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BEFORE THE

FEDERAL COMMUNICATIONS COMMISSION
Washington, DC 20554

In the Matter of

Applications of America Online, Inc. CS00-30

and Time Warner, Inc. for transfers of Control

N N N N

To: The Commission

PETITION TO DENY

Consumers Union,* the Consumer Federation of America? Media Access Project® and
the Center for Media Education® (collectively, “CU, et al.”), respectfully submit this Petition to
Deny the Applications of America Online, Inc and Time Warner, Inc. for Transfers of Control,
Docket No. CS 00-30. For the reasons set forth below, grant of the applications would be
contrary to the public interest, and should be denied.

The groups do not dispute that AOL and Time Warner have sought to create a new form
of business venture, which, if properly structured, might produce certain social benefits.
However, for the Commission to make the requisite finding that this transaction is in the public

interest, the AOL Time Warner combination would have to be significantly restructured and

! Consumers Union is a nonprofit membership organization chartered in 1936 under the laws of the
State of New Y ork to provide consumers with information, education and counsel about goods, services,
health, and personal finance; and to initiate and cooperate with individual and group efforts to maintain and
enhance the quality of life for consumers.

2 Consumer Federation of Americaisthe nation’s largest consumer advocacy group, composed of over
two-hundred and forty state and local affiliates representing consumer, senior citizen, low-income, labor,
farm, public power and cooperative organizations, with more than fifty million individual members.

3 Media Access Project is a non-profit public interest telecommunications law firm which promotes
diversity and competition in the marketplace of ideas on behalf of consumer, civil rights, civil liberties and
other citizens groups.



certain business practices, interoperability standards that they currently employ must be modified
or restricted. Otherwise, the optimal free speech and competitive benefits of communications
technology may never be redlized.

As is more fully explained below, if the Commission nonetheless were to grant the
applications in any form, it should, at the least, impose the same kind of requirement for “open
access’ to the parties cable systems as America Online, Inc. (*AOL”) has asked to be imposed
upon AT&T Corp. (“AT&T”) The Commission should also require divestitures and/or structura

safeguards, as discussed below.®> Specifically, the Commission should:

a) require AOL to divest its interest in DirecTV's ultimate parent, General
Motors;
b) require Time Warner, Inc. to divest its interest in Road Runner, the second

largest cable broadband ISP,

C) require AT&T and MediaOne Group, Inc. (“MediaOne’) to divest ther
interests in Time Warner, Inc. and Time Warner Entertainment Co., LP
(“TWE”) respectively, or prohibit AOL and Time Warner from consummating
the merger until AT& T and MediaOne divest these interests.

Consumers Union,® the Consumer Federation of America,’ Media Access Project® and

the Center for Media Education® (collectively, “CU, et al.”), respectfully submit this Petition to

* The Center for Media Education is a national nonprofit organization dedicated to creating a quality
electronic media culture for children and youth, their families and the community.

® The factual assertions in this Petition are supported by the declaration of Gene Kimmelman, Co-
Director of the Washington office of Consumers Union, Attachment A hereto. In the event the applications
are not dismissed, the applications must be designated for hearing because there are substantial and
material issues of fact as to whether their grant would be in the public interest. 47 USC 8309(e).

® Consumers Union is a nonprofit membership organization chartered in 1936 under the laws of the
State of New Y ork to provide consumers with information, education and counsel about goods, services,
health, and personal finance; and to initiate and cooperate with individual and group efforts to maintain and
enhance the quality of life for consumers.
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Deny the Applications of America Online, Inc and Time Warner, Inc. for Transfers of Control,
Docket No. CS 00-30. For the reasons set forth below, grant of the applications would be
contrary to the public interest, and should be denied.

As is more fully explained below, if the Commission nonetheless were to grant the
applications in any form, it should, at the least, must impose the same kind of requirement for
“open access’ to the parties cable systems as America Online, Inc.
imposed upon AT&T Corp. (“AT&T”) The Commission should also require divestitures and/or

structural safeguards, as discussed below. ™
INTEREST OF PARTIES

Petitioners appear in this proceeding on behalf of their members and others who watch
television, subscribe to cable services, and use the Internet. Those citizens have First
Amendment protected rights to speak, to be heard, and to receive information through access to
cable televison and broadband telecommunications. The Communications Act also guarantees
their right to benefit from development of a fully competitive market in all telecommunications

Services.

" Consumer Federation of Americais the nation’s largest consumer advocacy group, composed of over
two-hundred and forty state and local affiliates representing consumer, senior citizen, low-income, labor,
farm, public power and cooperative organizations, with more than fifty million individual members.

8 Media Access Project is a non-profit public interest telecommunications law firm which promotes
diversity and competition in the marketplace of ideas on behalf of consumer, civil rights, civil liberties and
other citizens groups.

® The Center for Media Education is a national nonprofit organization dedicated to creating a quality
electronic media culture for children and youth, their families and the community.

19 The factual assertions in this Petition are supported by the declaration of Gene Kimmelman, Co-
Director of the Washington office of Consumers Union, Attachment A hereto. In the event the applications
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SUMMARY:

POLICY CONCERNSRAISED BY THE AOL TIME WARNER MERGER

A. CROSSOWNERSHIP BETWEENAT&T AND AOL INTIME WARNER

The AOL Time Warner merger adds a dangerous new dimension to the emerging
structure of the cable TV/broadband Internet industry (see Exhibit ES-1). It extends the reach of
two huge, vertically integrated firms across the cable TV, broadband Internet and narrowband
Internets. It removes the most likely competitor for the still entrenched cable TV monopolists.
By bringing AOL into the club of huge cable companies, it dramaticaly diminishes the
likelihood that it will compete head-to-head with cable companies in the video programming
market. By focusing the attention of the largest narrowband ISP on cable modem service as the
delivery medium for the broadband Internet, it dramatically reduces the chance that telephone
based DSL service will become a significant competitor for high-speed Internet service in the
residentia sector. Therefore, the AOL Time Warner merger is inconsistent with the pubilc
interest and should be rglected or substantially restructured by the Federa Communications

Commission (FCC).

An emerging AT&T-AOL duopoly through the combination of AT& T/MediaOne plus
AOL Time Warner has a pervasive impact across severa markets and concentrate ownership in

many different aspects of market structure.

are not dismissed, the applications must be designated for hearing because there are substantial and
material is of fact as towhether their grant would be in the public interest. 47 USC 8309(e).
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EXHIBIT ES-1
AN INTEGRATED DUOPOLY AT THE CORE OF
AN EXPANDING BROADBAND CARTEL
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The horizontal aspects of these mergers involve concentration of cable programming (to
the extent that programs compete to gain access to customers) and concentration of
broadband Internet services (to the extent that @Home and RoadRunner sell the same
thing to the public, or that narrowband competes with broadband). AOL time Warner also
involves an inappropriate ownership relationship between the second largest cable

television company and its direct competitor, satellite provider DirecTV.

The merger vertically integrates programming and distribution services substantidly in
narrowband (by linking AOL and Time Warner) and significantly in broadband (to the
extent that AOL, @Home and RoadRunner are interrelated). It aso involves the
integration of distribution and equipment (to the extent that AOL has made forays into

equipment, which will now be integrated with Time Warner’ s distribution).

It is a conglomeration in that it involves product extension merger, integrating Time

Warner’' s broadband content and distribution into AOL’ s narrowband.

The horizontal concentration problems arising from the AT& T-MediaOne merger and
the vertical/conglomerate problems resulting from the AOL-Time Warner merger are severely
compounded by the cross ownership of AT&T in AOL. Eliminating the cross ownership
problem would create much greater balance in the capital size of the dominant firms. It would
balance their assets (the cable, telephone giant would face the dominant Internet/content
firm). Each would have better incentives to bargain at arms length with the other. This more
competitive dynamic would open the door to greater business opportunity for firms not
afiliated with the two dominant firms, especidly if a non-discriminatory, open access

requirement were imposed by the FCC.



B. CHOKEHOLD ON EMERGING INTERACTIVE TV CONTENT

The AOL Time Warner merger also raises a fundamental question about whether this
new giant will be able to quickly capture the new product market for interactive TV. The
wedding of these two dominant firms—with their control over access to the cable broadband
infrastructure and control of the world's largest narrowband subscriber base gives them a

chokehold on the future devel opment and preservation of a robustly competitive Internet.

AOL Time Warner will have substantial market power in the video and Internet access
markets. It will possess an enormous stockpile of popular televison channels (approximately
one-half of the of the 20 most popular cable networks) and other valuable content (e.g., 33
magazines, 10% of the nations books, one-sixth of the domestic record market, one-fifth of
domestic movie production). This will be combined with AOL, @Home and Roadrunner
Internet services (more than three-fourths of the U.S. broadband internet business and more
than one-half of the narrowband business) that are distributed on affiliated cable television
systems. As aresult, AOL Time Warner will be in a position to dominate the new consumer

market for combined services.

The unique combination provides AOL Time Warner with immense economies of
scale and scope, but their market power over content goes well beyond these basic economic
factors. Closed proprietary products such as e-mail, instant messaging, buddy lists, caendar
management, electronic programming guides and keyword search engines have become the
basic utilities of Internet communications and usage. Consumers hesitate to give these up,
since changing 1SPs requires significant changes in identification, cuts the consumer off from

communities of interest, or requires significant learning costs. These interfaces are the sticky



features that glue the customer to the service provider. Leveraging these Internet utility
functions of AOL, the new entity will be able to bundle in a variety of proprietary Time
Warner products (e.g. Time Warner cable programming, entertainment and music), as well as
other products (e.g. telephone service). Controlling both content and distribution, the
company can design interfaces that capture and lock-in customers, while they lock-out
competitors, except on terms and conditions that are set by the entity controlling the choke

point.

The new consumer market for interactive services may combine the strengths of the
merging companies without traditional public protections against monopolistic practices. For
example, AOL TV involves the combination of televison programming and split-screen
functionality to access Internet services through cable televison transmission using a remote
control device. With the ssimple "point and click" ease of channel surfing, consumers could
select an AOL icon that opens the door to all AOL Internet services (on part of the screen)
while they are simultaneoudly watching television. Despite enormous market power over the
content of this new service, and the cable distribution systems that carry the service, it is
unclear whether AOLTV would come under the cable programming nondiscrimination

requirements of the 1992 Cable Act, or even AOL Time Warner's open access promises.

C. OPEN ACCESS IS EVEN MORE CRITICAL TO A COMPETITIVE

BROADBAND INTERNET INLIGHT OF THE PROPOSED MERGER

The threat posed by the horizontal concentration and vertical integration of this digital
cartel with a closely integrated duopoly at its core is heightened by the efforts of these

companies to impose a fundamental change on the public policy governing communications



infrastructure in our society. Before they purchased cable TV companies, both AT& T and
AOL recognized the problem that closed, proprietary networks pose for fair competition.
They were advocates for the proposition that governments must intervene to ensure open
access to the broadband Internet (and till are when it comes to transmission systems they do

not own).

In comments filed at federal and local agencies, AOL and AT&T presented a detailed
description of the broadband market structure that gives rise to the need for open access. The
key characteristics included: (1) vertica integration between access and content, (2) market
power in related markets, (3) paucity of aternative facilities, (4) the essential nature of access,
(5) a need to ensure openness in the design of the architecture of the network, (6) stimulation
of investment by increasing services, (7) the inability of narrowband to compete with
broadband, (8) the high cost to consumers of switching technologies, (9) bundling of

monopoly and competitive services.

While AT&T and AOL demanded a great deal as outsiders of the cable TV industry,
they have offered much less now that they are the dominant insiders in the industry. What
they offer falls far short of the key elements of open access that have produced the remarkable
flowering of communications, commerce and creativity on the narrowband Internet. The
narrowband Internet infrastructure is operated in a fastidiously open manner based on three

sets of policies.

The architecture of the Internet is based on open standards and end-to-end (transparent)

design principles.
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The communications infrastructure on which this network architecture is built is operated
on a nondiscriminatory, common carrier basis with few technological constraints in

accommodating all of the demand for interconnection.
Policy makers have adhered to a strict regime of open communications.

Because of these policies, “proprietary” restrictions on or governmental intrusions into
the flow of information have been minimized. Consumers and service providers have
achieved a high degree of freedom to reach the Internet and, therefore, each other. Any (and
therefore every) Internet Service Provider (ISP) has access to the communications
infrastructure on the same rates, terms and conditions as every other similarly situated ISP and
the infrastructure is operated in a manner that does not discriminate between 1SPs. Any (and
therefore every) consumer has the ability to reach every other consumer or ISP without
restriction. Open access to the communications network has resulted in vigorous competition
to provide services to consumers. This unprecedented openness of communications has
combined with the relative ease of production and distribution of information to create

uniquely rich and diverse civic discourse.

As the broadband Internet becomes the primary platform for electronic commerce and the
central marketplace of ideas in the “Internet Century,” competition and open

communications must be maintained to the greatest extent possible.

Cable companies, who own the networks that are likely to be the dominant
communications infrastructure for the broadband Internet for the foreseeable future, clam that

network engineering imposes technical limitations on the cable-based broadband Internet that

11



preclude this extreme level of openness. Policy makers should be skeptical of these claims.
If the debate over open access to the broadband Internet has proven anything, it has shown
that one person’s technical limitation is another’s anticompetitive barrier to entry. Cable
systems in other countries (e.g. Canada, Australia and Panama) have demonstrated the
feasibility of open access. However, to the extent that there are technical limitations, the

correct public policy response should be to:

Actively work to minimize the technica limitations on access, proactively manage any
limitations so as to impose the least restriction possible on open Internet communications,
and prevent commercial interests from embedding and increasing technical limitations

through network design decisions.

D. OPTIONAL PROPRIETARY ACCESS IS INADEQUATE TO PROTECT THE

PUBLIC INTEREST

The word “any” used in the context of open access is very powerful. Once a network
owner invokes proprietary control over the network in access negotiations, a host of problems
arise.

1. POLICY AND ENFORCEMENT: WHAT COMMUNICATIONS NETWORKS

REQUIRE TO REMAIN OPEN

Under the voluntary approach now espoused by AT&T and AOL Time Warner, there
IS no unbiased dispute resolution mechanism. If discrimination occurs in implementation,
there is nothing that private parties or government entities can do about it, except, perhaps,

file an antitrust case. Public policy should start with a ban on discrimination.

12



The Any Principle: Network owners shall provide any requesting Internet Service
Provider access to its broadband Internet transport services (unbundled from the provision of
content) on rates, terms and conditions that are at least as favorable as those on which it

provides such access to itself, to its affiliates, or to any other person.

How many I1SPs will be alowed access? AOL Time Warner will not commit to a
number. AT&T has said that it will make access available to the five or six largest
commercial ISPsin an area. These commitments do not even begin to deliver the competition

and diversity that we enjoy on the narrowband Internet.

Competition: The network operator shall support as many ISPs as technically
possible and shall commit to the research, development and deployment of technologies to
maximize the functionalities available and the number of 1SPs that can be supported by the

network.

The type of 1SPs that can gain access is aso important. Once one abandons the “any
nciple, the question of which services will be able to gain access to the network on
commercial terms (not just because of discrimination) also becomes a concern.  Therefore,

open access policy should make a broader commitment to diversity and discourse.

Diversity: The network operator should ensure that at least one unrestricted ISP is
available on its network and shall endeavor to make access for local and noncommercia 1SPs

available in proportion to network capacity.

How do we police the offer of rates, terms and conditions? Since these are private

negotiations, no unaffiliated ISP has any idea of what has been offered to any other ISP. How

13



does any ISP know that the offer it has been made is not discriminatory? How does an ISP

enforce itsrights, if nondiscriminatory terms are offered but not delivered?

Legal Rights: Any ISP should have an enforceable right of action to seek injunctive

relief from discrimination.

Governmental Rights. Government agencies (antitrust, regulatory) should have a

right to prevent discrimination on their own motion.
2. ARCHITECTURE: AVOIDING TECHNOLOGY BIAS

If there are technica limitations, who decides what they are and how do we monitor
their implementation? For example, AOL Time Warner commits to alowing streaming
video. What happens if it determines that only one video stream is possible and AOL Time
Warner's dffiliate got there first? A "technicd limitation” may eiminate choice for
consumers and act in favor of the AOL Time Warner affiliate. However, to the extent that
there are legitimate technical limitations, the correct public policy response should be as noted

above.

Minimizing technical limitations: Network owners should actively work to minimize
the technical limitations on access and proactively manage any limitations so as to impose the

least restriction possible on open Internet communications.

Technical Neutrality: (1) Technical limitations must be demonstrated by some agreed
upon standard. (2) Implementation of measures deemed necessary to enforce technical

limitations should not discriminate between affiliated and nonaffiliated |1 SPs.

14



In order to ensure technological non-discrimination a number of principles must

govern the relationship of the ISP to the network owner.

Comparably efficient interconnection: In providing non-discriminatory access,
network owners must allow competitors to access their broadband distribution network in the
most efficient manner possible on terms that are technically and economically equivalent to
those provided by the network owner to itself or affiliates or partners in terms of scope,
guality and price including a physical connection at any place where a cable company
exchanges consumer data with any Internet service provider, or at any other technically

feasible point selected by the requesting Internet service provider.

Non-discriminatory change management: To the extent that standards are devel oped
for interfacing with broadband access services, the network owners should not be permitted
to implement any non-standard, proprietary interfaces and any new network or operational

interface that isimplemented should be made available on a timely, non-discriminatory basis.

Access to infrastructure: It is vital to ensure that unaffiliated |SPs can deploy and

gain access comparable to that the network owners afford to their affiliated 1SP.

Operational support and operating support systems. Non-discriminatory access for
multiple 1SPs extends to all relevant aspects of the technical and operational infrastructure,
so that all business system interfaces will be open to all 1SPs and performance levels will not
favor the affiliated 1SP. The cable operator must provide equal treatment for local content
serving (caching or replication) that the affiliated and nonaffiliated 1SPs can provide,
specifically, no firewalls, protocol masking, extra routing delays or bandwidth restrictions

may be imposed in a discriminatory manner.

15



3. NORMS: SERVICE RESTRICTIONS PROVIDERS/CONSUMERS

AOL Time Warner adopts a narrow definition of discrimination that identifies
affiliation and one functionality (streaming video) as a criteria that will not be the basis for
discrimination. AT&T gives no assurances about any specific characteristics. The “any ISP

principle of the narrowband Internet affords much broader protection against discrimination.

Protected Characteristics. The network owner should place no limits on or provide
favorable treatment to | SPs--based on affiliation, content, applications, functionality or type--

in making service available to users or in allowing users to reach the Internet.

Both the AT&T and the AOL Time Warner commitment open the door to market
foreclosure based on permissible (not “undue’) discrimination. How much “du€’
discrimination will be tolerated? Will 1SPs be able to find rates terms and conditions that suit
their needs, or will AT&T/AOL Time Warner only make a very restricted set available? If
the affiliated | SP does not need certain speeds, or tiers of service, then AOL can meet its non-

discrimination pledge by ssimply not making them available to anyone.

Availability: Network owners should make access available on a variety of terms and
conditions to meet the needs of ISPs of different types who have different needs for

inter connection.
4. BUSINESS LEVERAGE

Open access cannot ignore business redlity. If the network owner inserts himself in

the relationship between the customer and the independent ISP in such a way as to ensure that

16



its affiliated ISP has a price, product or customer care advantage, then competition between

I|SPs will be undermined.
Control of information is vital to the marketing of services.

Confidential treatment of information: Broadband access providers that are
affiliated with or have joint marketing arrangements with broadband service providers should

also be required to enter into non-disclosure agreements.

By controlling a bottleneck, network owners can place price conditions on
independent content providers that undermine their ability to compete. Both AOL and AT&T
have offered to allow consumers to purchase service from unaffiliated |SPs without paying for
the affiliated 1SP, other cable operators have not and pricing principles for network access for

unaffiliated 1SPs has not been addressed in detail. Price squeeze is still a distinct threat.

Paying once for service: Pricing must allow the consumer to choose any ISP they

want without being required to pay for or go through the cable-affiliated | SP.

AOL Time Warner agrees to allow unaffiliated ISPs to purchase services without a

direct commercia relationship. AT& T appears unwilling to do so.

Commercial transport service: Network owners should provide "broadband Internet
access transport services’ --which is the transmission of data between a user and his Internet
service provider’s point of interconnection with the broadband Internet access transport

--on rates that prevent vertically-integrated access providers from

engaging in predatory pricing or cross-subsidization of their affiliated | SP.

17



Bundling of services raises concerns because it provides a great dea of leverage,
especialy where monopoly services are bundled with competitive services. Because cable
companies exercise control over bottleneck facilities and video programming, they have both
he incentive and the opportunity to bundle these facilities with their other services and offer

the entire package to their customers for a single price.

Unbundling: Unaffiliated content providers should be allowed to resell (and therefore

bundle) the cable programming--i.e., to create a complete bundle.
Prohibition on cross-subsidy: The bundled service must cover its cost.

Critical aspects of the customer relationship must be controlled by Internet service
providers including marketing, billing and boot screen customization. The importance of
controlling the boot screen is becoming better understood as the information age unfolds. The
network owner can control the boot screen that the subscriber sees which creates the potential
to steer customers. The initial boot screen is like prime rea estate and advertising space.
Location on the initial screen can predispose customers to use affiliated services at the
expense of unaffiliated services. AT&T insists that customization of the boot screen be

negotiated, thereby retaining control over the independent |SP.

Wholesale relationship between the ISP and the Network Owner: Network owners
should enter into wholesale relationships with |SPs for the purposes of the sale of transport
over the network and not interfere in the relationship between the customer and the
unaffiliated ISP. By establishing this commercial relationship between ISP and the network

owner, the network owner cannot dictate the relationship between the ISP and the customer

18



including all the critical aspects of that relationship to the customer — billing, marketing, boot

SCreen, etc.

Because of the substantial increase in horizontal and vertical concentration and the
clear market power over essentia functions and choke points in markets affected by the
proposed AOL Time Warner merger, the FCC should reject or substantially restructure the
transaction. By severing al ownership between AT& T and AOL Time Warner and imposing
an enforceable and explicit open access requirement for Internet services, the FCC can reduce

the public interest concerns with this transaction.
ANALYSIS

In this, as in all other Commission licensure proceedings, the merging parties must
demonstrate that the merger will serve the public interest and necessity. See Communications
Act of 1934, 47 USC 88214(a), 310(d) & 309(e); Application of Tele-Communications, Inc.
and AT&T Corp., 14 FCCRcd 3160, 3168-69 (1999) ("ATT/TCI"). In merger cases such as
this, the public interest analysis goes beyond the traditiona antitrust analysis employed by the
Department of Justice and the federal Trade Commission; in addition to fostering competition,
the Commission must strive to effectuate the purposes of the Communications Act. ATT/TCI,
14 FCCRcd at 3169.

In addition, the Commission has found that, in light of the general purpose of the
Telecommunications Act to promote competition in the communications marketplace, merger
applicants must demonstrate that merger will enhance competition, i.e., that the benefits to
competition outweigh the harms to competition posed by the enhancement of market power.

ATT/TCI, 14 FCCRcd at 3168; Application of Nynex Corporation and Bell Atlantic

19



Corporation, 12 FCCRcd 19985, 19987 (1997) ("Bell Atlantic/Nynex"). Furthermore, the
merger must not "impair[] this Commission's ability properly to establish and enforce those
rules necessary to establish and maintain" competition. Bell Atlantic/Nynex 12 FCCRcd at
19987.

Finally, and most importantly, the Commission has long recognized that the public
interest standard of the Communications Act and the First Amendment require the
Commission to encourage diversity in the marketplace of ideas, and to take steps to insure
that this diversity is not lost.

As demonstrated below, the Applicants have failed to demonstrate that grant of the
merger would serve the public interest. To the contrary, grant of the merger would produce
unacceptable levels of concentration and market power in the relevant markets. This level of
concentration would inhibit diversity in the marketplace of ideas, frustrate the development of
competition in the Internet, cable, and cable programming markets, and make it impossible
for the Commission to promote and enforce the pro-competitive purposes of the

Communications Act.
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l. INTRODUCTION

A. THE AT&T-AOL CROSSOWNERSHIP

Little has changed since CU, et al. submitted their initial analysis of the market
structure problems posed by AT&T’'s ownership interest in Time Warner Entertainment, LP
(“Time Warner” or “TWE") submitted in Docket No. 99-251. If, however, the Commission
were to permit AT&T to acquire MediaOne Group, Inc. (“MediaOne’) , as well as the
acquisition here at issue, there would be a cross ownership interest between AT&T and
AOL.*™ Our fundamental objection to any merger that allows AT&T to have any substantial,
active ownership interest in AOL, Time Warner, or any of its subsidiaries is strengthened by
the quickening pace of concentration in the industry. All of the reasons we have previously
given for the Federal Communications Commission to force AT&T to sever its links to Time
Warner apply to AOL.*

Because of the added dimension of narrowband market dominance, the need to sever
those links is even stronger. In Section | of these comments, we focus on the unique vertica
impact of the AOL Time Warner merger as it is compounded by the link to AT&T. We will
not repeat the economic analysis presented in the AT& T-MediaOne merger.

2. OPEN ACCESS
The dominant position that this merger gives cable as the clear leader in broadband

delivery technology also reinforces our conclusion that a clear public obligation to provide

" These concerns are in part described in CU, et al.’s Motion to Consolidate Applications for
Merger of AT& T/MediaOne with Applications for Merger of AOL/TW, filed on April 11, 2000. CU, et
al. have attached the Motion and incorporate herein both the request for consolidation and the specific
concerns raised therein.

1. Consumer Federation of America, Consumers Union, and Media Access Project, Breaking the Rules:
AT& T's Attempt to Buy a National Monopoly in Cable TV and Broadband Internet Service, August 17, 1999;
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open access to cable-based broadband services is necessary to preserve an open Internet in
this country. AOL was being counted on as the key player who could use its subscriber base
in the residential sector of the narrowband Internet market to overcome the limitations of the
telecommunications network as a high-speed medium and make it a reasonable competitor for
cable-based broadband. The merger with Time Warner clearly indicates a shift in focus.

In section |1 of these comments CU, et al. demonstrate that without open access these
two entities that dominate the cable industry -- AT&T and AOL -- will possess immense
market power that poses a massive threat to the Internet. We also demonstrate that the
voluntary commitments to provide commercial open access are totally inadequate to protect

the public interest.

