTS (e.g., call wait-
ing and caller ID).

5. Deregulation of the business market.

No te that the foregoing list does not i n clu de perm i s s i on for ILECs to
of fer inter- LATA (local access and tra n s port area) data tra n s m i s s i on .
As suming that ILECs fulfill the requ i rem ents of Secti on 271, t h ey wi ll be
perm i t ted to com pete in the lon g - d i s t a n ce voi ce market ; data carri a ge is
a n o t h er matter, h owever, wh i ch would properly be con s i dered on ly after
a ll of the other con d i ti ons are met . In ad d i ti on , ILECs would con ti nue to
f ace reg u l a tory overs i ght for their legacy inve s tm en t , m ade under ra te -
base reg u l a ti on , in local loops that remain “e s s en tial fac i l i ti e s .”

For their part, cable providers would be freed of what they view as
the threat of being treated as common carriers. The goal, according to
Lisa Rosenblum, senior vice president of regulatory and legal affairs for
Cablevision Systems, would be to assure the industry that companies
could invest in cable under the existing paradigm that links control of
content and transport (and implies First Amendment rights for cable
operators). Lawrence Strickling, chief of the Common Carrier Bureau
at the FCC, observed that the ability to exclude others’ content is not
necessary to assure cable operators’ ability to provide the content they
want. Rosenblum responded that she did not mean to imply a desire to
exclude others, only to assert that the political tradeoff that cable
expects is continued freedom from close regulatory oversight.

This very pragmatic trading of benefits and concessions was not
without critics. Some participants argued that the 1996 Act already
requires ILECs to provide interconnection on just and reasonable terms
and that ILECs should not be promised any deregulatory sweeteners
unless and until they comply fully with the Act as it stands. Dissenters
also expressed fear that loosening the requirements on ILECs—even if
limited to the E-pair idea—could pave the way for the incumbents to
leverage what Strickling called their “privileged access to the loop.”
Some participants remained skeptical about both sides, fearing that
deregulation could allow cable and ILEC systems alike to proceed as rel-
atively closed systems, shutting out most other competitors.



The Report 11

Roger Noll, Morris M. Doyle Centennial Professor of Economics at
Stanford University, argued that the proposed compromise would break
the political stalemate at the cost of simply “dividing the pie” between
two oligopolists (cable and ILECs), rather than maximizing competi-
tion across the board. Strickling and others pointed to the continued
frustration of competitive carriers’ attempts to obtain equivalent oper-
ating support systems, number portability, and collocation—all of
which were mandated by the 1996 Act. Given this record, they argued,
allowing ILECs to go unregulated could produce anticompetitive abus-
es. Several participants suggested that, at a minimum, the unregulated
activities of ILECs should be located in separate subsidiaries, although
this proposal did not receive careful scrutiny at the conference.

Steven Gorosh, vice president and general counsel of NorthPoint
Communications, seemed to sum up the majority sentiment, however,
by implying that the perfect is the enemy of the good. Although Gorosh
admitted that the proposal might not ful ly assuage the fears of all cate-
gories of competitors, he argued that “opposing this settlement because
it doesn’t solve every problem is like saying, ‘We’re not going to pursue
peace in Northern Ireland unless we solve the Palestinian problem’.”
Gorosh’s optimistic view seemed to sway most participants, especially
when he reminded attendees that a half dozen bills before Congress
would simply deregulate ILECs without any new protection for CLECs.
As Joel Kl ei n , Assistant U. S . At torn ey Gen eral and head of t h e
Department of Justice’s Antitrust Division, noted, “Lots of people are
willing to put a lot of money on the table, so they seem to believe they
can succeed in a competitive market.” In other words, most participants
felt, given all the competitors knocking at the door, the proposed com-
promise seems worthy of risking re-monopolization.Should monopoly
arise again, Klein asserted, it can be handled through antitrust or, fail-
ing that, by re-regulation.

Th ere wi ll be net t l e s ome tra n s i ti onal reg u l a tory issues even assu m i n g
I L E C s’ good wi ll and intense ef fort at sati s f ying the intercon n ecti on con-
d i ti on s . One of these important perp l ex i ties is line-shari n g. Cu rren t ly, t h e
ILEC has to bear all of the cost and risk for maintaining a local loop even
wh en a data CLEC wants to use on ly a porti on of the line exclu s ively for
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d a t a . Su ch data CLEC firms don’t want to buy the en ti re loop — on ly the
porti on su f f i c i ent for data. This probl em could be solved by giving the data
CLEC access to the en ti re loop, but at 50 percent of the normal pri ce .
Because this stra tegy pre su m a bly is on ly tra n s i ti on a l , the implicit su b s i dy
that might arise from su ch a pri ce should not en gen der massive distor-
ti on s . However, s ome ILECs may be unwi lling to share in this way.

Another issue that obviously is one of considerable importance at the
m om en t — t h o u gh on ly bri ef ly men ti on ed at the con feren ce — i s
whether to require cable companies to provide other Internet Service
Providers (ISPs) with access to cable’s broadband facilities. Some par-
ticipants suggested that symmetrical treatment entails imposing access
requirements on cable as long as ILECs face such requirements. More
participants, however, seemed to agree that subjecting cable to closer
regulation would ultimately diminish competition by discouraging
cable firms from investing in a speedy rollout of broadband.

Some participants asserted that private agreements between cable
systems and other ISPs have been reached without government inter-
vention. In the weeks after the conference, for instance, AT&T—poised
to become the largest cable provider through acquisition of large stakes
in several multiple system operators and in one of the two major cable
broadband services (Excite@home)—was reportedly negotiating with
ISPs to reach just such cooperative arrangements.

3

The majority view was that too much symmetry (i.e., treating cable
just like ILECs) can be a bad thing. Besides, these participants indicat-
ed, cable companies do not have domination over a bottleneck facili-
ty—the local telephone network—that ILECs enjoy. In the words of
Alex Netchvolodoff, vice president for public policy of Cox Enterprises,
“Cable doesn’t have loops; it was built with venture capital, and all its
new service since the 1996 Act has been based on risky investment.”
These were figh ting word s , of co u rs e . Frank Ha t zen bu ch l er, vi ce pre s i den t
for pricing and reg u l a tory stra tegy of US We s t , a r g u ed that the 1996 Act
requ i res ILECs them s elves to make ri s ky inve s tm ents in upgraded fac i l i ti e s
and then , u n l i ke cabl e , to of fer com peti tors access to them . E f fectively,
Ha t zen bu ch l er said, this requ i rem ent means that if the new servi ces do not
su cceed in the market , ILECs are stu ck with paying for the fac i l i ties by
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t h em s elve s , but if the of feri n gs su cceed , ILECs must share the fac i l i ti e s
with com peti tors — h a rdly a com pelling incen tive to make the inve s tm en t .

Th ere is little hope of get ting cable and ILECs to see eye to eye on wh a t
con s ti tutes equ iva l ent reg u l a tory tre a tm en t . These two beh emoths migh t
a gree , h owever, that reg u l a tors should not nece s s a ri ly seek “s ym m etri c a l ”
reg u l a ti on—a con d i ti on that com peti tors may never perceive the same
w ay. In s te ad , govern m ent should con s c i o u s ly balance policy issu e s , en d s ,
and means to re ach the ulti m a te goa l s . In other word s , wh en of f i c i a l s
i m p l em ent seem i n gly asym m etrical ru l e s , t h ey should en su re a ra ti o n a l-
i zed asym m etry that establishes equ iva l ent com peti tive con d i ti on s — wh a t
has been call ed (perhaps too of ten) “a level playing field”—and prom o te s
the ava i l a bi l i ty of com peti tive broadband provi ders .

Assuming that a regulatory regime of the sort just suggested would
in fact accelerate deployment of broadband infrastructure and high-
speed residential access to the Internet, a positive reinforcement cycle
could emerge. Under conditions of relatively slow deployment of
broadband, growth in demand would occur at a lower pace than would
be true if deployment intensified. (This analysis presumes a large pent-
up demand among residences for high-speed broadband.) Acceleration
of deployment will likely demonstrate the great demand and revenue
potential in this market and draw in wireless providers. Absent clear
demonstration of broadband’s mass market appeal, various species of
multipoint distribution services (MDS), personal communications ser-
vices (PCS), satellite, and other potential competitors (including wire-
line electric utilities) will hesitate to invest. Once they see the appeal
conclusively, they are more likely to make the investments required for
broadband access to reach rural areas and for existing broadband
providers in the city to face more competition.

Mergers
It is po s s i ble to ex tra po l a te from recent trends of m er ger and

acqu i s i ti on to a futu re in wh i ch tel ecom mu n i c a ti ons market stru c-
tu re is unde s i ra bly con cen tra ted . Th ere is a real po s s i bi l i ty that on e
tech n o l ogy or two or three firms wi ll dom i n a te in the su pp ly of
broadband acce s s . Fri n ge / n i che provi ders wi ll con ti nue to be pre s en t
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in almost any scen a ri o, a l t h o u gh if c u rrent trends con ti nu e , su cce s s-
ful CLECs wi ll be acqu i red by large firms ra t h er than remaining inde-
pen den t . For ex a m p l e , recent acqu i s i ti ons of TCG and MFS,

4

t wo
com peti tive access provi ders , h ave el i m i n a ted strong com peti tors
f rom the market and built inve s tors’ ex pect a ti on of s i ze — t h ereby
c re a ting a sel f - f u l f i lling pre s su re for con s o l i d a ti on . On the other
h a n d , l a r ge size , deep pocket s , and nati onal re ach all bring ben efits to
con su m ers as well as com p a n i e s , so issuing dec rees against corpora te
com bi n a ti ons makes no sen s e .

