Chapter One--The Law of Unintended Results

The United States has displayed long standing leadership in ICE markets as exemplified
by its incubation and privatization of the Internet. Ironically such “best practices” leadership
does not currently exist for access to broadband wired and wireless networks, or for the
government stewardship possibly needed to stimulate widespread installation of such networks.
Simply put the United States has lost much of its competitive and comparative advantages in ICE
markets, in light of reduced or eliminated efforts to promote digital literacy and the ability of
ICE equipment and service providers to thwart effective and necessary government oversight.

The United States government, in particular the Federal Communications Commission
(“FCC”), has contributed to a toxic environment rife with politics, partisanship, results driven
decision making, and corporate cronyism. Active players in the regulatory and judicial process
understand the prudence in making sizeable investments in undisclosed sponsored research, *
clever lawyers, creative economists and ubiquitous lobbyists. Far too many consumers lack the
motivation or appreciation that they could get far more for their money if they tried harder to
acquire digital literacy rather than rely on the generosity of the suppliers, the public interest
safeguards provided by government and marketplace competition that may not exist at the level
heralded by both suppliers and government.

These truly are the best and worst of times. Unprecedented technological change
provides the potential for substantial enhancements to one’s quality of life as well as in civil
society. % Yet at every turn politics or pragmatism forge a policy compromise that makes it
possible for stakeholders in the regulatory process to extract government accommaodations that
shortchange the public. There are times when | feel as though two parallel, but mutually

exclusive ICE environments exist. In one world the FCC and various regulated operators claim



the ICE sectors operate competitively and effectively, so much so that the Commission should
pursue additional deregulatory initiatives. Curiously in this robustly competitive environment
some stakeholders continue to secure government-sanctioned financial subsidies and they clamor
for more government initiatives to create incentives for investment in next generation networks.
In the other world, recognized by only a few independent observers, the lack of significant
competition supports the ongoing need for government oversight, leadership and effective
strategies to promote greater progress in the installation of next generation broadband networks.

The two world views clash most abruptly in wireless telecommunications. If one accepts
the conventional wisdom, cellular telephone companies devote sleepless afternoons competing,
innovating and sharpening their pencils to mark down rates. As cellphones increasingly provide a
third screen, which augment and provide an alternative to television sets and computer monitors,
wireless carriers have extraordinary incentives to invest in next generation networks that will
expand the reach and scope of services, no doubt also increasing wireless carriers’ average return
per user (“ARPU”), a measure of the average monthly revenues generated subscribers. But the
reality of the current cellular telephone business belies conventional wisdom. The industry has
become so concentrated that in 2008 four national carriers shared over 88% of the market in the
United States. 3

The advertisements for these companies appear to evidence robust competition, but little
difference exists in terms of actual cost per minute of use. Indeed most advertisements champion
how the service actually works (“can you hear me now?), or how new or existing subscribers can
get a handset for little or nothing in exchange for a two year service commitment with early
termination penalties reduced, if at all, by the magnanimous sum of $5 per month. Remarkably

in a nation that commercialized the Internet and has exhibited best practices in many ICE market



segments, U.S. wireless carriers derive most of their profits and comparatively rich ARPUs from
providing telephone calls, ringtones and text messaging.

Elsewhere wireless handsets have become much like a Swiss Army knife providing
everything from scanable bar codes for admission into concerts, electronic currency, high speed
access to the Internet, real time videoconferencing and a variety of location based electronic
commerce applications. Yet cellular carriers in the United States have sold just about everyone
on the wrongheaded leap of faith that popularity, “free” handsets, large buckets of minutes and a
desirable technology evidence a robustly competitive market having no need for government
oversight, or even shared rules of the road.

In theory companies and governments have to serve their consumers and constituents to
survive in the marketplace and in the next election. With this assumption one would think the
marketplace rewards innovators who offer the next “killer application,” or device. But as we
will discover in far too many instances innovation gets stifled so that a fair marketplace trial
never occurs. Too often a level competitive playing field does not exist, largely because
government institutions legislate, regulate or pass judgment in ways that unreasonably favor one
group over others.

Incumbent players typically benefit from this arrangement. As evidence of this perverse
outcome consider the following questions:

. How can the United States demonstrate global best practices in some information

and communications technology markets, such as software and computing, but

woefully lag in others, such as in wireless and broadband services?

. If the information revolution was supposed to “change everything” how did over
$1 trillion in investment largely evaporate in three years *?