[1. ANTICOMPETITIVE IMPACTSOF THE INTEGRATION OF

AT&T AND AOL

A. ATIGHT OLIGOPOLY BECOMESA DUOPOLY

After dmost nine months of intense scrutiny and concern about the impact of the
proposed AT& T-MediaOne merger on the cable TV and broadband Internet marketplaces--
scrutiny that centered on the cross-ownership of AT&T and Time Warner--the
communications and video markets were stunned by the proposition of the largest corporate
combination in history: America Online and Time Warner. This merger adds an entirely new

and complex dimension to the industry structure analysis (see Exhibit 11-1).

Consumer Federation of America and Consumer Action, Transforming the Information Super Highway into a
Private Tool Road: The Case Against Closed Access Broadband Internet Systems, September 20, 1999.
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completely

The AOL Time Warner merger extends the reach of two huge, verticaly
integrated firms across the cable TV, broadband Internet and narrowband
Internets.

It removes the most likely competitor for the still entrenched cable TV
monopolists. By bringing AOL into the club of huge cable companies, it
dramatically diminishes the likelihood that they will compete head-to-head
with cable companies in the video programming market.

By focussing the attention of the largest narrowband ISP on cable modem
service as the delivery medium for the broadband Internet, it dramatically
reduces the chance that telephone based DSL service will become a
significant competitor for high-speed Internet service in the residential
sector.

The AOL Time Warner merger also raises a fundamental question about
whether this new giant will be able to quickly capture the new product

market for interactive TV.

In short, the AOL-Time Warner merger takes the concerns about the AT&T-
MediaOne merger to higher levels. The ownership interest of AT&T in AOL Time Warner
violates both the horizontal merger guidelines of the Department of Justice and the horizontal
cross-ownership limits of the Federal Communications Commission (FCC) in a number of
markets. Product extension and vertical integration into the narrowband Internet add to

substantial concerns about the anticompetitive impact of this merger. It creates a duopoly that
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EXHIBIT 1I-1

AN INTEGRATED DUOPOLY AT THE CORE OF
AN EXPANDING BROADBAND CARTEL
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LEGEND:

STOCK OWNERSHIP: MAJORITY —— 9 ; MINORITY e >
JOINT VENTURE: «—»

USEDEAL: EXCLUSIVE _——  : PREFERRED ...
SWEETENERS: ® °

DESCRIPTIONS OF RELATIONSHIPS AND IDENTIFICATION OF SOURCES:

1 =$1.5 hillion breakup fee (10)

2 = Large minority (12); 12% (16)

3 = Minority (6)

4= QVC Joint venture (16)

5 = Programming joint venture through Liberty (22); Investment (19)
6 = Joint venture (20)

7= TCl MSO Joint ventures (4)

8= Programming joint venture through Liberty (22)

9= Set top box joint venture (15)

10= Majority and minority ownership in various entities (26)

a=10% Ownership of Time Warner (23)

b = exclusive deal for telephony (6)

¢ =25% (6)

d = exclusive deal for telephony (5)

e =26% (1) (16)

f=25% (1) (4)

g = 3% ownership (3) (5)

h = up to ten million set tops guaranteed (3)

i = Majority (5); 25% (6)

j =39% (6)

k = 25% (6)

L= Exchange of systemsis likely to be consummated with a stock swap (2)
m = Microsoft gets to buy MediaOne’' s European cable systems (9)
n = Windows NT in @Home solutions network (13)

0= Minority (6)

p = 11% ownership (5) (12)(17)

g = Wireless Internet (8)

r = Through Comcast (5)(12); Direct (18); 10% (16) (20)

s=5% NTL, 30% Telewest, 30% Cable & Wireless (14)

t = Minority (5)(12)

u = small ownership (25)

Vv = 34% via MediaOne (1)

w = Cable systems are primarily owned in TWE; TBSisowned by Time Warner;
Entertainment is split between Time Warner and TWE (24)

X = Manager of AT& T owned systems (7) (11)

y = 4% (8)

z = Wireless Internet (8)
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(2) “War Ends: AT& T and Comcast Cozy up in Solomon-Like Deal,” Broadband Daily, May 5, 1999.
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dominates the Cable TV, broadband Internet and narrowband Internet landscapes. To the
extent that a new market develops for interactive video programming, the wedding of these
two giants—with their control over access to the cable broadband infrastructure and control of
the world' s largest narrowband subscriber base  gives them a chokehold on the future.

The concentration in the industry would be increased. AOL/Time Warner executives
trumpeted the fact that the first call they made after announcing the merger was to AT&T
CEO Michael Armstrong to offer to work together. In fact, AT&T already owns a sizeable
portion of the new company through its substantial stake in Time Warner. These two
companies would control over half of al cable lines in the country and half of the most
popular cable programming. They would have over half of the narrowband Internet

subscribers and three-quarters of all broadband Internet customers.

B. THE AOL TIME WARNER MERGER DRAMATICALLY ALTERS THE

COMPETITIVE LANDSCAPE FOR FACILITIESAND CONTENT

The AOL/Time Warner merger makes the need for a clear public policy obligation for
open access more pressing by reducing the prospect for cross technology competition. AOL
had been a vigorous advocate of open access. Some were depending on AOL to use its strong
position in the narrowband Internet market to propel DSL technology (which is behind cable
technology and is considered less attractive for residential service), into a reasonably
competitive position with cable. Unfortunately, with its acquisition of Time Warner, AOL
changed sides. It dropped its support of an open access obligation and clearly shifted its focus

to cable as the delivery medium for the next generation of Internet service.
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More importantly, perhaps, the prospects for facilities-based competition are
diminishing. The Motley Fool was the most optimistic about DSL among the market
anaystss  Understanding the implications of AOL’s purchase of Time Warner for that
analysis gives the best understanding of how dramatically the field has tilted toward cable.
The report noted the advantages of cable-based broadband: “[C]able’ s advantages are many,
including easy (for the consumer) installation and use, always-on access, megabit-speeds on
both incoming and outgoing content, a reasonable installation price, and a monthly subscriber
cost that averages about $40.”14 With these advantages, and the skillful execution of
providing broadband access, “cable has quickly risen to command 90 percent of the
broadband market. Slow from the gate, DSL is a distant second.”s The report, however,
concluded that “[e]ach technology will have a niche. Most analysts expect cable to be the
leading consumer technology over the next five years, with DSL second with consumers and a
leader with small and medium-sized businesses, and satellite third, with a relatively small
market for many years.” 16

The Motley Fool ties the success of DSL to a decision by AOL—having been cut off
from access to cable—to focus its broadband strategy on that technology, thereby using its
brand name and marketing to drive residential subscription: “Superior technology can almost
always be beaten by better branding, marketing, and distribution.”+” The fact that consumers

use the brand they trust “puts AOL, and to the lesser extent, Excite@Home, in the sweet

13. See Nico Detourn, Industry News: AT& T Reaches Out, THE MOTLEY FOOL’S INTERNET REeP., July 10,
1999, p. 11.

14. 1d.

15. 1d.

16. 1d.,. 18.

17. 1d.
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spot.” 18 Because @Home offers better performance at the lowest cogt, it should dominate the
cable market with AOL in the second place spot.

While the analysis indicates that an aggressive sales campaign by AOL would help to
balance the advantage of @Home, the Motley Fool leaves no doubt about the fact that open
access would be better for all parties: “Excite@Home would be in a position to gain not only
the customers that are already headed its way based on its brand, but also spill-over customers
that it could lure from AOL. Meanwhile, AT& T would generate extra revenue from leasing
lines.”20

The Motley Fool recognizes that AOL has been forced to rely on DSL because it has
been cut off from cable and is pressing for open access. $till, it believes that when AOL
embraces DSL, it will be a “reasonable” competitor for cable. @Home till leads the cable-
based market and it will be difficult for any other provider to take the lead: “

. . . Excite@Home is now the best way to invest in cable Internet access—at least
until a newcomer (and AOL is the only name that might be a threat) can challenge
Excite@Home on its cable home front. This would require a competing company to
not only get cable access, but to achieve rapid subscriber growth—more rapid than
Excite@Home. Every passing day that this does not happen only improves
Excite@Home' s position.2

Removing AOL as adriver of DSL will force the less preferable technology to fight an
uphill battle against the marketing clout of the dominant narrowband ISP. There can no

longer be any doubt that cable is the dominant medium for the delivery of broadband Internet

services and likely to remain so for the foreseeable future.

18. Id.
19. Id.
20. 1d, p. 19.
21.1d., p. 12.
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The combination further emphasizes: 1) the strategic value of cable plant as AOL is
the fourth maor strategic investor in cable (behind Microsoft, Paul Allen, and
AT&T). AOL, in our view, had appropriate capital to buy anything including an
RBOC or DBS operator, but chose cable, a significant endorsement of this
platform.?

In addition to its horizontal power through cable system ownership, AOL Time
Warner will have substantial market power in the video and Internet access markets. AOL
Time Warner will possess an enormous stockpile of popular televison channes
(approximately one-haf of the of the 20 most popular cable networks) and other valuable
content (e.g., 33 magazines, 10% of the nation’s books, one-sixth of the domestic record
market, one-fifth of domestic movie production). This will be combined with AOL, @Home
and Roadrunner Internet services (more than three-fourths of the U.S. broadband internet
business and more than one-half of the narrowband business) that are distributed on affiliated
cable television distribution systems. As a result, AOL Time Warner will be in a position to
dominate the new consumer market for combined services.

The unique combination provides AOL Time Warner with immense economies of

scale and scope,® but their content market power goes well beyond these basic economic

22.Merrill Lynch, AOL Time Warner: You've Got Upside, February 23, 2000, p. 9
23. Goldman Sachs, America Online/ Time Warner: Perfect Time-ing, March 10, 2000, p. 10,

AOL Time Warner is uniquely positioned against its competitors from both technology and
media perspectives to make the interactive opportunity areality. This multiplatform scaleis
particularly important from a pricing per spective, since it will permit the new company
to offer more compelling and cost effective pricing bundles and options than its
competitors. Furthermore, AOL Time Warner will benefit from awider global footprint than
its competitors.

Paine Webber, AOL Time Warner: Among the World's Most Valuable Brands, March 1, 2000, p.
65

Equally important to the new combination is the ahility to take advantage of scale. First-to-
market is great, but the critical problem isto take a great idea and bring it to scale; for only
then can accelerating cash flows be realized in a highly competitive, price sensitive market.
Herein lies the real power of the proposed merger: Each of the business divisions of both

30



factors. Closed proprietary products such as e-mail, instant messaging, buddy lists, caendar
management and keyword search engines, have become the basic utilities of Internet
communications and usage®* Consumers hesitate to give these up, since changing 1SPs
requires significant changes in identification (e-mail address), cuts the consumer off from
communities of interest (IM and buddy lists), or requires significant learning costs (new
keyword searches and calendar management routines).”> These interfaces are the sticky

features that glue the customer to the service provider.?® Leveraging these Internet utility

companies — whether online subscribers, television networks, music, film, magazines or cable
systems — has achieved the number one or two market share position in each of the arenasin
which it competes.

24. Merrill Lynch, p. 22,

AOL’s most valuable asset has always been its interactive relationship with its customers. As
the online medium moves beyond simple communication and information gathering tools, and
users integrate it more deeply into their lives, this “interface” relationship becomes more and
more valuable. For advanced users, AOL and/or the Internet have aready become the
platform through which they manage (“operate”) multiple daily activities, including
communications with family, friends and business associates, calendar and address book, news
and information sources, photo delivery and archives, personal and family finances,
homework, research, and shopping. Far from being passive “entertainment,” which most
people would like more of but could do without, these activities are as central to average daily
life as eating and Sleeping. AOL is gradually becoming the platform through or on which a
majority of them happen.

Goldman Sachs, p. 16,

At the same time, the focus is on extending AOL habitsto TV, especialy in the area of
communications, which continues to be the bedrock of AOL’s core service today (email, chat,
message boards, and instant messaging). The hope would be that his makes AOL TV viewers
stickier than with other forms of interactive TV, because while everyone else can offer
the same technical functionality, only AOL can offer the huge amount of traffic and
community important around the communications aspect of the platform.

25. Merrill Lynch, p. 32,

We think another benefit of serviceslike AOL TV isincreased member lock-in and increased
share of “media Time.” The more ways a subscriber interacts with AOL, in our opinion, the
less likely the subscriber will be to pull up the stakes and go with a different provider —
especialy when the entire family has programmed the service with individual buddy lists,
calendars, and email accounts. Once an AOL user can interact with AOL on devices besides
the computer, moreover, we believeit islikely that the user will increase the amount of time he
or she spends using AOL —which should lead to increased revenue opportunities for AOL and,
consequently, decreased opportunities for media companies.

26. Merrill Lynch, p. 2,
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functions of AOL, the new entity will be able to bundle in a variety of proprietary Time
Warner products (e.g. Time Warner cable programming, entertainment and music), as well as
other products (e.g. telephone service).?’

This domination will be built upon the combination of integrated, facility content

ownership and proprietary products that lock-in customers.?® Controlling both content and

We believe that the company will continue to benefit from what we might call “operating
system” qualities, in that it dominates ownership of the most important interface in the
consumer interactive services industry — the one between the consumer and the interactive
world. Intime, thisinterface should become ubiquitous across all devices.

27. Goldman Sachs, p. 16... 17,

Given that the functionality in these boxes can far exceed enhanced TV functionality like
offering home telephony services, and the ability to play or route music to a consumer’s stereo
system, we view the AOL TV to likely be a misnomer over time, given its substantially
broadened applications...

We believe thereal value by consumers en masse will be not in the * broadband
connection” per se, but rather an attractively packaged, priced, and easy-to-use service
that will bundle broadband content as an integral part of the service.

28. Merrill Lynch, pp. 10...11,

For example, over the next several years, cable assets are likely to critical to the development
of both broadband PC-based internet services such as music downloading and streaming audio
and video, as well asinteractive television. Asan owner of mgjor cable assets and content
assets, AOL Time Warner will be in an excellent position to drive the development of new
services.

Above and beyond content and distribution, however, we believe that the key competitive
advantage the company will gain in the current market environment will stem from owning
both the content and the distribution at this critical point in time.

Specificaly, we believe that by owning both offline content and an online platform, as well as
online content and an offline platform, the company isin a better position than either entity is
separately to drive the evolution of interactive services to the next level — breaking the
convergence logjams that, in many sectors of the media and communications industries, are
inhibiting the growth of the medium.

Note that Merrill Lynch (p. 10) is ambivalent about whether open access will come about through the
commercial means AOL has advocated

From the Internet team’ s perspective (the Media team stridently disagrees with this hypothesis)

moreover, in aworld in which all cable systems eventually support open access for both
television and internet content (a situation that seems likely to our Internet team and unlikely
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distribution, the company can design interfaces that capture and hold customers, while they
lock-out competitors, except on terms and conditions that are set by the entity controlling the
choke point.

We cannot help but observe a chilling analogy that one Wall Street analysis drew
between Microsoft’s control of the PC software interface and AOL’s control of the Internet
interface.

If you were to design a communications/media company from the ground up today,
you would probably build a company that looked somewhat like AOL Time Warner.
Y ou would want to control the consumer interface (AOL) and then you would want
to gradually mover deeper into the various chains, in the same way Microsoft moved
from the operating system into applications. By owning various platforms and
content, you could accelerate the growth of these businesses by enhancing their
integration with your interface....

More importantly, by owning the branded consumer interface, the “front screen”
around which consumers organize their entertainment, information and
communications activities, AOL Time Warner could have many of the same
competitive advantages Microsoft has had in the PC market. 2°

The irony is that AOL is fighting severa battles to preserve the closed nature of its
interfaces (instant messaging keyword functions) and has been embroiled in a dispute about
an upgrade that undermines the interoperability of competing services -- typically
Microsofteque anticompetitive practices.

The new consumer market for interactive services may combine the strengths of the
merging companies, without traditional public protections against monopolistic practices. For

example, AOLTV involves the combination of televison programming and split-screen

functionality to access Internet services through cable television transmission using a remote

to our Media team), there might be no longer any reason for AOL Time Warner to bein the
pi pe-install ation-and-mai ntenance segment of the business.

33



control device. With the ssimple "point and click" ease of channel surfing, consumers could
select an AOL icon that opens the door to all AOL Internet services (on part of the screen)
while simultaneously watching television. Despite enormous market power over the content
of this new service, and the cable distribution systems that carry the service, it is unclear
whether AOLTV would come under the cable programming nondiscrimination requirements
of the 1992 Cable Act, or even AOL Time Warner's open access promises.

C. THE AT&T AND AOL DEALS HAVE A PERVASIVE IMPACT
ON INDUSTRY STRUCTURE

The emerging AT& T-AOL duopoly has a pervasive impact across severa markets and
involves four different aspects of market structure: (1) horizontal concentration; (2) vertical
integration; (3) market extension, and (4) product extension. Exhibit 1-1 above depicts the
various ownership, joint-venture, and leasing arrangements that constitute what can rightly be
called adigital communications cartel.

The AT&T proposal to purchase MediaOne and the AOL Time Warner deal, as well

as many prior and subsequent deals that have been struck with Comcast and Microsoft™ result

29. Merrill Lynch, p. 23.

30. There is some sense in which the side deals may have been necessary to preserve cooperative relations
among the various companies, a source of concern itself. A New York Times (“Key to Dea for MediaOne:
Keeping the Losing Bidder Happy,” May 6, 1999, story describes the side deals as follows:

Comcast had sought help from Microsoft the previous week, hoping that the software
giant would dig into its $22 billion cash coffer to aid the company in its bid. But even
as Microsoft’s chief financial officer, Gregory Maffei, met that week with Comcast at
the offices of Sullivan & Cromwell, Microsoft’s law firm, the Comcast team knew that
Microsoft representatives were simultaneously meeting with its rival, AT&T,
indicating that Microsoft might only be using the talks with Comcast as leverage in
the AT&T negotiations...

But AT&T executives also knew it was wiser to strike a friendly deal with the cable
operator with which it hoped to do business in the future...



not only in a huge financial transaction but one that contains elements of every type of

merger.
As described in Exhibit [1-2, the horizontal aspects of these mergers involve mergers
between cable distribution systems (to the extent that they do or can compete in regiona
and national markets). The horizontal aspects aso involve concentration of cable
programming (to the extent that programs compete to gain access to customers) and
concentration of broadband Internet programming (to the extent that @Home and
RoadRunner sell the same thing to the public, or that narrowband competes with
broadband). AOL time Warner aso involves an inappropriate ownership relationship
between the second largest cable televison company and its direct competitor, satellite

provider DirecTV.

The vertical aspects of the merger involve the integration of programming and
distribution. In cable, MediaOne's programming and distribution will be integrated with the

previousy acquired TCI programming and distribution. The merger integrates programming

Why was AT&T eager to be the industry goliath, willing to give up control of more
than four million subscribers? Company executives did not talk publicly, but one
person involved in the talks noted that it would behoove AT&T -- which is trying to
offer local telephone service through alliances with cable companies — not to alienate
Comcast. *“Having Comcast, which control six million homes, or 10 percent of the
cable industry, as an avowed enemy for life was not smart,” said the participant on

the condition of anonymity.

35



EXHIBIT I1-2

MARKET STRUCTURE IMPACT OF THE AT&T-AOL DUOPOLY
ON THE CABLE TV, BROADBAND INTERNET AND NARROWBAND INTERNET

IMPACT

HORIZONAL CONCENTRATION
Distribution
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Size conveys monopsony power

Programming

Increase in concentration

Size conveys monopsony power,
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VERTICAL INTEGRATION
Programming/ Distribution

Cross subsidy, discrimination

Price squeeze problems

Loss of important potential entrants

Distribution/Exhibition
Cross subsidy, discrimination

Financial Size and Control

Entry on multi-market,
Multiproduct scale

CONGLOMERATION

Market Extension
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that entry is made more difficult
Product Extension
Multi-product entry becomes
necessary, bundling becomes
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TCI/AOL/TWE/MediaOne @Home/RoadR
Private Regulation
Content x-subsidy
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Routing control
Buy-through rqt.

AT&T/Microsoft
AOL/TW

AT&T/Microsoft/AOL/TW = huge market cap
Cable/Broadband/Narrowband
Cable Coverage

Internet Coverage

Cable/Broadband Bundling/Narrowband
Loss of streaming video alternative
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and distribution services massively in narrowband (by linking AOL and Time Warner) and
significantly in broadband (to the extent that @Home and RoadRunner are not currently
integrated with a much larger distribution network). The vertical aspects aso involve the
integration of distribution and equipment (the design and operation of the set top box by
programming and distribution entities), through the AT& T deal with Microsoft, and the AOL
Time Warner merger (to the extent that AOL has made forays into equipment, which will now
be integrated with Time Warner’s distribution).

To the extent that distribution is considered a loca market, the AT&T-MediaOne
merger constitutes market-extension, since much greater coverage is achieved. To the extent
that the purpose of the AT&T-MediaOne merger is to utilize the broadband network to
distribute cable, Internet and telephone service, it constitutes product-extension. The AOL
Time Warner merger is primarily a product extension merger, integrating Time Warner's

broadband content and distribution into AOL’ s narrowband subscriber base.

D. SPECFIC VERTICAL PROBLEMS

Economic and antitrust policy has generally been most adverse to horizontal mergers
and least adverse to conglomerates, but it can, under certain circumstances, find fault with a
merger that involves any one of the above areas. Needless to say, mergers that involve
severa of these areas, not to mention al four, should be subject to extremely close scrutiny.
Although the literature is generally more ambivalent about the impact of vertical integration,
it is unequivocal that where dominant firms merge in concentrated markets, vertical

integration through merger is likely to harm competition and hurt the public. When markets
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in capital of these four companies would be amost a trillion dollars. Other players in the
cable TV and Broadband Internet markets come nowhere near this size. The largest
programmer, Disney, ranks 36", less than half the size of AT&T alone. No other cable
operator even comes close.
2. FORECLOSURE OF INPUTS
Capita market hurdles are only one of the barriers that vertical integration and

conglomeration can create to entry. Such mergers can also foreclose input markets to
competitors.

When all production a a level of an industry is “in-house,” no market at all exists

from which independent firms can buy inputs. If they face impediments or delays in

setting up a new supplier, competition at their level will be reduced. The clearest
form of thisistherisein capital anew entrant needs to set up at both levels.®*

Ores, special locations, or other indispensable inputs may be held by the integrated
firm and withheld from others. The integration prevents the inputs from being
offered in a market, and so outsiders are excluded. A rationa integrated firm might
choose to sell them at a sufficiently high price®

Preferential or exclusive dealings create yet another barrier to entry. As part of the
transaction, AT&T has inherited and entered into a series of exclusive and preferential deals
for the use of facilities and products. AOL inherited a set of exclusive deals as well. Given
the size of the parties and the nature of the market and their hold on key inputs, this is
anticompetitive.

The first firms to integrate into neighboring stages reduce the number of alternative
sources for other firms at either stage. This “thinning” of the market can increase the

costs of market or contractual exchange. Subsequent integration by other firms then
becomes more likely.*

34. Shepherd, William G., The Economics of Industrial Organization (Prentice Hall, Englewood
Cliffs: 1985), pp. 289-290.

35. Shepherd, p. 290.

36. Perry, p. 247.
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Restrictions may be set on areas, prices or other dimension ... Only when they are
done by small-share firms may competition be increased. When done by leading
firms with market shares above 20 percent, the restrictions do reduce competition.*”

Similarly, a dominant firm may also use vertical integration to raise the costs of its
competitors ... By leaving the open market thin, competitors may be unable to
expand without significantly driving up the input price, they may be subject to higher
prices set by the fewer remaining suppliers, or they may incur higher transaction
costs for having to negotiate contracts with suppliers ...%

The focal point of concern about vertical integration in the cable industry has been the
link between cable programming and cable systems. As noted, the magjor MSOs involved in
the AT& T and AOL dedls are also the largest programmers.

There is a long history of complaints about denia of access to subscribers by
integrated MSOs and preferential access for affiliated programming. Evidence of these
problems is both qualitative and quantitative® The dominant, integrated firms get the best
deals. One problem comes from most favored nation clauses that large operators often secure
from programmers. Such clauses are supposed to guarantee an MSO of getting as good a
price as any other operator, sometimes excluding Time Warner and TCI.*

Efforts to impose or obtain exclusive arrangements have become ever-present
controversies in the industry, including efforts to prevent competing technologies from
obtaining programming, as well as to prevent competition from developing within the cable

industry.**  Price discrimination against competitors and other strategies, such as placing

37. Shepherd, p. 294.

38. Perry, p. 197.

39. Ahn, Hoekyun and Barry R. Litman, “Vertical Integration and Consumer Welfare in the Cable

Journal of Broadcasting and Electronic Media, 41.

40. McAdams, John M. Higgins, “Hangover from Takeovers,” Broadcasting & Cable, April 19,
1999.

41. HBO, a subsidiary of Time, played a key role in the effort to prevent TVRO operators from obtaining
programming (see Chan-Olmsted, op. cit., at 11), and the effort to sell overbuild insurance (Competitive Issues
in the Cable Television on Industry, Subcommittee on Antitrust, Monopolies and Business Rights, Committee on
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programming of competitors at a disadvantageous position on the dial, have also been evident
in recent years.*?

The landscape of the cable industry is littered with examples of these anti-competitive
practices. These include, for example, exclusive deals with independents that freeze-out
overbuilders,® refusals to deal for programming due to loopholes in the law requiring non-
discriminatory access to programming,* tying arrangements,”® and denial of access to
facilities.*

3. POTENTIAL COMPETITION

The mergers and related deals remove severa of the most important potential entrants
across a number of markets and stages of production.

Potential competition may be important for some markets. If one such potential
entrant merges with a firm aready inside the market, the ranks of actual plus
potential competitors are reduced by one. Unless the entrant isin a vertical relation,

the con%lomerate reduces the total degree of competitive constraint, even if only
dightly.

the Judiciary, United States Congress, March 17, 1988, at 127, 152-174. The current efforts to impose exclusive
arrangements have raised numerous complaints from potential competitors (see for example "Statement of
William Reddersen on Behalf of Bell South Enterprises (hereafter, Bell South),” and "Testimony of Deborah L.
Lenart on Behalf of Ameritech (hereafter, Ameritech),” Subcommittee on Telecommunications, Trade and
Consumer Protection, Committee on Commerce, U.S. House of Representatives, July 29, 1997.

42. Competitive Issues in the Cable Television Industry, Subcommittee on Antitrust, Monopolies and
Business Rights, Committee on the Judiciary, United States Congress, March 17, 1988. More recently, for
example, The Time Warner-Turner merger as originally proposed included preferential treatment for TCI (see
"Separate Statement of Chairman Pitofsky and Commissioners Steiger and Varney," In the Matter of Time
Warner, File No. 961-0004. Efforts to exclude non-affiliated programs have also been in evidence, as Viacom's
most popular programming (MTV) has been bumped.

