Regulating

n the United States, most communication goals have been

pursued by private industry through a regulatory frame-

work. This is a decidedly American approach. While foster-

ing the private sector. this approach provides government
some control over the negative impacts of the single-mindedness
of the market. ‘It has proved highly successful in the past. How-
ever, with the advance of technology and the expansion of com-
petition across industry lines, determining the precise role for reg-
ulation and which goals are most appropriately sought in a
regulatory arena has become increasingly difficult.

The past 10 years have witnessed the breakup of what was once
an integrated and unified Bell telephone system in favor of an in-
creasingly diverse and highly competitive communication/in-
formation marketplace. This trend has been fueled by both
technology” advances and procompetitive regulatory policies.
Since 1959. when the Federal Communications Commission
(FCC) approved the “above 890'" decision allowing MCI to offer
discount private line service, the advance of competition has con-
tinued relat ively unabated. * Today, it is marked by the emergence
of new wireless technologies, the rise of competitive access pro-
viders. and regulatory policies—such as collocation and re-

"Michael D. Reagan. Regulation: The Politics of Policy (Boston, MA: Little, Brown,
and Co., 1987).

“The “above 8907 decision greatly liberalized the licensing of private microwave.
With the subsequent Carterphone decision in 1969, the FCC also opened the customer
premises market to competition. And finally, with the Execunct decisions in 1967 and
1978 requiring AT&T to provide interconnection to MCC. the FCC struck the final blow
to the AT&T monopoly by opening long-distance service to competition.

the
Electronic

Enterprise 3

How these electronic
markets are deployed
and interconnected,
and the rules by which
they operate, will be

critically important.
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laxed cross-ownership rules—that aim to extend
competition to the last stronghold of monopoly,
the local exchange.’

Business users have been the major beneficia-
ries of these developments. Competition has not
only driven down the costs of business-related
products and services; it has also spawned a vari-
ety of highly innovative vendors and service pro-
viders eager to meet the mounting, and increasing-
1y diverse, communication and information needs
of business. Competition has also fostered the un-
bundling of communication systems and net-
works, thereby alowing business users much
greater flexibility and control.

Despite these gains, however, it is unlikely that
the future needs of all businesses will be adequate-
ly met through competition alone. Competing
providers of communication and information net-
works will not necessarily volunteer open access
to business users. Consider, for example, asitua-
tion in which there are three competing local ex-
change carriers that are vertically integrated. Each
may offer an alarm service. There are no guaran-
tees that a fourth alarm service provider will be
able to get connected to customers through any of
the three carriers. Some form of government regu-
lation may, thus, be required.’

In an economy based on electronic commerce,
businesses will also require new forms of access.
Having access to a variety of advanced commu-
nication and information technologies, although
necessary, will no longer suffice. Equally impor-
tant will be the ability to gain access—in real

time—to these technologies as they are config-
ured and reconfigured into el ectronic networks of
buyers, sdllers, and information that together
comprise a“virtual” marketplace.

How these electronic markets are deployed and
interconnected, and the rules by which they oper-
ate, will be critically important. If they are
deployed unevenly, or fail to interconnect, those
who can gain access most easily and/or negotiate
among them will enjoy a considerable—and in
some cases unfair-competitive advantage. The
national economy will also suffer to the extent that
trade and economic growth are constrained, and
resources poorly alocated as a result. To avoid
such an outcome, a number of regulatory options
could be considered.

OPTION A: Provide for Open Access and
Interconnection by Extending Common
Carriage Requirements

The principle of common carriage seeks to assure
that certain services, considered to be critical to
the public, are provided on an open and nondis-
criminatory basis to all who are willing and able
to pay for them.’In the United States, the notion
of common carriage was first used to provide
farmers equal access to grain elevators. Later it
was extended to infrastructure-related services
such as transportation and communication.’The
obligation to provide communication services on
acommon carrier basis is embodied in the Com-
munications Act of 1934.

3See Robert M. Entman and Charles M. Firestone, “Local Competition: Options for Action, « Forym Report of the Eighth Annual Aspen

Conference on Telecommunications Policy, Aspen, CO, Aug. 8-12,1993.
4See forafurther description, Francis Dummer Fisher, “|dentifying the Potholesin the information Superhighway:A Public Interest Per-

spective,” Telecommunications Magazine, vol. 28, No. 4, April 1994, p. 23.
$The origins of Common carriage can be traced back to the Roman Empire when shipowners, innkeepers, and stablekeepers were held ac-

countable for such public service obligations. A'S the notion of common carriage evolved under English common law, it was applied to public
occupations such as “bakers, brewers, cabdrivers, ferrymen, innkeepers, millers, smiths, surgeons, tailors and what-f ingers.” Eli Noam, “The
impending Doom of Common Carriage,” prepared for the Aspen Communication Council’s Forum, Jan. 7-9, 1993, Wye River House, Wye,
MD, revised July 1993, pp. 4-7. See also William K. Jones, “The Common Carrier Concept as Applied to Telecommunications: An Historical
Perspective.” submitted to the Federal Communications Commission as Appendix to the Rep] y Comments on Intemational Business Machines
Corp. in *Competitive Carriers Rulemaking,” FCC Docket No. 79-252 (filed Apr. 4, 1980).

S1bid.



Despite its long tradition, the principal of com-
mon carriage, as it applies to communication
today, is invoked less frequently and its scope has
become more narrowly defined. For example,
based on the distinction made in Computer Inqui-
ry 11" between basic and enhanced services, value-
-added network providers—such as system inte-
grators or electronic data interchange (EDI)
service providers—are not subject to common
carriage principles.”The principle of common
carriage may erode even further in the future be-
cause of the growth of the value-added services
market and the emergence of new technologies
and providers who are often exempt from com-
mon carriage responsibilities.’In fact, common
carriage may not be economically sustainable
over the long term, given the separate systems of
contract and common carriage. Contract carriers,
having fewer public obligations than common
carriers, have a significant competitive advan-
tage.