Robert Pepper, ch i ef of the Office of Plans and Policy at the FCC, su g-
ge s ted a sch ema for understanding the all i a n ces and com peti tive rel a-
ti onships among key players in the em er ging broadband indu s try. He
d rew the fo ll owing diagra m :

S T R AT E G I C A L L I A N C E S I N T H E B ROA D BA N D M A R K E T P L A C E

AT&T
(cable)

ILECs
(Bell companies)

MicrosoftAOL/Sun/
Netscape
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The basic idea is that AT&T—both historically and recently with its
entry as the largest player in cable television systems—has been a nat-
u ral antagonist of I L E C s . At the same ti m e , the all i a n ce of
Netscape/America Online (AOL) and Sun Microsystems pitted against
the Microsoft empire forms another competitive relationship. With
broadband, however, we see a scrambling of the dimensions, so that
competition and cooperation are taking place across these axes. Thus,
we see AT&T aligning with Microsoft against Netscape/AOL and the
Regional Bell companies. Yet despite deep division over AOL’s access to
AT&T’s broadband local cable facilities, America’s largest ISP has been
talking with AT&T about a cooperative arrangement—at the same time
it has been negotiating with the Bell companies for broadband access
via their DSL services. Furthermore, the major direct satellite provider,
DirecTV, which is offering its own (currently inferior) species of broad-
band service, already has alliances with AOL and some Bell companies.
There is great fear among companies that, as Pepper put it, “the other
guy is going to take everything,” and concern about the financial com-
munity’s strong belief that whoever gets in the door first will win the
most business. This situation is spurring new discussions and alliances
among former antagonists.

Klein pointed out that any alliances are likely to be unstable and to
continue shifting around the axes. The problem that this dynamic poses
for traditional regulation is that the vertical axis is highly regulated,
whereas the horizontal axis is,in Klein’s words,“unregulated and unreg-
ulatable.” To superimpose the old telephone regulatory model (the ver-
tical axis of AT&T and the Bell operating companies) over a system in
which strategic alliances are occurring between them and unregulated
computer software and service companies such as Microsoft or AOL
(the horizontal axis) could prove difficult at best. Even applying rela-
tively less complex antitrust regulation could be problematic because
combinations that might be regarded as anticompetitive on one dimen-
sion might promote competition on another.

Al t h o u gh con feren ce participants had no soluti on to this conu n d ru m ,
t h ey did tackle issues invo lving cl a ri fic a ti on of a n ti trust reg u l a tory revi ew
and ju ri s d i cti on . One large probl em for policy at this point appe a rs to be
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the mu l ti p l i c i ty of a gencies that can revi ew mer gers , m a ny with uncl e a r
a ut h ori ty or con f l i cting aims and cri teria of revi ew. The FCC, t h e
Dep a rtm ent of Ju s ti ce (DO J ) , s t a te govern m en t s , and local govern-
m ents can all en ter the arena of a n ti trust revi ew. With mu l tiple ju ri s-
d i cti on s , m a ny incom p a ti ble pre s su res may ari s e . At the federal level ,
for ex a m p l e , the FCC’s revi ew standards appear stri cter than DO J ’s .
Ei t h er of these federal agen c i e s’ activi ties may con f l i ct with those of
a gencies in one or more state s , a n d , of co u rs e , a gencies in indivi du a l
s t a tes can con f l i ct with each other. S t a te revi ew may lead to con f l i ct s
with their own loc a l i ti e s , or with those of o t h er state s . The list goe s
on . Con feren ce participants ex p l ored the va rious levels of govern-
m ent revi ew and discussed how broad the scope of i n terven ti on at
e ach level should be . Pa rticipants agreed that the process should be
ra ti on a lly calibra ted according to issues ra i s ed by indivi dual mer g-
ers — bl a n ket policies wi ll not do, and differen ces among ju ri s d i cti on s
should be ra ti on a l i zed .

Most participants appeared comfortable with having some degree of
state review. Such state review, however, does inevitably raise coordina-
ti on probl em s . Mi ch ael Ka t z , Arnold Profe s s or of Bu s i n e s s
Administration at the University of California, Berkeley, noted that
FCC directives may conflict with those of states. For example, whereas
the FCC may instruct Ameritech and SBC that they must have a nation-
al strategy compatible with broad federal policy objectives, states may
demand that the merged entity promise to focus on their own (i.e., the
states’) particular needs. State standards of scrutiny can also vary wide-
ly. Bob Rowe, public service commissioner from Montana and chair-
man of the NARUC Telecommunications Committee, observed that
some states use a “no harm” standard, whereas others require mergers
to show “affirmative benefits”—a much stricter condition.

Nonetheless, participants generally regard state regulation as a valu-
able source of information and insight on the particular effects of
mergers. As Rowe suggested,horizontal and vertical coordination—that
is, coordination among states and between states and the federal level—
is needed to reduce conflicts and ensure that antitrust regulation serves
the ultimate objectives described at the outset of this report.
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With respect to local government review, some participants argued
that it should be confined to any effects on the core responsibilities of
municipalities (e.g., digging up streets). Others, however, contended
that the effects of merger on consumers, on the ability of a company
(usually a franchised cable com p a ny) to fulfill its con tractual obl i ga ti on s ,
or on local econ omic devel opm ent also fall appropri a tely within local gov-
ern m en t’s purvi ew. The dec i s i on of Port l a n d , O regon , to demand that
AT&T grant access to its cable broadband servi ce to Am erica Online is an
example of su ch a local govern m ent interven ti on . Jane Lawton , pre s i den t
of the Na ti onal As s oc i a ti on of Tel ecom mu n i c a ti ons Officers and Advi s ors
a nd cable administrator for Montgomery County, Maryland, argued
that local government has a legitimate need to understand how a merg-
er might affect business and residential customers. In particular, she
stressed the requirement that municipalities understand whether a new
owner has different priorities that might undermine existing contract
agreements.

Noll remarked that each side was making partially valid arguments.
Mergers in any industry certainly can have major effects on communi-
ties, he noted. Yet if two supermarket chains merge, they need not seek
government approval in every locality—even though more consumer
welfare is at stake in food prices, which devour far more of most house-
holds’ budgets than telecommunications. Instead, localities are free to
file their views with DOJ, which decides whether the proposed merger
is anti com peti tive . With rega rd to tel ecom mu n i c a ti on s — e s pec i a lly
cable, with its numerous local franchise agreements—local govern-
ments often “push the envelope” as far as they can; if there is ambigui-
ty in a franchise agreement, localities may push hard for concessions
until courts or the FCC stop them.

Th omas Rei m a n , s en i or vi ce pre s i dent for public policy of Am eri tech ,
reported that because Am eri tech owns cable sys tem s , it needed approva l
for its mer ger with SBC from 85 cable fra n chising aut h ori ti e s . Loc a l i ti e s
could demand su ch con ce s s i ons as a freezing of ra tes for five ye a rs , to pro-
tect con su m ers from any ra te increases re su l ting from the mer ger. Som e
p a rticipants den o u n ced su ch practi ce s , in ra t h er strong term s , as “ex acti n g
tri bute” f rom mer ger partn ers . A local fra n chising aut h ori ty also migh t
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su d den ly claim ju ri s d i cti on late in the proce s s , at wh i ch point it can take
m onths to get co u rt revi ew. Thu s , No ll su gge s ted , the federal con cern for
com peti tive nati onal tel ecom mu n i c a ti ons markets should determ i n e
wh et h er mer gers occ u rs . Yet No ll and other skeptics ack n owl ed ged that
clear evi den ce that a mer ger wi ll harm the abi l i ty of a com p a ny to del iver
its con tracted servi ces does ju s tify a voi ce for local govern m en t .

Julia Johnson, public service commissioner from Florida, noted that
her state takes a differentiated approach. The state defers to local gov-
ernments on cable merger issues; for telephone companies, neither the
state nor localities exert any authority to condition mergers, although
Florida may file comments with DOJ and the FCC. This practice
becomes more difficult, however, as distinctions between a “telephone
company” and a “cable company” dissolve. Johnson observed that it
would be helpful for states to know more about what kinds of informa-
tion on a merger’s potential impacts the federal agencies could use.
Johnson thus suggested a solution for the disruptive jurisdictional con-
flicts over merger approval. States and localities enjoy the best position
to assess a merger’s practical impacts on actual markets. It would be
prudent, therefore, if the FCC and DOJ, which have final authority to
certify corporate combinations, would develop mechanisms to share
information with state and local governments.

Although such a development would certainly help to reduce juris-
dictional conflicts over merger policy, this area clearly needs more
explicit attention from policymakers at all levels. As Deborah Lathen,
chief of the Cable Services Bureau at the FCC, observed, the core poli-
cy of ensuring widespread broadband access could be frustrated by
municipalities and therefore requires national authority. One question
that demands priority attention, then, is what specific issues (if any)
should be delegated to the states and localities for review. Another is
whether the best practice would be to encourage these other levels of
government to submit comments to the federal agencies but prohibit
them from detailed review of mergers. Rowe’s suggestion of a new
forum that would focus on eliminating unplanned asymmetries in
merger review seemed highly appropriate in this context.



The Report 19

Spectrum

Because it alre ady seems clear that tel eph one net works and cable sys-
tems wi ll be of fering broadband in most place s , the hope of obtaining less
o l i gopo l i s ti c ,f ac i l i ti e s - b a s ed com peti ti on rests in con s i dera ble measu re on
wi reless sys tem s — wh i ch raises the issue of s pectrum po l i c y. The history of
s pectrum policy is not en ti rely happy. Ma ny ob s ervers bel i eve that the
F C C ’s rules histori c a lly deterred com peti ti on because they were driven
m ore by the goal of pro tecting incumbent spectrum holders than by a
determ i n a ti on to all oc a te scarce spectrum to its most va lu a ble uses. Th e
FCC has made en ormous stri des tow a rd correcting this bi a s , h owever,
prom o ting com peti ti on and all owing markets to all oc a te spectru m .

Conference participants discussed two major issues of spectrum pol-
icy that will influence the emergence of more competitive broadband
markets. The first involves the current allocation of large amounts of
spectrum for digital broadcasting, although high-definition broadcast
television appears to be a low-valued use for this amount of spectrum.
In the year since digital broadcasting began, fewer than 50,000 high-
definition sets have been sold.

5

Pepper argued,however, that broadcast-
ers are not required to use their new spectrum allocations for digital
broadcasting; they only have to use about 20 percent of their space for
television. The problem is less a matter of regulation than the lack of
creativity among broadcasters, Pepper alleged. Other participants said
that broadcasters still feel they have insufficient flexibility. Judging from
the discussion, it might be beneficial for the FCC to issue a definitive
ruling that clarifies this matter and encourages broadcasters to consid-
er alternative uses for the spectrum Congress granted them.