43. Bell South (p. 4) cites examples of suspected exclusive arrangements involving Eye on People, MSNBC,
Viacom, and Fox, as does Ameritech (p. 7).

44. The loophole will be terrestrial transmission to regional clusters, thereby avoiding the requirement to
provide non-discriminatory access to satellite delivered programming. Bell South gives examples of Comcast in
Philadel phia and Time Warner in Orlando (p. 5). Ameritech cites Cablevision in New York (p. 8). A similar
process seems to be developing in Detroit.

45. Bell South gives examples including NBC/CNBC, Scripps Howard/Home and Garden (p. 5).

“6 Testimony of Michael J. Mahoney on Behalf of C-TEC Corporation Subcommittee on Telecommunications,
Trade and Consumer Protection, Committee on Commerce, U.S. House of Representatives, July 29, 1997.
47. Shepherd, p. 303.
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In addition, [Bain] pointed out that vertical merger also eliminated one of the most
natural potential entrants into each stage. Indeed, these two theories are
complements. It is difficult to argue that firms in neighboring stages are the most
likely entrants without also believing that entry at both stages is more difficult than
entry at one stage.®

The obvious implication of the AT&T and AOL deals is that there are fewer
competitors to enter each of these markets. AT&T, MediaOne, AOL, Time Warner should
have been and were entering these markets separately. As noted previoudy, AT&T had
contemplated entry through new facilities, rather than by the purchase of existing players.

The issue here is not smply size or vertical integration, as such, but size and vertical
integration through merger. If AT&T of AOL had increased their size or effectuated this
integration through expansion into new areas, there would be no debate about their actions.
The merger literature places considerable importance on the decision to attack markets
through merger, rather than expansion.

[V]erticd merger may have an adverse competitive impact by eiminating specific
potential entrants who could integrate by vertical expansion rather than merger.*

In this case, the fact that AT& T and AOL have chosen the merger route takes on even greater
significance because they both contemplated other routes. They were sdlf-declared
competitors whose decision to buy rather than fight is especialy troubling.

AT&T announced at least two other decisions to follow a market expansion path to
increasing its size and scope of activities, but it abandoned these approaches.® It now claims
that other companies can and should take the expansion route, which it rejected. It isironic

that AT&T now claims that its effort to achieve vertica integration through merger should be

48. Perry, p. 197.
49. Perry, p. 247.
50. Ironically, one of the technologies AT&T abandoned — wireless loop — is one it claims will be a
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allowed because other firms can accomplish the same thing through expansion that AT& T
could not. If AT&T could not expand into these fields when they were not dominated by
one huge, verticaly integrated firm, it is hard to see how smaller rivals can overcome a larger
obstacle. We have already noted the important role that AOL had played as a new entrant
into the broadband market and the impact that itsloss will have on that market.

The powerful influence of these extremely large entities over the broadband Internet is
clear®® There is both a loca and national dimension to Cable's power in the market for
Internet access. At the local level, Cable providers have substantial market power in the
broadband access and broadband service provision, because the Cable franchisee, whether it
be AT&T or anyone else, has a complete monopoly over the Cable infrastructure as there
have been virtually no cable overbuilds in this country. Local franchises, moreover, only
come up for renegotiation episodically or with a change of ownership, further reinforcing
Cable's loca monopoly power. At the national level, AT&T represents a particularly
significant case, because it has become the largest national Cable provider with a position in a
majority of local markets. As a result of its recent acquisitions, AT&T now controls the
majority of the U.S. cable television infrastructure. Thus, AT&T now has substantial market
power over large sections of the present narrowband and future broadband Internets, and will
consequently have a profound impact on the Internet’s third phase. This share gives it
significant influence, beyond the sheer market power indicated by the number of homes
passed by a cable system in which AT&T has a significant ownership stake. Indeed, it allows

the company to coordinate the activities of many local monopolists and shape the overal

competitor.
51. Francois Bar et a., Defending the Internet Revolution in the Broadband Era: When Doing Nothing is
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network architecture and standards. At the moment, AT&T is building a vertical structure in
partnership with Excite@Home. The risks and costs of permitting a closed vertical structure,
one tied to a single ISP that locks out others, would be the same whomever AT&T might
choose as a partner.

Permitting a single company to leverage its market power in pursuit of only the
technology and service trgectories that serve its own commercial interests reverses three
decades of policy moving toward openness. It will stifle the competition through the network
structure that has fostered experimentation and user driven innovation. Yet, Cable providers,
which have monopoly cable franchises in most markets, are achieving substantial market
power over broadband Internet access.

There is another aspect to the loss of potential competition in these industries.
Because the cable industry has not been competitive, the possibility that broadband Internet
services could compete against cable TV offerings is particularly important. Allowing cable
TV companies to dominate broadband Internet undermines that possibility.

Not surprisingly, one of the first steps taken by cable companies was to foreclose the
possibility that streaming video would compete with cable TV. Cable TV operators restrict
the amount or duration of streaming video that consumers may receive over the broadband
Internet. Unlike the relatively poor-quality streaming video over a common telephone modem
connection, broadband-streaming video actually can give regular cable TV a run for the
money. Unrestricted and open broadband Internet service could potentially compete against

cable TV -- by streaming full video programming to consumers. The private regulation of

Doing Harm, (August 1999).



broadband access imposes restrictions to ensure that broadband Internet services will not
undermine the cable TV monopoly.
For analysts concerned with the issue of concentration and control in the industry, the

loss of potential competition is a paramount concern.>

The first is the cost of losing ISP competition. As we have argued, one should not
think of 1SPs as providing a fixed and immutable set of services. Right now ISPs
typicaly provide customer support, as well as an IP address that channels the
customer’s data. Competition among |SPs focuses on access speed, as well as some
competition for content. (55)

The architecture proposed by AT&T/MediaOne for their broadband cable service
threatens this vertical competition. By bundling ISP service with access, and by not
permitting users to select another ISP, the architecture removes ISP competition
within the residentia broadband cable market. By removing this competition, the
architecture removes an important threat to any strategic behavior that AT& T might
engage in once a merger is complete. The architecture thus represents a significant
change from the existing End-to-End design for a crucia segment of the residential
Internet market. Further, there is in principle no limit to what AT&T could bundle
into its control of the network. As ISPs expand beyond the functions they have
traditionally performed, AT&T may be in a position to foreclose all competition in
an increasing range of services provided over broadband lines. (51)

AT&T and MediaOne would achieve this change by bundling technologically. The
consequence of this bundling will be that there will be no effective competition
among |SPs serving residential broadband cable. The range of services available to
broadband cable users will be determined by one of two ISPs — @Home and
RoadRunner, both of whom would be alied with the same company. These |SPs will
control the kind of use that customers might make of their broadband access. They
will determine whether, for example, full length streaming video is permitted
(presently it is not); they will determine whether customers might resell broadband
services (as they presently may not); it will determine whether broadband customers
might become providers of web content (as they presently may not). These SPs will
have the power to discriminate in the choice of Internet services they allow, and
customers who want broadband access will have to accept their choice. Giving this

52. “Written Ex Parte of Professor Mark A. Lemley and Professor Lawrence Lessig,” In the Matter of
Application for Consent to the Transfer of Control of Licenses MediaOne Group, Inc. to AT& T Corp, Federal
Communications Commission, CS Docket No. C99-251 (hereafter Lemley and Lessig, numbers in parentheses
indicate paragraph numbers).
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power to discriminate to the owner of the actual network wires is fundamentally
inconsistent with End-to-End design. (52)

One of the most troubling areas of lost potential competition is for the core monopoly
service of the cable TV industry, video programming.>®

The second cost is the risk that legacy business models will improperly affect the
architecture of the net. Broadband is a potential competitor to traditional cable video
services. Traditiona cable providers might well view this competition as a long term
threat to their business model, and they may not want to change to face that
competitive threat. By gaining control over the network architecture, however, cable
providers are in a position to affect the development of the architecture so as to
minimize the threat of broadband to their own video market. For example, a
broadband cable provider that has control over the ISPs its customers use might be
expected to restrict customers access to streaming video from competitive content
sources, in order to preserve its market of traditional cable video. (58)

The addition of high priced broadband Internet services will do nothing to change this
picture. In fact, it will likely make matters worse. By adding services at the high end, cable
operators will be able to attack the high-end niche that satellite occupies. Yet, satellite’s high
costs prevent it from attacking the cable base. If the AT&T strategy moves forward, we
would expect even less market discipline to be placed on cable for its base market.

The final behavioral effect is to trigger a rush to integrate and concentrate. Being a
small independent at any stage renders the company extremely vulnerable to a variety of
attacks. This process clearly plagues the industry. Severing the link between AT&T and
AOL would at least separate the two dominant entities in the industry.

It is possible that business firms undertake vertical integration mergers not to
enhance the level of monopoly power at some stage, but to redistribute it.
Oligopolies often settle down into behavioral patterns in which price competition
atrophies, even though some or all sellers suffer from excess capacity. Non-price
rivary then becomes crucial to the distribution of sales. One form of nonprice

competition is the acquisition of downstream enterprises which, al else (such as
prices) being equal, will purchase from their upstream affiliates. If acquisition of

53. Lemley and Lessig.
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this sort deflects significant amounts of sales, disadvantaged rivals are apt to acquire
other potential customers in self-defense, and reciprocal fear of foreclosure
precipitates a bandwagon effect in which the remaining independent downstream
enterprises are feverishly sought.*

Triggering: If there are 10 nonintegrated firms and only one of them integrates, then
little affect on competition might occur. But if this action induces the other 9 to do
the same, the ultimate impact of the first “triggering” move may be large. Any
increase in market power is magnified.>
4. MONOPSONY POWER
Another important aspect of the AT& T and AOL mergers and related deals is the issue
of monopsony power. Monopsony is a situation in which “some buyer can perceptibly
influence price.”>®
This topic is generally discussed under the broad category of vertica integration.®
The issue is dedlt with as an analysis of a large (or the sole) purchaser of an input or product
at wholesale who can exercise bargaining power in the confrontation with suppliers who
possess market power. The power of the buyer is said to countervail the power of the seller.
This bilatera monopoly situation results in an improvement in consumer welfare under
certain circumstances.
Under what circumstances might countervailing power lead to still better results for
the consumer? The answer must involve an asymmetry on the buyer's side: the

buyer must be powerful enough to constrain the monopolistic seller’s prices, but lack
the power as a reseller to charge monopoly prices.®

54. Scherer and Ross, pp. 526-527.

55. Shepherd, p. 290.

56. Scherer and Ross, p. 17.

57. The major texts cited in this paper, Scherer and Ross, Shepherd and Perry all treat the issue in this
context.

58. Scherer and Ross, p. 527.
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The key to the outcome is “the absence or presence of power on the selling side of the

% QOur concern is that the very large size of the post-merger AT& T and AOL will
give them a great deal of monopsony power in the programming market. Since it faces little
competition in the MVPD market, price concessions are not passed through to consumers.

Moreover, price discrimination is likely.*

D. CONCLUSION

The horizontal problems of AT& T-MediaOne and the vertical/conglomerate problems
of AOL-Time Warner are severely compounded by the cross ownership of AT&T in AOL.
The problems will not be eliminated by ending the cross ownership, but their impact would be
reduced. Eliminating the cross ownership problem would create much greater balance in the
capital size of the dominant firms. It would balance their assets (the cable, telephone would
face the dominant Internet/content firm). Each would have incentive to bargain at arms length
with the other. This more competitive dynamic would open the door to greater opportunity
for firms not affiliated with the two dominant firms, especialy if an open access requirement

were imposed, as discussed in the next section.

59. Scherer and Ross, p. 532.
60. Shepherd, p. 287, describes the situation as follows:

It isfrom the final level that pressure may arise to hold the bilateral monopoly to competitive results.
Bilateral oligopoly follows much the same lines as bilateral monopoly, but of course the effects are not
as sharp or clear. Powerful buyers will not play off the sellers against each other, extracting low input
prices. Some will threaten to integrate vertically. The sellers, from their viewpoint, will be charging
“what the traffic will bear,” in line with demand elasticities.

The whole process breeds price discrimination... The net tendency toward restrictive or competitive
results will still depend on the oligopsonists' status as sellers.
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1. VERTICAL MARKET POWER IN NETWORK INDUSTRIES

A. THEORY VS REALITY

One of the central issues in the debate over these mergers, whether it is in the
conventional discussion of market power or the open access debate is whether verticaly
integrated companies will use their leverage over facilities to impede competition. Although
most cable system owners have signed exclusive contracts with broadband |SPs, some have
said they would not renew those contracts. Some analysts argue that it would not be in their
economic interests to keep their systems closed to unaffiliated 1SPs, but the verticaly
integrated firms have hesitated to commit to or define nondiscriminatory access.

The FCC has claimed that even though cable systems have the legal right to operate
broadband Internet services on a closed, proprietary basis, it does not expect them actually to

be operated on this basisst It says that the market in high-speed Internet facilities will be

61. See LEMLEY & LESSIG, p. 78.

The FCC has not conducted a proceeding on the matter, which is a source of frustration for many of
the local government entities involved in seeking to ensure open access. Instead, the FCC has relied
on a series of statements and staff analyses by the Chairman and the staff of the Commission. The
only context in which a policy has been considered in the broad sense, the section 706 proceeding
Inquiry Concerning the Deployment of Advanced Telecommunications Capability to All Americans
(1998), leads to a striking contradiction.

Lemley and Lessig point out that the justification for not requiring open access to cable cannot
simultaneously be the justification for requiring open accessto DSL services. See LEMLEY & LESSIG, supra note
11, at 83.

Thisis especialy true for the FCC, because the FCC mandates that DSL offer broadband under what is
described as an “open access’ model. How it is possible that there is no concept of “open access’ in
the context of cable, but a concept of open access in the context of DSL, frankly baffles us. Certainly if
the providers of DSL refused customers the choice of 1SPs, and then cited the Bureau's findings as a
defense to its actions, no court would recognize the lack of a definition as any excuse.

Indeed, AT&T has argued vigorously in favor of imposing open access requirements on local
telephone providers. Refer to the reply comments of AT& T, stating that “the most important action
the Commission can take to speed deployment of advanced telecommunications services is to
vigorously implement and enforce the market-opening obligations that Section 251 imposes on
incumbent LECs.”
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sufficiently competitive to force them to open their networks up—even though they are not
open today. Owners of facilities will be driven by their economic sdf-interest to let people
speak and be heard and to allow content providers to move freely across their proprietary
roads.

Others suggest that this theory is incorrect and that neither AT& T nor AOL are likely
to make the concession necessary to open its network. In comments to the FCC, Lessig and
Mark Lemley have made the point that there is no real reason to believe that the market will
force network owners to open up..2 Given the immense effort that AT& T has expended to
defend the right to keep its network closed, such an outcome is hard to envision.

A debate has broken out at the FCC in the AT& T-MediaOne merger, which has direct
relevance to the AOL Time Warner merger. Comments were filed at the FCC arguing
Lemley and Lessig did not prove the empirical case that AT&T has or will have market
power.s3 In addition, James Speta, author of this comment, argued that even if AT&T had the

market power, it was not demonstrated that it would use the power to harm competition. Speta

Reply Comments of AT&T Corp., No. 98-147, filed October 16, 1998, at 37. Why deployment is
encouraged by open access in one context, but closed access in another, is unclear to us. (83).
62. SeeLEMLEY & LESSIG, 87 (emphasisin original). The authors further explain:

The nai ve assumption that AT& T will voluntarily open the market to competition flies in the face of
AT&T's established policy, compounded by the consolidation that is occurring in the broadband
market. The Bureau does not explain exactly what “market forces’ will compel AT&T to open this
market. How exactly will customers of a certified natural monopoly exercise the power to “vote with
their wallets?’ The only plausible disciplining effect the market might have on AT& T’ s closed access
policy is to slow the rate of subscription to cable modem service, because the bundled service AT& T
provides is less attractive than an open alternative. But there is no reason to believe that AT&T,
lacking effective competitors in the broadband business in any given city, will recognize or respond to
this market threat. Further, if the Bureau's hope isthat AT& T will be forced into open access because
consumers will delay their switch to broadband in boycott of its closed access policy, it is a supreme
piece of irony to suggest that it is the threat of regulation that will delay the deployment of broadband
technology..
63. SeeWritten Ex parte of Assistant Professor James B. Speta, in the Matter of Application for Consent to
Transfer of Control of Licenses MediaOne Groups, Inc to AT& T, CS Docket No. 99-251, December 14, 1999)
[hereinafter SPETA].
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proceeded to present a theoretical argument about why a facilities monopolist would not
abuse its market power in the vertically related content market.

The claims that “[m]onopolists generally have no incentive to retard innovation in
adjacent markets’s+ and that “AT& T’ s acquisition of cable systems does not create incentives
for anticompetitive behavior’es are inconsistent with empirically observable behavior. It is
difficult to see how 1SPs and content services are no threat to AT&T’s monopoly over cable,
when, for example, the first thing the cable monopolists do is to disable streaming video to
prevent it from competing with cable services. AT&T owns a great deal of programming,
which it is protecting by this excluson. Moreover, AT&T's market power is exercised to
keep independent 1SPs from delivering other high-speed services to consumers and to prevent
consumers from using the cable-based Internet in ways that @Home does not like. Those
companies impacted by these exclusionary practices believe there are business reasons for
these decisions.

Thus, we have direct empirical evidence that market power exists and is being
exercised in the broadband cable market. Despite this evidence, we are given a series of
theories of contestabilityss and claims that the “network nature of broadband Internet access
will provide incentives for openness, not for anticompetitive behavior.”s” We are told that the

presumption should favor the monopolist: that the “general presumption ought to be that that

64. 1d., p. 8.
65. Id. p.14.
66. 1d.., p. 14.
67. Id.p.17.
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monopolists will not be assumed to act anticompetitively in adjacent markets.”ee  This
presumption should be rejected.

In media and communications networks, this presumption should go the other way.
Congress has repeatedly affirmed a heightened concern about excessive economic power in
these industries and the Federa Trade Commission (“FTC”) acted as recently as two years
ago to prevent a merger that looked exactly like the AT& T/MediaOne merger—it forced TCI
out of active ownership of a Time Warner as part of the Time Warner/Turner merger—on the
grounds that the vertical tie between distributions and programming was a threat to the public
interest.

Finally, the claim that AT& T’ s willingness to negotiate with multiple ISPs proves that
its economic interest will lead it to openness is incorrect. AT&T did not make this offer until
forced to do so by politics, not economics. AT& T was resolute in defending its market power
until it began to realize that it might not get the unregulated monopoly it wanted. It was asked
by the FCC to negotiate. It seeks to minimize its concession to preserve as much of its market
power as it can, while aleviating political pressures. Further, as shown in this paper, what
AT&T has offered will not achieve open access in a meaningful economic sense. Under
similar politica pressure AOL made a similar concession, which goes farther, but falls well
short of eliminating its market power.

The fact that Lemley, Lessig, and Speta refer to the Microsoft case to inform the
discussion of broadband access policy is interesting and useful for several reasons. The claim

that the Microsoft case “points in the opposite direction”se ignores the facts in the case. It

6. Id.p.11.
69. Id., p. 15.
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certainly does not show that a monopolist in one market has no interest in leveraging into
another market.

Contestability and network externality theories repeatedly have been used to justify
monopolies, which in the case of AT&T and Microsoft have resulted in massive consumer
harm and decade-long antitrust actions. The Microsoft case proves that despite the nature of
its industry, which had what economists incorrectly thought was the strongest claim that
positive network externalities create a need for beneficent natural monopolies, its practices
were more like those of a plain old abusive monopoly.

The Microsoft monopoly over the Windows operating system is being leveraged, just
as the monopoly over cable facilities is being leveraged, into related markets.o Microsoft
engages in both protecting and leveraging its monopoly. The value of the desktop and other
applications markets into which Microsoft has leveraged its Windows monopoly is now as
large as the operating systems market. The states wanted to litigate this issue as well. As
shown by Judge Jackson in his discussion of Microsoft’'s attack on office suites (SmartSuite)
and video applications (QuickTime), Microsoft's market power was exercised in this case.”
The Department of Justice did not want to litigate practices in that market because it felt the
operating system market case could be won resoundingly. It made sense to attack the heart of
the monopoly, the operating system, because an effective remedy would end Microsoft’'s

ability to leverage other markets.

70. See CONSUMER FEDERATION OF AMERICA, The Consumer Case Against Microsoft (Oct. 1998); The
Consumer Harm Caused by the Microsoft Monopoly: The Facts Speak for Themselves and They Call For A
Sern Remedy (Nov. 1999); Monopoly Power, Anticompetitive Business Practices and Consumer Harm in the
Microsoft Case (Dec. 1999).

71. See United States v. Microsoft Corp., 65 F.Supp. 2d 1, 27, 30 (D.D.C. 1999).
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The contracts AT& T wants to impose on independent ISPs are reminiscent of the
contracts Microsoft imposed on original equipment manufacturers (“OEMS’) before the trid,
as described in Exhibit 111-1. AT&T demands the right to set the terms and conditions of
“pricing, billing, customer relationship, design of start page, degree of customization, speed,
system usage, caching services, co-branding, ancillary services, advertising and e-commerce
revenues, and infrastructure costs.” 72

Thisis as clear an indication of leverage as one could hope for. If AT&T did not have
market power over facilities, it would not be able to dictate the fundamenta business practices
in a separate market. Exhibit I11-1 identifies four broad categories of anticompetitive
behavior identified in the Microsoft and AT&T broadband business practices. The
discrimination practices will be discussed in detail in the remainder of the article.

EXHIBIT I11-1
ANTICOMPETITIVE PRACTICES

core monopoly

“Jolt” competitors
by degrading
guality of interop-
erability

ANTICOMPETITIVE MICROSOFT AT&T
BEHAVIOR ACTION BROADBAND
ACTION
Stamp out Suppress Ban Video
competition for the Middleware; Streaming;

Restrictions on
backbone, caching,
precedence, and
committed access
rate

Control the flow of
innovation around
the monopoly

Quicktime,
Realnetworks;
Intel NSP

Limit up stream,
ban servers, and
LANS

Maximize profits in
adjacent markets

Capture the desktop
through bundling,

Bundle cable,
leverage

72. Letter from David N. Baker, Vice President of Legal and Regulatory Affaris of Mindspring Enterprises,
James W. Cicconi, General Counsel and Executive Vice President of AT&T Corp., and Kenneth S. Fellman,
Chairman, FCC Local & State Government Advisory Committee, to William E. Kennard, Chairman of the
Federal Communications Commission (Dec. 6, 1999) (on file with author) [hereinafter Mindspring L etter].
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price squeeze information price

squeeze
Control the customer | Boot screen, Start page, restrict
foreclose marketing

distribution

The references to the Microsoft case are instructive in another regard. The problem of
addressing market power after it has become deeply entrenched in this industry is particularly
difficult for the very reasons outlined in this paper. If the FCC fails to impose open access
under the Telecommunications Act of 1996, we end up with the ten year antitrust saga of the
United Sates v. Microsoft, Corp.”® Lemley and Lessig have made the point that the
government can pursue open access through antitrust litigation, which they consider
“extremely inefficient.” ™ One of the costs of antitrust litigation is uncertainty: “To say there
IS NO reason to use a seatbelt because there is always the care of an emergency room isto miss
the extraordinary costs of any ex post remedy.””® Further, Lemley and Lessig argue that the
government is ill-positioned to undo established monopolies, and that the costs would be
prohibitive.”

Of specia concern is the potential harm to the vibrant ISP market, harm that cannot be
easlly repaired. Lemley and Lessig caution that competition will not “magically” reappear”:
“If the vibrant market for ISPs in narrowband access is weakened or destroyed because they

cannot provide broadband service, those ISPs and their innovative contributions will

73. 65F.Supp.2d 1 (D.D.C. 1999) .

74. LEMLEY & LESSIG, supra note 11, 1 102.
75. Id.

76. Id.
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disappear.””7 Lemley and Lessig conclude that the prudent course is to adopt an open access

policy at the outset.

The way to reduce uncertainty, and promote broadband adoption, would be for the
FCC to smply state a clear policy—that cable must be architected to facilitate open
access to cable customers . . . Just as the FTC has required online merchants to deal
with privacy, or face regulation, so too could the FCC require access providers with
significant market power to provide open access, or face regulation if they don't.
The policy—open access—should be clear, even if cable companies control how it is
implemented in the first instance. 7

B. COMMERCIAL INTERESTSAND PUBLIC POLICY FLIP-FLOPS:

REALITY VS REALITY

1. CHANGING POLICY POSITIONS

Before they purchased cable TV companies, both AT& T and AOL were vigorous and
prominent advocates for the proposition that governments must intervene to ensure fair
competition and open access to the broadband Internet. Promptly upon the acquisition of
cable wires, they reversed their policies and ceased supporting a public obligation to provide
open access to cable facilities. Yet they continue to demand that open access requirements be
imposed on other types of facilities they do not own.

While this is certainly not the first policy flip-flop driven by merger or acquisition, it
is unique given what AOL and AT&T are seeking from policymakers: a “trust-me,” hands-off
approach to open access. If AOL and AT&T were just expressing a self-interested, but
inaccurate, description of cable's monopoly power before they purchased cable properties,

then how can they be "trusted”" to do anything other than follow their current self-interest in

77. 1d. 1 68.
78. 1d. 1 90.
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exercising control over access to their cable systems? On the other hand, if their previous
policy positions reflected an accurate description of the market structure and critical steps
needed to ensure open access -- as we believe they did -- then how is it possible for the
"market," as they described it, to open itself up? This paper offers a detailed description of
the market structure and elements of open access as presented to the public by AOL and
AT&T before they sought to become cable companies through merger.

Based on AOL™ and AT&T's®® past assessment of the market, which we believe is
accurate and coincides with our own past research, how can the public trust them to do
anything other than exercise the market power that they clamed cable companies possess?
Why should policymakers entrust “our broadband future,” or “the next generation,” or the
architecture of the Internet to a cable market dominated by AOL and AT&T, when those
companies provided policymakers with market analysis demonstrating that openness can only
be achieved through regulatory mandate?