. How can incumbent telephone companies successfully argue the need for
governments to create incentives for investment in next generation networks
while at the same time claiming the existence of robust competition eliminates the



need for any other sort of government involvement?

. Why does the United States lag in bridging the Digital Divide > despite the fact
that annually telephone service subscribers subsidize access at the rate of over $7
billion dollars? °®

. If the ICE marketplace has become so robustly competitive where are the usual
consumer benefits of lower prices, diverse choices, and responsive customer
service?

. Why does it appear that incumbent ventures can belatedly embrace new

technologies yet eventually extend their market power by acquiring or
extinguishing most competitive threats through mergers and acquisitions?

. Has the United States lost its comparative and competitive advantage in ICE
products and services, because marketplace conditions no longer support best in
class network access? and
. Will U.S. ventures successfully reshape the next generation Internet so that it
loses its openness and accessibility thereby tipping the competitive playing field
in favor of “walled gardens” ’ of content and services offered by incumbents keen
on disadvantaging newcomers offering the “next best thing”?
The digital literate consumer can appreciate that the current ICE environment
in the United States displays some of the best and worst practices as compared to other countries.
On the positive side of the ledger, the “blue sky” projections that helped fuel the first
dotcom/information revolution have become realistic forecasts. In the short term most people in
developed nations and urban dwellers in many developing nations will have access to “next
generation” networks capable of supplying a broadband wired or wireless pipeline for accessing
a cornucopia of content in text, graphical, audio, and video formats.

On the negative side of the ledger consumers in the United States will continue to face
unnecessary impediments to their accessing cheap, reliable and robust broadband networks. ®
They will have to pay rates well in excess of what a truly competitive marketplace would

generate ° and tolerate inferior network performance. Having bought prematurely the view that a

competitive marketplace exists and can self-regulate, governments, led by the United States, may



lack the resources and lawful authority to provide industry specific remedies in advance of
adjudication by courts having no specific industry expertise.

Irony abounds in the current and near term ICE environment. *° One would think that the
United States would rank consistently at the top in terms of global best practices for ICE
innovation, accessibility, and affordability. Yet United States ICE ventures have not leveraged
superior performance in software and computing to achieve top rankings in terms of consumer
access to networks, such as the Internet and wireless cellular telephone services. ** The United
States leads the world in ICE technology incubation and marketplace exploitation, but when it
comes to basic infrastructure, where incumbents have repelled much of the competitive threats,
the United States barely exceeds the third world:

American visitors to Asia often return with fierce technological envy over the

whiz-bang handsets on display and the routine sight of nonchalant

twentysomethings updating Web sites from their cellphones. . . . References

to the U.S. as a Third World country when it comes to wireless service now approach
cliché. *?

How can the United States demonstrate global best practices in some information

and communications technology markets, such as software and computing, but

woefully lag in others, such as in wireless and broadband services?

How can the United States not have multiple best in class wired and wireless networks?
Bear in mind that a significant portion of the $1 trillion lost in the dotcom revolution funded
network infrastructure, particularly new underseas fiber optic cables and local wired and wireless
technologies offering an alternative to copper wire technology that telephone companies had
done little to upgrade. When the Internet promised to “change everything” including basic laws
of business governing such inputs as supply and demand, money flowed into the sector to fund

even hastily drawn-up plans having little regard for how and when the venture would turn cash

flow positive, i.e., generating more revenues than necessary to pay current liabilities. Even with



the overhang of overinvestment and excess capacity in the long haul market and failed plans to
offer alternative wired and wireless networks, one would think that the essential first and last
mile network access would command attention and funding year over year. These networks are
essential for access to the Internet and for any service operating via the World Wide Web.

Incumbent wireline and wireless operators have conserved capital and limited their
capital investment in next generation networks. Only recently have these risk adverse operators
begun to think seriously about developing new markets. Incumbent operators have claimed
regulatory uncertainty, having to lease facilities to competitors at below market rates** and
immature technologies and markets as justifications for their reticence to invest, despite the fact
that other operators scattered throughout the world have expedited network development and
investment. Incumbent telephone companies in the United States belatedly have discovered the
Internet and its revenue enhancing potential, but their interest lies mostly in finding new revenue
streams from video services rather than upgrading their networks for all types of broadband
services. Looking back in time one can see that incumbent operators have masterfully played the
lobbying, regulatory advocacy and litigation games with an eye toward thwarting potential
competitors while also delaying until the last possible date investment needed to upgrade
networks. Incumbents would assert the prudence in conserving investment resources,
particularly in light of the dotcom implosion, but the failure to plan for the future means that the
United States suffers from a comparatively inferior telecommunications infrastructure, a
condition likely to handicap ICE ventures in the global marketplace.