Chapter 3 Regulating the Electronic Enterprise | 65

The waning of common carriage has not been
greatly lamented in the post-divestiture regulatory
environment. On the contrary, viewing common
carriage primarily as a mechanism for encourag-
ing competition, most regulators have seen no
need for it in today’s more competitive commu-
nication marketplace. It is assumed that, with
competition, prices will be held in check and gov-
ernment kept to a minimum; it is also assumed
that access will no longer be a problem because of
multiple and competing providers. Thus, for ex-
ample, the FCC held—until recently challenged
by the Federal District Court-that interexchange
carriers competing with AT&T (e.g., MCI, Sprint,
etc.) were no longer obliged to publicly file their
tariffs.

New service providers have also played arole
in restricting common carriage. Not wanting to
bear the obligations of common carriage, they
have lobbied, often successfully, to differentiate

7The FCC.anits 1980 Computer Inquiry I1decision, maintained (he regulationof basic services, but deregulated enhanced services. AT&T
could compete in the enhanced services and customer premises equipment markets only by establishing afully separate subsidiary.

8Gee for a discussion of this sequence of events, Ithiel de Soia Pool, Technologies of Freedom (Cambridge, MA: Belknap Press of Harvard
University, 1983), pp. 220-223.

9YFor example, the Cable Act of 1984 explicitly prohibits the regulation of cable as a common carrier or public utility. Nor is the Internet
considered to be a common carmer. Most recently, the Omnibus Budget Reconciliation Act of 1993 amended Sec. 332 of the Communications
Act to create a specia class [) f commercialmobile services subject to common carrier regulation under Title II of the act. However, it also pro-
~idesthatthe FCC can exempt such services from certain obligations, including the tariffing requirement.

\ONnam”P_cn,fonmom 5. The common carrier willnot (rely be singled out to pay a subsidy. Unlike the contract earner, he willnot have the

benefit of being able to select his customers so as to maximize profits or to price discriminate. Despite this unstable situation, the answer is not
necessarily to ehimiate common carriage obligations and/or to establ ish a mechanism for sharing the costs of subsidy among all providers. The
question of whether openness should be imposed by regulatory authority still must be addressed.
11See, 203 of the Communications Act of 1934 requires @] common carriers to file all of their charges for interstate services. Inkeeping with

See. 203(¢), they must not “charge, demand, collector receive compensation other than the charge specified.” In an effortto streamline regula-
tions, the FCC,1n1980, declared that all rates that were filed by nondominant carriers would be presumed to be lawful. In a second report,
adoptedin19382, the FCCanitiated apolicy of forbearance that exempted many resellers from procedural filing requirements. In 1983, it ex -
tended this policyto all resellers and ““specialized carriers,” leaving AT&T as the (rely company that had to file tariffs. Responding to alaw suit

initiated by AT&T, the U.S. Courtof Appeals ruled in October 1992 to vacate this policy. See David Irwin and Kevin Walsh, “’ Understanding the
FCC'sForbearance Policy, Telecommunications, September 1993, pp. 41-42.
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themselves. As in the case of the cable industry,
emergent providers have often claimed that, if pre-
cl uded from providing content as well as carriage,
they will be unable to generate sufficient revenue
to deploy new technologies. 12 They emphasize
that because they are not the dominant providers,
they pose no competitive threat to common car-
riage.

Notwithstanding the growth in competition,
there are a number of reasons for reconfirming the
principle of common carriage at this time. Com-
mon carriage serves not only to enhance competi-
tion, but also to facilitate interconnection and re-
duce transaction costs. When regulators view
common carriage solely in terms of competition,
these other values are not sufficiently taken into
account.

Recent alliances and proposed mergers among
communication vendors and service providers
(e.g., AT&T and McCaw) also raise fundamental
guestions about just how competitive the future
communication marketplace will be (see figure
3-1). Such alliances will likely increase, given
converging technologies and recent court deci-
sions challenging the constitutionality of regula-
tory prohibitions of cross-ownership. If the future
marketplace is made up of a limited number of
vertically integrated firms, instead of a market
consisting of a number of independent vendors
competing head-to-head with one another to pro-
vide a variety of communication and information
services, the notion of common carriage will take
on a new, prominent significance.

The scope of common carriage may also need
to be expanded to include not only the providers of

transmission facilities, but also those who provide
networking services. The traditional definition of
common carriage fails to give due credit to the fact
that—in a knowledge-based, global economy—
being able to access information from a variety of
sources or to transmit it from one point to othersis
not sufficient (see figure 3-2). It is essentia to be
able to interconnect in atimely fashion to the en-
tire interactive network of buyers and sellers, to-
gether with the information that constitutes an
el ectronic marketplace. Only by operating within
such a networked environment are transaction
costs minimized and “economies of agglomera-
tion"] *achieved (see figure 3-3). Losses due to in-
creased transaction costs will be especially high in
an economy in which competing in time and on
the basis of information are more important than
ever before. Despite the increasingly essential na-
ture of networking services, they are currently pre-
sumed to be enhanced services and, hence, ex-
cluded from public service obligations.