To trust them to voluntarily withhold their monopoly power (that they previously
sought government control over) is like relying on a dictator’s promise to act benevolently.
Their economic interests will inevitably drive them to abuse their market power. In order to
allay fears about the remarkable concentration that is taking place in the industry, these
companies have offered a series of explanations and claims that actual and potential
competition will aleviate or prevent market power problems. When these arguments fail to

quiet critics and the companies are pressed to provide better assurances, the companies insist

79. America Online Inc., “Open Access Comments of America Online, Inc.,” before the
Department of Telecommunications and Information Services, San Francisco, October 27, 1999.
80. AT&T Canada Long Distance Services, “Comments of AT&T Canada Long Distance Services
Canadian Radio-television and Telecommunications Commission, Telecom Public Notice
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they can be counted on to voluntarily negotiate fair arrangements for access to their newly
acquired facilities. These promises stand in sharp contrast to the statements they made before
they secured a favored place on the information superhighway by purchasing exclusive rights
to its most attractive high-speed lanes.

This section relies on official statements made to governmental entities by these
corporations. They loudly demanded a public policy that imposes open access obligations on
broadband facility owners. The purpose is not to chastise the companies for changing
positions. Rather, the purpose is to understand why they were so adamant about security open
access to cable facilities. There are still thousands of Internet service providers out there who
have not been able to purchase their own wires, and never will be. They ill need the
protections that these two huge corporations demanded.

AT&T made a lengthy filing before the Canadian Radio-Televison and
Telecommunications Commission from the perspective of an unaffiliated content provider
owning no wires in Canada. It argued strongly that an open access requirement is necessary to
promote competition and ensure that unaffiliated content providers would not be
discriminated against by the owners of broadband access facilities. In doing so, it provided a
detailed and point-by-point refutation of every one of the arguments that AT&T, as a
dominant cable operator in the United States, has made against open access.

AOL’s advocacy of a public policy requiring open access is well known and its

overnight reversal of position has attracted a great deal of attention. It argued vigorously for

CRTC 96-36: Regulation of Certain Telecommunications Service Offered by Broadcast Carriers, February 4,
1997.
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In the Matter of Transfer of Control of FCC Licenses of MediaOne
Group, Inc. to AT& T Corporation, Federal Communications Commission, CS Docket No. 99-251, August 23,
1999 (hereafter, AOL, FCC).
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Telephone Company, and Southwestern Bell Communications Services, Inc. d/b/a Southwestern Bell Long
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information in the “Internet Century” cannot be left to the whims of the commercia interests
of large corporations that change their views with every merger or acquisition.
2. THE GOVERNMENT ROLE IN ENSURING OPEN ACCESS

Did these companies really advocate a role for government policy to ensure open
access? Thereis no doubt about it.
a. AOL

While AOL daways intended for private parties to implement open access by
negotiating the necessary details to implement an obligation created by government action, it
smply cannot hide from the critica role it felt government had to play. AOL urged
governments to make an unequivocal commitment to a comprehensive and meaningful
policy of open access that clearly signaled that closed accessis not acceptable. It urged
San Francisco to back up that commitment by providing a private right of action and a
threat of government enforcement. AOL stated:

The City’s critical and appropriate role is to establish and firmly embrace a
meaningful open access policy, not to manage the marketplace. We believe that
once such a policy is fully in place, the industry players will negotiate the details to
fairly implement open access. The City thus should not have to play an active role in
enforcing non-discriminatory pricing or resolving pricing disputes. Rather, the City
should simply adopt and rely on a rule that a broadband provider must offer high
speed Internet transport services to unaffiliated 1SPs on the same rates as it offers
them to itself or its affiliated ISP(s). The City’s unequivocal commitment to this
policy and the resulting public spotlight should offer enforcement enough, and
indeed we expect that cable operators will adjust their ways readily once they
understand that a closed model for broadband Internet access will not stand. When
necessary, the opportunity to seek injunction or bring a private cause of action would
offer afalback method of obtaining redress...

As stated above, the City’s role is to establish a comprehensive open access policy
with an effective enforcement mechanism. Network management issues are best |eft
to the industry players, and the City need not play a hands-on role in this area. The
companies involved are in the best position to work out specific implementation
issues. This is not to say, however, that a reluctant provider would not have the
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ability to interfere with the successful implementation of an open access regime.
Accordingly, through its enforcement policy if necessary, the City should ensure that
the necessary degree of cooperation is achieved. (AOL, pp. 4-5).

AOL did not have to defend the need for open access in its comments to San
Francisco, since the proceeding was to implement open access requirements. It did, however,
pat the city on the back for endorsing open access. As AOL put it:

AOL applauds the City for taking this critica step in the implementation of the
Board of Supervisors open access resolution, which wisely supports consumers
freedom to choose their Internet service provider and to access any content they
desire — unimpeded by the cable operator. (AOL, p. 1).

AOL aso offered its arguments for open access in the FCC's proceeding overseeing
the AT& T/MediaOne merger.

What this merger does offer, however, is the means for a newly “RBOC-icized”
cable industry reinforced by interlocking ownership relationships to (1) prevent
Internet-based challenge to cable's core video offerings; (2) leverage its control over
essential video facilities into broadband Internet access services, (3) extends it
control over cable Internet access services into broadband cable Internet content; (4)
seek to establish itself as the “electronic national gateway” for the full and growing
range of cable communications services.

To avoid such detrimental results for consumers, the Commission can act to ensure
that broadband develops into a communications path that is as accessible and diverse
as narrowband. Just as the Commission has often acted to maintain the openness of
other late-mile infrastructure, here too it should adopt open cable Internet access as a
competitive safeguard — a check against cable's extension of market power over
facilities that were first secured through government protection and now, in their
broadband from, are being leveraged into cable Internet markets. Affording high-
speed Internet subscribers with an effective means to obtain the full range of data,
voice and video services available in the marketplace, regardless of the transmission
facility used, is a sound and vital policy — both because of the immediate benefit for
consumers and because of its longer-range spur to broadband investment and
deployment. Here, the Commission need do no more than establish an obligation on
the merged entity to provide non-affiliated | SPs connectivity to the cable platform on
rates, terms and conditions equal to those accorded to affiliated service providers.
(AOL, FCC, p. 4).

b. AT&T
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AT&T’s policy recommendations in Canada were oriented toward a federal agency. It
argued that federal regulatory authorities should not forbear regulation, exactly the opposite of
what it now arguesin the U.S.

AT&T Canada LDS submits that the application of the Commission’s forbearance
test to the two separate markets for broadband access and information services
supports a finding that there is insufficient competition in the market for broadband
access services and the market for information services to warrant forbearance at this
time from the regulation of services when they are provided by broadcast carriers.
As noted above, these carriers have the ability to exercise market power by
controlling access to bottleneck facilities required by other service providers. It
would appear, therefore, that if these services were deregulated at this time, it would
likely impair the development of competition in this market as well as in upstream
markets for which such services are essential inputs. (AT&T, p. 15).

AT&T argued that vertically integrated cable and telephone facility owners possess
market power and have to be prevented from engaging in anticompetitive practices. These are
the very same arguments AOL made in the U.S. two years | ater.

The dominant and vertically integrated position of cable broadcast carriers requires a
number of safeguards to protect against anticompetitive behaviour. These carriers
have considerable advantages in the market, particularly with respect to their ability
to make use of their underlying network facilities for the delivery of new services.
To grant these carriers unconditional forbearance would provide them with the
opportunity to leverage their existing networks to the detriment of other potential
service providers. In particular, unconditional forbearance of the broadband access
services provided by cable broadcast carriers would create both the incentive and
opportunity for these carriers to lessen competition and choice in the provison of
broadband service that could be made available to the end customer. Safeguards
such as rate regulation for broadband access services will be necessary to prevent
instances of below cost and/or excessive pricing, at least in the near-term.

Telephone companies also have sources of market power that warrant maintaining
safeguards against anticompetitive behaviour. For example, telephone companies
are dtill overwhelmingly dominant in the local telephony market, and until this
dominance is diminished, it would not be appropriate to forebear unconditionally
from rate regulation of broadband access services (AT&T, p. 15).

In the opinion of AT&T Canada LDS, both the cable companies and the telephone
companies have the incentive and opportunity to engage in these types of
anticompetitive activities as a result of their verticaly integrated structures. For
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example, cable companies, as the dominant provider of broadband distribution
services, would be in a position to engage in above cost pricing in uncontested
markets, unless effective constraints are put in place. On the other hand, the
telephone company will likely be the new entrant in broadband access services in
most areas, and therefore expected to price at or below the level of cable companies.
While this provides some assurances that telephone companies are unlikely to
engage in excessive pricing, it does not address the incentive and opportunity to
price below cost. Accordingly, floor-pricing tests would be appropriate for services
of both cable and telephone companies. (AT&T, pp. 16-17)

Furthermore, in the case of both cable and telephone broadcast carriers, safeguards
would also need to be established to prevent other forms of discriminatory behaviour
and to ensure that broadband access services are unbundled. (AT&T, p. 17).

C. THE NEED FOR OPEN ACCESS:
ANALYSIS OF SUPPLY AND DEMAND FACTORS

The recommendation that government requirements for open access are necessary to
promote and protect competition rests on extensve anadysis of market structure. A
comprehensive case was laid out by AT&T in Canada and AOL in the U.S, which reected
each of the mgor arguments against open access. AT&T/AOL cited five supply-side
characteristics and three demand-side characteristics that support the recommendation for
open access.

1. SUPPLY-SIDE
a. Vertical Integration

AT&T drove a very hard bargain when it came to the question of regulation of access
to broadband facilities. It viewed one fundamental problem as leveraging market power from
the core business of vertically integrated facilities owners who have a dominant position in an
adjacent market. Thus, it advocated regulation of access not only because there was a lack of

competition in the new market (broadband access), but also because there was a lack of
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competition in the core markets that the facilities owner dominates (cable TV service for
cable operators and local exchange service for telephone companies).

In terms of the appropriate period in which to apply the safeguards, AT& T Canada
LDS is of the view that safeguards against anticompetitive behavior would need to
be maintained for cable companies until competition in the provision of broadband
access services has been established in a substantial portion of the market...

In the case of cable companies, there would need to be evidence that vigorous and
effective competition had evolved in a substantial portion of the market for
broadband access services and in their core businesses (i.e., the distribution of
broadcast programming services). Moreover, in order to protect against abuse of any
residual market power, safeguards should be in place, including the implementation
of an effective price mechanism for basic and extended basic cable services in order
to prevent instances of cross-subsidization, and provision of non-discriminatory and
unbundled access to the broadband service of cable broadcast carriers. (AT&T, pp.
17... 18)

Similar considerations apply to the case of telephone companies with respect to local
telephone services. Until vigorous competition in local telephony markets exists,
some safeguards... will be needed. (AT&T 17).

AOL described the threat of vertically integrated cable companies in the U.S. in
precisely these terms.

At every link in the broadband distribution chain for video/voice/data services,
AT&T would possess the ability and the incentive to limit consumer choice.
Whether through its exclusive control of the EPG or browser that serve as
consumers interface; its integration of favored Microsoft operating systems in set-
top boxes; its control of the cable broadband pipe itself; its exclusive dealing with its
own proprietary cable ISPs; or the required use of its “backbone” long distance
facilities; AT&T could block or choke off consumers ability to choose among the
access, Internet services, and integrated services of their choice. Eliminating
customer choice will diminish innovation, increase prices, and chill consumer
demand, thereby slowing the roll-out of integrates service. (AOL, FCC, p. 11)

c. Paucity Of Alternative Facilities
AT&T maintained that the presence of a number of verticaly integrated facilities
owners does not solve the fundamental problem that nonintegrated content providers will

inevitably be at a severe disadvantage. Since non-integrated content providers will always
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outnumber integrated providers, competition can be undermined by vertical integration. In
order to avoid this outcome, even multiple facilities owners must be required to provide non-
discriminatory access.

Furthermore, as noted above, every carrier that provides local access services will
control bottleneck access to its end customer. This means that any connecting
carriers, such as IXCs, have no alternatives available to obtain access to the end
customers or the access provider, other than persuade their customers to switch to
another access provider or to become vertically integrated themselves. In AT&T
Canada LDS' view, neither of these adternatives is practical. Because there are and
will be many more providers of content in the broadband market than there are
providers of carriage, there always will be more service providers than access
providers in the market. Indeed, even if al of the access providers in the market
integrated themselves vertically with as many service providers as practicaly
feasible, there would still be a number of service providers remaining which will
require access to the underlying broadband facilities of broadcast carriers. (AT&T,
p. 12).

AOL also argues that the presence of aternative facilities does not eliminate the need
for open access.

Moreover, an open access requirement would provide choice and competition of
another kind as well. It would allow ISPs to choose between the first-mile facilities
of telephone and cable operators based on their relative price, performance, and
features. This would spur the loop-to-loop, facilitiesshased competition
contemplated by the Telecommunications Act of 1996, thereby offering consumers
more widespread availability of Internet access, increasing affordability due to
downward pressures on prices; and a menu of service options varying in price, speed,
reliability, content and customer service. (AOL, FCC, p. 14)

Another indication of the fact that the availability of aternative facilities does not
eliminate the need for open access policy can be found in AOL’s conclusion that the policy
should apply to both business and residential customers. In San Francisco, the city asked
whether the policy of open access “should apply only to residential services’? The business

sector has experienced a great deal more competition for telephone service and broadband

services. DSL, which was originadly intended by telephone companies as a business service,
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is much better suited to this market segment and market analysis indicates that cable and
telephone companies are dividing this market more evenly. If ever there was a segment in
which the presence of two facilities competing might alleviate the need for open access
requirement, the business segment isit. AOL reected the idea.

Defining “consumers’ to include only residential customers, however, would unduly
limit the fulfillment of these goals. There is no indication that the Board intended to
exclude business customers from the benefits flowing from competition and
choice... The City should thus ensure nondiscriminatory open access to broadband
Internet access for residential and business services aike. (AOL, pp. 1-2).

d. Essential Access Functions

AT&T also made a much more profound argument about the nature of the integration
of facilities and programming. AT&T defined access to the customer as an essential input to
the delivery of information services for both cable and telephone facilities.

AT&T Canada LDS is of the view that broadband access services are a bottleneck
service. These facilities are a necessary input required by information service
providers seeking to deliver their services to their end-user customers. In fact, many
of these access facilities share the same bottleneck characteristics as those exhibited
by narrowband access facilities, such as those which are used in the provision of
local and long distance telephony services. (AT&T, p. 10)

Because of the essentia nature of access, AT&T attacked the clam made by cable
companies that their lack of market share indicates that they lack market power. AT&T
argued that small market share does not preclude the existence of market power because of
the essentia function of the access input to the production of service.

By contrast, the telephone companies have just begun to establish a presence in the

broadband access market and it will likely take a number of years before they have

extensive networks in place. This lack of significant market share, however, is
overshadowed by their monopoly position in the provison of loca telephony

Services.

In any event, even if it could be argued that the telephone companies are not
dominant in the market for broadband access services because they only occupy a
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small share of the market, there are a number of compelling reasons to suggest that
measures of market share are not overly helpful when assessing the dominance of
telecommunications carriers in the access market. ..

Where the market under consideration involves the provision of telecommunications
access service (such as the market for broadband access services), it is more
important to examine the supply conditions in the relevant market than the demand
conditions, which characterize that particular market. This is because
telecommunications access service represents an essential input to the production
process of other service providers. Therefore, even if the service provider only
occupies a very small market share of the overal market for broadband access
services, it is dominant in the provision of its access services because aternate
providers must rely on that access provider in order to deliver their own services to
the end-user subscriber. (AT&T, pp. 8, 9).

AOL also identified the critical importance of access.

The key, after dl, is the ability to use “first mile” pipeline control to deny consumers
direct access to, and thus a real choice among, the content and services offered by
independent providers. Open access would provide a targeted and narrow fix to this
problem. AT&T simply would not be allowed to control consumer’s ability to
choose service providers other than those AT&T itself has chosen for them. This
would create an environment where independent, competitive service providers will
have access to the broadband “first mile’ controlled by AT&T  the pipe into
consumers homes — in order to provide a full, expanding range of voice, video, and
data services requested by consumers. The ability to stifle Internet-based video
competition and to restrict access to providers of broadband content, commerce and
other new applications thus would be directly diminished. (AOL, FCC, p. 13)

AT&T explicitly rejected the clam that nondominant firms in the access market
should be excused from open access regulation.

AT&T Canada LDS does not consider it appropriate to relieve the telephone
companies of the obligation... on the grounds that they are not dominant in the
provision of broadband services. These obligations are not dependent on whether the
provider is dominant. Rather they are necessary in order to prevent the abuse of
market power that can be exercised over bottleneck functions of the broadband
access service. It should be noted that... Stentor [a trade association of local
telephone companies in Canada] was of the view that new entrants in the local
telephony market should be subject to regulation and imputation test requirements
because of their control over local bottleneck facilities. Based on this logic, the
telephone companies, even as new entrants in the broadband access market, should
be subject to similar regulatory and imputation test requirements (AT&T, p. 24,
emphasis added)
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d. New Markets Need Open Access

As indicated in the above quotes, AT& T argued for open access at an early stage of
development of broadband in Canada. Thus, AT& T’ s argument responds directly to the claim
that the market is too new to require an open access obligation. AT&T argued that the
requirement is necessary to ensure that the market develops in a competitive direction from its
early stages in Canada.

AOL argued exactly the same thing in the U.S., when the market was still new, but
much more highly developed. It argued that requiring open access early in the process of
market development would establish a much stronger structure for a proconsumer,
procompetitive market. Early intervention prevents the architecture of the market from
blocking openness and avoids the difficult task of having to reconstruct an open market at a
later time.

The Commission should proceed while the architecture for cable broadband is till
under congtruction. To wait any longer would alow the fundamentaly anti-
consumer approach of the cable industry to take root in the Internet and spread its
closed broadband facility model nationwide. Must consumers await an “MFJ for the
21% Century”?

Obliging AT&T to afford unaffiliated ISPs access on nondiscriminatory terms and
conditions — so that they, in turn, may offer consumers a choice in broadband
Internet Access — would be a narrow, easy to administer, and effective remedy. It
would safeguard, rather than regulate, the Internet and the new communications
marketplace. The openness it would afford is critica to a world in which — as
boundaries are erased between communications services and applications — we
ensure that consumers likewise are truly afforded choice without boundaries. (AOL,
FCC, p. 18)

e. Open Access Speeds Deployment

There is a fina supply-side argument that these companies have made that is critically

important to the ongoing debate, which involves the impact of open access requirement on the
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deployment of facilities. AOL argues that open access conditions would do little to slow, and
might actually speed, the development and deployment of broadband facilities, while they
ensure avigorously competitive content market.

Open access will not unduly increase cable operator's financial risk. A
nondiscriminatory transport fee set by the cable operator would alow AT&T to
recover full transport costs plus profit from each and every interconnecting provider.
And AT&T's affiliated ISP would still be free to compete  based on cost and
quality — with other ISPs. As Forrester Research observed, “[c]able companies can
make money as providers of high-speed access for other ISPs. Instead of gnashing
their teeth, large cable operators should make their networks the best transport
alternative for providers of al types of telecommunications services.” According to
AT&T itself, “the only way to make money in networks is to have the highest degree
of utilization.” Open access would adlow AT&T to do just that, fostering a
wholesadle broadband transport business that would increase use of the cable
operator’s platform, fuel innovation, and attract additiona investment. (AOL, pp. 6-
7)

2. DEMAND-SIDE FUNDAMENTALS
AT&T offered a series of observations about the nature of the demand side of the
broadband market reinforcing the conclusion that an open access requirement is necessary.
a. Narrowband Does Not Compete With Broadband
The most fundamental observation on the demand side offered by AT&T is the fact
that narrowband services are not a substitute for broadband services.
AT&T Canada LDS notes that narrowband access facilities are not an adequate
service substitute for broadband access facilities. The low bandwidth associated
with these facilities can substantially degrade the quality of service that is provided
to the end customer to the point where transmission reception of servicesis no longer
possible. (AT&T, p. 12).
AT&T and the cable industry say exactly the opposite in the U.S. This is a critical

point in the antitrust analysis of the AT& T-MediaOne merger. If the narrowband market is a

separate market from broadband, as AT&T so clearly argued in Canada, then the
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concentration of broadband services that AT& T proposes to accomplish through merger in the
U.S. appear to violate the antitrust laws.

Not only did AT&T reject the notion that competition for narrowband Internet service
is sufficient to discipline the behavior of vertically integrated broadband Internet companies,
it expressed the concern that leveraging facilities in the broadband market might damage
competition in the whole content market.

As noted above, even though the market for Internet access service generdly
demonstrates a high degree of competition (with the exception of co-axiad cable
Internet access services), the potential exists for providers who also control the
underlying access to undermine the continuation of such competition. Accordingly,
AT&T Canada LDS submits that safeguards against anti-competitive behaviour
should be applied to the provision of information service by those broadcast or
telecommunications carriers who own and operate broadband access networks.
(AT&T, p. 17).

AOL raised a parald concern. It argues that the leverage from integration could
undermine the prospects for increased competition in the traditional cable industry.

We submit that, to answer this question, the Commission should examine certain
critica “mega-effects’ of the proposed AT& T/MediaOne combination. First, the
FCC should consider how this merger’'s video and Internet access components
together would service to keep consumer from obtaining access to Internet-delivered
video programming — and thereby shield cable from competition in the video market.
(AOL, FCC, p. 8)
b. Switching Costs
AT&T also made an argument in Canada on the demand-side that undercuts its clamsin
the U.S. that the current advantage of cable over DSL should not be a source of concern.
AT&T argued that the presence of switching costs can impede the ability of consumers to
change technologies, thereby impeding competition.
[T]he cost of switching suppliers is another important factor which is used to assess

demand conditions in the relevant market. In the case of the broadband access
market, the cost of switching suppliers could be significant, particularly if there is a
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need to adopt different technical interfaces or to purchase new equipment for the
home or office. Given the fact that many of the technologies involved in the
provision of broadband access services are still in the early stages of development, it
is unlikely that we will see customer switching seamlessy form one service provider
to another in the near-term. (AT&T 12)

The equipment (modems) and other front-end costs are till substantial and unique to
each technology. There is very little competition between cable companies (i.e.
overbuilding). Thus, switching costs remain a substantial barrier to competition.
¢. Bundling

A third demand-side problem identified by AT&T in Canada is the leverage that
vertically integrated firms possessing market power in an adjacent market can bring to bear on
a new market. By packaging together broadband services, particularly those over which
integrated firms exercise market power, non-integrated competitors can be placed at an unfair
advantage.

[T]his dominance in the broadband access market provides cable broadcast carriers
with considerable market power in the delivery of traditional broadcasting services.
This dominant position in the core market for BDU (cable TV programming]
services can, in turn, be used by the cable companies to leverage their position in the
delivery of non-programming services, the vast mgority of which will be carried
over their cable network facilities.

As broadcasting and telecommunications technologies converge, subscribers will
seek to smplify their access arrangements by obtaining all of their information,
entertainment and telecommunications services over a single broadband access
facility. Thisin turn will make it more difficult for service providers to use aternate
access technologies as a means of delivering service to their customers. (AT&T, pp.
8-9).

Bundling remains one of the focal points of antitrust and competitive concern in the
U.S. AOL raised the bundling issue in its comments at the FCC as well.
Second, the agency should reflect upon how this merger would enable cable to use

RBOC-like structure to limit consumer access to the increasingly integrated
video/voice/data communications services offered over the broadband pipe
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controlled by cable. And finally, the agency should recognize how these two “mega-
effects’ of the merger together reinforce cable’'s ability to deny consumers the right
to choose: (a) between a competitive video-enhanced Internet service rather than a
traditional cable service; (b) among competing cable Internet services; and (¢) among
competing “bundles’ of video/data/voice services that contain multichannel video.
(AOL, FCC, p. 8)

D. CONCLUSION: UNDERSTANDING THE PRESENT AND LOOKING TO THE

FUTURE OPEN ACCESSISCRITIAL

It is hard to see fundamental changes in the marketplace since AT&T so vigorously
supported open access in 1997 AOL certainly cannot make no such clam. In fact, AT&T's
analysis of the broadband market is till applicable.

First, many of the arguments it made are unaffected by changesin the industry. There
are fundamenta characteristics of the communications and broadband industry identified by
AT&T/AOL (which require open access to facilities) These enduring characteristics of the
market — paucity of facilities compared to content providers, access as an essentia input,
separate narrowband and broadband markets, switching costs, bundling -- establish the need
for a public obligation to provide open access.

Second, AT& T’ s view of the likely development of alternative technologies expressed
in Canada is similar to the view that many take today. The two wireline technologies that are
up and running, athough not fully deployed, are dominant. Cable is ahead of DSL. Wireless
is farther out in the future.

[11t would appear that there is only a limited number of broadcast carriers that are
capable of offering broadband access services. Indeed, only the cable and telephone
companies appear to be positioning themselves as hybrid
broadcast/telecommunications carriers at the present time. While this is not to say
that other service providers such as MMDS and LMCS carriers do not have plans to
launch hybrid services of their own, neither of these service providers currently offer

both broadcasting and telecommunications services on a facilities basis over their
networks.
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In the opinion of AT&T Canada LDS, the supply conditions in broadband access
markets are extremely limited. There are significant barriers to entry in these
markets including lengthy construction periods, high investment requirements and
sunk costs, extensive licensing approval requirements (including the requirements to
obtain municipal rights of way)... Under these circumstances, the ability for new
entrants or existing facilities-based service providers to respond to nontransitory
price increases would be significantly limited, not to mention severely protracted
(AT&T, pp. 7, 12).

Third, even where there have been positive developments in the industry to expand
alternatives, it is not clear that such changes have been or will soon be of sufficient magnitude
to change the basic conclusion of AT& T's analysis. Many analysts reach the same conclusion
today about the U.S,, that AT&T reached three years ago about the Canadian market. The
changeable characteristics of the market that might lessen, but not negate, the need for open
access, have smply not moved far enough to create a basis to contradict AT& T’ s conclusion
that open access is necessary. Ironically, AT&T told Canadian regulators not to speculate
about the development of technologies. They were told to deal with the facts on the ground,
not what might happen in the future.

As noted above and in some of the preceding sections, the market for broadband
access services is subject to rapid innovation and technological change. Indeed, the
recent advances in wireless broadband delivery systems suggests that the possibility
exigts, at least in the long term, for a break-through in technology which could have a
significant impact on the supply conditions affecting broadband access services.
However, since the happening of these events is difficult to anticipate and the
resulting impact on the market essentially unpredictable, it is appropriate to design
policies and approaches to regulation which address the current market conditions
and a need to supply safeguards in those instances where market power is present.
(AT&T 15).