Many consumers in the United States suffer the twin insults of limited broadband access
with comparatively high prices for what they can get. Incumbent telephone companies, with the

notable exception of Verizon, * seek to retrofit installed copper wire for broadband access. *°



This strategy limits upfront investment in next generation networks, but delivers an inferior
service compared to the transmission speeds available from fiber optic cable links. Cable
television companies similarly seek to stretch the useable life of their coaxial copper wire plant.
With rare exception consumers in the United States have limited broadband options, despite
claims by incumbents and regulators that robust competition already exists.

How can such a dichotomy exist between the perception of the ICE marketplace by
incumbents and government officials, on one hand, versus what others like me see? The answer
lies in the measures one uses for defining success as well as the financial, political and other
resources a stakeholder has available for disseminating a preferred message. Incumbent cable
television and telephone companies want to overstate the true degree of marketplace competition
and facilities deployment to encourage legislators, regulators and judges to deem unnecessary
most, if not all government oversight. Market entrants want government sanctions that help tilt
the competitive playing field in their favor. Relatively few industry observers exist that do not
have a direct financial stake in government’s perception of the marketplace and the
commensurate conclusions about the need for regulation. Even many analysts affiliated with
universities and think tanks now offer their research and advocacy to the highest bidder, often
without disclosing the scope of such financial sponsorship. *® Likewise public relations firms
create many “astroturf” organizations that claim independently to represent consumers’
interests. *’

Conflicting perceptions about the scope of competition and the need for government
involvement have a profound and largely negative impact on the public. In the vernacular of
economists stakeholders can extract “rents,” i.e., revenues and other types of advantages, that

consumers otherwise would capture. In other words consumers end up paying more for less,



because government has not effectively prevented anticompetitive and other behaviors unfair and
harmful to consumers. When government does not safeguard the public interest, individual
consumers must individually and collectively resort to self-help remedies. By self help I refer to
lawful strategies that minimize the harm caused by a deliberately inattentive government, or one
captive to the interests of particular stakeholders. 1 am not endorsing illegal practices, such as
copyright piracy. However, | am endorsing the development of digital literacy, a collection of
skills available to make the most of what limited competition and residual regulation can
support.

If the information revolution was supposed to “change everything” how did over $1
trillion in investment largely evaporate in three years?

As the ICE industry recovers from over $1 trillion reduction in value *®one can hardly
blame both incumbents and market entrants for their anxiety about investing in the sector. This
reticence juxtaposes with often reckless spending during the dotcom revolution that ended in
2001. We will examine in great detail the reasons for the dotcom implosion, but a few highlights
are worth pointing out here. First the laws of physics, mathematics, the marketplace and the
business cycle apply to ICE industries. Blue sky forecasters from Bill Gates *° to your author
bought the notion that the Internet would change everything including the physical limits to
accommodating demand by technologies that use radio spectrum such as satellites and wireless
systems, as well as the robustness of demand for the Internet. Somehow demand could double
monthly for the foreseeable future. As never before, ventures could tap that demand with little
regard for determining how to secure payment. A rising tide would raise all ships, regardless of
how leaky or silly the business plan.

As with so many preceding bubble economies—from tulips in Holland ° to real estate in

Japan #—demand cannot rise inexorably without cyclical, sometimes dramatic reductions.



Ventures aiming to tap demand for new telecommunications capacity, Internet services, and
Internet mediated content required a robust and ongoing source of funding to secure both
customers and “shelf space,” i.e., a widespread marketing presence, to entice additional
customers. Most ventures did not find sufficient numbers of paying customers and in turn what
had constituted irrational exuberance migrated to practical or excessive pessimism.

The trillion or more dollar investment in ICE infrastructure, goods and services actually
did not evaporate. Both hard assets, such as servers, office equipment and buildings became
someone else’s property for pennies on the dollar. Many clever and creative business plans
failed, but the best and brightest ones have survived. Indeed the survivors may have acquired an
extension of time to wait out pessimism and consumer reluctance having acquired failed
ventures’ assets. Out of the ashes of failed ventures have come ventures that consumers and
investors now consider rock solid companies such as Google, Amazon, eBay and others.