One way of providing for greater access to, and
interconnection among, future electronic net-
works would be to apply common carrier obliga-
tions not only to the providers of the “public
switched telecommunication network” and to any
monopoly conduit providers, but also to all who
take advantage of common carrier access to pro-
vide value-added services. **This would create a
mixed system in which all vendors could provide
both common and contract carriage, as long as
those claiming common carriage in a downstream
direction provided equivalent services upstream.
All common carriers would provide unrestricted
communication services, which are neutral with

12Throughout cable s history, anumber Of people have suggested that it be treated as a common carrier, an idea that cable companies have
fiercely resisted. In 1970, fore example, the Sloan Commission on Cable Television toyed with the common camera approach, but concluded that
if cable companies were given common carrier status, they would not have enough economic incentive to develop their systems. See Ithiel de
SolaPool, op. cit., footnote 8, p. 169. A similar argument is being put forward today with respect to set-top boxes and whether-or not their archi-
tectures should be open. For cable's argument as to why it should enjoy first amendment rights, see G. Shapiro, P. Kurland, and J. Mercurio,
Cab/c.speech: The Case for Firsl Amendment Protection (New Y ork, NY : Harcourt Brace Jovanovich, 1983).

. o .l o o At ”
135 ometimes '€ ferred 10 s “economies of aggregation.

19This option is derived from Eli Noam, “The Superstructure of Infrastructure: Thinking About a Future Without a Public Network,” Co-

lumbia University Working Paper, Series 1992, #476, pp. 5-7.
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FIGURE 3-2: Electro

Market to the Home
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All markets need to be arranged At the very least, a site needs to be determined where buyers and sellers can come
together and space needs to be allocated These arrangements have traditionally been made by middlemen—whole-
salers, retailers, financiers, advertisers, etc —who transmit price and product information and establish the link be-
tween buyers and sellers Because “market makers” control critical market reformation, they can create bottlenecks
With electronic commerce, the market maker might be a value-added network provider, or it might be embodied in
technology, as in the case of a home-based “market choice” or “set-top” box

SOURCE Robert Benjamin Consultants, * 994
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Much like a medieval fair or a marketplace, electronic networks permit “economies of agglomeration "—different transaction functions (for example,
searching, ordering, and paying) can be done in one place by one provider In the past, this place was, in fact ,a physical space An electronic
market accomplishes an analogous agglomeration without being confined by spatial dimensions This agglomeration creates value by reducing

transaction costs

SOURCE Off Ice of Technology Assessment, 1994
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FIGURE 3-4: Common Carriage “Rights-of-Way”
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SOURCE Dffice of Techrology Assessmen, 1994

respect to content. usand users. In turn, they phone instrument connects, for example, but does
would not be held liable for the content trans-not require enforced interconnectivity because
mitted over such networks. All private carriexs standards suffice. At the same time, there are net-
linked toa common carrier would be exempt from works that do not connect with common carri-
common carrier obligations. In this way, the prin- ers—such as cable television—which, some
ciples of private property and freedom of associafeople would argue, should nevertheless be sub-
tion would be held inviolate. Such a system wouldject to interconnection and openness require-
create commorcarriage “brights-of-way” that ments®
would e fLInction like public roadsand highways A new common carrier policy, which calls for
that pass private propertgr like easements that revamping the existing system of common car-
allow public passage through private land. ” riage, might be very difficult to implement and ad-
(See figure 3-4). minister. The current system is bound together not
one problem with such a solution is that it doesOnly by an extensive history, but also by the entire
not answer the persistent question of how far tgegulatory structure that has evolved to execute it.
extend the right to interconnect. Every informa- Most people tend to associate common carriage
tion activity-even those wholly between parts ofnot only with interconnection, but also with regu-

a firm-' "connects” in some manner to the activi- lation and---depending on one’s perspective—all
ties now conducted by common carriers. A te|e-0f the costs and benefits associated with it. Those

15As further describedbyNoam They would permit the unimpedetransmission of content and services across the variantercon-
nected networks and enablend-to-end connectivity, although not on theentire bandwidthof a transmission, Somrights-of-waywould be
quite w ide superhighw ays, while others could bernarrow butotherwise unobstructed lanes, "ibid., p. 6.

16 isher, op. 11 footmote 4.
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seeking to minimize government regulation
would likely oppose a new common carriage
policy on the grounds that it would undermine
competition and all of the benefits that deregula-
tion has already achieved. On the other hand,
those who have viewed common carriage as a way
of promoting social as well as economic goals
may be unwilling to accept the confines of a pol icy
such as this, which would be focused primarily on
developing an open network architecture.

Strong opposition to a revised common car-
riage policy can also be expected from the many
stakeholders who have an interest in maintaining
the current system. For example, large business
users, who can now directly access the local ex-
change provider’s central office switch, will not
be willing to lose control over their networks. Nor
isit likely that the growing number of value-added
providers will be willing to relinquish control
over how they price and to whom they prov ide ser-
vices.

Despite the potential problems of extending
common carriage, the time is ripe to consider this
option. The present regulatory regime is stretched
to its limits. Increasingly, it is the courts, rather
than Congress, that must grapple with—and often
decide—fundamental regulatory issues. Refor-
mulating common carriage policy would also be
timely, given the convergence of technology and
the rash of industry alliances and mergers. Unable
to predict what services they will be providing in
the future—and thus which team they will be on—
stakeholders will likely be more inclined to make
concessions and agree on what constitutes a level
regulatory playing field. If Congress fails to act
now to redefine common carriage, its opportunity
to do so may be overtaken by the avalanche of
technology change, the hardening of stakeholder

positions and alliances, and the force of intern-
ational developments and events.

OPTION B: Promote Business Access to
New Technologies and Services by
Redefining the Notion of Universal
Service

To support technology deployment for business,
as well as equitable access to the services and eco-
nomic opportunities that advanced communication
and information technologies offer, Congress might
extend the notion of universal service to take into
account the social and economic changes taking
place today. A revised definition of universal ser-
vice would need to be based on some agreed-upon
criteria for determining which services are essen-
tial and should be made available at reasonable
costs and on a universal basis. Any expansion of
universal service would also need a new financing
mechanism because the traditional system based
on cross-subsidies is no longer viable in a compet-
itive, deregulated environment.