Any clam that the market situation has changed so much that open access is no longer

necessary is totally undermined by AT&T’'s continued insistence in the U.S. that telephone

companies be required to make their advanced services networks available to competitors.
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AT&T continues to make exactly the same arguments about the telephone companies in the
U.S. today, that they made about the Canadian telephone companiesin Canadain 1997.

In opposing the entry of SBC into long distance in Texas, AT&T complains about
bottleneck facilities, vertical integration, and bundling of services. As a result, it demands
non-discriminatory access. It has smply stopped making the arguments that apply with equal
force to cable companies. Needless to say, AT&T refuses to accept the same public policy
obligation to provide open access to the approximately 2 million cable homes that its cable
wires passin Texas.

Today, SWBT is exploiting its control over essential xDSL-related inputs, not only
to prevent advanced services competition from AT&T and others, but also to
perpetuate its virtual monopoly over the market for local voice services...

SWBT has not, in fact, complied with its statutory duties to provide
nondiscriminatory access to XDSL-capable loops (47 U.S.C. s. 271(c)(2)(B)(ii)&(iv))
and the operational support systems and processes that are needed to enable Texas
consumers to benefit from a competitive market for xDSL services (47

U.S.(0)(2_(B)(ii))...

SWBT must also have policies, procedures, and practices in place that enable AT&T
(by itself, or through partners) to provide consumers with the full range of services
they desire, including advanced data services. Otherwise they will not be able to
purchase some services — and will therefore, be less inclined to obtain any services —
from AT&T. Thus, SWBT's inability (or unwillingness) to support AT&T's and
other new entrants xDSL needs not only impairs competition for advanced services
but also jeopardizes competition for voice services as well.

As both the Commission and Congress have recognized, high-speed data offerings
congtitute a crucial element of the market for telecommunications services, and,
because of their importance, the manner in which they are deployed will aso affect
the markets for traditiona telecommunications. Many providers have recognized the
growing consumer interest in obtaining “bundles’ of services from a single provider.
Certainly SBC, with its $6 billion commitment to “Project Pronto” has done so.
AT&T is prepared to compete, on the merits, to offer “one-stop shopping” solutions.
Competition, however, cannot survive if only a single carrier is capable of providing
consumers with a full package of local, long distance, and XDSL services. (AT&T
SBC Comments, pp. 9... 10... 11... 12)
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Now that AT&T has bought a stake in the majority of cable wires in the country, it
excludes cable programming and cable-based broadband Internet from the mix of services
that must be included in the bundle. It is willing to compete on the “merits to offer one-stop
shopping” by demanding open access to other people’ s wires, but it will not allow the same
terms and conditions for others to compete over its wires.

AOL, however, did not hesitate to point out the powerful anticompetitive effect that
integrating video services in the communications bundle could have. The video component of
the bundle is certainly one of the most important of the components.

The second “mega-effect” of this proposed merger is of even broader potentia
consequence. With this merger, AT& T would take an enormous next step toward its
ability to deny consumers a choice among competing providers of integrated
voicelvideo/data offerings — a communications marketplace that integrates, and

transcends, an array of communications services and markets previoudly viewed as
distinct. (AOL, FCC, pp. 9-10).
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V. COMMUNICATIONSINDUSTRIES REQUIRE SPECIAL

SAFEGUARDS AGAINST THE ABUSE OF MARKET POWER

A. THE INTERNET PRINCIPLES

The threat posed by the horizontal concentration and vertical integration caused by the
creation of this digital cartel with a closely integrated duopoly at its core, is heightened by the
efforts of these companies to impose a fundamental change on the public policy governing
communications infrastructure in our society. A recent book entitled Code and Other Laws of
Cyberspaces (“Code’) has attracted a great deal of attention because it popularized an
understanding of the effects of closed network architecture® The dynamic, open nature of

the Internet is threatened by technological and legal developments.ss The book argues that

84. Lawrence Lessig, Code and Other Laws of Cyberspace (1999) [hereinafter Lessig].
85. Seeid, p. 166-67.

Relative anonymity, decentralized distribution, multiple points of access, no necessary tie to
geography, no simple system to identify content, tools of encryption—all these features and
consequences of the Internet protocol make it difficult to control speech in cyberspace. The
architecture of cyberspace is the real protector of speech there; it is the real “First Amendment in
cyberspace,” and this First Amendment is no local ordinance.

. .. The architecture of the Internet, as it is right now, is perhaps the most important model of free
speech since the founding. This model has implications far beyond e-mail and web pages.
86. Seeid, p. 207.

We are just leaving a time when the code writers are a relatively independent body of experts and code
isthe product of a consensus formed in forums like the Internet Engineering Task Force (IETF). These
were regulatory bodies whose standards set policy, but they were in one sense disinterested in the
outcome; they wanted to produce nothing more than code that worked.

We are entering a very different world where code is written within companies where standards are the
product of competition; where standards tied to adominant standard have advantages. We are entering
aworld where code is corporate in acommercial sense, and leaving a world where code was corporate
in avery different sense.

To the extent that code is law, to the extent that it is a chosen structure of constraint, we should worry
about how it is structured and whose interests may define its constraint, just as we worry when
lawmaking power is assumed by a private body. If code islaw, who are the lawmakers? What values
are being embedded in the code?
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this change can be managed, if not prevented, to minimize the damage to the qualities of the
Internet we wish to preserve.®” The author, Lawrence Lessig, recognizes that values central to
our way of life are at stake.

We are enabling commerce in a way we did not before; we are contemplating the
regulation of encryption; we are facilitating identity and content control. We are
remaking the values of the Net, and the question is “Can we commit ourselves to
neutrality in this reconstruction of the architecture of the Net?’

| do not think we can. Or should. Or will. We can no more stand neutral on the
guestion of whether the Net should enable centralized control of speech than
Americans could stand neutra on the question of davery in 1861. We should
understand that we are part of a worldwide political battle; that we have views about
what rights should be guaranteed to al humans, regardless of their nationality; and
that we should be ready to press those views in this new political space opened up by
the Net.ss

Lessig's concern starts from the threat to the design principles of the Internet. The key
traits that have made the Internet the vibrant engine of progress are the decentralized nature of
applications development at the periphery of the network. As scholars at Harvard law school
have put it:®

The “End-to-End” principle organizes the placement of functions within a network.
It counsels that that “intelligence” in a network be located at the top of a layered
gystem— at its “ends,” where users put information and applications onto the
network — and that the communications protocols themselves (the “pipes’ through
which information flows) be as smple and general as possible. (16)

While the End-to-End design principle was first adopted for technical reasons, it has
important social and competitive features as well. End-to-end expands the
competitive horizon, by enabling a wider variety of applications to connect and use
the network. It maximizes the number of entities that can compete for the use and

87. Seeid. at 209.

The decision then is not about choosing between efficiency and something el se, but about which values
should be efficiently pursued. My claim in each of these cases is that to preserve the values we want,
we must act against what cyberspace otherwise will become. The invisible hand, in other words, will
produce a different world. And we should choose whether this world is one we want.

88. Id., p. 205.

89. Lemley and Lessig.

77



applications of the network. As there is no single strategic actor who can tilt the
competitive environment (the network) in favor of itself, or no hierarchical entity
that can favor some applications over others, an End-to-End network creates a
maximally competitive environment for innovation, which by design assures
competitors that they will not confront strategic network behavior. (18)

The End-to-End design of the Internet has facilitated innovation. As Reed, Saltzer
and Clark argue, for example: “had the origina Internet design been optimized for
telephony-style virtual circuits (as were its contemporaries SNA and TYMNET), it
would not have enabled the experimentation that led to protocols that could support
the World-Wide Web, or the flexible interconnect that has led to the flowering of a
million independent Internet Service providers. Preserving low-cost options to
innovate outside the network, while keeping the core network services and functions
simple and cheap, has been shown to have very substantial value.” (19)

The principle of End-to-End is not unique to computer networks. It has important
analogs in American constitutional law and in other legal contexts. Vis-avis the
states, for example, the dormant commerce clause imposes an End-to-End design on
the flow of commerce: No state is to exercise a control over the flow of commerce
between states, and the kind of control that a state may exercise over commerce
flowing into that state is severely limited. The “network” of interstate commerce isto
be influenced at its ends — by the consumer and producer — and not by
intermediary actors (states) who might interfere with this flow for their own politica
purposes. Vis-avis transportation generally, End-to-End is also how the principle of
common carriage works. The carrier is not to exercise power to discriminate in the
carriage. So long as the toll is paid, it must accept the carriage that it is offered. In
both contexts, the aim is to keep the transportation layer of intercourse simple, so as
to enable the multiplication of applications at the end. (20)

The effect of these Internet design principles — including, but not exclusively, End-
to-End — has been profound. By its design, the Internet has enabled an extraordinary
creativity precisely because it has pushed credtivity to the ends of the network.
Rather than relying upon the creativity of a small group of innovators who work for
the companies that control the network, the End-to-End design enables anyone with
an Internet connection to design and implement a better way to use the Internet. By
architecting the network to be neutra among uses, the Internet has created a
competitive environment where innovators know that their inventions will be used if
useful. By keeping the cost of innovation low, it has encouraged an extraordinary
amount of innovation. (21)

Economists at Berkeley have reached a similar conclusion.
Open infrastructure policy fostered user-driven innovation. This meant that the

principal sources of new ideas driving economic growth emerged from a long-term
process of experimentation and learning, as business and consumer users iteratively
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adopted and shaped application of information technology and E-commerce. Such
user-centered innovation processes flourish when users are granted access to a wide
range of choices of facilities, services, and network elements.... [E]xperimentation
with what might be called "network performance features' was an unglamorous but
critical underpinning for innovation and services. The rgection of a monopoly over
network architecture was critical to these innovations. Furthermore, in an unexpected
collateral benefit, the virtuous circle of policy and market innovation came to be
recognized by the rest of the world as the right template for network competition and
the growth of the Internet. It thus gave the US a voice in global policy that went far
beyond its political and market power...

Experimentation by users and competition among providers, across the range of
segments that constitute the Internet, generated a surge of self-sustaining innovation.
Perhaps the most dramatic single example is the emergence and evolution of the
World Wide Web, driven amost entirely by Internet users who pioneered al of its
applications. The World Wide Web in turn facilitated a new surge of innovation that
has ushered in Internet based E-commerce. This network openness and the user-
driven innovation it encouraged were a distinct departure from the prevailing supply-
centric, provider-dominated, traditional network model. In that traditional model a
dominant carrier or broadcaster offered a limited menu of service options to
subscribers, experimentation was limited to small scale trials with the options
circumscribed and dictated by the supplier.

Diversity of experimentation and competition on an increasingly open network were
key, since nobody could foresee what would eventualy emerge as successful
applications. Openness allowed many paths to be explored, not only those which
phone companies, the infrastructure’'s monopoly owners, would have favored.
Absent policy-mandated openness, the Regiona Bell Operating Companies
(RBOCs) and monopoly franchise CATV networks would certainly have explored
only the paths of direct benefit to them. It is doubtful that without such policy-
mandated openness the Internet Revolution would have occurred.

For well over a decade, the FCC played an active role in keeping the information

superhighway open under the Act, not under the antitrust laws.% It has reversed course and

90. SeeBar et al., p. 14. The authors further explained:

The FCC allowed specialized providers of data services, including Internet Service Providers (1SPs)
and their customers access to raw network transmission capacity through leased lines on cost-effective
terms. Regulatory policy forced open access to networks whose monopoly owners tried to keep closed.
The resulting competition allowed the FCC to free the service providers from detailed regulation that
would have kept them from using the full capabilities of the network in the most open and free manner.

Thanks to the enduring FCC policy of openness and competition, specialized networks and their users
could unleash the Internet revolution. Open network policy assured the widest possible user choice and
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declared a policy of inaction with respect to cable-based broadband Internet,»: services.
Doing nothing, however, alows cable-based broadband service to be deployed and operated

on a closed, proprietary basis.®2 Although the FCC has not decided how the service should be

the greatest opportunities for usersto interact with the myriad of emerging new entrantsin all segments
of the network. To be sure, the FCC strategy emerged haltingly but its direction never changed. Indeed,
the Commission consistently backed cost-based access to the network (initially through leased lines
and later through unbundled network elements). The de facto result of this policy, and of more
conscious choices symbolized by the Computer 1ll policies, was to prevent phone company
monopolies from dictating the architecture of new datarelated services. The Commission thus
supported competition and innovation, time and again, by unfailingly keeping the critical network
infrastructure open to new architectures and available to new services on cost-effective terms. The
instruments of FCC policy were to make leased lines (and, lately, network elements) available on cost-
oriented terms and to forebear from regulating Internet and other data services. This steady policy set
in motion, and sustained, a virtuous cycle of cumulative innovation, new services, infrastructure
development, increasing network usage with evident economic benefits for the U.S. economy.
91. Seeid, p. 2, 6, the article further illustrates:

As cable moves from “broadcast” to “broadband,” cable infrastructure becomes a key element in
digital video, data, and voice communications and all the issues about network openness return to the
forefront. Unfortunately, in a misreading of its own history the FCC may abandon its successful policy
just as a new generation of services, spurred by mass-deployment of broadband Internet services, are
defining the future of networking and the el ectronic economy. After a series of courageous decisionsin
the 1990s to hold its course on data networking, even after the economic stakes grew bigger, the FCC
is now starting to confuse the instruments of its successful policy with the logic of its strategy. That
strategy, again, was to maintain network openness by making key network components available to all,
on cost-effective terms, so as to allow competition and innovation.

... The question is obvious. The successful policy trend of the past thirty years has been to force
competition and assure open access to the incumbent infrastructure. Why, now, reverse that successful
policy?

92. Henry Geller, The FCC and Internet Access, ELECTRONIC MEDIA, Apr. 19, 1999, p. 15. Thecable TV
model, which is based on private carriage, is quite different than the telecommunications model. Closed system
operators may choose who has access to the “pipe.” Unaffiliated content providers have no way to market
directly to the public. In order to be seen, they must negotiate with the owner of the transmission system who
sets the terms and conditions of interconnection without open access obligations. Seeid.

Geller describes the cable approach as follows:

Cableis aso initiating a program for broadband access to the Internet through cable modems (called
@Home or Road Runner). But unlike the telco situation, cable ties its broadband transmission service
together with taking cable as an |SP—that is, it bundles the transmission service with the information
service.

Further, it will not permit any unbundling so that the transmission service is not available to rival SPs.
It asserts that the bundle is not a telecom service but simply another cable service.

Cable, which has a monopoly today in multichannel video distribution, is seeking to gain control over
cable subscribers' use of the Internet.

Through its bundling requirement and refusal to allow rivals access to its broadband transmission
facilities, it becomes the Internet gatekeeper for all those who sign up to obtain cable broadband
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treated legadly, it has aggressively taken the position that local cable franchise authorities
should not require it to be operated on an open basis. The consequences of this decision are

huge. Doing nothing, in thisinstance, does a great deal of harm.s:

access.

If thisisjust another cable service, the cable operator can decide what information should come to the
subscriber. It can refuse to allow other information services on its own cable channels.

Geller, p. 12.

Morgan Stanley Dean Witter draws a sharp distinction between the treatment of cable and that of common
carriage:

In the 1984 Cable Act, cable services were able to avoid common carrier regulation for two reasons:
first, cable service would involve only one-way transmission; and second, its content would be similar
to that provided by broadcast television stations in over-the-air transmission. This preserves cable's
states as a contract carrier. Contract carriers are not constrained by the requirements of common
carriage and have no regulatory mandate to serve everyone on the same terms. Therefore, they have
more flexibility to price discriminate than a common carrier, be selective about their customers, and
benefit from the management of competition among their customers.

Morgan Stanley Dean Whitter supra note 12, at 177. “However, due to the variety of new services that the
cable industry is rolling out (including high-speed data services and telephony), cable systems potentially could
be viewed as common carriers.” 1d.

88. SeeBar et d., p. 14, demonstrating the harm of inaction:

FCC Chairman William Kennard later explained that his agency’ s refusal to intervene was inspired by
a “high-tech Hippocratic Oath” to “do no harm.” While the FCC may believe such inaction simply
continuesits“unregulation” of the Internet, we should be clear that non-intervention constitutes instead
a fundamental policy reversal. For thirty years the consistent FCC policy has been to foster
competition, in particular cost-oriented access to essential local network facilities, and to promote an
open network architecture. Far from non-intervention, this has required sustained policy intervention to
keep the US communication infrastructure open. Having misread its own history, the FCC now risks
misinterpreting Hypocrites: “First, do no harm” is not quite the same as “First, do nothing” and in this
particular case, doing nothing is doing harm. The FCC’ s decision not to open a formal proceeding on
access to high speed Internet service congtitutes in effect a decision to permit access foreclosure. As
such, it does not continue, but reverses 30 years of consistent policy direction.

The decision to permit closed access is a decision to limit competition, to curtail experimentation and
innovation in the Internet. It comes precisely at the wrong time, just as broadband services are
beginning to emerge and this new segment of the economy is starting to grow. Unless care istaken to
assure that competition in Internet service continues, the current conditions of competition and
openness will be undermined as we enter the broadband phase of Internet evolution. And, collateraly,
thiswill erode the ability of the United Statesto |ead global policy on the next generation of broadband
Internet. Any reversal of a successful and established policy should at least require justification.

The policy stakes are much larger than the competitive fates of particular groups of 1SPs. What is
threatened, if open competition is not maintained, is the continuing evolution of the Internet, the
innovation in and the evolution of electronic network-based business, and therefore the competitive
development of the network economy as a whole. Closed access would undercut the current dynamic
of expansion and innovation driven by Internet users and network providers. Since damage to the
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B. THE SPECIAL IMPORTANCE OF NETWORKSIN COMMUNICATIONS

The importance of Lessig's message and the usefulness of the analytic scheme go far
beyond concerns about the openness of the Internet. They point to a much broader question
of control over networks in general. Networks are the essence of the e-world and the Internet
century into which we are embarking. Globa scale, fluid movement of information, and
commerce have created a new economy, a new mode of production.s

Because these are network industries, there are two points of interconnection that
become crucial choke points controlling access to the consumer and the citizen: (1) Network
interfaces to accomplish interconnection, where content providers put their information
packets onto the network, and (2) last mile facilities to deliver information, where consumers
interconnect with the network. Market power or leverage exists whenever there is the ability
to stop or disadvantage traffic as it enters or exits the network. Historically, many of the

facilities we find at the choke points were exclusive franchises. Many were or sill may be

dynamic of the Internet evolution could cause great economic harm, policy should start from a
presumption that competition in access and throughout the Internet system must be maintained. We are
not talking here about regulation of the Internet nor of dealings among the I SPs. Rather, we are talking
about assuring competition for access to the Internet over local networks, broadband as well as
narrowband. Open access should be guaranteed unless it can be definitely demonstrated that
competition in access, and consequently throughout the Internet system, can be maintained.

The relevant form of open accessis access to the “last mile”, the connection between the home and the
closest network node, so that network users have a choice and so that Internet Service Providers can
offer high-speed services to their customers, regardless of who owns that “last mile”. Open access
must be provided for each additional component of the communications and data network system, asit
has been required of the communications system to date. The government should clearly establish the
principle that if market power exists, whatever becomes the natural channel of Internet access will
have to be configured to allow competition. Openness should depend on clear policy principle, not on
corporate discretion.
94. Thereisamassive and growing literature on the fundamental change in the economy and itsimpact on
society. One of the most incisive and comprehensive reviews can be found in the three volume work of
Manual Castells, The Information Age: Economy, Society and Culture, Volume I: The Rise of the Network
Society; Volume I1: The Power of Identity; Volume 111: End of Millenium (Blackwell, London; 1996, 1997,
1998).
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natural monopolies, and many were or still may be economic monopolies. Some are evolving
to duopolies or tight oligopolies.

This analysis makes the fundamental assumption that the existence of two roughly
equal competitors is not enough for effective competition. Actualy, five is not enough. As
the market moves from six to ten roughly equal competitors, concern about ineffective
competition declines. With more than ten competitors, competition presumably will be
vigorous.

Those familiar with antitrust practice in the last two decades of the twentieth century
will recognize that this is the market structure view adopted by the Antitrust Division of the
Department of Justice (“DOJ’) in the Reagan Administration.ss It defined a market that has
the equivalent of fewer than six equal-sized competitors as “highly concentrated.
matter of public policy, the DOJ declared that such a market generally would not be allowed
to become more concentrated through mergers. It defined a market with the equivalent of six
to ten equal-sized competitors as moderately concentrated. In this six-to-ten category, there
were also concerns about reductions in competition through mergers, which would trigger a
higher level of scrutiny. Theoretical economics and empirical analyses show that these valid
thresholds should inform public policy.%

Moreover, when we come to information industries and networks, public policy
should be particularly procompetitive and err toward requiring more, not less, competition.

Interconnection creates greater leverage than one finds in other markets. Information flows

95. SeeU.S. Dep't of Justice, Merger Guidelines (Washington: June 14, 1982).

96. See CONSUMER FEDERATION OF AMERICA, Breaking the Rules: AT&T's Attempt to Buy a National
Monopoly in Cable TV and Broadband Internet Services (Aug. 17, 1999) <http://
www.consumerfed.org/internetaccess. ATT180899.pdf >.
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not only through the marketplace of goods and services, but aso through the marketplace of
ideas. Concerns about freedom of expression should augment concerns about economic
power. If four or five competitors are not enough to ensure vigorous competition, one or two
closely related competitors are certainly not enough to ensure freedom of expression.

The antitrust implications of this need for caution define markets narrowly and do not
rely on potential competition as an excuse for excessive concentration. The implications of
this observation of public policy under the Telecommunications Act of 1996 (“the Act”)
should aso be clear in the context of the ongoing debate about open access. The offer of two
or three competing facilities as an excuse to allow proprietary leverage over closed network
does not address the fundamental competition problem

The author of Code also identifies the different channels that need to be pursued in
order to achieve open access.®” In other words, in order to construct the socid redlity we
want, it is critical to understand the complex pillars of social order. Socia order in rea space,
or cyberspace, is composed of four “modalities of regulation” law, the market, architecture,
and normsss It is never enough to study or attempt to change just one of the layers.
Therefore, it is aways important to understand how each of the layers impacts and is affected
by the others.

C. THE SPECIAL ROLE OF COMMUNICATIONSNETWORKSIN SOCIETY

The battle over open access is about the rules of the road for cyberspace highways.
The debate has focused on a specific and critical aspect of the law of transportation and

communications networks—the terms of carriage. Will the owners of the road be required to

97. SeelEssiG, ch. 7.
98. Seeid.



provide access to their facilities on rates, terms, and conditions that do not discriminate
against the ISPs, who are not partners or affiliates of the facility owners? Or will they be
allowed to treat their affiliated | SPs preferentialy?

Traditionally, communications networks have been open by law. Practicaly,
however, we have fought a long battle to ensure open access to the Internet. All of the roads
that run through cyberspace should be open. Allowing the owners of these roads to operate
them on a closed basis will severely undermine competition and creativity in the production
and delivery of content. The driving force of dynamic Internet development would be placed
at risk.e

The four modalities of regulation make it easy to explain the preference for a
prohibition on the vertica integration of distribution facilities and programming on the
ownership of conduit and content. Once the law allows vertical integration between

ownership of facilities and production of content, the problem of discrimination becomes

99. SeeLEMLEY & LESSIG, | 21.

The effect of these Internet design principles—including, but not exclusively, End-to-End—has been
profound. By its design, the Internet has enabled an extraordinary creativity precisely because it has
pushed creativity to the ends of the network. Rather than relying upon the creativity of a small group
of innovators who work for the companies that control the network, the End-to-End design enables
anyone with an Internet connection to design and implement a better way to use the Internet. By
architecting the network to be neutral among uses, the Internet has created a competitive environment
where innovators know that their inventions will be used if useful. By keeping the cost of innovation
low, it has encouraged an extraordinary amount of innovation.

Other authors describe the issues as follows:

Diversity of experimentation and competition on an increasingly open network were key, since nobody
could foresee what would eventually emerge as successful applications. Openness allowed many paths
to be explored, not only those which phone companies, the infrastructure’s monopoly owners, would
have favored. Absent policy-mandated openness, the Regional Bell Operating Companies (RBOCs)
and monopoly franchise CATV networks would certainly have explored only the paths of direct
benefit to them. It is doubtful that without such policy-mandated openness the Internet Revolution
would have occurred.
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highly complex because every layer of social order comes into play. The weak competition in
facilities should not be allowed to undermine the vigorous competition in content.

The primary means, however, for preventing discrimination in access to
communications networks is a regime of common carriage. In such an approach, al content
providers must be allowed to reach customers on the same terms offered to all other
providers. Open Internet access via the telephone network is grounded in common carriage
principles that have governed the phone network for almost a century.

Henry Geller, former General Counsdl at the FCC and Administrator of the Nationa
Telecommunications and Information Administration, describes access to today’s Internet as
follows:

Today the guiding principle of telecommunications/information policy is entry. As
to access to the Internet, there is now such open entry. Any entity, using the
facilities of the local telephone company, can become an Internet service provider.

The local telco itself is usually an ISP, but because it is a telecom common carrier, it
must afford accessto all itsrivals and permit resale of its transmission services.

Access today for residential customers is “narrowband.” The full potential of the
Internet for commerce, information and entertainment cannot be achieved without
broadband access. The telcos propose to provide such access through a technique
called digital subscriber line.

In doing so, they remain subject to considerable regulation.

But there is no controversy that the telco must continue to make its transmission
facilities available to al comers, and thus as to telcos, there will continue to be wide-
open competition among 1SPs, 1%

Morgan Stanley Dean Witter, in a recent analyss of the emerging

communications/broadcast industry, describes common carriers as follows:

100. Geller, p. 12.
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Generdly, they are involved in the sale of infrastructure services in transportation
and communications. The lega principle of common carriage is used to ensure that
no customer seeking service upon reasonable demand, willing and able to pay the
established prices, however set, would be denied lawful use of the service or would
otherwise be discriminated against.

... Significantly, a carrier does not have to claim to be a common carrier to be treated
as such under the law: a designation of common carriage depends upon a carriers
actual business practices, not its charter. . . .

Common carriage is aso thought to be an economically efficient response to reduce
the market power of carriers through government regulation, preventing
discrimination and/or censorship and promoting competition. It is also said to
promote the basic infrastructure, reduce transaction costs from carrier to carrier, and
extend 1%?me protections for First Amendment rights from the public to the private
sector.