How can incumbent telephone companies successfully argue the need for

governments to create incentives for investment in next generation networks while

at the same time claiming the existence of robust competition eliminates or reduces
the need for any other sort of government involvement?

Questions such as the one posed above evidence the ability of companies to game the
political system by creating divergent governmental perceptions of reality in different forums.
No matter how intellectually inconsistent, stakeholders have convinced government decision
makers to make diametrically opposite conclusions even about the same marketplace
environment. For example, incumbent wireline telephone company executives insist how hard
they must work to survive in a cutthroat competitive marketplace, yet these very same companies
receive most of the over $7 billion annual in subsidies from long distance telephone subscribers

based on the view that the marketplace fails to provide affordable telephone service to several

different types of consumers. % Both Congress »* and the FCC ** have reached the conclusion



10

that the marketplace for plain old telephone service cannot function without government
intervention, % including the compulsory subsidization of service to rural telephone companies,
the poor, elderly subscribers and telephone companies operating in high cost areas regardless of
population density.

So the local telephone service marketplace is both robustly competitive and suffering
from market failure. Simple economics states that in robustly competitive markets the price for a
good or service trends towards its marginal cost, i.e., the actual expenses incurred by producers
to generate one more unit of capacity. ?® Yet the competitive marketplace apparently has not
reached marginal cost or anywhere near it. Alternatively even if it has, that price remains
prohibitively high to many consumers and legislatures have decided to subsidize access. Unless
Congress chooses to revoke its mandate that the FCC pursue a universal service mission with
billions of subsidy dollars, the so called competitive marketplace for telephone service requires a
monthly 11% surcharge on long distance telephone service ?’ to help make local telephone
service within financial reach for millions of Americans.

Incumbent telephone company representatives would object to the linkage between a
universal service subsidy mission and an assessment of competitiveness. Presumably a market
can have robust competition, but also generate high prices, e.g., the cost of a college education,
even one subsidized by taxpayers. But in the case of telecommunications, stakeholders claiming
marketplace competition argue for governments to abdicate responsibilities to serve the public
interest, because the unfettered marketplace can self-regulate. Incumbent telephone companies
gladly accept government-mandated subsidies, but reject government involvement elsewhere in

the sector.
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Why does the United States lag in bridging the Digital Divide despite the fact that
annually telephone service subscribers subsidize access at the rate of over $7 billion
dollars?

Notwithstanding all the competition claimed to exist throughout the ICE sectors,
including telephone and cable television service, such competition has not fully extended into
digital markets, like broadband access to the Internet. Alternatively the marketplace has not
solved access problems for both basic and advanced ICE services. Again some stakeholders and
government officials reject these claims. They fervently deny that the United States
comparatively has a poor record of achieving widespread access to the Internet and other digital
services. To some the United States has a problem, notwithstanding competition, but to others
no such problem exists thanks to competition.

The degree of robustness and competition in the ICE marketplace depends on the agenda
and perspective of the observer. When seeking financial support and incentives to invest in
infrastructure ICE ventures will point to market failure, even as these same players point to
competition as a better regulator than government. We will examine whether and how a digital
divide exists in a later chapter.

If the ICE marketplace has become so robustly competitive where are the
usual consumer benefits of lower prices, diverse choices, and customer
service?

With all the alleged competition in the ICE marketplace, one would expect a consumer
windfall in terms of price, diversity of options and satisfaction. Ask yourself what options you
readily have in terms of ICE equipment and services? In some sectors competition does exist
and consumers can “vote with their feet” and walk away from poor service and high prices.

Long distance telephone service and wired telephone handsets fall into this category. But in

many key sectors you may not have many options at all. When it comes to broadband Internet
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access few consumers have more than two facilities-based competitive options: 1) cable modem
service *®or 2) Digital Subscriber Line service. ° Internet access via satellite requires the
purchase or lease of costly equipment and typically offers lower bit processing rates, i.e., the
number of bits that can be delivered per second, at higher prices than cable modem and DSL
service. *® Terrestrial wireless service may constitute a cost competitive option in urban and
suburban areas. However vast regions of the United States lack high speed wireless Internet
access. Access using conventional cellular telephone networks constitutes a costly and slow
option. *

Similarly how many facilities-based options to basic telephone service do you have
available? Increasingly consumers consider wireless telephone service a competitive alternative
to wireline service, albeit at two to three times the price. Voice over the Internet Protocol
(“VolIP”) * and other Internet-delivered telephone services do provide a competitive alternative,
but again one must consider the actual out of pocket cost for such services. A $24.99 “all you
can eat” local and long distance service package * appears both competitive and attractive to
wireline service. However some of the allure wanes when you consider that most cable
television systems do not offer telephone service on a standalone basis. You can get it only as
part of a bundle of service that includes video and Internet access. As well the $24.99 plan does
not factor in the cost of broadband access that you also must have. If you add the cost of Internet
access to the $24.99 service plan, you again reach a price point three times the conventional
wireline rate.