The concept of universal service has always
been a vague term whose meaning was never for-
mally defined. “First described by Theodore Vail
in the Annual Report of 1910, as part of his vision
of the telephone industry, the goal of providing
universal service was incorporated in its essential
intent in the Communications Act of 1934, which
states:

[T]o make available, so far as possible, to all the
people of the United States, a rapid, efficient,
nation-wide and world-wide wire and radio
communication service with adequate facilities
at reasonable charges. . .

The mandate for universal service reappeared
more concretely in the 1949 law that directed the

17Sceforadiscussionof the problems and a potential solution, EIiNoam, -NeTrans Accounts: Reforming the Financial Support System
for Universal Service in Telecommunicatitcins” second draft, Columbiainstitute for Tele-Information, Columbia University, New York, NY,

September 1993,

1846 noted b,Gordon and Haring:“The term *universal service’ appears in no public law and there is no publiclaw defining precisely what
iwmeans. atis ashorthand expression generally used to refer to [the policy articulated in] Title | of the Communications Act of 1934.” Ken
Gordonand John Haring,The Effects of Higher Telephone Prices on Universal Service,” FCC office of Planning and Policy, Working Paper

Series, | 984,



Rural Electrification Administration (REA) to
promote nationwide telephone service.

Defining universal service more specifically
was not necessary when there was one uniform
service provided by AT&T and users essentially
had the same communication needs. Businesses
and households used the telephone for voice com-
munication in the same ways. The FCC and state
regulatory commissions were charged with ensur-
ing that overall costs were equal to overall prices,
and that rates and profit levels were kept within a
reasonable range regardless of use. To carry out its
mandate. AT& T adopted a subsidy system that set
prices on the basis of value of use rather than cost
of use. “These subsidies served well as a means
of expanding telephone service. By 1952, AT& T
operated almost entirely under a nationwide price
averaging system. and by July 1989, 93.3 percent
of Americans had a telephone in their home.”

With technology widely available and univer-
sal service ostensibly achieved, many began to
guestion the rationale behind the traditional tele-
communications regulatory framework.” Gov-
ernment, it was believed, needed only to ensure
that “plain old telephone service” would be af-
fordable to all. This objective could be accom-
plished either by providing direct subsidies to the
poor-as in the case of lifeline service-or by
adopting special pricing schemes that capped, or
limited, price increases for basic services. These
approaches were particularly appealing because
they were compatible with the stereotype of a de-
regulated, competitive. telecommunication envi-
ronment, whereas the traditional way of financing

19Gee Anthony Oettinger,
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universal service through cross-subsidies was not.
With competition, nonregulated providers, with
no obligation to cross-subsidize, could undercut
regulated providers by pricing their services clos-
er to real costs.

The issue of universal service could not, how-
ever, be settled so easily or permanently. Univer-
sal service is a relative term whose meaning is
bound to change over time and in different cir-
cumstances. In the early years of the United
States, the goal of universal service was to provide
equitable access to the postal system. The concept
had to be redefined repeated] y to take into account
changes in the social and economic environment,
as well as the development of new means of in-
formation delivery-the public school system,
mass media, telegraph, and telephone .22 Once
again, as the United States moves from the indus-
trial era into an age where knowledge and in-
formation play an enhanced role, and the variety
of information and communication services is
continually evolving, the term “universal service”
must be revisited.

Technological advances, realignments and re-
structuring in the communication and in formation
industries, and the Clinton Administration vi-
sion for a Nationa Information Infrastructure
(NI)*are creating a need to reexamine the notion
of universal service and the mechanisms for fi-
nancing it. To this end, for example, the National
Communications Competition and Information
Infrastructure Act of 1993 (H.R. 3636) would
create a joint federal-state board that is charged
with assuring universal high-quality telephone

“The Formula 1s Everything Costing and Pricing inthe Telecommunications Industry,” Program onlntormation

Resources, Center for Information Policy Research, Harvard University, Cambridge, MA, P-88-2. October 1988.

20Federal Communications Commission, Common Carrier Bureau, Industry Analysis Division, “Telephone Subscribership in the United

States,” 1990,

21 See, forinstance, Gerald Faulhalber, Telecommunications in Turmoil: Technology and Public Policy (Can] ridge, MA Ballinger Publish-

ing Co..1987) esp.ch. 3.

2208, Congress. Office of Technology Assessment, Critical Connections: Communication tor the Future, OTA-CIT-407 (Washington,

DC ~', S. Government Printing office, January 1990).

23 The Clinton Administration first presented its vision of anew National Information infrastructure in February 1993 in a white paper en-
titled “Technology for America’s Economic Growth: A New Direction to Build Economic Strength * This vision was updated in September
1993 i,the NTIA report,” “The National Information  Infrastructure Agenda for Action.”
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service and determining the exact nature of the
universal services that the telephone company
must provide. Similarly, as part of the NIl Agenda
for Action, the National Information and Tele-
communications Administration (NTIA) will
hold public hearings on universal service, and
work with the state regulatory commissions to
“determine how the universal service concept
should be applied in the 21st century.” Added to
these government initiatives are a number of pri-
vate and nonprofit sector proposals for a new look
at universal service.”

This growing awareness of the need for updat-
ing the notion of universal service is not accompa-
nied by any agreement about what a new vision
entails. Some contend, for example, that universal
service should apply only to touch-tone digital
service; others call for an open platform, alowing
for two-way switched access to voice. data, and
video service; still others would require two-way
switched broadband services to the home bundled
with certain kinds of “public” information such as
essential health services and/or K-12 educational
services. In other cases, the problem of definition
has simply been postponed or circumvented
through the use of vague references such as “ af -
fordable, advanced communication services.”