It is interesting to note that even Wall Street analysts recognize the specia treatment
of communications networks and the media.  Simple arguments about the market have never
been the sole determinant of public policy. The primary means, however, for preventing
discrimination in access to communications networks is a common carriage regime.  In such
an approach, all content providers must be allowed to reach customers on the same terms
offered to al other providers. Open Internet access via the telephone network is grounded in
common carriage principles that have governed the phone network for almost a century.

Policymakers recognize the uniquely important role that broadcast media, radio, and
televison play in the marketplace of political ideas and in forming cultural values. Because
of this, explicit standards have been placed on the industry.:2 In determining the standards,

policymakers have reected the notion that economics aone should decide the nature,

101. MORGAN STANLEY, supra note 12, at 177-78.
102. See CHARLES M. FIRESTONE & JORGE REINA SCHEMENT, TOWARD AN INFORMATION BILL OF RIGHTS
AND RESPONSIBILITIES45 (1995).
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availability, and content of political and cultural programming.i¢ Instead, policy has sought
to prevent concentration of economic power from controlling the flow of ideas in the
broadcast media by placing limits on the ownership of media outlets and imposing obligations
to expand programming beyond what is simply profitable..+ What is good enough in the
economic marketplace may not be sufficient in the political and cultural marketplace.

At its root, the argument is that ownership is important in determining the nature of
programming. This gives rise to a series of more specific and more policy-relevant
conclusions. Relying on economic forces aone will not produce diversified programming
adequate to create the rich political and cultural arena demanded by political discourse. The
empirical evidence from the past two decades suggests that concerns about economic control
over the media argue strongly for a cautious approach to concentration of media ownership.ios

Greater concentration results in less competition.is There is evidence of the anticompetitive

103. See Duncan H. Brown, The Academy’ s Response to the Call for a Marketplace Approach to Broadcast
Regulation, 11 CRITICAL STUDIES IN MASS COMMUNICATION 257 (1994); Yochai Benkler, Free as the Air to
Common Use: First Amendment Constraints on Enclosure of the Public Domain, 74 N.Y.U. L. Rev. 354 (1999).

104. See Fep. Comm. CoMMmIssION, Further Notice of Proposed Rulemaking in the Matter of Review of the
Commission’s Regulations Governing Television Broadcasting, MM Docket No. 91-221, 54-55 (January 17,
1995).

105. The shift toward greater reliance on economic forces has not resulted in greater competition and has
resulted in greater concentration in the many markets. See BEN H. BAGDIKIAN, THE MEDIA MONOPOLY 1X—X
(5th ed. 1997). See generally HARRY C. BOYTE AND SARA M. EVANS, FREE SPACES. THE SOURCE OF
DEMOCRATIC CHANGE IN AMERICA (1986); ROBERT M. ENTMAN, DEMOCRACY WITHOUT CITIZENS. MEDIA AND
THE DECAY OF AMERICAN PoLITICS (1989); DORIS A. GRABER, MASS MEDIA AND AMERICAN POLITICS (4th ed.
1993); RoBERT W. MCCHESNEY, RiICH MEDIA POOR DEMOCRACY: COMMUNICATION PoLITICS IN DuBlous
TIMES (1999); William H. Melody, Communication Policy in the Global Information Economy: Wither the
Public Interest?, in PuBLIC COMMUNICATION: THE NEW IMPERATIVES. FUTURE DIRECTIONS FOR MEDIA
RESEARCH (Marjorie Ferguson, ed., 1990); Jay G. Blumler and Carolyn M. Spicer, Prospects for Creativity in
the New Television Marketplace: Evidence from Program Makers, 40 J. Comm. 78 1990; Herbert H. Howard,
TV Sation Group and Cross-Media Ownership: A 1995 Update, 72 JOURNALISM & MAsSs ComM. Q. 390
(1995); William H. Melody, The Information in I. T.: Where Lies the Public Interest?, INTERMEDIA, June/July
1990, at 10.

106. See Stephen Lacy et al., Competition and the Allocation of Resources to Local News, 2 J. MEDIA
EcoN. 3 (1989); Stephen Lacy, et a., Cost and Competition in the Adoption of Satellite News Gathering
Technology, 1 J. MeDIA EcoN. 51 (1988); Stephen Lacy, The Effects of IntraCity Competition on Daily
Newspaper Content, 64 JOURNALISM Q. 281 (1987); Stephen Lacy & James M. Bernstein, The Impact of Market
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behaviors expected to be associated with reductions in competition, such as price increases
and excess profits.1o7

Concern about diversity rests on a series of straightforward, empirically observable
relationships between economic interests and the politicd and cultural content of
programming.ie  The dictates of mass audiences create a lowest common denominator ethic
that undercuts that ability to deliver politicaly and culturdly relevant diversity in
programming,ie® reduces public interest in culturaly diverse programming,ic news, and public

affairs programming,tt and compromises the quality of the programming.12  Technological

Sze on the Assembly Cost of Local Television News, 19 MAss ComM. Rev. 41 (1992); Stephen Lacy et ., The
Relationship Among Economic, Newsroom and Content Variables: A Path Analysis, 2 J. MEDIA EcoN. 51
(1989); Dominic L. Lasorsa, Effects of Newspaper Competition on Public Opinion Diversity, JOURNALISM Q. 38
(1991); Jan P. Vermeer, Multiple Newspapers and Electoral Competition: A County-Level Analysis, 72
JOURNALISM & MAssSComM. Q. 98, 104 (1995).

107. See Benjamin J. Bates, Sation Trafficking in Radio: The Impact of Deregulation, 37 J.
BROADCASTING AND ELECTRONIC MEDIA 21 (1993); Julian L. Simon et al., The Price Effects of Monopolistic
Ownership in Newspapers, 31 ANTITRUST BULLETIN 113 (1986); Michael O. Wirth & James A. Wollert, The
Effects of Market Structure on Television News Pricing, 28 J. BROADCASTING 215 (1984).

108. See Benkler, supra note 18; Brown, supra note 18.

109. See BAGDIKIAN, supra note 20, at 182—88; Raymond L. Carroll and C.A. Tuggle, The World Outside:
Local TV News Treatment of Imported News, 74 JOURNALISM AND MASS CoMmM. Q 123 (1997); P. Clarke & E.
Fredin, Newspapers, Television, and Palitical Reasoning, 42 PuB. OPINION Q. 143 (1978); Michael Pfau, A
Channel Approach to Television Influence, 34 J. BROADCASTING & ELECTRONIC MEDIA 195 (1990); D. T.
Cundy, Palitical Commercials and Candidate Image, in NEw PERSPECTIVES ON POLITICAL ADVERTISING (Lynda
Lee Kaid, et. a, eds.,, 1986); Garrett J. O’ Keefe, Political Malaise and Reliance on the Media, 57 JOURNALISM
Q. 122 (1980); John P. Robinson & Dennis K. Davis, Television News and the Informed Public: An Information
Processing Approach, 40 J. ComM. 106 (1990); Karen L. Slattery et al., The Expression of Localism: Local TV
News Coverage in the New Video Marketplace, 40 J. BROADCASTING AND ELECTRONIC MEDIA 403 (1996); Paul
S. Voakes et a., Diversity in the News: A Conceptual and Methodological Framework, 73 JOURNALISM AND
MAss ComM. Q. 582 (1996).

110. SeePatricia Aufderheide, After the Fairness Daoctrine: Controversial Broadcast Programming and the
Public Interest, 40 J. ComM. 47, 50-51 (1990); James M. Bernstein & Stephen Lacy, Contextual Coverage of
Government by Local Television News, 69 JOURNALISM Q. 329 (1992); Raymond L. Carroll, Market Sze and TV
News Values, 66 JOURNALISM Q. 49 (1989); Michael L. McKean & Vernon A. Stone, Why Stations Don’'t Do
News, 45 COMMUNICATOR 23, 24 (1991); Karen L. Slattery & Ernest A. Hakanen, Sensationalism Versus Public
Affairs Content of Local TV News: Pennsylvania Revisited, 38 J. BROADCASTING AND ELECTRONIC MEDIA 205
(1994); David K. Scott & Robert H. Gobetz, Hard News/Soft News Content of the National Broadcast Networks:
1972-1987, 69 JOURNALISM Q. 406 (1992); Vernon A. Stone, Deregulation Felt Mainly in Large-Market Radio
and Independent TV, 41 COMMUNICATOR 9, 12 (1987); Vernon A. Stone, New Saffs Change Little in Radio,
Take Cutsin Major Markets TV, 42 COMMUNICATOR 30 (1988).

111. See BAGDIKIAN, supra note 20, at 220-21; DAVID L. PALETZ & ROBERT M. ENTMAN, MEDIA, POWER,
PoLiTics (1981); NEIL POSTMAN, AMUSING OURSELVES TO DEATH: PUBLIC DISCOURSE IN THE AGE OF SHOW
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answers do not ater the underlying economic relationshipsis and the mass-market audience
orientation of the business takes precedence. 1

Almost three-quarters of a century of public policy concerning the mass media has
been predicated on the recognition of the uniquely powerful impact of that media. Broadband
Internet services take the role of the broadcast media to a higher level, adding to immense
reach interactivity,::s real time immediacy,'¢ and visua impact.l7 Because it is such a potent
method of information dissemination, economic control over mass media can result in

excessive political power .1

BUSINESS (1985); Stephen Lacy, The Financial Commitment Approaches to News Media Competition, 5 J.
MEDIA ECON. 5 (1992).

112. See John C. Busterna, Television Station Ownership Effects on Programming and Idea Diversity:
Baseline Data, 26 J. MEDIA ECON. 63 (1988); David C. Coulson and Stephen Lacy, Journalists' Perceptions of
How Newspaper and Broadcast News Competition Affects Newspaper Content, 73 JOURNALISM AND MASS
ComMm. Q. 354 (1996); Jonathan Kwitny, The High Cost of High Profits, 12 WASH. JOURNALISM Rev. 19 (1990);
Barry R. Litman and Janet Bridges, An Economic Analysis of Daily Newspaper Performance, 7 NEWSPAPER
REs. J. 9 (1986); Barry R. Litman, The Television Networks, Competition and Program Diversity, 23 J.
BROADCASTING 393 (1979); Angela Powers, Competition, Conduct, and Ratings in Local Television News:
Applying the Industrial Organization Model, 6 J. MEDIA ECON. 37 (1993).

113. See DoN R. LE Duc, BEYOND BROADCASTING (1987); Allard S. De Jong & Benjamin J. Bates,
Channel Diversity in Cable Television, 35 J. BROADCASTING AND ELECTRONIC MEDIA 159 (1991); August E.
Grant, The Promise Fulfilled? An Empirical Analysis of Program Diversity on Television, J. MEDIA ECON.,
1994, at 51; Richard Lubunski, The First Amendment at the Crossroads: Free Expression and New Media
Technology, 2 ComMm. L. AND PoL’y 165 (1997); Norman M. Sinel et al., Current Issuesin Cable Television: A
Re-Balancing to Protect the Consumer, 8 CARDOzZO ARTS & ENT. L.J., 387 (1990); Thomas Streeter, The Cable
Fable Revisited: Discourse, Policy, and the Making of Cable Television, 4 CRITICAL STUD. INMASSCoMM. 174
(1987); Robert H. Wicks & Montague Kern, Factors Influencing Decisions by Local Television News Directors
to Develop New Reporting Strategies During the 1992 Political Campaign, 22 CoMmM. Res. 237 (1995); Brian
Winston, Rejecting the Jehovah' s Withess Gambit, 18 INTERMEDIA 21 (1990).

114. See V. E. Ferral, The Impact of Television Deregulation, J. CoMmMm. 26, (1992); Kenneth C. Loudon,
Promise Versus Performance of Cable, in WIRED CITIES: SHAPING THE FUTURE OF COMMUNICATIONS 27
(William H. Dutton et al. eds., 1987).

115. See BAGDIKIAN, p. at 182.

116. See Gigi Sohn & Andrew J. Schwartzman, Broadcast Licensees and Localism: At Home in the
“ Communications Revolution” , 47 FED. CoMmM. L.J. 383 (1994).

117. See Kathryn Olson, Exploiting the Tension Between the New Media's “ Objective” and Adversarial
Roles: The Role Imbalance Attack and its Use of the Implied Audience, 42 Comm. Q. 36 (1994); Alan G.
Stavitsky, The Changing Conception of Localism in U.S. Public Radio, 38 J. BROADCASTING & ELECTRONIC
MEDIA 19 (1994).

118. In a 1995 article, Philo Washburn illustrated the relationship between economics and politics as
follows: “Widespread belief in economic competition as the foundation for a genuine ‘ marketplace of ideas' was
exploited effectively by the Reagan administration and by powerful corporations such as AT&T, ITT, General
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Cities like Portland have not sought to impose full common carriage obligations on
broadband Internet services. Rather, they are seeking a policy of non-discriminatory access.
Cable companies would be able to set reasonable terms and conditions in private negotiations,
as long as the same terms and conditions they grant to their affiliates are available to non-
affiliated Internet service providers. The argument has turned on an “essentia facilities’

discussion of cable-based broadband service.11o

Electric, CBS, Capital Cities, and IBM to eliminate much of the regulatory structure of America's
communications industry.” Philo C. Washburn, Top of the Hour Radio Newscasts and the Public Interest, 39 J.
BROADCASTING AND ELECTRONIC MEDIA 73, 75 (1995).

119. See AT&T v. City of Portland, No. CV99-65-PA (D. Or. June 3, 1999). The Judge in the Portland
case summarized this approach as follows:

The Commission found that @Home had no viable competitor in the local retail market for residential
Internet services. The Commission recommended that the City and County regulate AT&T's cable
modem platform as an “essential facility” to protect competition. “Essential facility” isaterm of art in
antitrust law, meaning a facility that competitors cannot practically duplicate and that is otherwise
unavailable. See Image Technical Service., Inc., v. Eastman Kodak Co. 125 F.3d 1195, 1210 (9" Cir.
1997), cert. denied, 118 S. Ct. 1560 (1998). A business that controls an essential facility may not
exclude competitors without a “legitimate business reason for refusal.” City of Anaheim v. Southern
California Edison Co., 955 F. 2d 1272, 1379 (9" Cir. 1992).

The Commission intended that the open access requirement allow customers of unaffiliated 1SPs to
“obtain direct access to their [I1SP] of choice without having to pay the full @Home retail rate. Defs.
Mem in Supp. Of Cross Mot. at 5. Unaffiliated ISPs would not get a free ride on the cable modem
platform. They would pay AT&T for access.
Id. at 4-5.

As the citations in the Portland ruling indicate, the essential facilities cases are quite recent. In fact, the
idea of essential facilities in communications networks and high technology industries has received a great deal
of attention, in part as a result of the Microsoft antitrust case, although along line of cases affecting electronic
networks exists. See Thomas A. Piraino, Jr., An Antitrust Remedy for Monopoly Leveraging by Electronic
Networks, 93 NW. U. L. Rev. 1 (1998). Piraino explained:

The essentia facilities doctrine, which wasfirst adopted by the Supreme Court in 1912, recogni zes that
amonopolist can gain an unfair competitive advantage in a related market by denying its competitors
the right to access aresource required to engage in effective competition in that market. Indeed, one of
Congress's principle goals when it enacted the Sherman Act in 1890 was to prevent the Standard Oil
Trust from denying other oil refiners the right to use the pipelines and rail transportation facilities
necessary to bring their products to market . . . .

... By requiring open access to other networks that constitute the only means of entering a particular
market, the courts and antitrust enforcement agencies can insure that consumers retain the benefits of
competition in those industries as well.

Id. at 6-7.
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The essential facilities doctrine is well grounded in antitrust analysis.**® The antitrust
principle is smple. AT&T gains an unfair advantage in the ISP market for its affiliate
Excite@Home (“*@Home’) by denying competing ISPs access to a resource cable
transmission—that is necessary to compete in the market and which cannot be reasonably
reproduced by the competitor. The purpose is to ensure that consumers have a choice of
suppliers of programming by ensuring that competitors have an opportunity to access the
transmission network. Programs win or lose in the marketplace based on their merits as
programs, not based on their preferential access to an essential input.

In addition to these arguments under the antitrust laws, there are other bases for
requiring open access—these exist under the communications laws and may even be more
compelling. Lemley and Lessig argue that open access is “short hand for a set of

121 The digital subscriber line objective (“DSL") could serve as a model for cable-
based broadband objectives, following this model, the FCC only needs to concentrate on
providing customers with choices in order to preserve competition. For example, the FCC

could impose restrictions on the AT&T/MediaOne merger without even addressing the

120. Asthe citationsin the Portland ruling indicate, the essential facilities cases are quite recent. Infact, the
idea of essential facilities in communications networks and high technology industries has received a great deal
of attention, in part as a result of the Microsoft antitrust case, although along line of cases affecting electronic
networks exists. See Thomas A. Piraino, Jr., An Antitrust Remedy for Monopoly Leveraging by Electronic
Networks, 93 NW. U. L. Rev. 1 (1998). Piraino explained:

The essential facilities doctrine, which was first adopted by the Supreme Court in 1912, recognizes that
amonopolist can gain an unfair competitive advantage in a related market by denying its competitors
the right to access aresource required to engage in effective competition in that market. Indeed, one of
Congress's principle goals when it enacted the Sherman Act in 1890 was to prevent the Standard Oil
Trust from denying other oil refiners the right to use the pipelines and rail transportation facilities
necessary to bring their products to market. . . .

... By requiring open access to other networks that constitute the only means of entering a
particular market, the courts and antitrust enforcement agencies can insure that consumers retain the
benefits of competition in those industries as well.

Id. at 6-7.
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regulatory scheme set forth in sections 251 and 252 of the Telecommunications Act of 1996
(“the Act”).122
Even if more than one technology could successfully penetrate the market, alowing a
small number of distribution networks to each chose a favorite service provider would not
ensure effective commercia competition and raises major concerns about the ability of the
network to support free expression. Two or three competitors are not enough to ensure
competition. Two or three preferred service providers are not enough to ensure free speech.
This view misunderstands the potential for strategic action. If there are five
broadband cable networks, each acting independently, then the threat to innovation is
less than if these five broadband cable networks could act in unison. If they were
independent, then the decision of some networks to block certain kinds of Internet
services would not necessarily influence any other networks. Thus the threat to
innovation would not be as great. Once the cable monopolies can act together,
however, decision to discriminate would affect a larger section of the market. The
risk to innovation would therefore be much greater. Further, AT&T is implementing
its bundling policy now, and a firm stance in favor of open access by the FCC could

have a beneficial effect on AT&T's policy, not only regarding MediaOne, but in
other markets as well. (67)

One of the most troubling aspects of the current round of arguments over open access
is that even if there were competition between two technologies, the closed access model
would fundamentally ater the nature of the Internet. Because each technology insists that
distribution and content must be linked, we would end up with a choice of a very few, private

toll roads on which favored information service providers get the best treatment, not the wide

121. LEMLEY & LESSIG, supra note 11, at 84, 85.
122. Pub. L. 104-104, 88 251, 252, 110 Stat. 56, 71 (codified as amended at 47 U.S.C. 88 251, 252 (Supp.
IV 1998)). Further, Lemley and Lessig describes the conditions that the FCC could place on AT& T/MediaOne:

Interconnection to a cable modem, even by multiple 1SPs, involves nothing more than a standard
Internet connection between an ISP and a router. It does not require collocation of equipment, nor
would open access conditions require AT& T/MediaOne to honor requests for interconnection at
special locations within its network. So long as unaffiliated ISPs are allowed to interconnect at the
same place, and at the same price, as unaffiliated 1SPs, the End-to-End principle will not be
compromised.
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open Internet, as we know it today. The closed proprietary approach to communications
networksis aradical departure from past policy

In the past, companies that supplied the connection were rarely the same ones that
supplied the information. Today, these roles are blurring. The major players are
acting more like cable television companies. Cable companies control both the
channels you can receive on the basis of popularity -- and which channels they
happen to have investments in. When you combine control of the pipeline with the
information that flows over that connection, the result is leverage that can be applied
to increase profits or even manipulate public opinion.'?®

The limited competition between a very smal number of delivery mechanisms and
their affiliate-favored programmers will dramatically reduce the number of ISPs, restrict

content and limit consumer choice.

Why should anyone care about this? There are several issues at stake.
First, is that the Internet doesn’t have to work this way, and in fact
shouldn’t work this way. We already have about 6500 ISPs in the
United States, which must be the definition of competition. They offer
a wide variety of services, prices, levels of support, etc. But most of
them could be wiped out in a few years if present trends continue.

Second, if you have to buy an information service provider when you
select what wire you want in your house, you’re going to be looking at
the user interface of a huge, monolithic, vertically integrated
corporation. Your first encounter with the Internet is likely to look a lot
like walking into a shopping mall -- boring, redundant and absolutely
writhing with advertising. It is true that you can buy e-mail from
someone else, or change the home page in your browser, but most users
don’t know this.124

Put it this way: being able to choose you broadband ISP is just as
important as being able to choose the operating system for your
computer. If you lose that choice, and your ISP is bundled with the
cable modem, you lose control over what you can and can’t do with the

LEMLEY & LESSIG, supra note 11, at 84, 85.

123. Bandwidth, p.5.

124. Chapman, Gary, “In Battle of the Internet Titan, Users are Likely to Be Losers,” Los Angeles Times,
February 1, 1999.
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Net, just as having no choice of OS means losing control over what you
can and can’t do with the box.125

A small number of closed proprietary systems will undermine consumer sovereignty
and set the stage for pricing abuse. The reward for successful anticompetitive activity will be
the ability to impose pricing patterns on the public that take advantage of market power. The
economic literature recognizes that the introduction of and reliance on price discrimination
after the initia round of postive growth is a crucia factor.  The price discrimination
undermines the value of existing products by creating incompatibilities’® This extracts
consumer surplus.*?’

Price discrimination alows firms to manage market processes so that introducing later
versions of a product does not eliminate the ability to extract consumer surplus, as long as
price discrimination occurs.?® Bundling, which may play a vita role in creating the critical
mass for positive externdlities in the early period of adoption of a technology, also can play a

129

role in exploiting customers.™ When combined with market power, it results in overpricing

of products in the aggregate.**

“Cable operators offering cable modems price the service so that
consumers are required to buy their standard cable TV product, which
basically removes [satellite] as a viable competitor,” Nader said,
criticizing AT&T’s purchase of TCIl. Given AT&T’s history [of] anti-
competitive actions, and TCI’s enormous reputation for anti-
competitive actions in the cable television market, it is prudent to

125. Weightman, Donald, “ The Broadband Internet Wars,” Sashdot, July 20, 1999.
126. Choi, pp. 171, 172, 173.

127. Choi, pp. 176, 177.

128. Moorthy, p. 303; Thum, pp. 280, 285, 286.

129. Matutes and Regibeau, p. 46.

130. Guiltnan, p. 74.
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Should Cable Networks be Open?,” ZDNet,
July 11, 1999.
132. Convergence Diverted.



Information and communications media must be treated differently than other
economic activities. Even five competing systems will not provide freedom of expression if
they are al closed, and that is the inevitable outcome of initialy allowing some of them to be
closed. Cable companies have aready asserted their proprietary right to disallow
competitors advertisements. Telephone companies insist that if the cable network is closed,
theirs must be too. Open access preserves freedom of expression on the broadband Internet,
no matter who owns the facilities.  The fundamental nature of the Internet is at stake.

Innovators are less likely to invest in a market where a powerful actor has the power
to behave strategically against it. Innovation in streaming technologies, for example,
is less likely when a drategic actor can affect the selection of streaming
technologies, against new, and competitive systems. (59)

One example of this cost to innovation is the uncertainty that is created for future
applications of broadband technology. One specific set of such applications are those
that count on the Internet being “aways on.” Applications are being developed, for
example, that would allow the net to monitor home security, or the health of an at-
risk resident. These applications would depend upon constant Internet access. (60)

Whether, as a software designer, it makes sense to develop such applications
depends in part upon the likelihood that they could be deployed in broadband cable
contexts. Under the End-to-End design of the Internet, this would not be a question.
The network would carry everything; the choice about use would be made by the
user. But under the design proposed by the merged company, AT&T affiliates would
have the power to decide whether these particular services would be “permitted” on
the cable broadband network. Cable has aready exercised this power to discriminate
against some services. They have given no guarantee of non-discrimination in the
future. Thus if cable decided that such services would not be permitted, the return to
an innovator would be reduced by the proportion of the residential broadband market
controlled by cable. (61)

Cable control of broadband access to the Internet will have two sets of damaging
consequences. First, and our primary concern, the innovation and experimentation that has
been central to the Internet explosion will be stifled, if not precluded. Second, Cable owners

will have the capacity to control network services; voice, data, and video distribution and a
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material part of the video content as well as much of the services and Internet content
delivered through the cables. The risks and harms outlined here would occur whenever there
isamonopoly provider of tied access and ISP service.

Closure and usage limits preclude experimentation with a wide range of aternative
patterns of use. Provider domination of the processes of experimentation, learning, and
innovation that preceded deregulation and the Internet will have been re-established. @Home
would then become the monopsony buyer, or at least dominate a major segment of the market,
for network software tools and hardware equipment. By contrast, open access to Cable would
then allow the dynamic of network innovation in the broadband era to unfold with the force,
pace, and innovative imagination of the narrowband era. The development logic that has
characterized the Internet to date would be likely to continue. ISPs other than @Home would
experiment with different patterns of service, different packages of service offerings. Each
ISP would itself become a client for innovative software and hardware companies. The
virtuous cycle of user-driven innovation would be sustained.

Whoever owns the network, absent competitive or regulatory constraints, will aso
logically try to extend its infrastructure ownership into control of the services and content it
carries. In the present case, AT& T/@Home appears intent on leveraging its Cable access
monopoly into markets that ride on top of Cable access. This goes well beyond the bundling
of Internet service provison with other AT&T services. It has significance far beyond the
simple bundling of gateway services such as e-mail or web hosting with the basic service

provision.
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The concept of essential functions in network industries that provide market power
over end user customers even where several access providers are available is extremely
important. These are the new choke points in the Internet economy. Because of switching
costs, convergence of access, and bundling of products this is a fundamental observation
about the nature of these industries. These demand side structural problems interact with the
observation that facilities providers will aways be far fewer in number than content providers
with the inevitable result that absent an open access obligation many content providers will be
at a severe disadvantage.

AT&T-AOL were also correct in concluding that even without vertical integration and
dominance, access is an essential function. In the information economy where the smooth
flow of information is so critical, these choke points may call for even greater commitment to
ensure open access than has historicaly been the case, because their importance imbues them
with even greater potential for the abuse of market power.