Why does it appear that incumbent ventures can belatedly embrace new
technologies yet eventually extend their market power by acquiring or
extinguishing most competitive threats through mergers and acquisitions?

The question above notes that the more things appear to change in ICE markets, the more



13

they stay the same. In other words it appears that incumbents belatedly understand the need to
adjust to a digital future where converging technologies and markets require single ventures to
offer a combination of ICE services. Incumbents, particularly ones with the deepest pockets and
the most retained earnings, have proved adept at acquiring both failed and successful
competitors.

Critics of Microsoft accuse the company of executing an “Embrace, Extend and
Extinguish” strategy vis a vis competitors. * They allege that when Microsoft finds itself behind
the development curve, as occurred at the onset of the dotcom, Internet revolution, the company
can make up for lost time by first exploring joint ventures with competitors. Whether rejected or
welcomed Microsoft can either buy out the company, or devise ways to weaken the competitor,
e.g., by bundling as a free feature in its software the service offered for pay by the competitor.
Microsoft allegedly extinguishes competition by having the financial staying power to offer
something as a free additional, value-adding feature for which a competitor used to charge.

Will the United States lose its comparative and competitive advantage in ICE
products and services, because marketplace conditions no longer support
best in class network access?

This book will examine the above question from a number of different perspectives. For
the time being it is worth noting that some, but not all, assessments of digital readiness and
market penetration place the United States well below global best practices. * In a classic shoot
the messenger strategy United States government officials have challenged the negative
assessment, and the criteria used. *® Few in government care to consider whether and how the
United States has lost some of its competitive edge and comparative advantage in ICE sectors.

Clearly the United States remains a leader in many ICE markets. Silicon Valley and

other commercial incubators for software, Internet services and equipment attest to ongoing
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global leadership. However such superiority does not extend to the telecommunications
infrastructure needed to switch, route, process and transport bits throughout the Internet cloud. *
Will it continue to be possible for United States ventures to retain global leadership in the
devices and services that ride over wired and wireless networks? Not too many years ago
Motorola dominated the wireless infrastructure and handset marketplace. This company risks a
further drop to third in the rankings of cellular telephone service handset behind industry leading
Nokia, based in Finland and Samsung, based in Korea. * Might a correlation exist between the
robustness of a nation’s telecommunications infrastructure and the global marketplace success of
its native companies?

Will the Internet become a non-neutral collection of networks whose owners control
access to content, applications and software?

As the Internet becomes the key medium for most ICE services, industry observers,
academics, consumer representatives and others have expressed concern whether service
providers will manage their networks fairly. Advocates for “network neutrality” seek carrier
assurance and possibly regulator-established rules to ensure that the Internet continues to operate
in a nondiscriminatory manner, both in terms of how subscribers access and receive Internet
transmitted services and how content and other service providers reach subscribers. *
Throughout the phases of its development, the Internet has benefited from prudent decisions by
governments to use a light hand when regulating and safeguarding national interests.
Governments correctly recognized that they could rely on the motivations of mostly private
stakeholders to build the telecommunications links and to diversify the services available from
the World Wide Web. But on the other hand as the Internet consolidates previously discrete ICE
services, the stakes have risen in terms of whether a competitive playing field exists for

consumer access to the variety of services available via the Internet, and for service provider
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access to consumers.

The Internet continues to evolve as it incorporates technological innovations and
becomes a conduit for many services that previously traversed dedicated telecommunications
networks. As the Internet begins to offer convergent services, such as Voice over the Internet
Protocol (“VolP”) *° telephone services and Internet Protocol Television (“IPTV?”), ** some
operators may perceive the opportunity to accrue a financial or competitive benefit by deviating
from a plain vanilla, “one size fits all” Internet, characterized by nondiscriminatory, best efforts
routing of traffic ** and “all you can eat” subscriptions.