In the current deregulated, competitive market
environment, it is particularly important to agree
on adefinition of universal service and to devise
an efficient and equitable means of financing and
administering it. Whereas the subsidies that fi-
nanced universal service in the past were indirect
and hidden, future subsidies will be subject to
public scrutiny and increasingly will be forced to
compete with a variety of other social and eco-
nomic priorities. Moreover, in a competitive envi-
ronment, issues will likely arise with respect to
how, and to what extent, the responsibility for
meeting the goal of universal service should be

shared among communication and information
providers. Care will be needed to assure that fund-
ing mechanisms do not favor some providers over
others.

Efforts to redefine a universal service policy
befitting the 21st century may also founder if the
term “universal service” becomes a catch-all
phrase with too many demands placed on it. Many
people have aready called for a definition of uni-
versal service that incorporates the goals of com-
mon carriage, privacy, security and survivability,
and intellectual property protection. While such
goals may have merit, it is not clear that asingle
policy, which is designed primarily for promoting
deployment and enhancing access, will be the
most suitable and cost-effective mechanism for
achieving all of these objectives. In the past, it was
possible to reconcile multiple goals within a
single policy framework because there was a
single, unified service provider. However, when
there are many different players capable of prov id-
ing, accessing, and controlling parts of the infra-
structure, a broader based and more highly tar-
geted policy strategy is called for.

While this report cannot provide a definitive
answer to the question of what should constitute
universal service, it can shed light on the factors-
given the growth of electronic commerce—that
must be considered when developing an opera-
tional definition. OTA identified four major fac-
tors:

1. A greater overlap between business and resi-
dential communication needs. Although the com-
munication needs of businesses and residential
users diverged greatly since the breakup of the
Bell system, they will overlap more in the future.
High capacity, advanced technologies will need to
be widely dispersed if vertically integrated busi-
nesses downsize and distribute their operations
horizontally, and if there continues to be an in-

24gee for instance, Benton Foundation/Columbia University Seminar on Universal Service; Susan Haddon. «Extending Universal Service
Through the Nil,”" testifying on behalf of the Alliance for Public Technology, at the New Mexico Public Hearing on Universal Service; Comput-
er Professionals for Social Responsibility, “Serving the Community: A Public Interest Vision of the National Information Infrastructure”, and
Electronic Frontier Foundation, “Open Platform Campaign, Public Policy for the In formation Age.”



creased reliance on contingent workers and tele-
commuting. Under such circumstances, “plain old
digital service” will likely prove inadequate as a
basic service.”

2. The role of “ electronic” transastion costs.
There are economic transaction costs associated
with accessing knowledge and information. In an
economy in which knowledge, speed, and flexi-
bility are critical for success, how transaction
costs are distributed will be very important. As
more and more commerce takes place electroni-
caly, network architecture (as determined, in part,
by those providing networking services and the
structure of the market) will be an increasingly im-
portant factor accounting for such costs, and tech-
nological expertise will become a measure of
one ability to bear these costs. To minimize
transaction costs, economic players must be able
to access and share information both within and
across electronic networks (markets). If, in such
an environment, all businesses and consumers are
to operate on relatively even playing fields, gate-
ways will need to be open, navigational tools will
need to be available, and some basic level of sys-
tems integration will need to be guaranteed.

3. The critical role of the network administra -
tor and NEtWOrkK market information. Markets do
not exist in a vacuum: they must be “made”’ and
administered in one form or another. Administra-
tive tasks might include, for example. ordering,
shipping. hilling, and funds transfer. To partici-
pate in electronic commerce. therefore. economic
actors will need much more than simple network
interconnection: they must also have access to the
substantive in formationa and administrative in-
frastructure that supports market transactions. In
most cases, the network administrator will both
provide these services and control this informa-
tion. As electronic commerce becomes more prev -
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alent, the network administrator may gain so
much economic leverage that rules and regula-
tions will be required to assure equitable access,
not only to networks but also to essential market-
ing services and marketing information.

4. The shift of control and equipment costs to
the user The greatly improved performance of
computer technologies and their convergence
with communicat ion technologies have facilitated
the dispersal of intelligence and control through-
out communication systems and toward the user,
This development will make future information
and communication technologies and systems
more flexible and versatile. At the same time,
however, it will shift some of the equipment costs
to the user. If these costs are beyond the means of
some people, regulators may need to expand the
definition of universal service—and the subsidies
that support it—to take customer premises equip-
ment into account. This is, in essence, the kind of
policy that the Government of France pursued
when it subsidized the distribution of Minitel re-
ceivers (see box 3-1).

OPTION C: Relax Antitrust Constraints
and Cross-Ownership Rules

A third way the government might seek to meet
the technology criteria would be to relax antitrust
constraints and allow for greater market entry. If
companies were permitted to enter new markets
and vertically integrate, they could benefit from
greater economies of scale and scope; thus, they
would have greater financial and technica re-
sources available for technology innovation and
deployment. Although regulatory agencies, the
courts, and Congress have been moving in this
direction, they have been unable to keep pace with
the convergence of technology and the market and

IS ArecentPacific Bel | study, for example, differentiates between four types of telecommuters and their needs | ) voice communicators who
dosales, research, and consulting: 2 ) documents exchangers, such as lawyers, accountants, and real estate agents, who use fax and electronic
mat 1, ?) hasic data communicators, including financial managers, computer programmers, and telemarketers who need to access data from host
computers;and 4) ad\ anced data communicators, such as engineers, scientists, and industrial designerswho require advanced multimedia

technologies. As reported in “Pacific Bell Tailors Services to Telecommuters,” ”

1993.p. 11

Telecommunications Reports,vol. 59, No. .34, Aug. 23,
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BOX 3-1: Support for Minitel in France

To assure widespread access and promote
the use of information services, the French Gov-
ernment played a major role in the initial financ-
ing and deployment of the Minitel system. As of
January 1992, 6,000 terminals had been
deployed and French consumers and business-
men had access to more than 2,500 videotex
services, 70 percent of which were commercially
oriented In recent years, Minitel use has begun
to shift from personal communications to more
business-related services, approximately 30 per-
cent of the time spent online is now devoted to
professional applications. Minitel also provides
access to major databases, a service that grew
187 percent between 1989 and 1990 This trend
toward business applications is also reflected in
home use, Increasingly, individuals are using
Minitel to carry out transactions such as banking
and home ordering Minitel services are, more-
over, global in scope, among the countries that
can access the system, for example, are ltaly,
Germany, the United States, the Ivory Coast, Ko-
rea, Japan and Singapore,

SOURCE Wallys Conhaim, “Maturing French Videotex Be-
comes Key International Business Tool, " /nformation Today, voi
9, No 1. January 1992, p 28

merger opportunities that technology advances af-
ford.