Where a broadband access provider is neither vertically-integrated nor
dominant with respect to telecommunications or broadcasting service,
but is offering broadband access services then the requirement for third
party access tariff, CEl and other non price safeguards should apply.
(AT&T, p. 29)

It was quite clear in the formulation of these two “unaffiliated” companies that
broadband access services should be available on non-discriminatory terms, even where there
is an absence of vertical integration and dominance. They arrived at an entirely reasonable
public policy formulation that is consistent with our view that communications and
transportation networks have always been and should aways be subject to an open access

requirement because of the critical role they play.
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V. DEFINING DISCRIMINATION

Given the strong arguments for open access that had been articulated by these
companies prior to their acquisition of “last mile” facilities, they should not have been
surprised by the intensity of the concern over open access. In response to a growing number
of local cable franchising authorities that have required AT&T to provide non-discriminatory
access to the cable-based broadband Internet, AT&T declared it does not intend to use
exclusonary access in the future. It has offered to provide access to its cable systems to
independent 1SPs on very restrictive conditions and on a “voluntary” basis after the exclusive
contracts that its own cable systems signed with @Home expire. In response to severe
criticism about its policy flip-flop, AOL announced a similar commitment.

A. ARCHITECTURAL SOURCES OF DISCRIMINATION

The first source of potential discrimination lies in the architecture of the network,
involving the technical capabilities of the network that would disadvantage independent |SPs
in the activities that they are allowed to conduct. Specifically, technological bias creates the
problem. Architecture involves the “built environment,” which constrains behavior to follow
preset patterns. The architecture of the network, controlled by the proprietor, can be
configured and operated to restrict the ability of the independent ISP, while not restricting the
ability of an affiliated ISP. Technology bias can take several forms. For the purposes of this
analysis, we identify three general areas of architecture within the Internet: interconnection,
structure, and flow control.

1. Interconnection
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partnerships with 21 cable operators worldwide—it will take more than sharing a little subscriber
revenue. . . .

Medin said if Prodigy and other ISPs don’t like the current situation, instead of running to regulators
for help, they should get behind DSL, or wireless or satellite access. Or, if they’re so keen on cable,
said Medin, they should string their own wires, or “overbuild” asit’s caled in the cable industry.



must be met to ensure access to customers. Interconnection is a necessary, but not sufficient,
condition to ensure open architecture.:s
2. Structure

Structure involves the deployment of physical facilities in the network. The
proprietary network owner can seriously impair the ability of independent ISPs to deliver
service by restricting the ISPs' ability to deploy and utilize key technologies that dictate the
quality of service. Structure determines how facilities are deployed and the effect that
deployment has on the quality of service. It includes a number of potential practices like
restricted backbone choice, restricted collocation, and restricted replication (or caching).
These structural practices give companies a competitive advance because they are “better
positioned to develop products that maximize [their] capabilities’ and better positioned to
“discipline competing product vendors.” In fact, “[iln an open systems era, the most
consistently successful information technology companies will be the ones who manage to
establish a proprietary architectural standard over a substantial competitive space and defend

it against the assaults of both clones and rival architectural sponsors.” 7

136. Asdescribed by Lemley and Lessig:

AT&T argues that this competition is not disabled by the cable broadband architecture, since a
customer can always “click-through” to a non-cable I SP. But the ability to click through providesjust a
fraction of the services that a competitor ISP might potentially provide. It would be as if competitor
browsers on the Windows platform performed just 30% of the functions that they performed on other
platforms. Further, click-though may be economically irrational even if it istechnically feasible, just as
Microsoft’s original “per processor” license made it nominally possible but extremely unlikely for an
OEM to load two operating systems onto a computer. Thus the question in this matter is not whether a
user will take the time to “download” another ISP connection; there’ s no such download possible. The
architecture ties the user to AT& T/MediaOne's | SP; users cannot cut that knot.
LEMLEY & LESSIG, supra note 11,  75.
137. LEMLEY & LESSIG, supra note 11, 1 40 (quoting Charles R. Morris & Charles H. Ferguson, How
Architecture Wins Technology Wars, HARv. Bus. Rev., Mar.—Apr. 1993, at 86, 88) (emphasisin original).
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Forcing independent 1SPs to connect to the proprietary network in inefficient or
ineffective ways, or giving affiliated 1SPs preferential location and interconnection can result
in substantial discrimination, for example, the degradation of independent ISPS quality of
service. As one commentator explains: “ Access providers choose where they attach to along
distance carrier for the Internet, known as a ‘backbone provider.” The route to the backbone
provider and the choice of the backbone provider are important decisions, bundled with the
access service.” 138

The ability to deploy facilities to ensure and enhance the quality of service will be
particularly important in the third generation of Internet service development. The
multimedia interactive applications that distinguish the next phase of the Internet are
particularly sensitive to these aspects of quality, much more so than previous applications. As
an Internet technology publication explains the problems relating to quality: “because
@Home caches content locally, its own content will have better apparent bandwidth than that

of third-party content providers. Because @Home makes money through advertising and

138. Jerome H. Saltzer, “Open Access’ is Just the Tip of the lceberg (Oct. 22, 1999)
<http://web.mit.edu/Saltzer/www/publications/openaccess.html>. Saltzer also gives an example of the effects of
forcing independent | SPs to connect to the proprietary network:

If you reside in Massachusetts, and you connect to a computer in your office in the next town, unless
your office uses the same access provider, your traffic may flow from Massachusetts down to Virginia
and back. This detour introduces delays, which can significantly interfere with some kinds of service,
such as video conferencing with your boss or interactive file editing. In addition to distance-related
delays, you may encounter distant, response-slowing congestion, or even inability to communicate
with your office when a hurricane hits Virginia.

Id. Saltzer further explains the problems with this structure:

Y our access provider again has a conflict of interest--attaching to the nearest, most effective backbone
provider might divert revenue from a backbone company in which your access provider has a financial
interest or other business dealings. More important for the future of innovative services, if a new
backbone provider offers a specially-configured low-delay forwarding service which is just what is
needed to carry telephone calls over the Internet, your access provider (which may also offer telephone
service) may choose not to connect to that new backbone, effectively preventing you from using a
better service.
Id.
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commerce partnerships, the company has little incentive to provide higher-speed connectivity
to outside content.” 39

The plans to leverage these capacities are explicitly embedded in the @Home business
model: “Excite@Home offers speedier service to Internet content providers who agree to
become “content partners’ and share their revenue stream. Under the sole control of a
broadband access monopoly, the potential for serious abuse is evident.” 140

In its annual report, @HoOmMe is very clear on these strategic practices and includes
details of how @Home offers speedier service to Internet content providers who agree to
become "content partners' and share their revenue stream. Under the sole control of a
broadband access monopoly, the potential for serious abuse is evident. Consider in particular
two practices that discriminate against competitors and favor partners. collocation and

replication.:st These practices only differ in their implementation.**? It collects fees from its

139. Kevin Werbach, The Architecture of Internet 2.0, ReLease 1.0 (Feb. 1999)
<http://www.edventure.com/releasel/cable.html>. Economists at Berkeley describe the issue as follows:

@Home is promoting itself as offering collocation service to bring better performance to @Home
customers (merchants as well as end-users), but the term “collocation” is not meant in the
nondiscriminatory sense that those familiar with telecommunications are wont to use. Rather, each
partnership appears to be exclusive to a particular area of content. A collocated partner has faster
access to @Home consumers because of a presence on the same network. @Home had, as of 1998,
already collocated at least one partner (SegaSoft) and was planning to collocate others.

Replication is manipulation of the caching system to favor partners. It essentially speeds requests for
certain content by pre-loading it at sites that are close and well-connected to subscribers. As of 1998,
@Home replicated news feeds from CNN and Bloomberg. @Home then promotes replicated and
collocated partners on its portal and with its*wizards’, making competitors harder to get to. The result
is the creation of a cyber-marketplace which systematically favors the providers of content, services
ortransactions who have a privileged financial relationship with the monopoly owner of the
infrastructure that supports that cyber-marketplace. If customers had areal choice of broadband access
infrastructure, this would matter less, but within the current situation, when they become customers of
@Home's access infrastructure, they automatically and unknowingly receive access to a cyber-
marketplace biased to favor @Home' s financial partners.

Bar et al., supra note 14.

140. Seeid.

141. |1d. @Home explains collocation:

The @Media group offers a series of technologies to assist advertisers and content providers in
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partnerships and it considers these to be programming practices, not discriminatory
practices.** In fact, @Home's “own materials’ recommend structuring “a cyber-marketplace
that steers @Home customers, unknowingly, toward merchants who partner with @Home.” 144
It creates this structure with “advantageous positioning and access of partners and through
@Home's devices such as ‘How-Do-I" wizards.”4s The choice for merchants is either to be a
partnering merchant and reap the benefits of @Home's structure or to lose customers because
they cannot access the merchant’s site.4
3. Flow Control

Flow control involves the filtering of the flow of information. Even though networks
are interconnected, there is still the possibility of discriminating against some of the data that
flows through the network operator’s system.

This issue of flow control received considerable attention when a series of marketing
documents used by Cisco, a leading equipment supplier, were recently publicized by several
consumer groups. The technical capabilities offered by the equipment can be referred to as

“policy-based routing.” Cisco makes the point quite clearly, in touting the technology of

delivering compelling multimedia advertising and premium services, including replication and co-
location. Replication enables our content partners to place copies of their content and applications
locally on the @Home broadband network, thereby reducing the possibility of Internet bottlenecks at
the interconnect points. Co-location allows content providers to co-locate their content servers directly
on the @Home broadband network. Content providers can then serve their content to @Home
subscribers without traversing the congested Internet.ld. (quoting AT HOME CORPORATION, 1998
ANNUAL REPORT 8 (1999)).

The report then describes replication: “we have established relationships with certain of our
interactive shopping and gaming partners whereby we participate in the revenues or profits for certain
transactions on the @Home portal. We also allow certain of our content partners to sponsor certain
content channels for afee.” Id.

142. Seeid.
143. Seeid.
144. |d.
145. Id.
146. Id.
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cable-based broadband Internet, that proprietary network operators can control traffic in very
different ways than occurs on the Internet today.:4” As noted above, Cisco describes the
technological capabilities of the “New World Internet Business Model” to discriminate in
very dramatic terms.

Simply put, the technology allows pervasve discrimination against external,
unaffiliated service providers. Moreover, this idea of a “New World Network” is not limited
to marketing documents targeted to MSOs¢ or to manufacturers of network equipment.4

A recent academic analysis notes that the technical ability to control the flow of
information conveys substantial power on network operators. This technica capability
combined with economic incentives to disadvantage competitors, results in powerful anti-
competitive bias. The academic andysis explains this discrimination in a process called
filtering:

filtering. Datais carried on the Internet in batches called packets, and every internet
packet contains an identifier that gives a rough indication of what this packet is for:

147. CISCO CONTROLLING, supra note 12, at 2-3.

“The ability to prioritize and control traffic levels is a distinguishing factor and critical difference between
New World networks employing Internet technologies and “the Internet.” Id. at 3.

148. See Jeffrey Young, The Next Net, WIRED, Apr. 1999, at 150; Cisco Systems and Excite@Home Take
the Cable Internet Revolution Expo to 20 cities Throughout North America, press release, June 14, 1999.

149. Manufacturers of network infrastructure are not the only ones who sell control as a critical function of
the new interactive, cable-based broadband network. Set-top box manufacturers stress similar points. As
Scientific Atlanta put it:

Conditional Access (CA) systems provide for selective access and denial of specific services. They
also employ signal security techniques, such as encryption, to prevent a signal from being received by
unauthorized users.

In addition to protecting traditional broadcast content, a contemporary CA system also must support
interactive applications, such as electronic commerce, video-on-demand, and high-speed data access.
And it must protect against tampering with authorized applications, downloading viruses, or
downloading unauthorized applications to the set-top.
Fred Dawson, The Interactive Digital Network: More Than Just a Set-Top Decision (visited July 15, 1999)
<http: //www.sci entifi catlanta.convDigital Networ k/
index5.htm>.
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e-mail, a web page, a name lookup, a remote login, or file sharing. Several access
providers have begun to examine every packet that they carry, and discard those with
certain purposes, particularly those used for file sharing. The technical excuse for
this filtering is that many users don't redlize that their computer allows sharing of
files, and filtering prevents other customers from misusing that feature. But some
access providers have imposed filtering on every customer, including those who
want to share files. Thereisasimilar risk that pressures to restrict access by children
to undesirable content such as pornography may lead an access provider to impose
content filters on al of its customers, including those who disagree with the
particular content restrictions. And again, there can be a conflict of interest—the
access provider has an incentive to find a technical or politica excuse to filter out
services that compete with the entertainment or Internet servicesit also offers.is

4. Conclusion

The architectural issues pose a fundamental challenge to any simple notion of “one
click access’ to the Internet. As explained by economists at the University of California at
Berkeley: “These capacities to structure the cyber-marketplace are of startling significance,
especially when customers are unaware of the marketplace's structured biases.”15t The ability
to choose another ISP “(for example if customers could choose to substitute AOL for @Home
as the default ISP over their broadband cable access) would not correct the competitive
problems created by broadband access architecture that rewarded @Home with performance
advantages over al rivals.” 152

Although there are certainly network management problems that must be handled by
cable-based Internet systems, the line between network management and anticompetitive

discrimination is faint indeed. The importance of quality of service and network management

150. Saltzar.

151. See Bar et al., supra note 14. Further, the authors explain that the ability to structure is * particularly
important if a single ISP has alocal monopoly and of broad significance if a single ISP holds states in enough
monopolies or dominant positions locally to influence the very structure of the cyber-marketplace.” 1d.

152. SeeBar et a., supra note 14.
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to operating an efficient network is apparent to all.1s3 Access to interfaces and local caching is
widely recognized as essential to the delivery of high quality services:s¢ The technology is
not the culprit, but the more powerful the technology, the greater the impact discrimination
will have on market outcomes and the greater the temptation for abuse. Manipulation of
Quality of Service (QoS) to gain an advantage for affiliated service providers is a definite

possibility.:ss  The fact that system vendors choose to highlight preferential treatment of

153. See, e.g., KimMAXWELL, RESIDENTIAL BROADBAND 8485 (Carol A. Long ed. (1999)).

It would be uneconomical to overbuild a network so that all users could have the best class of service
all the time; this would amount to circuit switching, defeating the purpose of statistical networks to
begin with. Therefore, networks of the future will offer various classes of service, depending upon
application, tariff structures, and willingness to pay. Each class will have to be defined by, or at least
relate to, a differentiated set of Quality of Service (QoS) metrics which a network can monitor and
manage.ld
154. Seeid.

First, transmitting a 6-Mbps video stream from Geneva to a single user in San Francisco will cost
considerably more than transmitting it two miles within Kansas City itself, so much more that it will
profit information providers to replicate services rather than pay transmission charges. Second, at
broadband speeds the actual delay incurred by propagating information long distances, even at the
speed of light, can severely reduce throughput under many data communications protocols. Indeed, it
is network delay, caused largely by routers now, that has prompted recent interest in local caching of
frequently visited Web pages.

Id. at 25.

155. See CISCO CONTROLLING, supra note 12, at 3, 5.

Multiple service delivery over IP networks brings with it an inherent problem: How do these multiple
services—packetized voice, streaming media, Web browsing, database access, and e-mail—coexist
without competing with each other for bandwidth?

Cisco QoS has solved the problem by putting absolute control, down to the packet, in your hands.

The ébility to prioritize and control traffic levels is a distinguishing factor and critical difference
between New World networks employing Internet technologies and “the Internet.”

But beyond that, new advanced QoS techniques give you the means to maximize revenue generated
through bandwidth capacity providing highest quality for your most valuable services.

Admission control and policing is the way you develop and enforce traffic policies. These controls
allow you to limit the amount of traffic coming into the network with policy-based decisions on
whether the network can support the requirements of an incoming application. Additionally, you are
able to police or monitor each admitted application to ensure that it honors its alocated
bandwidth reservation.

Preferential queuing gives you the ability to specify packet types—Web, e-mail, voice, video—and

create policies for the way they are prioritized and handled.
Id. at 3.
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afiliated services only illustrates the obvious. These technologies are being developed by a
number of different providers, including Cisco, 3Com, and Nortel, and have aready been
deployed in numerous locations by multiple cable providers.iss
The closed, proprietary version of cable-based broadband Internet service may be a
“New World Internet Business Model,” as Cisco callsit, but it is smply not the Internet as we
know it. It strikes at the essential nature of the Internet:
By bundling ISP service with access, and by not permitting users to select another
ISP, the architecture removes ISP competition within the residential broadband cable
market. By removing this competition, the architecture removes an important threat
to any strategic behavior that AT& T might engage in once a merger is complete. . .
[representing] a significant change from the existing End-to-End . . . 57
In addition to creating the discriminatory architecture, AT& T could also bundle many
other things within its control of the network, positioning itself “to foreclose all competition

in an increasing range of services provided over broadband lines.” 158 Because of the pressure

that these practices place o the principle of End-to-End, the “ cable-owned-1SPs would thereby

Caching is the cost-effective and widely popular method of storing frequently accessed Web content
regionally, near the users, to off-load the backbone of duplicated, same-page traffic. Whether it's
Web-page caching or the newer streaming-media caching, the idea is the same. Both are
effective ways to optimize the bandwidth of the backbone by moving some of the content to the edge
of the network in stored caching servers.

As aleader in the caching market, Cisco created the Web Cache Communications Protocol (WCCP) to
allow Cisco Cache Engines and other cache products to communicate with Cisco routers. WCCP, built
into a wide variety of Cisco 10S-based networking products, enables the transparent, scalable, and
secure introduction of caching technology into networks.

Committed access rate (CAR) is an edge-focused QoS mechanism provided by selected Cisco 10S-
based network devices. The controlled-access rate capabilities of CAR alow you to specify the user
access speed of any given packet by allocating the bandwidth it receives, depending on its IP address,
application, precedence, port of even Media Access Control (MAC) address.

With CAR, the choice is yours, and it's easy to make constant revisions and adjustment as traffic
patterns shift.ld, p. 5.

156. Cisco’'s equipment, in particular, has seen wide deployment. Until recently, Cisco was the only
CMTS provider certified as DOCSIS compliant—giving their products (which include these QoS controls)
immense market power vis-avis their competitors.

157. LEMLEY & LEssIG, {51
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influence the development and use of cable broadband technology. They would be exercising
that influence not at the ‘ends’ of the network, but at the center.”1s° Therefore, the control is
shifting from “users and programmers to a single network owner. . . [defeating] the principle
that the network remains neutral, and empowers the users.”60 AT&T is positioning itself to
regain its monopoly power.16

B. NORMS: SERVICE RESTRICTIONS

The second source of potential discrimination involves behavioral norms. AT&T's
efforts to label service providers or customers who use the network in ways it does not
approve of as “bandwidth hogs’ suggests the appropriate social behaviors. Generaly being a

onomic, but it is frowned upon in our society.

The network owner can place restrictions on how nonaffiliated service providers may
use the network. Aslong as the network owner is also a direct competitor of the independent
ISP, concerns about restrictions being imposed to gain competitive advantage will persist.
Restrictions that are explained as necessary for network management may be viewed as
driven by business motives, rather than technical considerations, by independent ISPs. These
limitations can be applied to either service providers or consumers.

The network owner may prevent independent 1SPs from delivering services to
consumers by restricting speed, duration of transmission, or other operationa characteristics.

In addition, the network owner may place limits on how customers use these networks. These

158. Id.

159. Id. 53.
160. Id.

161. Seeid.
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practices are not merely a theoretical possibility. The exclusionary control of the network is
already having an impact.ze2
1. RESTRICTIONSON HIGH SPEED SERVICES

Use of the high-speed network by service providers is currently being limited by a
genera prohibition that restricts the speed of services that independent service providers can
deliver. One commentator describes an example of this practice:

As things now stand, contractual agreements with high-speed service providers, such
as At Home, make it difficult to operate digital TV data access service at full rate,
even though, technically, it can deliver data at 27 megabits per second to 38 Mbps to
any given cluster of users on a shared-access basis.13

Predictably, one of the first restrictions AT& T/@Home placed on Internet activity
was the amount of time that streamed video could be downloaded by customers.s
In response to the charges of discrimination and exclusion, AT&T invokes the need
to manage its network. The underlying motivation, however, may well have been
economic—a desire to prevent services from competing against incumbent
businesses.ies  Cisco’'s marketing papers clearly suggest that the cable operators
should gain control over the streaming video so that it does not undermine their
control of the network and open the door to competing video services.:s

162. See generally Saltzer, supra note 90.
163. Dawson, supra note 102.
164. See Saltzer,

Video limits. Some access providers limit the number of minutes that a customer may use a“streaming
video” connection. Today, streaming video is not widely used, because it provides movies that are
small and erratic, but one day streaming video is likely to become an effective way to watch television
programs from many source--chosen by the customer, not the cable company--or to purchase pay-per-
view movies. The technical excuse for thisrestriction is that the provider doesn’t have enough capacity
for all customers to use streaming video at the same time. But cable companies have a conflict of
interest--they are restricting a service that will someday directly compete with Cable TV.
Id.

165. See Deborah Solomon, AtHome Speed Cap Angers Subscribers, S.F. CHRON., June 30, 1999, at B1.

“To help keep the network running smoothly, the company previously placed a 10-minute limit on the TV-
quality video customers can download off the Internet.” Id. For this reason, concerns that have been raised
about legitimate restrictions imposed on the @Home and RoadRunner services to limit video streaming
applications are entirely misplaced. Cable Internet service actually expands the number of Internet applications
available to consumers. Ancillary restrictions on the use of these services, which help manage bandwidth
utilization, are entirely reasonable.

166. See CisCO STREAMING MEDIA, pp. 9, 12.
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The anticompetitiveness of this restriction could not be more striking. While the cable
industry itself is not competitive, broadband Internet video services could create competition
with cable TV content. If cable TV companies dominate access to broadband, that possibility
will be undermined. “For example, a broadband cable provider that has control over the I1SPs
its customers use might be expected to restrict customers access to streaming video from
competitive content sources, in order to preserve its market of traditional cable video.”
When cable TV operators restrict the amount or duration of streaming video that consumers
may recelve over the broadband Internet, they are restraining potential competition. Unlike
the relatively poor-quality streaming video over a narrowband connection, broadband-
streaming video could potentiadly compete against cable TV by streaming full video
programming to consumers. The private regulation of broadband access imposes restrictions
to ensure that broadband Internet services will not undermine the cable TV monopoly: “They
are also concerned that a truly open high-speed Internet system will threaten their core video-
programming revenues, @Home is required under its contracts with cable operators to limit

streaming video clips over its system to 10 minutes in length.”18  The motivation for the

Cable operators need to design intelligent networks that can distinguish flows and treat them
differently. They can design high-speed data networks that permit control of streaming-media content
flow—the flow of incoming content from other networks (the Internet, for example) and flows within
the network (to differentiate services). Committed access rate (CAR) is an example of the
technologies that are used to control the flow of content into and out of networks. Using CAR, acable
operator can define specific types of traffic and control how much bandwidth they consume.
Id. at 9.

The cable industry is in a state of rapid transition from the old-world, closed-system that offers
broadcast television to a new world driven by competition and choice. Good planning and network
design will ensure that streaming-media is not a threat to cable operators, but a new platform for the
easy deployment of highly customized and valued on-demand content and services.

Id. at 12.

167. LEMLEY & LESSIG 1 58.

168. Werbach.
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restriction, while publicly pointing to congestion management, appears to have been privately
centered on preventing competition.16e

Scott Cleland, a prominent telecommunications industry analyst with Legg Mason has
succinctly summarized the importance of the strategy to prevent the broadband Internet from
posing a competitive threat to the cable monopoly video business. In his view, the leveraging
of market power is at least half the story.17

The strategy to prevent cable-based broadband Internet from providing a vehicle for
competition with cable’s core business rests on exclusive deals and limitations on video

streaming. Cleland notes:

169. Richard Tedesco, Who'll Control the Video Streams?, BROADCASTING AND CABLE, Mar. 8, 1999, at
22-24.
Last mile bandwidth constraints can still impede the speed of streamed video to cable households
sharing links to cable system nodes. “It’s a huge capacity hog,” says Wolzien  [video
media analyst for Sanford Bernstein & Co.].

That’s part of the reason that the @Home high-speed cable Internet access service generally restricts
video downloads to 10 minutes.

But the cable operators that own @Home established the 10-minute stricture on video streams to
prohibit “backdoor” delivery of video signals from networks. “That's obviously designed so that a
programmer can’t circumvent our channels to put programming on @Home,” says Gaurav Suri,
director of business development for Comcast Online Communications.

So @Home or third-party content providers can't stream long-form content, although Comcast is
streaming Webcasts of concert eventsitself. Jeff Huber, @Home director of set-top products, calls the
clause a “vestige” to insure against digital competition with HBO or Showtime. “They really didn’t
understand what the evolution of this business was going to be like or what this business was about,”
says Huber.ld.

170. Cleland.

To date, most of the investment discussion of cable and the Internet has focused on how cable, “the
best broadband pipe,” can harness the Internet for extraordinary data services growth, and can leverage
a ubiquitous residential proprietary facility for a powerful advantage in emerging e-commerce in
content, services, and transactions. There has been much less focus on the other half of the investment
story. Few have extrapolated what the rapid proliferation of Internet-video alliances could mean for
competitionto cable. . . .

. . . The Internet fundamentally undermines “middleman” roles by allowing consumers to bypass
gatekeepers and deal directly with producers. Thus the Internet could enable consumers more control
over what they watch, when they watch it, and what they pay for it.

Id.
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Proprietary network operators have imposed a series of other restrictions on consumer

uses of the network. These include restrictions on setting up servers. “While advertising the

171. Id.

172. A copy of the internad @Home memo detailing this service was posted to the
comp.dcom.modems.cable newsgroup on June 8, 1999.

173. See Solomon.

174. Seeid.

175. Id.

176. Seeid.



benefits of being ‘always on’ the Internet, some providers impose
that forbids customers from operating an Internet service, such as a web site.”177 Operators
have explained that these restrictions have been put in place because Web sites attract a great
deal of traffic and there is not the capacity on the network to meet these demands.:s The
access provider, however, is offering a Web site hosting service—creating a conflict of
interest.172  This dichotomy does not present problems for the average customer. It does,
however, present problems for “a customer with only a mildly ambitious Web site.”1&0 This
customer “will exceed the parameters of the bundled service and fees for extra storage space
and high traffic volumes add up rapidly.” s

A second restriction precludes the establishment of local area networks. The number
of households with “two or more computers interconnected by a home network” is
increasing.:22  Soon, we will see home networks connecting “television sets, household
appliances, and many other things.”1s Access providers, however, clam that they do not
have the technical capability for this type of network.:+ Yet the technology for a home
network of this kind was developed in the 1970's.:ss  One commentator suggests that “[i]n

refusing to attach home networks, providers are actually protecting their ability to assign the

177. Satzer.
178. Seeid.
179. Seeid.
180. Id.

181. Id.

Some providers have adopted a more subtle approach: they refuse to assign a stable Internet address to
home computers, thereby making it hard for the customer to offer an Internet service that others can
reliably find. And some access providers have placed an artificial bottleneck on outbound data rate, to
discourage people from running Internet services.