Some Internet Service Providers (“ISPs”) seek to diversify the Internet by prioritizing
bitstreams and by offering different quality of service guarantees. To some observers this
strategy constitutes harmful discrimination that violates a tradition of network neutrality in the
switching, routing and transmission of Internet traffic. To others offering different levels of
service provides the means for consumers and carriers to secure and pay for premium, “better
than best efforts” service if so desired.

Little middle ground exists between net neutrality advocates and opponents, but
practically speaking the Internet will continue to deviate from a one size fits all network.
Accordingly one should consider net neutrality in terms a dichotomy between types of
discrimination that make economic sense and will not harm consumers and those that constitute
unfair trade practices and other types of anticompetitive practices.

Opponents of network neutrality correctly state that external, non-market driven
constraints on their ability to price discriminate can adversely impact their incentive to invest in
broadband infrastructure and their ability to recoup that investment. 1SPs have avoided common

carrier responsibilities and the Internet largely functions as a product of countless



16

interconnection arrangements flexibly negotiated and executed free of government oversight.
ISPs correctly note that only in rare instances has an interconnection dispute triggered allegations
of anticompetitive practices, or resulted in consumers losing access to a content source, or email
addressee as a result of network inaccessibility or balkanization.

On the other hand, network neutrality advocates have identified actual instances where
ISPs unilaterally have blocked traffic, to reduce subscribers’ network demand, handicap a
competitor, punish ventures for not agreeing to pay a surcharge and to stifle criticism about the
ISP and its parent corporation. ** Even if one were to dismiss such evidence as anecdotal or
exceptional, it appears that an ISP’s incentive and ability to discriminate in the switching and
routing of bits matches or exceeds the ease with which employees of electric generating
companies were able to create artificial congestion and false bottlenecks to accrue exorbitant
profits. Employees of Enron and other electric utilities engaged in a number of anticompetitive
practices that caused the spot market price for electricity to skyrocket based on tactics designed
to mimic a dramatic increase in demand that the electricity distribution grid could not handle. **
If Enron employees could manipulate the market for the switching and routing of electrons, then
ISP employees might engage in similar tactics when switching and routing packets.
Policymakers should consider seriously the potential for harm to consumers and content
providers when ISPs deviate from network neutrality.
The Indictment: A Legislative, Regulatory and Judicial Process that Disserves the Public

ICE policy, by its very nature, can trigger significant disagreements on how to proceed.
Law and regulations affecting this sector can impact speech and citizens’ right of expression.
Additionally economic and political philosophies can suggest different preferred outcomes.

However, ICE law and policy does not by its nature cleave along political party lines. Most FCC
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Commissioners seem to think it does. With increasingly regularity FCC Commissioners vote
along party lines on ICE issues that have a profound national impact. The FCC’s
Commissioners, and the Presidents who nominate them, have made ICE policy rife with politics
and partisanship.

With politics driving decision making it follows that the Commissioners color their
perception of a case or controversy with built-in assumptions. Indeed the FCC has become
infatuated with the “science” of economics, including suspect, new theories cooked up by
sponsored academic researchers. Because the output generated by economic analysis typically
requires assumptions, the assumptions become essential predicates for policy recommendations.

Long ago Commissioners who served at the FCC used to assess issues based on the
public interest and the facts presented, not a political litmus test, or self-serving assumptions.
They did not write concurring statement in the form of a Wall Street Journal editorial either.
Now we have Chairmen and Commissioners quite willing to use the political party registration of
a fellow Commissioner as grounds for derision.

My research has come up with no prior instance where the official statement of a
Chairman or Commissioner preceded the name of a fellow Commissioner with his or her party
affiliation. So in 2007 FCC Chairman Kevin Martin and Commissioner Deborah Tate made
history of a sort when they went out of their way, in a statement on the AT&T’s acquisition of
BellSouth to express displeasure at their “Democrat” colleagues as though their party affiliation
was grounds enough to disagree:

Importantly, however, while the Democrat Commissioners may have extracted
concessions from AT&T, they in no way bind future Commission action.
Specifically, a minority of Commissioners cannot alter Commission precedent or
bind future Commission decisions, policies, actions, or rules. . . . [T]he Democrat

Commissioners want to price regulate not only AT&T but also Verizon and
Qwest. +°
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The FCC has sunk into a morass of partisanship, pseudo science, fuzzy math, creative
interpretation of economic principles and legal concepts, selective interpretation of the facts,
innovative collection of statistics and flawed thinking. Partisanship at the top even changes the
behavior of civil servants, who hold important decision making jobs presumably without regard
to which political party dominates Congress, or the party affiliation of the President and
individual Commissioners.