A second issue identifies a potentially beneficial asymmetry: pro-
hibiting ILECs from acquiring scarce spectrum in their own regions of
service when other firms might use that spectrum to compete against
the incumbent. Some participants argued that any such prohibition
should apply with equal force to cable companies because the public
would not be served by having either entity dominate spectrum. In any
case, the discussion did not suggest preventing cable or ILECs from
possessing any spectrum—only ensuring against either or both gener-
ating undue market power by controlling a potentially competitive
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facility. All of this analysis is subject to the rebuttable presumption
against asymmetry. If one or two firms are seeking to use part of the
spectrum to compete against incumbents with market power, that cir-
cumstance might justify an asymmetry. If this were not the case, asym-
metric rules might not be justified, and cable or ILEC firms would be
free to acquire spectrum in their own areas.

Jurisdictional Symmetry
The federal system always contains the potential for undesirable or

beneficial distinctions in regulatory policy. The potential for state or
local government actions that conflict with federal policy has been a
con ti nuing con cern of the As pen In s ti tute Con feren ce on
Telecommunications Policy series from its beginning. Considerable
progress has been made since the earliest gatherings (in the mid-1980s).
For one thing, state and local regulators have generally come to see the
advantages, or at least the inevitability, of competition largely replacing
regulated monopolies. For another, the 1996 Telecommunications Act,
as well as joint federal-state boards and other forums, have provided
impetus and means for harmonizing regulation. Nonetheless, conflicts
are inevitable.

Beyond conflicts cited in the discussion of merger policy, another
example is the pricing of local collocation, loop, and transport, which
are within states’ jurisdiction. State control raises a problem for broad-
band that was not foreseen in the 1996 Act (at least from the FCC’s per-
spective): Although DSL is an interstate service, the FCC cannot set
prices related to DSL. On the other hand, the state perspective, voiced
by Rowe, rejects any claim that DSL is inherently “interstate.” Such a
stance, Rowe said, clashes with how networks function and are built, as
well as with previous FCC approaches. As a result, the FCC’s DSL deci-
sions are on appeal. This conflict could be remedied via federal legisla-
tion. Until it is,there is a real possibility of continued jurisdictional fric-
tion and unplanned regulatory asymmetry.

A second example of ju ri s d i cti onal asym m etry is the vast va ri ety in
tax and fee policies ac ross states and loc a l i ties with re s pect to cable and
tel eph one com p a n i e s . Cre a ting equal com peti tive po s i ti ons requ i res that
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these policies be som eh ow harm on i zed or ra ti on a l i zed . One mech a n i s m
would be to set license ch a r ge s , t a xe s , and fees owed to local and state
govern m ent by cable and tel eph one at the same percen t a ge of revenu e s
for like servi ce s . Balancing municipal and co u n ty ch a rters and code s —
i n cluding the fees they set — with federal tel ecom mu n i c a ti ons goals is
not a stra i gh tforw a rd task, h owever, because local govern m ents have
l a r ger legi s l a tive roles (including overs eeing ri ghts of w ay) that nei t h er
s t a te uti l i ties com m i s s i ons nor the FCC have , as well as mandated pub-
lic processes they must fo ll ow. Here aga i n , t h en , t h ere is po ten tial for
a s ym m etry that does not arise from careful policy analys i s .

E nvi s i oning how to re s o lve su ch probl ems is not easy. Federal pre-
em pti on is one peren n i a lly popular opti on , at least with some peop l e .
Its po l i tical fe a s i bi l i ty, h owever, is qu e s ti on a ble—not to men ti on its
l egi ti m acy and de s i ra bi l i ty. More re a l i s tic may be the hope of m i n i-
mizing ra t h er than el i m i n a ting incon gru i ties bet ween reg u l a tory
ju ri s d i cti on s , via legi s l a ti on and thro u gh forums that en a ble of f i c i a l s
f rom different levels of govern m ent to exch a n ge inform a ti on and
i deas for soluti on s .

Universal Service
Un iversal servi ce has been con s i dered annu a lly thro u gh o ut the

As pen In s ti tute Con feren ce on Tel ecom mu n i c a ti ons Policy seri e s .
One re a s on is that participants from indu s try, govern m en t , ac ade-
m i a , and con su m er groups almost unanimously en dorse the goa l s
em bod i ed in that term . An o t h er re a s on , h owever, is that many par-
ticipants see the current regime of u n iversal servi ce as a sign i f i c a n t
b a rri er to full devel opm ent of com peti tive markets and diffusion of
n ew tech n o l ogy and servi ce s . As has been true at so many previ o u s
con feren ce s , most participants at this ye a r ’s con feren ce agreed that
the fix requ i res that universal servi ce subsidies be targeted on ly to
i n d ivi duals in dem on s tra ble need and that, i de a lly, funding for su b-
sidies be drawn from gen eral tax revenu e s . Almost everyone also
bel i eve s , h owever, that relying on broad - b a s ed tax revenues is po l i ti-
c a lly infe a s i bl e , so the issue becomes determining a vi a ble secon d -
best approach to funding.
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Participants at previous conferences have considered more thor-
oughly exactly what services or functions ought to fall under the uni-
versal service mandate and how to decide on these inclusions as the
information revolution progresses.

6

One element discussed this year
was minimizing asymmetries in funding obligations placed on carriers
and avoiding, if possible, asymmetries between carriers eligible to
receive universal service subsidies and those required to contribute to
universal service funds. Participants generally seemed to agree that all
carriers should, to the extent practical, contribute to universal service
funding. Thus, for example, if ISPs were to become eligible to receive
universal service subsidies,they should also be required to contribute to
the fund. Although this approach is far from using general revenues to
support universal service, it would broaden the base of funding, pro-
mote competitive neutrality, and reduce pricing distortions in any one
or two sectors of the industry.

Kathryn Brown, chief of staff for FCC Chairman William Kennard,
reported that FCC policy seeks the broadest based funding possible.On
the other hand, Brown added, “We won’t go to ‘food stamps’ for
telecommunications,” even if a kind of voucher system might be the
most economically efficient alternative. She also noted that funding of
individuals may remain politically out of reach,so universal service will
likely continue to involve funding of rural and low-income areas rather
than funding of individuals, schools, and libraries.

The qu e s ti on , t h en , would be how to accomplish universal servi ce
goals in an equ i t a ble and tech n o l ogy - n eutral manner. De s p i te some par-
ti c i p a n t s’ pleas for targeted su b s i d i e s — f u n ded by gen eral federal or state
t a xe s — to spec i fic indivi duals in need , Ma rk Lloyd , exec utive director of
the Civil Ri ghts Forum on Com mu n i c a ti ons Po l i c y, ob s erved that uni-
versal servi ce remains “a po l i tical probl em” that wi ll not yi eld to ef f i c i en-
cy re a s on i n g. Thu s , this ye a r ’s con feren ce made little progress in deter-
mining how to improve the funding and distri buti on of u n iversal servi ce
su b s i d i e s . Nor did the ga t h ering ex p l ore the issue of u p d a ting univers a l
s ervi ce , beyond ob s erving that demands and needs for su pport are likely
to ch a n ge as broadband servi ce moves from exo tic lu x u ry to com m on-
p l ace and perhaps to near- n ece s s i ty over the next few ye a rs .
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Consumer Protection

Several issues were ra i s ed in a working group session that arise from the
con su m er or local govern m ent pers pective s . These issues were not mu ch
d i s c u s s ed in plen a ry session , n or were they re s o lved , but they do su gge s t
the ra n ge of probl ems con f ron ting po l i c ym a kers . For ex a m p l e , s evera l
p a rticipants cited the bu n dling impo s ed on re s i den tial custom ers , wh ere-
by pricing som etimes makes obtaining servi ces that fit indivi dual con-
su m ers’ n eeds at the lowest po s s i ble pri ce all but impo s s i bl e . Thu s , peop l e
who want on ly HBO, for ex a m p l e , typ i c a lly are forced to su b s c ri be to reg-
ular (non prem ium) cable or satell i te servi ce . One participant ob s erved the
i rony of companies that are pressing for unbu n dling of s ervi ce com po-
n ents with rega rd to their own purchases (from ILECs), yet requ i re bu n-
dl ed purchases on the part of the retail custom ers they are servi n g. For
t h eir part , firms argue that su ch “forced bu n dl i n g” is hardly unique to the
tel ecom mu n i c a ti ons indu s try. People cannot purchase just one hot dog at
the su perm a rket ,n or can they su b s c ri be on ly to a news p a per ’s sports sec-
ti on , even if t h ey never crack the news page s . F i rms gain real and of ten
con s i dera ble savi n gs by bu n dl i n g, and passing these savi n gs along all ows
firms to satisfy the gre a test nu m ber of con su m ers .

A tangentially related issue has to do with ensuring access to
advanced services in commercially “less attractive” areas (urban or
rural). The absence or serious delay of ubiquitous deployment for all
potential users could have severe repercussions in unserved areas. The
consequences of slow and uneven rollout go far beyond mere inconve-
nience and frustration. Many small businesses located in urban neigh-
borhoods that are low income and relatively unattractive marketing tar-
gets cannot obtain broadband access today, even as their competitors in
more upscale areas can. Of course, the problem also exists in high-cost,
low-density rural communities.

Small businesses attempting to compete with larger firms that have
broadband access can exploit the many and explosively growing oppor-
tunities of electronic commerce (e-commerce). Being limited to dial-up
modems severely constricts the prospects of smaller operations,howev-
er. For example, a Denver printing firm with seven employees finds it
difficult to compete against companies that have broadband and thus
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can offer customers the ability to send large files via e-mail for direct
printing.

7

A phone modem that takes 20 minutes to download a
brochure, often unreliably, is no match for a high-speed connection that
can convey text and pictures perfectly in seconds.

The co u n try may thus face a digital divi de among bu s i n e s s e s , wh i ch
could hei gh ten pre s su res tow a rd corpora te con s o l i d a ti on ac ross the econ-
omy. Moreover, t h ere is the po ten tial of i n c reasing social stra ti fic a ti on that
a rises wh en con su m ers who live in some nei gh borh oods en j oy the adva n-
t a ges of broadband while others must wait for ye a rs . This access all ows the
m ore fortu n a te to pull furt h er ahead in sch oo l , in their abi l i ty to make
i n form ed con su m er and inve s tm ent ch oi ce s , and so fort h .