The regulations that constrained integration in
communication industries were aimed at promot-
ing information access and diversity in the mar-
ketplace of ideas. These prohibitions were imple-
mented through antitrust law and consent decrees,
as well as by regulatory limitations on ownership
rights. Thus, for example, in the case of the mass
media, the FCC prohibits one entity from owning
anewspaper and a TV station in the same market.

Until 1984, the government prohibited the com-
mon ownership of three commercial AM, FM, or
television stations where any two stations were lo-
cated within 100 miles of the third, and where the
primary service areas of any of the stations over-
lapped. In like fashion, local telephone companies
were, under the 1984 Cable Communications
Policy Act, prohibited from providing video pro-
gramming within their service areas. The Modi-
fied Final Judgment (MFJ), which led to the di-
vestiture of AT&T, also restricted the line of
businesses in which the Regional Bell Operating
Companies (RBOCs) could engage (see box 3-2).

This regulatory approach was based on two ma-
jor assumptions. First, with spectrum scarcity and
the potential for monopoly in delivering telecom-
munications services, regulators acted as though
the means of communication were limited and
competition had to be promoted and enforced.
Secondly, they assumed that each technology-
print, telephony, or radio-was technologically
restricted in the services that it could provide.
Thus, they believed that it was possible to insulate
services, as well as service providers, from one
another.

With technology advances, both of these as-
sumptions have proven false. For example, new
technologies such as digital radio and fiber optics
provide many new transmission pathways. Oth-
ers, such as spread spectrum and high bit-rate dig-
ital subscriber lines, are being used to make more
efficient use of existing communication channels.
Moreover, with the shift from analog to digital
technologies, it isincreasingly difficult to differ-
entiate among technologies, much less set legal
boundaries between communication services.

Responding to these changed circumstances,
and viewing these restrictions as impediments to
the development of the U.S. communication in-
frastructure, government policy makers have
called for their relaxation or elimination. As part
of this strategy, the FCC, for example, adopted an
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BOX 3-2: The Modified Final Judgment

A consent decree entered into by the American Telephone & Telegraph Co (AT&T) and the Justice
Department in 1982 settled a decade-long antitrust suit. AT&T was broken up into eight companies the
reorganized AT&T and seven regional holding companies Local service was assigned to the newly
formed holding companies under certain restrictions, developed and administered by Federal District
Court Judge Harold Greene The basic premise of this divestiture settlement was that the Bell system’s
competitive markets should be separated from their noncompetitive monopoly markets in order to pre-
vent unfair monopoly abuses, such as AT&T forcing captive local ratepayers to bear the burden of sub-
sidizing equipment and long-distance service against emerging rivals. The competitive markets had
begun with MCI'S challenge to AT&T's monopoly on long-distance service, starting in 1968, and the en-
trance of competing manufacturers of customer premises equipment

A Modified Final Judgment (MFJ) went into effect at the beginning of 1984, clarifying and expanding
the terms of the 1982 consent decree The Bell system’s 22 local telephone operating companies
(BOCs) were separated from the parent company (AT&T) and grouped into seven regional Bell holding
companies (RBHCs), which were entrusted with providing local services The seven regional Bell hold-
ing companies (Ameritech, Bell Atlantic, BellSouth, NYNEX, Pacific Telesis, Southwestern Bell, and U S
West) were specifically prohibited under the MFJ from entering the three lines of business deemed
competitive and therefore assigned to AT&T 1 ) designing and manufacturing telecommunications net-
work and customer premises equipment, 2) providing Information services (such as electronic yellow
pages), and 3) providing long-distance service

The Information-services ban was to prevent RBHCs from using their control over the local loop
“bottleneck” to engage in anticompetitive conduct toward other information services providers The pro-
hibition was subsequently amended at the triennial review in 1987, and later reversed and remanded by
the U S Court of Appeals for the District of Columbia The other two provisions of the MFJ are the sub-
ject of intensifying congressional activity

SOURCE Off Ice of Technology Assessment, 1994

open network architecture (ONA)*pol icy requir-
ing that RBOCs unbundle their services and pro-
vide competitors equal access to the local ex-
change. Deregulation, it was argued, could
proceed once the local telephone companies were
no longer able to leverage their control of local
switching to gain an unfair competitive advan-

tage. With the Cable Act of 1992, Congress also
authorized the telephone companies to enter into
the cable business, a decision that gained legal
support in the recent federal court decision ruling
it unconstitutional to prohibit Bell Atlantic Corp.
from providing cable service because it violated