Even if party affiliations had less of an impact FCC Commissioners and staff increasingly
rely on baseline philosophies to drive policy outcomes. In other words, if a Commission
employee embraces a pro-marketplace orientation, then it follows that her recommendations will
suggest deregulation regardless of countervailing facts. Similarly a Commission employee
predisposed to find regulation as a necessary safeguard will hold steadfast to this principle. One
can readily appreciate the role of predisposition that colors policy analysis. But predisposition
has become bias. Couple bias with what comes across as a deliberate attempt not to acquire
empirical data and the FCC appears to engage in results driven decision making.

For example, if a majority of the FCC Commissioners believe that the broadband,
Internet access marketplace has become robustly competitive, then they will make decisions
predisposed to favor marketplace regulation. But what if the facts do not support the
Commissioners’ assumptions and beliefs? Worse yet, what if the FCC shapes its empirical
research and data gathering to support the false conclusion that robust facilities-based
competition exists? A reasonable interpretation of the FCC’s broadband market penetration
statistics might support the view that such competition exists, but only because the FCC has used
measures designed to overstate the case.

For over a decade the FCC defined broadband as handling traffic at 200 kilobits per
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second (“kbps”) in one direction. *® In a time when consumers expect their broadband links to
support full motion video, 200 kbps does not constitute a minimum baseline rate for broadband
service, particularly in light of the fact that true broadband networks in the United States and
abroad offer multi-megabit per second service, i.e., millions of bits transmitted per second.
Additionally the Commission totals the number of broadband providers without regard to
whether they operate their own facilities or resell DSL and cable modem service. The
Commission totals up a single raw number of broadband competitors based on whether service is
available anywhere within a zip code. *’

The FCC’s performance in broadband statistics compilation supports the view that there
are “lies, damn lies and statistics.” *® Embedded in the statistical compilation is the recognition
that two types of facilities-based operators, the cable television and telephone companies provide
over 88% of all broadband access in the United States. So is the market robustly competitive as
the FCC alleges and as countless sponsored researchers echo, “®or is the market monopolized by
two operators in many localities?

The FCC states that my residential zip code has eight broadband service options, down
from nine in 2006. *° But practically speaking, when one considers price and performance, |
have one and only one option. Despite the fact that I live six miles from a major Big Ten
University, | cannot get DSL service. So my options include cable modem service, or satellite
service offering less than half the bit rate at twice the cost. Wireless data service provides do not
yet offer a price competitive alternative outside major cities, in light of typical bitrates rarely
exceeding 500 kbps. >

In addition to creative statistics the United States Executive Branch has chosen to “shoot

the messenger” when other statistical compilations do not show success.  For the better part of a
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decade, the United States has lagged in broadband development largely because stakeholders
invested in long haul capacity and failed local loop alternatives. Incumbent telephone company
managers have emphasized regulatory uncertainty and *“confiscatory” FCC sharing requirements,
but the fact of the matter is that over $1 trillion was invested in the dotcom boom, a significant
portion of which targeted burgeoning demand for telecommunications transmission capacity.

Now that the FCC has largely eliminated requirements that incumbent carriers provide
network access to competitors at below market rates, % the United State’s comparatively poor
performance in broadband market penetration the federal government has started to shoot the
messenger reporting continuing poor penetration rates. Both the National Telecommunications
and Information Administration (“NTIA”) and the State Department challenged the statistics
compiled by the Organization for Economic Cooperation and Development that ranks the U.S.
15" globally in broadband subscribers per 100 inhabitants (down from 12" in 2006). %

The State Department has made the issue something of a diplomatic affront to the United
States and NTIA offered explanations why scope of broadband access in places such as
government offices and coffee shops means that the OECD ranking underestimates market
penetration. So first stakeholders could blame the government for mandating common carriage
facilities unbundling and interconnection. Now the government can blame outside data
collectors as underestimating the kind of success the FCC found when it used zip codes as the
relevant market penetration measure.

The FCC has become captive to assumptions and political philosophy at the expense of
common sense and empirical evidence. If the FCC concludes that competition exists, no doubt
resonated by stakeholders who benefit from this assumption, then at some point the FCC stops

questioning whether the facts support the assumption.
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Rent Seeking Stakeholders Support FCC Assumptions

Beneficiaries of the FCC’s deregulatory instincts recognize the need to shore up the
Commission’s decision making with science, what some might consider fuzzy science. Far too
many academics and think tank affiliates “contribute” to a public policy debate thanks to an
undisclosed benefactor who surely expects something back for the hundreds of thousands
invested. Thanks to that wonderful concept of plausible deniability the sponsored researcher can
state with a straight face that he or she does not receive any direct financial support for the White
Paper, law review article or legislative testimony that just happens to offer unqualified support
for a particular stakeholder or group viewpoint.