Government fixes for uneven rollout of broadband are difficult to
envision,however. For example,if a broadband platform is not available
to an area, how could another be required to serve as a substitute? If
DSL via ubiquitous phone lines is not offered in an area, for whatever
reason, should government require that another broadband provider
establish such service? How long should government officials wait to
determine that the delay in bringing DSL has been “too long,” so that
such a requirement must be invoked?

Perhaps the most important thing that government officials can do
is to make policies that encourage rapid diffusion of technologies that
enable broadband access—precisely the agreed aim of the conference.
Geographic disparities in availability of broadband may turn out to be
limited to a few exceptional areas, if policies suggested herein are suc-
cessful in unleashing companies seeking to offer broadband wherever
they can do so profitably. For the remaining areas, universal service
policies may be required.

Conclusion
This year, as in past years, more questions emerged than answers,

more problems than solutions. Participants generally appeared to
believe, however, that there is a realistic chance to reduce if not elimi-
nate regulatory anomalies and conflicts that have stymied or delayed
the diffusion of competitive broadband technologies. Key to this goal
initially will be getting ILECs to provide interconnection as envisioned
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in the 1996 Telecommunications Act. Once competitive providers of
voice and data take firm root in the marketplace and ILECs then join
the long-distance fray while being freed of most regulatory burdens for
new investment, the floodgates should open, and competitive broad-
band should begin moving swiftly.

One devel opm ent that occ u rred after the con feren ce lends creden ce to
the idea that com peti tors are en j oying some su ccess at cracking the loc a l
m a rket : The Chair of the New York Pu blic Servi ce Com m i s s i on , Ma u reen
Hel m er, a n n o u n ced on October 19, 1 9 9 9 , h er su pport of Bell At l a n ti c’s
a pp l i c a ti on before the FCC to begin of fering lon g - d i s t a n ce servi ce . Th e
FCC fo ll owed with approval of the app l i c a ti on on Decem ber 22, i n d i c a t-
ing its bel i ef that the com p a ny has fulfill ed the 14 “ch eck l i s t” requ i rem en t s
for opening the local exch a n ge to com peti tors con t a i n ed in the 1996
Tel ecom mu n i c a ti ons Act .

8

Al t h o u gh AT&T and Covad fil ed suit to bl ock
Bell At l a n ti c’s en try, the com p a ny did begin of fering long distance servi ce
in Ja nu a ry 2000. The outcome of these legal acti ons could not be fore s een .

In deed , i rre s pective of I L E C s’ com p l i a n ce with the ch ecklist and en try
i n to long distance market s , the demand for broadband may be inten s e
en o u gh to speed up ro ll o ut . According to one esti m a te , the nu m bers of
h o u s eholds en j oying broadband access wi ll soar from 700,000 in 1999 to
14.7 mill i on in 2003. By then , broadband wi ll be ava i l a ble to approx i m a te-
ly 80 percent of U. S .h o u s eh o l d s .

9

Su pporting this vi s i on , in October 1999
SBC Com mu n i c a ti on—the single largest provi der of l ocal tel eph one ser-
vi ce (own i n g, u pon its mer ger with Am eri tech , on e - t h i rd of U. S . acce s s
l i n e s ) — a n n o u n ced “ Proj ect Pron to.”This plan seeks to speed SBC’s ro ll o ut
of DSL to make DSL ava i l a ble to 80 percent of S B C ’s custom ers by 2002
and to earn $3.5 bi ll i on in new annual revenues from this inve s tm en t .

1 0

Of course, these projections are subject to wide margins of error. A
more pessimistic observer might suggest that these projections assume
a friction-free diffusion process and that those doing the calculations
neglect regulatory considerations that could impede firms’ ability to
respond to the demand. If some of those issues could be addressed as
suggested at the conference, however, the projections do imply that
competitive broadband providers may indeed be serving many millions
of businesses and residences throughout the country within five years.
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Regulation: The Next 1000 Years1

I. Introduction
Historically, the application of U.S. telecommunications policy has

been conditioned on a variety of characteristics of the regulated entity.
For example, a “telephone company” offering a residential high-speed
data service is subject to different requirements than is a “cable compa-
ny” offering a similar service. An incumbent local exchange carrier is
subject to different interconnection requirements than is a new entrant.
And a local exchange carrier in San Francisco, California, is subject to
different rules than is one in Aspen, Colorado.

Dissimilar tre a tm ent of s ervi ce provi ders raises several po ten ti a l
probl em s . One set of con cerns arises in markets in wh i ch mu l ti p l e
su pp l i ers actu a lly or po ten ti a lly com pete against one another.

2

Th e
f u n d a m ental con cern is that, unless all su pp l i ers are tre a ted equ a lly,
reg u l a ti on — ra t h er than the abi l i ty to satisfy con su m er demands ef f i-
c i en t ly — wi ll determine wh i ch su pp l i ers prevail in the tel ecom mu n i-
c a ti ons marketp l ace . The re sults may be lower qu a l i ty, less innova-
ti on and inve s tm en t , and high er costs and pri ce s . This issue aro s e , for
ex a m p l e , with the reg u l a ti on of AT&T as a dominant provi der in the
m a rket for dom e s tic lon g - d i s t a n ce tel eph ony. One of the Federa l
Com mu n i c a ti ons Com m i s s i on’s (FCC) motiva ti ons for ending this
tre a tm ent of AT&T was the con cern that reg u l a ti on arti f i c i a lly hand-
i c a pped AT&T and we a ken ed com peti ti on .

3

Convergence—the process whereby firms use versatile distribution
technologies to operate in multiple areas that were previously consid-
ered to be distinct industries—increases the old challenges faced by reg-
ulators.

4

It also creates new challenges. To the extent that convergence
leads to increased competition, convergence increases the possibility
that asymmetric regulations will distort market outcomes. Moreover, to
the extent that convergence leads to competition between suppliers who
formerly did not compete with one another and have been subject to
different regulatory regimes, convergence means that the various regu-

29
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latory regimes will have to be reformed and harmonized or else run the
risk of creating distortions.

A second set of concerns arises from regulations that vary by geo-
graphic region. One question that arises when policy varies by jurisdic-
tion is whether one area must be “right” and the other “wrong.” Rather
than address that issue, however, my interest here is in the issue of
whether the variety itself is costly or beneficial. The main argument
against variety is as follows: Geographic economies of scope and net-
work effects make it profitable and efficient for providers to span local
and state jurisdictional boundaries. For such providers, compliance
with a single set of rules is less costly than compliance with multiple
rules. Moreover, there are likely to be economies of scale and scope in
the policy creation process as well. Loosely speaking, one national pro-
ceeding can replace 51 proceedings in the states and the District of
Columbia.

This discussion does not imply that all service providers should be
subject to exactly the same regulatory requirements throughout the
nation. First, suppliers differ in their market positions—often as the
result of past regulatory asymmetries—and current regulations should
reflect these differences to ensure that no supplier prevails as the result
of unfair advantages or the inefficient exercise of market power. Second,
there may be reasons to tailor rules to local conditions. There may also
be more subtle reasons for the differential treatment of firms.

The remainder of this paper is organized as follows. Section II
addresses two preliminary issues that many people may not consider to
be issues at all: (1) terminology, and (2) arguments for treating similar
providers dissimilarly. Section III examines and compares alternative
approaches to harmonization within a given geographic area. Section
IV addresses the question of the geographic scope of harmonization.
Finally, Section V outlines several scenarios as a means of identifying
future areas in which harmonization decisions will be important.

II. Preliminaries
This section addresses two preliminary issues to set the stage for the

later analysis.
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A. Is It All Semantics?

It is useful to begin by framing the discussion more rigorously than
many readers will find sensible. This approach clarifies that the issue is
not whether all telecommunications suppliers should be subject to the
same regulatory rules. Subjecting all carriers to the same rules can be
accomplished trivially through labeling. The real issue is the extent to
which the common regulatory rules should take into account various
supplier characteristics in determining which supplier actions are dis-
couraged and which encouraged.

A bit of notation will help clarify matters. Let Ai denote the actions
that supplier i is allowed to take under the regulatory regime. That is,
public policy constrains the firm to ch oosing its acti ons from the set
Ai. Ai could inclu de everything from pri ce s , to inve s tm en t s , to the
con tent of a ny messages that the su pp l i er sends to the publ i c . For
ex a m p l e , ra te -of-return and price cap regulation specify sets of allow-
able prices. In the case of rate-of-return regulation, the allowable prices
are related to other actions taken by the firm—notably its investments
and expenditures on inputs.

The set of actions that supplier i is allowed to take typically also
depends on certain characteristics of the firm (e.g., the supplier’s mar-
ket share for some service). Let ωi denote the characteristics of firm i.
Formally, the regulatory regime can be represented as the requirement
that firm i is restricted to choosing actions in Ai(ωi).

Notice that one can always choose a large enough set of characteris-
tics that the same fundamental regulatory regime, A(.), applies to all
providers.

5

Thus, the issue is not whether the same rule applies to all
suppliers. The issue is what form that rule should take. In other words,
which characteristics provide a useful basis on which to determine the
allowable set of actions? Which telecommunications provider charac-
teristics are of regulatory relevance?

For those to whom this is all Greek, an analogy to employment dis-
crimination may be helpful.A requirement that the same rules apply to
all employees would not be enough to prevent what many people would
call discrimination. For example, suppose a firm adopted the rule that
any employee—man or woman—who gave birth would be fired. The
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same rule would apply to all employees without regard to sex, but it
clearly would not have equal effects on men and women. The question
then is not the uniformity of the rule; the question is which individual
characteristics are admissible bases for a rule.

Returning to telecommunications regulation, ω may, in principle,
refer to supplier characteristics along many different dimensions. One
possibility is a set of regulatory labels (e.g., whether a given service
provider is a “local telephone company” offering video services or a
“cable company” offering video services). Another set of characteristics
on which to base regulation is the provider’s current market position
(e.g.,its market share or whether it owns critical network assets).A par-
ticularly contentious issue is whether market position in one market
(e.g., local wireline telephony) should be taken into account in deter-
mining allowable actions in another market (e.g.,information services).