260pen Network Architecture (ONA ) is the network design conceived by the FCC 10 assure that competitive senvice providers could gain
equal access to exchange carriers’ networks for the purpose of implementing new services. The underlying idea isthat. if the Bell Operating
Companies pro\ ide their competitors equal access to their networks. they will nolonger need o be subject to line-of-businc~s restrictions. In
November 1993, the FCC ruled that, to fulfill this requirement, the BellOperating Companies would havetoallow competitorsto collocate their

operations at the telephone companies” central sw itch ing fac ilities.
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the company’s first amendment rights.” There are
a number of bills pending in the 103d Congress
that would, to a greater or lesser extent, free the
Bell operating companies from line-of-business
restrictions. The Clinton Administration has gen-
erally favored these developments, announcing its
own intent to work toward the eventual elimina-
tion of all cross-ownership regulations.”
Despite these initiatives, policy makers have
been hard pressed to keep abreast of technology
advances and market developments. Taking ad-
vantage of technology convergence and the glob-
alization of the communication marketplace, for
example, many companies have found ways to
proceed with their long-range plans to develop the
technological and financial capabilities to provide
advanced, integrated services. Similar to what is
occurring in other sectors of the economy, com-
munication and information technology vendors
and service providers are entering into a rash of
new mergers, alliances, and joint ventures that
often span the globe. Virtually every kind of in-
formation-related business is getting into the act,
pairing up with partners that a few years ago
would have been considered unlikely. Thus, joint
ventures and alliances are occurring between
cable and telephone companies, cable companies
and internet providers, and telephone companies
and providers of electronic data interchange ser-

vices. Equally striking is the extent to which this
integration is occurring at the international level.
The international telecommunications market is
currently comprised of five major multinational
groupings (see figure 3-5).

This trend toward integration will likely con-
tinue in the future as a result of the mutually rein-
forcing conditions driving it. These include, for
example: *

= the very high costs and uncertainty entailed in
performing R&D and the need to share re-
sources and risks;

the rapidity of technology change and the need
to monitor, explore, and strategically exploit
new markets and product niches;

the need for technology transfer among com-
plementary and converging technologies;

the need for interoperability in networked sys-
tems; and

the need to circumvent trade barriers and regu-
latory policies.

Acknowledging such imperatives, Raymond
W. Smith, Chairman of Bell Atlantic Corp.,
claimed that the companies that will be most suc-
cessful in delivering future interactive multimedia
services will be those that can “put together the
right combination of programming, packaging,
and distribution platforms,” and that recognize

270n Aug. 24,1993, u.s. District Court for the Eastern District of Virginia ruled that the statutory prohibition barring telephone companies
from providing viewer programming directly to subscribersin their service areas is unconstitutional . The Justice Department subsequently
asked the courtto clarify its decision by limiting its scope to the plaintiffs in the case (Chesapeake and Potomac Telephone of Virginia and Bell
Atlantic Telephone Corp.,) and to enjoin enforcement solely of section 533(b) of the Communications Act, rather than the entire section. The
other Bell regional holding companies, as well as GTE Corp. and Rochester Telephone Co., have tiled a joint motion to allow them to intervene
in the case, on the grounds that the court’s decision should apply to them as well. In a subsequent ruling, U.S. District Judge T.S. Ellis 111 “reluc-
tantly” denied the joint motion, thereby limiting the scope of its decision to the Bell Atlantic case. The other companies may till file lawsuits on
their own behalf. See “Judge Rules Video Programming Decision Applies Only to Bell Atlantic Companies, Denies Intervention Plea,” 7ele-
communications Reports, vol. 59, No. 40, Oct. 4, 1993, pp. 4-5.

28According to Administration spokesmen, the Administration will try to put together such legislation by the end of 1994. See “White
House Hope Telecom Bill Will Passin 1994,” Telecommunications Reports, vol. 59, No. 46, Nov. 15, 1993.

29See, for discussions, John Hagedom, “Strategic Technology Alliances and Modes of Cooperation in High-Technology Industries,”” in
Gemot Graber (cd.), The Embedded Firm: On the Socioeconomic of Industrial Networks (London, UK: Routledge, 1993), pp. 116- 137; Peter
Cowhey and John Aronson, Managing the World Economy: The Consequences of Corporate Alliances (New York, NY: Council on Foreign
Relations, 1993); and Jay Blumer, The Role of Public Policy in the New Television Marketplace (Washington, DC: The Benton Foundation,
| 990).
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that “market leadership in the multimedia era will
require capabilities that transcend any one indus-
try segment.””

Pointing to this rapidly changing business en-
vironment, many in industry argue that, if they are
to participate, the government must move quickly
to eliminate the remaining cross-ownership rules
and line-of-business restrictions. They claim that
deregulation would not only encourage greater
technology innovation and deployment; it would
also create new opportunities for growth and em-
ployment.” Not surprisingly, the RBOCs are
among the chief proponents of this point of view.
They contend that regulatory safeguards to assure
local competition are unnecessary, citing the de-
velopment of wireless technology, the growing
success of competitive access providers, and col-
location rules as evidence that sufficient local ex-
change competition already exists.32 This per-
spective is increasingly shared by those in the
cable industry who are now looking to partner,
rather than to compete, with the local exchange
telephone companies.®

Others are less sanguine. While agreeing that
local competition may emerge over the long term,
they contend that it is currently insufficient, and
call on government to retain safeguards against
the potential abuse of the persistent bottleneck in
the local exchange. As a prerequisite for lifting re-

strictions, they would require atest to prove that
competition exists and that customers have rea
choices. It is a mistake, they argue, to equate com-
petition with deregulation, adding that even where
competition exists, government action may be re-
quired to assure that competition continues to
flourish in an environment of rapidly changing
technology. These views are prevalent among
long-distance carriers, competitive access provid-
ers, value-added network providers, and business
users who depend on the local exchange for ac-
cess.”

Parties have aligned differently regarding the
prospect of large-scale mergers cutting across
traditional industry lines. For example, while fa-
voring cable/telco integration, the RBOCs looked
askance at the proposed AT& T-McCaw Cellular
merger. They claim that the creation of a vertically
integrated company that can bypass the local ex-
change will serve only to undermine competi-
tion.” On the other hand, long-distance carriers
and/or wireless operators, who advocate a slow
pace in relaxing the MFJ prohibitions, have gener-
ally welcomed mergers that involve themselves.
In these cases, they minimize the prospect of anti-
competitive impacts, pointing out that it is almost
always the local carrier that hauls cellular traffic to
the interexchange carrier’s switch.”