The money gets laundered. A stakeholder supports a think tank’s general mission with a
sizeable grant. In turn the think tank’s staff or affiliates just happens to come up—unsolicited
for sure—with creative thinking about a public policy issue that resonates with the stakeholder’s
political and public relations agenda. The stakeholder’s grant helps pay for the employees’ or
affiliates’ income, albeit indirectly. Hence no direct quid pro quo.

I refuse to believe that so many public policy initiatives in ICE policy, first announced
through the writing of an academic or think tank affiliate, arose completely unsolicited. For
example, we can thank undisclosed, but sponsored research for such innovative rethinking of
economics and the law to support the view that compulsory common carrier interconnection
responsibilities “confiscated” incumbent carrier property. >
Rent Seeking Versus Profit Seeking

Managers of commercial ventures invariably have to decide the proper balance of profit
seeking investments and efforts versus seeking benefits (rents) from various government

programs. For example, a professional sports team might leverage the possibility of leaving a
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city if the local or state taxpayers do not underwrite construction of a new stadium. In
telecommunications incumbent carriers have engaged in similar leverage: limiting investment in
next generation networks unless and until government creates financial incentives or other
inducements, e.g., removing “regulatory uncertainty” which might just mean unfavorable and
costly regulatory obligations. For example, a telephone company might not build a fiber optic
network capable of providing video competition with incumbent cable television ventures in a
particular state or region unless and until the newcomer can avoid having to secure operating
authority (a franchise) from each and every municipality within which the newcomer wants to
operate.

The tension between rent seeking and profit seeking has adversely affected the pace of
next generation network deployment. Too many actual or prospective investors recognize the
benefits in seeking government-generated incentives to invest. It becomes difficult to determine
when competitive necessity would have forced an investment without government assistance and
when incentive creation was necessary.

The recent substantial infusion of capital investment by incumbent carriers into next
generation networks may evidence a healthy response to the elimination of unbundling and
below market access pricing regulations. But it may evidence the fact that incumbent ventures,
cable television and telephone companies alike, could not longer rely on core and previously
captive revenues streams. How much longer could the incumbent local exchange telephone
companies see declining local voice service revenues, before they had to find and serve new
profit centers? When stakeholders demand government incentives, it probably makes sense to
ask whether the stakeholders would make the investment and take the risk without special

accommaodations.
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Consumers Not Blameless

The public, as consumers and the electorate, are not blameless for the pitiful state of
affairs in ICE law and policy. Far too many people do not appreciate the stakes involved when
the FCC acts and what the public loses when the FCC accommodates special interests.
Acquiring digital literacy takes time and effort, well compensated by cost savings and other
benefits on the back end. But digital literacy requires people to appreciate the costs of laziness
and blind expectation that governments or corporations will serve the public interest.

Consider the monthly rental cost of the cable television set top converter, a device
consumers think they must have to “qualify” for access to digital cable television content. It
simply is not true. Cable television subscribers can eliminate the set top box rental by
substituting something called a CableCard, *°provided they have television sets that contain a slot
for the card. CableCards substitute for most functions performed by set top converters at a
fraction of the cost. Acting on a Congressional mandate to provide consumers with an
alternative to compulsory rental of cable television company supplied set top converters, the
FCC has directed the companies to support CableCards or downloadable copyright protection
and service tiering functions. *°

It has taken more than 10 years for the FCC to get serious about mandating the
CableCard and other options, during which time cable operators have accrued countless extra
millions by not having to do so. It should come as no surprise that the cable companies have no
enthusiasm for widespread use of these cards, because they will force the companies to find new
ways to offer on screen navigation, copyright protection and security functions. Had more
consumers demanded the cheaper CableCard option it might not have taken ten years for the

FCC to force cable operators to support this option.
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The Situation is Not Hopeless

There are plenty of instances where the FCC has not served the public interest when it
excessively accommodates particular constituencies. But there are also many instances where
consumers have resorted to self-help to compensate for abandonment by the FCC. This book
will examine what the public can do in its capacity as consumers and citizens to acquire digital

literacy and possibly a level competitive playing field.
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