The bulk of this paper concerns how to identify which differences
among providers and services merit differential treatment by regulators
and which do not (i.e., which elements are legitimately and usefully
included in ω). Before turning to that debate, however, I want to note
that there are arguments for disparate treatment of suppliers that are
otherwise identical.

B. Arguments For Regulating Similarly Situated Suppliers Differently

There are at least three reasons why treating similar providers differ-
ently from one another might be socially beneficial.

1. The marginal so cial costs of extending a policy to all provi d ers in a
m a rket may exce ed the marginal so cial ben efit s . The balance of
costs and ben efits of a ny reg u l a ti on wi ll shift with the para m eters
of that po l i c y. Hen ce , t h ere is a qu e s ti on of h ow far to push the
policy—the reg u l a tory margi n . With pri ce cei l i n gs , for ex a m p l e ,
ti gh ter reg u l a ti ons might improve short - run pri c i n g, but they
also might arti fic i a lly disco u ra ge inve s tm en t . If that is the case, a
tradeof f has to be made . Th ere are at least two dimen s i ons alon g
wh i ch to make this tradeof f . Po l i c ym a kers could ch oose to reg u-
l a te all carri ers equ a lly and set the margin in terms of the stri n-
gency of the com m on pri ce cei l i n g. Al tern a tively, the policy mar-
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gin might be the nu m ber of c a rri ers on wh i ch the ceiling is
i m po s ed . Un der some circ u m s t a n ce s , s i gn i ficant costs can be
avoi ded by reg u l a ting on ly a su b s et of the provi ders in a market .
At a minimu m , exem pting some carri ers from pri ce reg u l a ti on
s aves the costs of m on i toring and approving the pri ces of t h e
u n reg u l a ted firm s . Moreover, even if on ly one firm is su bj ect to a
m a n d a tory pri ce cei l i n g, o t h er firms may be forced to pri ce simi-
l a rly low because of com peti ti on from the reg u l a ted firm.

6

The issue of whether the “last miles” of data networks should
be open or proprietary is another important current debate in
which the policy margin is the number of carriers to whom the
regulation applies. For the sake of argument, suppose that cable
modems and various types of digital subscriber lines (DSL) will
be very close substitutes for one another and that there will be
no other significant sources of competition. Should one or
both of these systems be forced open? Open systems have the
virtue of allowing competition at other stages in the value chain
(e.g., Internet service providers and portals) even if there is an
access network duopoly. The potential social cost is diminution
of investment incentives. One might conclude that the benefits
of an open system are greater than the costs if one system is
opened but that the marginal benefits of opening a second sys-
tem are less than the marginal costs.

7

If this is the case, it may
be economically efficient to force one system open and allow
the other to be proprietary, even if the systems are otherwise
identical.

8

2. Different rules allow for experimentation and regulatory learning.
Applying different regulations to different providers may allow
policymakers to gather additional information about what
works and what does not. This sort of experimentation may be
a particularly useful approach during times when technologies
and market structures are changing rapidly and there are no
clear “right” answers.A danger with this approach is that it cre-
ates competitive distortions that both generate efficiency losses
and contaminate the results of the experiments. This fact sug-
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gests that experimentation is most useful when the variation
can be applied across distinct markets, which avoids the danger
of distorting competition. I will return to this point below in
my discussion of geographic heterogeneity.

3. Leaving some suppliers unregulated while regulating others cre-
ates market-based observa tions and safety va lve s . In a sen s e ,
this argument is a va riant of the previous on e . Nevert h el e s s ,
it merits em phasis thro u gh sep a ra te con s i dera ti on . Wh en
s ome su ppliers are unregulated, their behavior can help gener-
ate insights into the (possibly unintended) effects of regulation.
For example, if policymakers observed that the unreg u l a ted
f i rms had high er levels of i nve s tm ent and innova ti on , t h i s
p a t tern might indicate that reg u l a ti on was stifling otherwi s e
beneficial activities. Such an observation might thus trigger a
redesign of regulation or a reassessment of its costs and bene-
fits. An observation that the unregulated firms were gaining
market share would be especially noteworthy because it would
tend to indicate that unregulated suppliers were better meeting
users’ needs and desires.

III. Overarching Philosophies
This section turns to broad questions about when heterogeneous

suppliers should be treated similarly and when they should be treated
differently. As the discussion in Section II.A makes clear, this question
can also be posed as follows: What provider characteristics are relevant
in determining how public policy should constrain or promote specific
actions by a telecommunications provider?

A. When the Same?

If one were de s i gning a green - field reg u l a tory sys tem , one could start
with the principle that all provi ders should be tre a ted equ a lly (i.e.,
provi der ch a racteri s tics are not reg u l a ti on rel evant) unless there is an affir-
m a tive re a s on to treat them differen t ly. Po l i c ym a kers are not starting from
s c ra tch , h owever. Even within trad i ti onal indu s try bo u n d a ries there are
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i n s t a n ces of a s ym m etric reg u l a ti on . Moreover, conver gen ce has dra m a ti-
c a lly incre a s ed the ex tent of a s ym m etries among com peti tors by cre a ti n g
h e ad - to - h e ad com peti ti on among firms su bj ect to largely sep a ra te reg u l a-
tory regi m e s . Hen ce , it is useful to devel op principles to guide reg u l a tory
reform and set pri ori ties for ach i eving harm on i z a ti on . Su ch principles can
g u i de the determ i n a ti on of wh en differen tial tre a tm ent is a source of s oc i a l
costs and wh en it is inel egant but largely incon s equ en ti a l .

At least two broad approaches can be taken toward promoting uni-
form treatment of telecommunications providers.

Service harmonization. Under this approach,any two providers of the
same service are treated similarly. Of course, one must address the issue
of what constitutes the same service. This question can be answered
properly only by taking into account the fundamental rationale for ser-
vice harmonization: to avoid distorting competition and thus generat-
ing efficiency losses. Therefore, two services should be considered the
same for these purposes if they compete with one another. Issues of
competition are central to antitrust policy, and there is now a fairly well
established methodology for determining whether two services com-
pete with one another. In short, this approach states that two providers
are offering the “same” service if potential buyers consider the two
offerings to be close substitutes for one another.

9

This approach is intu-
itively sensible: When users are willing to switch among various
providers’ offerings, regulation should not distort those choices.

Medium harmonization. A second approach bases harmonization on
the nature of the transmission medium. Under an extreme form of this
approach, any two services transmitted over fiber optic cables would be
treated equally, even if they were otherwise very different. Similarly, any
two services carried over terrestrial microwave would be treated equal-
ly regardless of what the services were.

The rationale for medium harmonization is that monitoring the ser-
vices being offered over a given transmission medium can be very diffi-
cult, particularly as various types of message are reduced to packets of
digitized information. This point is often summarized as “a bit is a bit.”

10

When regulators cannot easily determine which service is which, there
is an incentive for providers and users to engage in regulatory arbitrage



36 SIX DEGREES OF COMPETITION

by labeling traffic according to whatever service receives the most favor-
able treatment.

11

A variant of this problem arises in the pricing of local
telephone network services. Although local calls on an incumbent car-
ri er ’s net work , l on g - d i s t a n ce call s , wi rel e s s - to - f i xed call s , c a lls to
Internet service providers, and entrant-to-incumbent local calls all
place very similar demands on the incumbent’s local network,they have
been subject to very different regulatory regimes, particularly with
respect to pricing. This situation has led to endless (and at times
bizarre) debates about how to classify a given call. Had medium har-
monization been in place, many of these problems would not have
arisen.

One difficulty with medium harmonization is that one must con-
front the question of what defines a “medium.” Are direct broadcast
satellite television, cellular telephony, and terrestrial microwave data all
examples of a single wireless medium? Or is satellite wireless different
from terrestrial microwave? Is cell-b a s ed mobile wi reless differen t
f rom poi n t - to - point? Ba s ed on the ra ti onale for this approach , on e
could try to fashion a def i n i ti on on the basis of m on i toring costs and
reg u l a tors’ a bi l i ties to en force policy disti n cti ons among servi ce s
of fered over a given med iu m . Un der su ch an approach , s a tell i te , cel-
lu l a r, and end-to-end terrestrial microwave would be distinct media
because regulators could easily monitor which one was being used for a
given application. Wireline and hybrid technologies would very likely
pose more problems. What classification is appropriate, for example,
wh en a single message travels via copper, f i ber, and terre s tri a l
microwave and at times is in packets?

What constitutes a “medium” depends on how hard policymakers
look. In choosing how hard to look, policymakers should balance the
costs of making finer distinctions among media against the benefits. In
some cases, it might be worthwhile to incur expenses to monitor
provider behavior and make distinctions among component media that
might at first glance appear to be a single medium. The earlier example
of various services transmitted over local exchange networks is instruc-
tive in this regard. As a general matter, competitive and market condi-
tions for two services can be very different despite the fact that the ser-
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vices are offered (at least in part) over the same medium. These varying
conditions may make differential regulation of the services socially ben-
eficial.

12

For example, demand conditions might be very different, and
charging prices that reflect these differences can be efficient.

13

Similarly,
because the services reach different audiences, policymakers might
want to regulate the content of digital broadcast television differently
than the content of data services that use the same spectrum.

In closing this discussion of harmonization principles, two points
about the relationship between service harmonization and medium
harmonization are worth noting. First, medium harmonization can cut
across services offered by a single provider, whereas service harmoniza-
ti on is app l i ed ac ross provi d ers of fering a single servi ce . Secon d ,
although service harmonization and medium harmonization have dif-
ferent rationales, they are not mutually exclusive. Indeed, I argue below
that policymakers should pursue both approaches.

B. When Different?

Providers in a given market often differ from one another. When, if
ever, should these differences lead to differential regulatory treatment?

14

Because avoiding competitive distortions is one of the principle ratio-
nales for harmonization, a natural approach is to focus on whether
providers differ in ways that may matter for competition. Of course,
simply finding that one provider has a superior competitive position to
another is not a reason to subject the providers to different regulations.
A superior position today may reflect past investments and innovations.
Moreover, policymakers must be careful not to punish providers for
past successes because doing so would create future disincentives for
providers to lower their costs or offer services consumers value highly.
Thus, policymakers should apply more stringent or costly regulations to
a particular firm only when its market position indicates that it has the
incentives and ability to behave in ways that are contrary to the public
interest and there is a reasonable chance that intervention will improve
matters.