30As citedin “Marketing, Services Seen as New Battleground for Telcos, Cable TV as Barriers to Entry Fall * Telecommunications Reports,

vol. 59, No. 39, Sept. 27, 1993, p. 21.

31 According to a recent study conducted on behalt of the RBOCs, the lifting of the line-of-business restrictions would generate approx i-

mately 3.6 million high quality jobs. As reported in Telecommunications Reports, vol. 59, No. 48, Nov. 29, 1993, p. 14.

325¢e, fOr ISCUSSIONS, «| oeq) Competition Debate Dominates Senate Hearing; Inouye Callsfor Third Hearing, Suggests Clinton Official
Attend,” Telecommunications Reports,vol. 59, No. 37, Sept. 13,1993, pp. 3-6; and “Weiss Says Entry Barriers Are Blocking Info Highway,””’

Telecommunications Reports, vol. 59, No. 47, Nov. 22,1993, pp. 37-38.

33Cable companies which are highly leveraged, are looking to the telephone companies for the capital they need to develop advanced net-

work platforms.

34+-Commenters Urge Safeguards for Inter- LATA Entry,” Telecommunications Reports, vol. 59, No.37, Sept. 13.1993, p. 30; and "AT&T
Wants Stiff *Competition’ Test for RHC Entry Into Long Distance: RHCS Urge Immediate Relief,” Telecommunications Reports, vol. 59, No.

44, Nov.1,1993, pp. 16-17.

¥3See, for adiscussion, “’ Proposed AT& T- McCaw Cellular Merger Revives Significant Questions About Local Loop Competition,” Tele-

communications Reports, vol. 59, No. 34, Aug. 23. 1993, Pp. 3-7.

%]bid See als0 ~AT&T Says McCaw Merger Won “t Hurt Competition,” Tofecommunications Reports, vol. 59, No. 38, Sept. 20, 1993, pp.

22-23.



Of course, no merger has brought these issues
into greater focus than the short-lived deal be-
tween Bell Atlantic, TCl, and Liberty Media
Corp.” This merger, much larger than any other
telco/cable agreement to date, was outlined in a
letter of intent dated October 12, 1993. It would
have given rise to one large Bell Atlantic company
with a combined cable and telephone subscriber
base of 22 million customers.” Seeking to allay
any antitrust concerns, John Malone, President
and CEO of TCI, promised that the company’s
full-service networks would maintain an open ar-
chitecture. Many remained skeptical, however.
They feared that instead of the hoped for competi -
tion between cable and telephone companies there
would be the reincarnation of monopoly. A num-
ber of consumer-oriented groups were concerned
it consumers WO e gk RS
posed merger received support from key players,
including the tacit approval of the Administration,
on the grounds that it would lead to greater infra-
structure investment and deployment. “

In sorting out precisely where to draw the line
among businesses, it is important to remember
that there are no easy or permanent solutions. If
nothing else, the recent merger activity should be
areminider that the technology and market envi-
ronment is in a state of flux. Thus, the policies and

Chapter 3 Regulating the Electronic Enterprise | 79

policymaking processes will need to be flexible
and devoid of ideology. In addition, choices about
the communication market structure will neces-
sarily affect the appropriate rules for interconnec-
tion and the definition of universal service. Equal-
ly important, policy choices will need to take into
account the globalization of the communication
marketplace; hence the need to look also to the in-
ternational arena in developing potential solu-
tions.

Market regulation, moreover, cannot solve all
bottleneck problems. There will always be bottle-
necks; they will simply occur in different guises
and places depending on the situation. In a highly
competitive market environment, for example,
the sheer number and variety of prov iders and net-
works may present a bottleneck, requiring the de-
velopment of gateways and navigational tools.
Even on the Internet,” often characterized as the
ultimate in democratic networking, bottlenecks
are likely. In such a loose and user-oriented envi-
ronment, the organizational culture and the need
for special skills will constitute a bottleneck to
usage, at least for some. Administrative bottle-
necks will also be likely when increased usage re-
guires making decisions about access priorities,
payments and settlements, and rules governing se-
curity and intellectual property rights.

See. tor discussions, “Bell Atlantic's Smith Defends Proposed TCIMerger Against Charges of Anticompetitive Behavior,” Telecomm-

me (fflon\ Reports.vol. 59, No. 44, Nov. 1, 1993, pp. | -s.

B ckbuster Proposed Merger BetweenBel | Atlantic, TCT Liberty Media Raises Media ConcentrationIssue.”  Tolecommunications Re -

ports.vol. 59, No. 42 Oct. 18,1993, pp. 3-8.

W As Mark N, Cooper from the Consumer Federation pointedout:»To believe that these two companies would suddenly be converted into

wigorouscompetitors requires a leap of faith that responsible public policy makers cannot make. In truth, the merger can (rely make matters
worse.” Asc | ted in"Metzenbaum Plans Bill To Change Cable TV Act: Allen Questions Pending Bell Atlantic-TCIMerger,” Telecommunica-

nony Reports, vol 59 No. 47, Nov 22,1993, pp. 16-17.

H0Er pstance Bell Atlantic spokesmen said [hat the merger would lead 1o @ $15 mi Il ioninvestment over planned capital ex pendituresfor a

Sycar period. while TClclaimed that it would spend $1,9 billion over the next 4 y ears building regional fiber optic “"hubs.”” [bid., p. 2.

*'The Internet is a “network of networks™ that connects users in all parts of the United States and around the world. Users communicate

using clectronic mail, retrieve data stored in databases, and access distant computers. See also ch. 4, box 4-5.