Antitrust policy deals with this issue by generally limiting its appli-
cation to firms that have significant market, or monopoly, power.

15

With
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regard to the economic regulation of telecommunications distribution
networks, it can be useful to focus on “bottleneck assets” or “network
choke points” as sources of market power.

One approach to asym m etry is to su bj ect one servi ce provi der to more
s tri n gent reg u l a tory re s traints than other provi ders on ly if the firm in qu e s-
ti on con trols bo t t l en eck asset s . As ym m etric con trol of bo t t l en eck asset s
m i ght ju s tify asym m etric app l i c a ti on of retail pri ce reg u l a ti on , for ex a m p l e .
Al tern a tively, wh en the bo t t l en eck assets are spec i fic net work fac i l i ti e s , t h e
own er might be requ i red to share those fac i l i ties with riva l s . This sort of
thinking underlies intercon n ecti on and net work unbu n dling requ i rem en t s
c u rren t ly placed on incumbent local exch a n ge provi ders . In these ex a m-
p l e s , reg u l a tory requ i rem ents are impo s ed spec i fic a lly on servi ce provi ders
with bo t t l en eck asset s — ei t h er to prevent the soc i a lly co s t ly exercise of m a r-
ket power or to fac i l i t a te com peti ti on that wi ll limit market power.

1 6

If one is going to base policy on bottleneck assets, then it is impor-
tant to have precise and well-grounded conception of what constitutes
a bottleneck asset. For discussion purposes, I offer the following
(imprecise) definition:

Bot t l en e ck As sets:  As s ets that: (a) are cri tical to com peti-
tive su cce s s ; (b) are po s s e s s ed by very few provi ders and
cannot re ad i ly be obt a i n ed ; and (c) were not acqu i red by
those who possess them solely thro u gh past “h a rd work .”

The requirements that the assets be critical to competitive success
and in limited supply are intended to ensure policymakers do not inter-
vene in cases where there is, in fact, no problem. The third part of the
definition may be the most problematic because it is the fuzziest and
thus the most difficult to apply in practice. It is intended to remind us
of the need to deal with the investment incentive issue. Suppose a firm
owns assets that meet conditions (a) and (b). Moreover, suppose the
firm has obtained its current market position solely by making signifi-
cant, risky investments in the past that other firms could have chosen to
make but did not. Under these circumstances, a policy that declares the
assets to be bottlenecks and forces the firm to share them with rivals
could discourage future investments. Thus,there may be a public inter-
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est in allowing the firm to enjoy at least some monopoly profits as a
return on its investments. Of course, there is nothing particular to
telecommunications about this logic. Indeed, it is one of the rationales
behind patent policy.

The need to consider how bottleneck assets were obtained requires
an examination of provider histories in addition to their current mar-
ket positions. Many industry observers have expressed the view that
incumbents should be forced to open their networks or meet public ser-
vice obligations to compensate for past governmental protection from
competition or for other forms of public assistance. But,should the past
regulatory regimes faced by local exchange carriers, cable companies,
and broadcasters matter today? One basis for an affirmative answer that
builds on the economic logic above is that investment incentive effects
are unimportant in such cases because providers are not being pun-
ished for doing well. Instead, they are “paying back” the public for past
assistance. Whether one concludes this argument is valid depends, in
part, on how one comes out on deep issues of the nature of the regula-
tory contract between policymakers and service providers. For example,
what rights come from ownership of facilities that were constructed
under a monopoly franchise?

The con cern for inve s tm ent incen tives also su ggests that a key
ch a racteri s tic to examine in vi o l a ting reg u l a tory sym m etry would be
forw a rd - l oo k i n g investment needs of various providers. For example,
AT&T has argued that it needs to make tremendous investments to
offer two-way broadband services over cable plant and thus should be
allowed to have a closed system. Local exchange carriers have made sim-
ilar arguments with respect to DSL services. If policymakers were to
decide to mandate only one open system, they might do so by compar-
ing the incremental investments that will have to be made by the two
types of networks, among other factors.

S tepping back to con s i der the issue more broadly, one qu e s ti on that po l-
i c ym a kers face is wh et h er there is a need for tel ecom mu n i c a ti ons reg u l a ti on
beyond gen eral anti trust and con su m er pro tecti on policies that app ly to all
s ectors of the econ omy. Some com m en ters have argued that there is not.
Ot h er com m en ters have argued that tel ecom mu n i c a ti ons policy should go
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mu ch furt h er than anti trust policy and fo s ter com peti ti on by actively favor-
ing new en trants and small incumben t s . Requ i ring an incumbent provi der
to intercon n ect with an en trant on high ly favora ble terms would be on e
example of su ch a po l i c y. The ill - f a ted aucti ons for C-bl ock pers onal com-
mu n i c a ti ons servi ce (PCS) spectrum licenses were another attem pt .

Su pporters of this argument for reg u l a tory asym m etry must answer the
cen tral qu e s ti on of why there is a need for an affirm a tive policy beyon d
rel i a n ce on market forces co u p l ed with standard anti trust pro h i bi ti ons on
beh avi or harmful to com peti ti on . One might argue that en try should be
actively en co u ra ged because the priva te ben efits to the new provi der can
be less than the total social ben efits of en try. This wed ge bet ween priva te
and social ben efits can arise because en try typ i c a lly ben efits con su m ers as
well as the en tra n t . Before con cluding that en try should be su b s i d i zed ,
h owever, one must recogn i ze that the priva te incen tives to en ter may be
gre a ter than the social incen tives because of what has become known as
the bu s i n e s s - s tealing ef fe ct .

17  

E n try can be profit a ble for a firm even if a ll it
does is divert business (and profits) from incumbents to itsel f , wi t h o ut any
n et ad d i ti on to total econ omic wel f a re . As a re su l t , the priva te gains from
en try may exceed the social ga i n s . Thu s , at the gen eral theoretic level , t h e
case for subsidizing en try is probl em a ti c .

C. My Bottom Line

As a Berkel ey econ omist of the 1990s, I come out in the middl e :
Ha rm on i z a ti on — p a rti c u l a rly servi ce harm on i z a ti on—is import a n t , but
m a rket po s i ti ons matter too. My proposal for discussion is the fo ll owi n g :

If u s ers con s i der two servi ces to be close substitutes, then
providers of those services should be subject to similar reg-
u l a ti ons unless there are significant differen ces in the
providers’ market positions as measured by ownership of
bottleneck assets. Policymakers also should be wary of poli-
cies that violate medium harmonization unless monitoring
is straightforward and low cost.

This proposal reflects the fact that, a l t h o u gh I favor harm on i z a ti on
gen era lly, I am som ewhat less con cern ed abo ut med ium harm on i z a ti on
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than servi ce harm on i z a ti on . This is so for the fo ll owing re a s on s . Ab s en ce
of s ervi ce harm on i z a ti on has the po ten tial to distort com peti ti on and
i nve s tm en t s , and inve s tm ent distorti ons can have large and lon g - l a s ti n g
ef f i c i ency ef fect s . Ab s en ce of m ed ium harm on i z a ti on gen era lly does not
raise the threat of d i s torting com peti ti on and inve s tm ent to any wh ere
near the same degree . The pri m a ry difficulty with policies that vi o l a te the
principle of m ed ium harm on i z a ti on is that they are likely to fail bec a u s e
s ervi ce provi ders and users wi ll en ga ge in reg u l a tory arbi tra ge in the
a b s en ce of m on i toring and en forcem ent po l i c i e s .

One might won der: What happen ed to the earl i er arguments for tre a t-
ing sym m etric firms asym m etri c a lly? With two excepti on s , I bel i eve those
a r g u m ents try to put too fine a point on reg u l a tory de s i gn . The first excep-
ti on is that there may be policies that gen era te net social ben efits on ly
wh en app l i ed to fewer than all provi ders . For ex a m p l e , it is sti ll an open
qu e s ti on in my mind wh et h er forcing some broadband local access net-
works to be open while all owing others to be cl o s ed would be a sound po l-
i c y. Even here , t h ere are important differen ces bet ween cable and tel e-
ph one com p a ny net works that po l i c ym a kers should take into account in
determining wh i ch would be bet ter candidates for open sys tem s .

The second exception is that it may be make sense to treat symmet-
ric firms asymmetrically when they are in geographically distinct mar-
kets. I now turn to the general consideration of such markets.

IV. The Appropriate Geographic Level at Which To Make
and Apply Policy

U.S. telecommunications policy is created and implemented at a
variety of jurisdictional levels. Policy toward television and radio gen-
erally is made at the federal level. Responsibility for telephone regula-
tion is split between the federal government and the 50 states and the
District of Columbia.

18

In addition to state and federal commissions,
municipalities also have a role in regulation of some aspects of local
exchange carriers’ operations. Similarly, cable networks have been—and
continue to be—subject to regulations at the federal, state, and local
levels, with local regulators generally playing a much large role than
they do for other telecommunications services.
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What is the appropriate geographic scope for telecommunications
policy? In answering this question, one must again be careful about
semantics.Questions of geographic scope are about more than the issue
of whether regulatory policies should reflect varying local conditions.
That kind of geographic variation can be accomplished by adopting
rules that apply to all parts of the nation, but are conditioned on local
characteristics. For example, much of the federal regulation of local
exchange networks can be viewed as a single meta-rule that takes into
account whether a market is rural or urban. Similarly, federal obscenity
laws can be based on local community standards.

As before, the fundamental question is: What are the supplier and
market characteristics on which regulation is appropriately based? The
geographic component of this question is whether these characteristics
should be assessed on a narrow or broad geographic basis (e.g., if mar-
ket share is considered as a measure of dominance, should it be calcu-
lated on a national or local basis?). Another set of issues concerns the
geographic scope of the regulatory bodies that create and enforce regu-
lations. Although the geographic scope of the rules themselves and the
geographic scope of the entity or process by which these rules are cre-
ated are closely related, distinguishing between the two is important.

A. The Geographic Scope of Regulatory Policies

Consider first the geographic scope of the rules. In doing so, it is use-
ful to define a regulatory zone as a geographic area over which the fine
structure of regulatory policy is constant. That is, a given firm is treat-
ed equally at all points within a given regulatory zone but might be
treated differently outside of that zone. For example, a Regional Bell
Operating Company’s service region would constitute a regulatory zone
for the purposes of Section 271 of the Telecommunications Act of 1996
because the rules governing the carrier’s provision of inter-LATA (local
access and transport area) services are different within its service region
than the rules in the rest of the nation.A regulatory zone can be small-
er or larger than a jurisdictional area. The geographical or geopolitical
scope of regulatory zones affects the costs of both compliance and
enforcement.



Background Paper 43

Some costs increase when a provider’s scope of operations cuts
across the boundaries of two or more regulatory zones. The provider’s
compliance costs rise because it will find itself having to deal with the
complexity of multiple sets of rules.

19

In the debate over the FCC’s
implementation of key provisions of the Telecommunications Act of
1996, compliance economies of scope were thought to be particularly
important for potential entrants into local telephony, which generally
planned to enter on a multistate basis. Enforcement costs also may
increase when the scope of a provider is broader than a single regulato-
ry zone. When a provider’s operations span zones, applying the rules in
a ny one zone can be difficult because the provi der may be able to re -
a llocate resources among zones—either in fact or solely on its books.

Some costs—in parti c u l a r, d i s torti ons in com peti ti on and inve s t-
m ent—can arise wh en market bo u n d a ries cut ac ross reg u l a tory
zon e s . Wh en there are two or more reg u l a tory zones within a singl e
m a rket , policies that differ ac ross reg u l a tory zones can vi o l a te the
principle of s ervi ce harm on i z a ti on . Moreover, f rom the pers pective
of prom o ting com peti ti on , it is difficult to see why po l i c ym a kers
would want to make wi t h i n - m a rket disti n cti ons in any even t . Hen ce ,
reg u l a tory zones ide a lly would be at least as large as markets. Again,
one can turn to antitrust principles for guidance in determining the geo-
gra phic scope of m a rket s . As with product market definition, the central
approach to geographic market definition is to include service offerings
by providers at two locations in the same geographic market if they are
viewed by consumers as being close substitutes for one another and to
place them in separate markets otherwise.

20

B. The Geographic Scope of Regulatory Institutions 

Another issue is the level at which rules are made. The efficiency of
the current system of dual or triple (the word “trial”might give a more
accurate flavor) jurisdiction can be subjected to economic analysis.

21

Such an analysis takes several factors into consideration.
22

1. Economies of scale and scope. There are likely economies of scale
and scope for governmental and private parties in the design of
public policy.

23

In the case of private parties, a central parame-
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ter is the extent to which providers and users have operations
that cut across jurisdictional boundaries. This consideration
will tend to favor policy formulation at the national or even
international level.

2. Jurisdictional externalities. Public policy toward the provision
of telecommunications services in one area may affect the pro-
vision of services in other areas. For example, charges for the
completion of long-distance telephone calls clearly will affect
the welfare of parties in areas where the calls originate. The
effects of regulation on competition also may create jurisdic-
tional externalities. For example, policies that make entry diffi-
cult in one geographic area may raise the overall cost of enter-
ing the industry and thus reduce the speed at which entry
occurs in other areas.

24

This type of effect generally argues for
policymaking at the federal or international level.

25

3. Decentralization and competition to limit bureaucracy. The exis-
tence of state and local regulatory bodies is a form of decen-
tralization.Each regulatory body is much smaller than a single,
centralized organization would be. Large organizations often
suffer from bureaucratic inefficiency and can be unresponsive.
Moreover, wh en mu l tiple po l i c ym a kers undert a ke similar
tasks, benchmarking—whereby one regulator’s performance
(e.g., the time taken to reach a particular decision) is evaluated
by comparing it with that of others—may be possible. In this
way, a form of competition is induced.

26

The current structure
may thus avoid some of the problems that would be associated
with an FCC of 20,000 or more employees.

4. Network scope and policy enforceability. Regulators may have
limited abilities to enforce their policies on networks that span
jurisdictions. When a single provider’s network or an intercon-
nected set of networks spans jurisdictions, policymakers may
lack the authority to enforce their rules—as various countries’
attempts to regulate content on the Internet have demonstrat-
ed. Moreover, when a provider’s operations span jurisdictions,
applying rules in any one jurisdiction can be difficult because
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the provi der may be able to re a ll oc a te reported fin a n c i a l
accounts among jurisdictions in response to regulatory differ-
ences.

27

A classic (non-telecommunications) example is the
strategic setting of internal transfer prices to shift profits to
low-tax jurisdictions. The need for enforcement at a broad level
suggests that policy design at a broad level would also be use-
ful, although not essential. These considerations again general-
ly argue for policymaking at the federal or international level.

5. Adjustment to local conditions. To the extent that market condi-
tions and voter preferences differ across regions of the United
States, it can be appropriate for public policy to reflect those
differences. In the case of characteristics that are market statis-
tics (e.g.,market shares and cost data), it would seem the infor-
mation could be made available to federal authorities as easily
as to state or local ones. Indeed, federal regulators might take
advantage of economies of scale and scope in interpreting local
data. On the other hand,there are at least two reasons why state
or local involvement might be beneficial. One is that local reg-
ulators will probably be more responsive to the preferences of
c i ti zens in a particular area because of the po l i tical proce s s
and because the po l i c ym a kers them s elves wi ll be part of t h e
com mu n i ty. Secon d , p a rti c i p a ti on costs may be lower for
s ome parti e s , su ch as an indivi dual citi zen attending a hear-
ing on zon i n g. O f co u rs e , these lower parti c i p a ti on costs have
to be balanced against the loss of econ omies of s cope for
o t h er parti c i p a n t s .

6. Experimentation. As noted above, for many policy issues it is
impossible simply to calculate the “optimal” solution on the
basis of theory and existing evidence. Thus, there may be con-
siderable value in trying alternative approaches to regulation
and observing what happens, with an eye to adopting the most
successful approaches on a broad basis once they have been
proven. By having experimental variation take place among
geographically distinct markets, policymakers can avoid creat-
ing distortions from the asymmetric regulation of competing
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su pp l i ers . Tod ay, ex peri m en t a ti on is a largely unplanned
process that takes place across many jurisdictions, including
foreign ones. In theory, experimentation within the U.S. could
best be coordinated at the federal level. There may be two
advantages to decentralized experimentation at the state or
local level, however. First, the resulting increase in the number
of different decisionmakers involved increases the chances that
innovative solutions will be discovered. Second, state-level pol-
icymaking may also allow for experimentation that could face
legal challenges if instead the FCC were to implement a coher-
ent program of experimentation that treated similar firms dif-
ferently in different regions of the country.

V. Scenarios
It is easy to favor harmonization in theory. It is much harder to put

it in practice. In this section, I identify some of the areas where difficult
harmonization decisions will have to be made. One means of doing this
is to develop scenarios. Loosely speaking, a scenario is a story that
describes how an industry might evolve.

A. Methodology

A good scenario is not just any old story. To be useful, a scenario
should be:

• Coherent and internally consistent. This feature is absolutely
critical because the demand for internal consistency is what
gives the scenario process its power. The scenario creator is
forced to think carefully about how various potential develop-
ments will interact with each other. In some cases, different
developments will reinforce each other; in others they will can-
cel each other out.

• Based on plausible assumptions. There is little point in consider-
ing a scenario in which the need for data networks is replaced
by the development of energy beams that allow large piles of
documents to be instantly transported through space. At the
same time, one should not restrict one’s attention solely to the
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most likely outcomes. If there are low-probability events that
would have very large implications, those events should be
explored.

There are several benefits to using scenarios.First,a scenario is a way
to consider a wide range of possibilities in a logical and relatively com-
pact manner. Second, a scenario is a useful tool for identifying low-
probability, high-impact events. A third benefit of scenario develop-
ment is that it brings out underlying assumptions that otherwise might
not be recognized. This benefit derives from maintaining internal con-
sistency—too much would be taken for granted if one did not maintain
the discipline of creating entire, coherent alternative worlds. Lastly, by
building on the initial specification in an internally consistent way, the
scenario process can extend one’s thinking. If the process is done cor-
rectly, the story can take on a life of its own in the way novelists some-
times talk about their characters coming to life.

To work , the storytelling of a scen a rio needs to be com bi n ed with re a l
a n a lys i s . To the ex tent po s s i bl e , econ omic and business analysis should be
u s ed to pred i ct how indu s try stru ctu re is likely to evo lve and to under-
stand agen t s’ i n cen tives to re s pond to evo lving market con d i ti on s .

It usually is valuable to consider several alternative scenarios. In
doing so, one should examine scenarios that differ in interesting and
important ways (i.e., ways that matter for the questions at hand). Often
it is useful to define critical dimensions or questions. For example, in
constructing a scenario for desktop computing one might ask: Will all
personal computers be networked, or will significant numbers stand
alone? If most personal computers are networked, where will software
reside? How much computing power and storage will be on the desk-
top? To generate alternatives,the scenario builder may want to map out
good and bad extremes, although this is not the only way to do things.
If one does map out good, middle, and bad cases, one should not sim-
ply take the good value of each parameter to create the good case, the
medium value of each parameter to create the medium case, and so on.
Instead, there should be a coherent story. Realization of a good para-
meter value along one dimension may be consistent only with the real-
ization of a bad parameter value along another dimension, for example.
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B. Sample Scenarios

In the remainder of this section,I sketch the beginnings of three sce-
narios for residential telecommunications services. I offer these scenar-
ios to stimulate discussion; they are far from complete. In all three sce-
narios, I assume we are not going to see additional wires to the vast
majority of residential subscribers.

28

The scenarios differ in terms of
how various access technologies progress and how widely they are
deployed. For example,a critical set of questions concerns the evolution
of wireless access technologies and whether they will be capable of pro-
viding high-volume voice or broadband services on terms competitive
with wireline services. There are similar questions about the develop-
ment of DSL and cable for the delivery of various services.

Scenario 1: Most of the Status Quo Continues. Under this scenario,
access technologies do not progress sufficiently to create strong compe-
tition in two-way voice and data services. Incumbent local exchange
carriers’ twisted pairs remain the only widely deployed voice access
technology. Cable modems are rolled out with promised capabilities,
but DSL proves to be incapable of providing enough bandwidth to
compete for broadband data. Terrestrial and satellite broadcasters con-
tinue to compete with cable to provide full-motion video on a broad-
cast basis.

Local exchange carriers and cable carriers each would continue to
control bottleneck facilities. Actual and potential competitors in related
markets would thus seek cross-ownership restrictions to keep the own-
ers of local access networks out of markets for services that rely on local
distribution (e.g., long distance telephony and Internet service provi-
sion). Although one could argue that such rules would apply equally to
all, they clearly would affect local exchange carriers and cable compa-
nies more than other providers.

Conver gen ce with vi deo en tert a i n m ent would be incom p l ete .
However, there still would be significant issues of service harmoniza-
tion because of increasing competition among terrestrial broadcasters,
d i rect - to - t h e - h ome satell i te broadc a s ters , and cable sys tem s .
Convergence between the Internet and wireless radio broadcasts would
also increasingly raise service harmonization issues.
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Scenario 2: Access Competition Flourishes. In this scenario, wireless
technologies, DSL,and cable all compete to provide access for voice and
broadband services, falling short only with regard to broadcast-quality
switched video. In this scenario, harmonization would largely be a tran-
sition issue for two-way networks. Once full-access competition devel-
oped, there would be little need for detailed oversight, and harmoniza-
tion would be achieved by having all providers unregulated. Instead of
regulation, policymakers would rely on economy-wide antitrust and
consumer protection policies. Of course, transition issues could be
extremely contentious, and it would be important to focus on whether
the temporary lack of harmonization would distort investments in ways
that would have long-lasting effects. The issues for video entertainment
providers would be largely the same as in Scenario 1.

Scenario 3: Broadband for the Masses. Under this scenario, switched
video becomes widely available.

29

Within this broad outline, however,
one must describe how many providers exist and what percentage of
households subscribe to the service. If there were many providers and
the service became almost ubiquitously adopted (e.g., because it were
primarily advertiser supported),then there would be little need for spe-
cialized regulation of any network owners. If certain content producers
and packagers were able to attract significantly larger audiences than
others, however, some policymakers would most likely seek to subject
those con tent produ cers and pack a gers to special requ i rem en t s .
Nevertheless, no sound legal or economic rationale for doing so is
apparent.

If switched video became widely adopted—but no more so than
cable television today—policymakers might try to place special condi-
tions on the broadcast television industry under the rationale that it
was the only truly mass medium.Issues of service harmonization would
be very powerful, however, given the capabilities of switched video and
the increased opportunities for television content creators (including
broadcasters themselves) to distribute their output through other
media.

Lastly, if only a few carriers offered switched video services in any
given market, the question of whether switched video systems should
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be open or subject to common carriage would be the central issue.
Again, the question of whether only a subset of systems should be
open—and, if so, which ones—would arise.

VI. Where Do We Go From Here?
In this paper, I have presented several ideas that I hope will stimulate

d i s c u s s i on and though t . The issues are far from stra i gh tforw a rd .
Although it is tempting to call for a “level playing field” and go home,
the pitch of the pitch will always be in dispute. What is level in the eyes
of one party is often severely tilted in the eyes of another.
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Notes

1. This paper was commissioned by The Aspen Institute for the 14th Annual Aspen Instit ute
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Jith Jayaratne, Beth Wachs,and participants at the 14th Annual Aspen Institute Conference on
Telecommunications Policy for helpful discussions of earlier drafts. The views expressed here
are solely those of the author. They represent neither the views of people with whom he has
consulted nor those of any organization for whom he has consulted or worked.

2. Note that the potential for competition may itself depend on the regulatory regime.

3. For example, AT&T and others had long argued that asymmetric tariff filing requirements lim-
ited AT&T’s incentive and ability to compete aggressively on price. See In the Matter of Motion
of AT&T Corp. to be Reclassified as a Non-Dominant Carrier, Order, FCC 95-427 (released
October 23,1995),and references therein.

4. As I have discussed el s ewh ere (see Ka t z ,M . L . ,“ Rem a rks on the Econ omic Im p l i c a ti ons of
Conver gen ce ,” In du s trial and Corpora te Ch a n ge 5 [ Tel ecom mu n i c a ti ons Policy Is su e
1 9 9 6 ) : pp. 1 0 7 9 – 1 0 9 5 ] , conver gen ce means many things to many peop l e . The noti on of c a rri ers’
c rossing trad i ti onal market bo u n d a ries as a con s equ en ce of tech n o l ogical ch a n ge lies at the heart of
a ll of the interpret a ti ons of conver gen ce .

5. If nothing else, one could append an index to ω that uniquely identifies each provider.

6. Similar arguments have been made for mixed-market policies in which publicly owned firms
compete with unregulated, privately owned firms.

7. If the systems are close enough substit utes,then opening one might be enough to allow com-
petition to flourish at other stages in the value chain. Whether broadband local access networks
are in fact that similar is a debate I leave to others.

8. In practice,it would be surprising if actual systems ever were identical. Section III briefly dis-
cusses the question of how to pick which system to force open when there are asymmetries
among the networks.

9. See, for example, U.S. Department of Justice and Federal Trade Commission, Horizontal
Merger Guidelines, April 2,1992 (revised April 8,1997).

10. Actually, it is not strictly true that there is no way of monitoring service types. The reason is
that messages comprise bit streams, and it is not true that “a bit stream is a bit stream.” One-
way video and two-way voice, for example,place very different demands on a network in terms
of latency and bandwidth. It is costl y, however, to identify in p ractice what type of service is
being transmitted over a packet network.

11. At least some members o f Congress apparently reject the rationale underlying the medium
harmonization approach. They are proposing to grant Bell Operating Companies relief from
Section 271 of the Telecommunications Act of 1996 for data services even when the “data” net-
works are fully capable of carrying voice. It would be surprising if users did not try to take
advantage of the ability to send voice and data over a single network and if carriers went to
much trouble to detect whether voice was in fact being carried over their data networks.

12. In theory, the differential regulation of services could be achieved while t reating all p roviders
of a given service equally.

13. I am referring to so-called Ramsey pricing.
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14. For reasons I hope will become clear, I focus on provider differences—which are relevant to
identifying exceptions to service harmonization—to the exclusion of service differences of the
sort that might be relevant to identifying exceptions to medium harmonization.

15. Difficult issues arise even when a firm clearly has market power. For example, I believe that
Microsoft has significant market power, but it does not immediately follow that Microsoft
should be forbidden to integrate its Internet browser into its various operating systems while
other firms are free to do what they choose.

16. These rationales are different from the intuitive view that a provider with market power can
“afford” costly regulations, such as universal service or affirmative content requirements. When
the public policy concern is that the provider will exercise market power by elevating prices,
policies that increase the provider’s marginal costs may only make the problem worse.

17. For furt h er discussion of these ef fect s , s ee Ma n k iw, N . G . , and M. Wh i n s ton ,“ Free Entry and
Social In ef f i c i en c y,” Rand Jou rnal of Eco n o m i cs 17 (Spring 1986):48–58; and Berry, S . T. , and T.
Wa l d fogel ,“ Free Entry and Social In ef f i c i ency in Radio Broadc a s ti n g,” Rand Jou rnal of Eco n o m i cs
50 (Autumn 1999):397–420. The latter aut h ors em p i ri c a lly examine the U. S . radio broadc a s ti n g
i n du s try and con clu de that bu s i n e s s - s tealing ef fects are su b s t a n tial in that indu s try.

18. See Nadl er, J. J. , “G ive Pe ace a Ch a n ce : F C C - S t a te Rel a ti ons after Ca l i fornia III,”
Federal Communications Law Journal 47 (April 1995), ava i l a ble at 
http://www.law.indiana.edu/fclj/pubs/v47/no3/nadler.html, for a history of the often-bitter
disputes between federal and state regulators over their division of responsibility.

19. The costs can be par ticularly large when different regulatory zones overlap one another.

20. In the ex trem e ,t h ere can be sep a ra te tel ecom mu n i c a ti ons markets for each poi n t - to - point con-
n ecti on . As a practical matter, a ggrega ting su ch micro - m a rkets can be useful for policy analys i s .

21. For an insightful analysis of these issues, see Haring, J.R., and K.B. Levitz, “The Law and
Economics of Federalism in Telecommunications,” Federal Communications Law Journal 41
(July 1987):261–330.

23. In this paper, I ignore transition issues. For example,past commitments that had been made
by local regulators might be difficult to transfer to the federal level for legal and information-
al reasons.

24. Th ere may also be econ omies of s cope assoc i a ted with reg u l a ti on of mu l tiple indu s tri e s . In deed ,
the scope of reg u l a tory bodies reflects an implicit ju d gm ent abo ut these econ om i e s . Loc a l ,s t a te ,
and federal reg u l a tory bodies tod ay have very different scope s . For instance ,s t a te com m i s s i on s
of ten reg u l a te el ectri c i ty as well as tel ecom mu n i c a ti on s , wh ereas the FCC has a narrower scope .

25. On the other hand, some state commissions expressed concern about the proposed Bell
Atlantic-GTE and SBC-Ameritech mergers precisely because the mergers’ proponents asserted
they would lead to greater competition nationwide; policymakers w ere worried that invest-
ments made to support competing in new markets would reduce network investment by
incumbent local exchange carriers in their “home” states.

26. The current federal moratorium on state and local Internet sales taxes can be regarded as a pol-
icy that addresses the concern for jurisdictional externalities.

27. This type of competition is somewhat different from the well-known competition among
jurisdictions to attract residents or business enterprises by offering favorable tax or regulatory
climates. Although the latter sort of competition can be beneficial,it can also lead to issues of
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jurisdictional externalities that may favor centralization.

28. This is a variant o f a point made in Section IV.A.

29. Implicitly, I am assuming that power companies will not be significant entrants into local tele-
phony and broadband access. Readers who disagree may wish to develop alternative scenarios
of their own.

30. The widespread availability of high-quality switched video will depend on continued improve-
ment of servers and distribution networks. There is little doubt that servers will improve suf-
ficiently. The bigger issue is whether upgrading local access networks (which may inc lude the
use of intelligent customer premises equipment) can be achieved profitably.
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