182. Id.
183. Id.
184. Seeid.
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network address of the customer. By refusing to carry traffic to Internet addresses they didn’t
assign, the access provider can prevent the customer from contracting for simultaneous
service with any other Internet access provider.” 18

This practice not only hurts the consumer, but it also creates problems for future
innovation. For example, “this cost to innovation is the uncertainty that is created for future
applications of broadband technology.”1s7 One application hampered by this practice depends
“on the Internet being ‘aways on.’”8  These new applications “would alow the net to
monitor home security, or the health of an at-risk resident.” 1

There are two consequences of cable control of broadband access to the Internet.e
The first, and most damaging, consequence of cable control is the restraint of “innovation and
experimentation that has been central to the Internet explosion.”1e1  Second, cable companies
will control “network services; voice, data, and video distribution and a materia part of the
video content as well as much of the services and Internet content delivered through the

cables.” 192 These problems are caused by a monopoly of access and | SP service.19

185. Seeid.

186. Id.

187. LEMLEY & LESSIG, | 60.
188. Id.

189. Id.

Whether, as a software designer, it makes sense to develop such applications depends in part upon the
likelihood that they could be deployed in broadband cable contexts. Under the End-to-End design of
the Internet, this would not be a question. The network would carry everything; the choice about use
would be made by the user. But under the design proposed by the merged company, AT&T affiliates
would have the power to decide whether these particular services would be *permitted” on the cable
broadband network. Cable has aready exercised this power to discriminate against some services.
They have given no guarantee of non-discrimination in the future. Thus if cable decided that such
services would not be permitted, the return to an innovator would be reduced by the proportion of the
residential broadband market controlled by cable.ld. 161.
190. SeeBar et a., supra note 14.

191. Id.
192. Id.
193. Seeid.
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4. CONCLUSION
In short, cable operators have encountered the creative power of the Internet and find

it troubling. If customers try to use the broadband Internet in creative ways, AT& T/@Home

can and does shut them off. The very essence of what has been so attractive about the
Internet—the empowerment of consumers as users and speakers—is a nuisance to @Home
and contradicts the business rules it wants to put on the broadband Internet.ie4 These
examples underscore a fundamentally important point in the debate over open access.
Activity in the content market is aready being retarded by the AT&T/Cable policy of
excluson. High-speed services are not being delivered by independent ISPs. Streaming
video is not being delivered to consumers to compete with cable’'s core monopoly service.
Consumers have been stopped from sending data upstream. Costs are aready being imposed

on the public.s

194. See id.

Customers have found a plethora of ways to abuse the network, Wolfrom [an At Home spokesman]
says, including setting up File Transfer Protocol servers, mass e-mail businesses and gaming. In afew
cases @Home subscribers have set themselves up as Internet service providers using the company’s
high-speed access pipes.

“We've got people reselling our bandwidth to consumers as a dia-up service,” Wolfrom says.
While analysts agree that abuses are going on, they also say that downgrading the service may not be
the best defense.

“The providers are having second thoughts about their service because they don’t like it that their
customers have figured out new things to do with the bandwidth,” says Gary Arlen, an independent
industry analyst. “At Home does not want people to do this without getting a piece of the market. All
the customers should not be penalized for the actions of afew.”

Arlen suggests At Home may be trying to push certain high usage customers to more expensive
@Work service, amotive Wolfrom dismisses.

Karen J. Bannon, At Home Builds Local Access Speed Bumps, INTER@CTIVE WEEK, May 24, 1999.

195. See LEMLEY & LESSIG, supra note 11, §/ 59.

AT&T and MediaOne would achieve this change by bundling technologically. The consequence of this
bundling will be that there will be no effective competition among |1SPs serving residential broadband
cable. The range of services available to broadband cable users will be determined by one of two ISPs
— @Home and RoadRunner, both of whom would be allied with the same company. These ISPs will
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C. BUSINESSLEVERAGE

Open access cannot ignore business redity. If the network owner inserts himself in
the relationship between the customer and the independent ISP in such away as to ensure that
its affiliated ISP has a price, product or customer care advantage, then competition between
ISPs will be undermined. This gives rise to the third category of discrimination issues, which
involves the market layer of socia order and is referred to as “business leverage.” The market
involves primarily the price and qudity of service.

Even if independent ISPs are allowed to provide services on technologicaly fair
grounds, the network owner can impose business relationships that make competition
difficult, if not impossible. We see four major issues have been identified in the context of

the ongoing debate over open access. information, pricing, product bundling, and customer

control the kind of use that customers might make of their broadband access. They will determine
whether, for example, full length streaming video is permitted (it is presently not); they will determine
whether customers might resell broadband services (as they presently may not); it will determine
whether broadband customers might become providers of web content (as they presently may not).
These ISPs will have the power to discriminate in the choice of Internet services they alow, and
customers who want broadband access will have to accept their choice. Giving this power to
discriminate to the owner of the actual network wires is fundamentally inconsistent with End-to-End
design. Id. 52.

The first is the cost of losing ISP competition. As we have argued, one should not think of 1SPs as
providing afixed and immutable set of services. Right now |SPs typically provide customer support, as
well as an IP address that channels the customer’s data. Competition among 1 SPs focuses on access
speed, as well as some competition for content. Id. I 55.

The second cost is the risk that legacy business models will improperly affect the architecture of the
net. Broadband is a potential competitor to traditional cable video services. Traditional cable providers
might well view this competition as along term threat to their business model, and they may not want
to change to face that competitive threat. By gaining control over the network architecture, however,
cable providers are in a position to affect the development of the architecture so as to minimize the
threat of broadband to their own video market. For example, a broadband cable provider that has
control over the ISPs its customers use might be expected to restrict customers access to streaming
video from competitive content sources, in order to preserve its market of traditional cablevideo. 1d.
58.

The third cost of such control by a strategic actor is the threat to innovation. Innovators are lesslikely

to invest in a market where a powerful actor has the power to behave strategically against it.
Innovation in streaming technologies, for example, is less likely when a strategic actor can affect the
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relationships. Some questions to consider when discussing these issues are: (1) How will
information about the flow of data be used by network owners?, (2) Do prices squeeze
competitors, or force them to subsidize the proprietary content or facilities of the network
owner?; (3) Are customers given effective choices in pricing options or products?;, and (4)
Are independent ISPs given an opportunity to establish customer relationships on an
unfettered basis?

1. INFORMATION

In order to effectuate the service prohibitions discussed in the previous section, the
network owner must engage in intensive monitoring of individua activity and gathering of
information. The proprietary network owner must identify flows of data that may violate its
business rules and contractual conditions. It must identify which ISP or customer is doing so,
and cut them off. Needless to say, this raises privacy concerns, which are outside the scope of
our analysis. It aso raises business and competitive concerns—our primary focus. The
gathering of so much information places the network owner in a powerful position vis-a-vis
competitors and consumers.

The detailed control of the network confers an immense information advantage on the
system operator. Because of the conflict of interest created by the vertical integration of
facilities and content, the potential for competitive abuse of information is substantial. This
advantage is evident to those in the industry. For example, a Cisco document suggests the
following: “As new applications emerge, cable operators can capitalize on innovation by

monitoring network usage and developing service around these applications. The Cisco

selection of streaming technologies, against new, and competitive systems.ld. § 59.

119



Systems NetFlow technology is an example of the products that exist today that can monitor
traffic patterns and technology in detail.” 19
Cisco's enthusiasm as a vendor of equipment is echoed by other participants in the
industry:
If you have in one place al of the information about the particular customer and the
usage of that customer, or how often that customer uses all of the particular services
he or she is buying from you, you can be a lot more sophisticated in identifying
clients that are most likely to churn. A truly convergent billing process allows you to
communicate with your customers more effectively.197
2. PRICING
The squeeze placed on independent programmers and service providers by the closed
business model is apparent. By controlling a bottleneck, network owners can place price
conditions on independent content providers, undermining their ability to compete.
Consumers will have to pay twice the price for Internet access—half of the price to AT&T's
afiliate and half the price to the independent ISP of the consumer chooses. Therefore, the
cable companies are continually trying to retain control of the cable lines, while refusing to
share access with other Internet providers. Here is an example of the tone of cable
companies. “We'll send you the Internet services e-mail, home banking, etc—that we
designate, and you'll send us a bigger check. If you want a different Internet service provider,

fine—just send them a check, t00.” 18

Leveraging control over the bottleneck infrastructure is the key to exercising market

power and capturing the available economic rents. A New York Times article explained this

196. Cisco STREAMING MEDIA, supra note 12, at 9.

197. M.J. Richter, Everything's Coming Up Convergence, TELEPHONY, June 28, 1999, at 30 (quoting Rich
Aroian, vice president of marketing and strategic alliances, Saville Systems).

198. Dan Gillmor, AT& T Deal No Help to Consumers, SaN JOSE MERCURY NEWS, May 6, 1999.
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practice: “[T]he companies that control the assets . . . also reap most of the profits. It isvery
difficult to generate long-term success in the communications business by leasing
communications capacity from others. . . ."1%

Offering “one click access’ to the Internet without a price difference forces
independent service providers to subsidize the content of the affiliated ISP. AT&T has now
offered to make transport services available at a price that is, presumably, less than it charges
its customers for transport and content. That price remains to be negotiated, however, and
their principles for arriving at a reasonable price are not stated. Moreover, AT&T's offer of
transport service to the Internet appears to require independent 1SPs to pay for all of the
facilities between the customer and the internet, whether or not they want to use those
facilities. The potential for cross subsidy and discrimination is shifted, not eliminated, by this
CoNncession.

Beyond the issues of price squeeze and cross-subsidization, the technology and
business model may seek to impose a new form of pricing on consumers. The current cable
broadband architecture is accompanied by a strategy to end “flat-rate pricing” to the internet.
For example, in advertising its NetFlow software tool, Cisco promised that “cable operators

can break through the flat rate pricing model and bill for the true value of services used.” 20

199. Seth Schiesel, Sart-Up Leads Phone Cause in Battle for Internet Access, N.Y. TIMES, May 17, 1999,
at C-4. Schiesel also provided an example of this practice:

AT&T is pursuing much the same strategy, but using cable television systems rather than traditional
phone lines. When America Online and other Internet service providers complain that AT& T will not
have to offer use of its cable systems to other Internet service providers, what they really fear is the
prospect that AT& T will sell access to those systems at prices that keep the bulk of the profits for
itself.

Id.

200. CABLE FOR A NEw WORLD: A CABLE PROVIDER'S GUIDE TO DIGITAL BROADBAND DEVELOPMENT

(Cisco Systems, 1999).
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Industry analysts have the view that the “New World Internet Business Modd” will
change the way services are billed.2or  Network providers will be successful in the future if
they are able “to process network information” and “to provide interna capabilities like,
dynamic activation, real time accounting and collection,” and response times for micro-
transaction services that are less than a millisecond.z2 These practices will allow providers to
charge on a pay as you go basis. “The potential exists to transcend the ‘pay as you go' state

ications and services. . . Paramount among these is the necessity to
move to transactional processing as opposed to the traditional time and usage methods.” 203

The intersection of technology and the business model, evident in the area of
discriminatory access for preferred providers is aso evident in the area of pricing. New
technology will also come at a higher price: “*Enhanced services aren’t worth doing unless
there is away to bill for them, ”204 says John Coons, an analyst at Dataquest. In the future, it
will be difficult to get unlimited access for forty dollars per month.2es It would be impossible
to charge one rate, therefore, consumers will likely be billed for the services they use.2s This
method of billing has not yet been developed, but it is in the works: “Cisco has created an IP
billing initiative with Hewlett-Packard that aims to solve the problem more elegantly. . . [by
letting] voice-over-1P and other broadband services be billed the way telcos prefer.” 207

Because AT&T reserves the right to negotiate the pricing relationship between

independent 1SPs and the customer, it could use that leverage to ensure that this new form of

201. SeeCisco.

202. Howard Hecht, Big Fast Nets Not Enough, ANALYSTSALLEY: TECHWEB, June 9,.
203. Id.

204. New Net, p. 186.

205. Seeid.

206. Seeid.
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pricing is imposed on the public. In addition, it could preclude independent |SPs from using
forms of pricing that threaten its preferred approach.
3. PRODUCT BUNDLING

For an incumbent monopolist selling video “broadcast” services and planning to sell
bundles of “broadband services,” a fundamental issue arises concerning what independent
ISPs will be alowed to sall services and how consumers will be allowed to buy services. The
cable TV’s bundling of programming has long been a source of concern. If cable owners
leverage bundles with Internet and cable service, independent 1SPs will be a a severe
disadvantage.

The Cisco Systems White Paper, describing its cable-oriented network equipment
affirms this point: “By offering both on-demand services and broadcast services, cable
operators can effectively differentiate themselves from competing providers who can offer

only on-demand delivery . . . or who can offer only broadcast services over large footprint. .

V208

207. Id.
208. CiIsco STREAMING MEDIA, supra note 12, at 1.

Although Cisco is trying to sell systems to cable operators, this sharp difference between telephone
company wideband and cable broadband has been noted by disinterested parties as well. For example,
amuch more “academic” document published by Cisco a couple of years earlier offered the following
observation on the advantages of cable systems for residential broadband service.

GEORGE ABE, RESIDENTIAL BROADBAND 155, 283 (Cisco Press, Macmillan Publishing, 1997).

Cable Networks have the early lead over telephone companies and other service providers in offering
broadband services in the home. Cable TV networks have speed, ubiquity, and experience in offering
residential services, especially television. These advantages make it possible to offer digital and high-
speed Internet access to millions of consumers quickly over the existing network. . .

Unlike HFC, xDSL, and even VDSL, are not competitive with broadcast digital TV. ASDL does not
have the bandwidth nor the coverage to compete for cable for video. The main use of video over DSL
is for video on demand or near video on demand, neither of which has proven sufficient to justify
massive infrastructure capital costs. [Same sour ce/dir ect quote?]
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What Cisco touts as a marketing opportunity becomes a point of contention in the
relationship between independent ISPs and vertically integrated owners of facilities. Cisco
sees “competetive advantages in “the package of services created, advantages in pricing those
services, and advantages in a single bill,” advantages that may discourage customers from
switching.20  Cisco also doubts that competitors can come up with equivalent alternative
bundles: “This of course futher increases restistance to switching one component of the
bundle—broadband access—to an alternate supplier.”**°

In addition, there are no limits placed on companies such as AT& T—it could bundle
everything under its control.2:: Because of AT& T’ s limitless expansion, it may also be able to
control the expansion of independent ISPs and “foreclose all competition in an increasing
range of services provided over broadband lines.”2:2 This control would have a considerable
effect on consumers choices. “These ISPs will have the power to discriminate in the choice
of Internet services they alow, and customers who want broadband access will have to accept
their choice.” 213
4. CUSTOMER RELATIONSHIP

AT&T’s approach to proprietary control of the network also allows the facility owner
to determine the relationship between the customer and the independent ISP. AT& T demands
the right to negotiate the most important business relationships between customers and service

providers—marketing, billing, and product presentation.

209. Baretal.

210. Id.

211. SeeLEMLEY & LESSIG, §51.
212. Id.

213. LEMLEY & LESSIG, 1 52.
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an enormous asset in selling customers’ attention
to advertisers and other companies.
215. See Werbach, supra note 91.

@Home controls the cable modem in the user’s home and functions as the service provider. Users
cannot pay a reduced fee for the high-speed pipe alone; they must purchase the @Home ISP and



Mercury Center, May 5, 1999.
217. The Architecture, p. 4.
218. Barr, et al.



ability to click through provides just a fraction of the services that a competitor ISP
might potentially provide. It would be as if competitor browsers on the Windows
platform performed just 30% of the functions that they performed on other platforms.
Further, click-though may be economically irrational even if it is technicaly feasible,
just as Microsoft’s original “per processor” license made it nominaly possible but
extremely unlikely for an OEM to load two operating systems onto a computer. Thus
the question in this matter is not whether a user will take the time to “download’
another ISP connection; there's no such download possible. The architecture ties the
user to AT& T/MediaOne's I SP; users cannot cut that knot. (75)%°

This model of private regulation will squelch the most vital characteristic of the
broadband Internet. It allows the least competitive component of the industry, (“last mile’

facilities), to be leveraged against the most competitive (content).

219. Lemley and Lessig.

127



VI. PUBLIC POLICIESTO ENSURE OPEN

COMMUNICATIONSNETWORKS

Having identified the sources of discrimination, we turn to solutions. We derive the
solutions by reviewing what AT& T and AOL asked for as unaffiliated entities. We compare
this to what they have offered as dominant, cable network owners.

A. THE GOAL OF OPEN ACCESS: VIGOROUS COMPETITION AND VIBRANT

ClVIC DISCOURSE

While AT&T and AOL demanded a great deal as outsiders of the cable TV industry,
they have offered much less now that they are the dominant insiders in the industry. To
articulate the nature of open access, it is helpful to start with a clear view of what has been
achieved on the narrowband Internet and an eye on the public interest purposes of open access
policy. The narrowband Internet infrastructure in this country is operated in a fastidiousy
open manner based on three sets of policies.

The architecture of the Internet is based on open standards and end-to-end
principles.

The communications infrastructure on which this network architecture is built is
operated on a nondiscriminatory, common carrier basis with few technological
constraints in accommodating al of the demand for interconnection.

Policy makers have adhered to (or been forced to adhere to) a strict regime of open
communications.

Because of these policies, “proprietary” restrictions on or governmental intrusions into

the flow of information have been minimized, if not eiminated. Consumers and service
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providers have achieved a high degree of freedom in reaching the Internet and, therefore, each
other. Any (and therefore every) Internet Service Provider (ISP) has access to the network on
the same rates, terms and conditions as every other similarly situated ISP and the network is
operated in a manner that does not discriminate between ISPs. Any (and therefore every)
consumer has the ability to reach every other consumer or | SP without restriction.

The result is a remarkable flowering of communications, commerce and credtivity.
Open access to the communications network has resulted in vigorous competition to provide
service to consumers.  This unprecedented openness of communications has combined with
the relative ease of production and distribution of information to create uniquely rich and
diverse civic discourse.

As the broadband Internet becomes the primary platform for electronic commerce and
the centra marketplace of ideas in the “Internet Century,” competition and open
communications must be maintained. The goa of open access policy should be to preserve
openness in the broadband Internet to the greatest extent possible.

Cable companies, who own the networks that are likely to be the dominant
communications infrastructure for the broadband Internet for the foreseeable future, claim that
network engineering imposes technical limitations on the cable-based broadband Internet that
preclude this extreme level of openness. Policy makers should be skeptical of these claims.
If the debate over open access to the broadband Internet has proven anything, it has shown
that technical limitations are in the eye of the beholder. On man’s technical limitation is
another man’s anticompetitive barrier to entry. Cable systems in other countries (e.g. Canada,

Australia and Panama) have demonstrated the feasibility of open access. The "technical
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limitations' carved out in the AOL/Time Warner Memorandum of Understanding on open
access must not be alowed to create a safe haven for anti-competitive practices. The history
of telecommunications reminds us that behaviors and policies loudly declared to be
technically impossible at one moment in time are miraculously transformed into readily
achievable outcomes in the next moment with a light touch of political pressure.
However, to the extent that there are technica limitations, the correct public policy

response should be to:

Actively work to minimize the technical limitations on access,

Proactively manage any limitations so as to impose the least restriction possible on

open Internet communications, and

Prevent commercial interests from parading as “technical limitations’ and prevent

them from embedding and increasing technical limitations through network design

decisions.

B. WHAT AT&T AND AOL WANTED

AOL’s proposed rule for San Francisco typifies its approach to light handed open
access requirements in which the local franchising authority creates the obligation and then
allows private parties to work out the details with city enforcement as a backstop.

Section 1: Non-discrimination requirements. Franchisee shal immediately, with
respect to this franchise, provide any requesting Internet Service Provider access to
its broadband Internet transport services (unbundled from the provision of content)
on rates, terms and conditions that are at least as favorable as those on which it
provides such access to itself, to its affiliates, or to any other person. Such access
shall be provided at any point where the Franchisee offers access to its affiliate.
Franchisee shall not restrict the content of information that a consumer may receive
over the Internet...
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Section 2: Private Right of Action: Any Internet Service Provider who has been
denied access to a Franchisee’'s Broadband Internet Access Transport Services in
violation of this Ordinance has a private cause of action to enforce its rights to such
access.

Section 3 Enforcement Rights of City and County: In addition to any other penalties,
remedies or other enforcement measures provided by Ordinances or state or federdl
laws, the City and County may bring suit to enforce the requirements of this
Ordinance and to seek all appropriate relief including, without limitation, injunctive
relief. (AOL, pp. 2-3.)

AOL made essentially the same recommendation to the FCC.

The essence of an open access policy is thus competition, not regulation. Open
access would create a competitive check on conduct — a far more preferable option
than a behaviora check requiring constant step-by-step scrutiny of a cable operator’s
dealing with every provider of content or new applications to make sure that the
company’s conduct doesn’t skew its network in favor of affiliated service providers.

This approach does not require imposition of legacy common carrier regulation. The
model for such early, targeted safeguarding is drawn directly from the existing cable
regulatory framework, but its policy foundation cuts across al FCC regulation. Any
cable television system operator that provides any Internet service provider access to
its broadband cable facilities would have to provide a requesting ISP comparable
access to its facilities on rates, terms, and conditions equal to those under which it
provides access to its affiliate or to any other person. (AOL, FCC, p. 14).

Commenting before a federal body with much broader regulatory powers, AT&T

proposed a much more vigorous regime of regulation.

Given the incentives and opportunities available to broadcast carriers to abuse their
market power and control over bottleneck facilities, AT&T Canada LDS has
recommended the adoption of a number of safeguards in order to prevent instances
of anti-competitive behaviour...

1)

2)

3)

implementation of a cost based price floor to protect against below cost
pricing of broadband access services;

implementation of a cost-based price ceiling with a limited mark-up to
prevent excessive pricing of access services in uncontested markets;

implementation of a third party access tariff, allowing for non-
discriminatory and unbundled access to broadband bottleneck

131



facilities, as well as comparably efficient interconnection and
associated non-price safeguards;

4) implementation of price caps, accounting separations and other
safeguards against anti-competitive cross-subsidization; and

5) imputation of appropriate third party access tariffs to value added
information services providers by broadcast carriers. (AT&T, p. iii)

It is interesting to note that the provisions of the Telecommunications Act of 1996 to
which AT&T points when it demands open access to xDSL in the U.S. are ailmost identical to
the provisions that AOL proposed in the San Francisco proceeding. This makes it quite clear
what entities that do not own essential access wires need to enter markets.

S. 271 (¢)(B) COMPETITIVE CHECKLIST—Access or interconnection provided or
generaly offered by a Bell operating company to other telecommunications carriers
meets the requirements of this subparagraph if such access and interconnection
includes each of the following:

(i) Nondiscriminatory access to network elements in accordance with the
requirements of sections 251 (c)(3) and 252 (d) (2)...

(iv) Loca loop transmission from the central office to the customer’'s premises,
unbundled from switching or other services.

S. 251 (c)(3) UNBUNDLED ACCESS - the duty to provide, to any requesting
telecommunications carrier for the provision of a telecommunications service,
nondiscriminatory access to network elements on an unbundled basis a any
technically feasible point on rates, terms, and conditions that are just, reasonable and
nondiscriminatory in accordance with the terms and conditions of the agreement and
the requirements of this section and section 252. An incumbent local exchange
carrier shal provide such unbundled network elements in a manner that alows
requesting carriers to combine such elements in order to provide such
telecommunications service. (Telecommunications Act of 1996)

It is aso interesting to note that AT&T embeds the obligation to provide
nondiscriminatory access and unbundling into the permanent conditions in the industry
structure. That is, it recommends the relaxation of detailed regulation only after vigorous

competition develops in both the access market and the adjacent core markets where facilities
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owners have market power. However, even after this deregulation, AT& T recommends the
continuance of “safeguards to ensure that broadband access services continue to remain
available from the telephone [and] cable companies on a non-discriminatory and unbundled
basis” (AT&T, p. iii)

While AT&T Canada LDS considers that forbearance from the regulation of
broadcast carrier access and value-added information services is not warranted at this
stage in the development of the broadband market, conditiona forbearance may be
warranted when certain barriers to entry are removed in the cable distribution and
local telephony markets. With respect to the broadband services provided by
telecom broadcast carriers, the following safeguards should be treated as
preconditions to any relaxation of the rules applicable to these carriers:

1) local competition issues are resolved and the terms and conditions for
local entry have been successfully implements such that practical
alternatives to the supply of local services exist in the local market;

2) the broadband tracking requirements established in Decision 95-21
have been implemented and reports from the telephone companies
satisfy the Commission that treatment of broadband investment and
expenses are appropriate;

3) price cap regulation has been implemented in such a manner as to
preclude telephone companies from recouping broadband investment
costs from utility services: and

4) the establishment of safeguards to ensure that broadband access
services continue to remain available from the telephone companies
on a non-discriminatory and unbundled basis.

With respect to the broadband services provided by cable broadcast carriers, the
following safeguards should be treated as pre-conditions to any relaxation of the
rules applicable to these carriers:

1) a demonstration that vigorous and effective competition has evolved
in a substantial portion of the market for broadband access services
and in the market for BDU services:

2) the implementation of an effective price cap mechanism for basic and
extended basic services in order to prevent instances of cross-
subsidization; and
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3) the establishment of safeguards to ensure that broadband access
services continue to remain available from the cable companies on a
non-discriminatory and unbundled basis. (AT&T, p. ii, emphasis
added)

In addition to pricing safeguards, AT& T advocated a number of non-price safeguards
to accomplish three general goals of open access.

Such safeguards are necessary to ensure that competing service
providers:

(1) are able to gain comparable access to network bottlenecks; (2) are
protected against abuse of confidential information which is provided
to the bottleneck access provider; and (3) are not otherwise
disadvantaged in the market by the bottleneck access provider through,
for example, the negotiation of exclusive or preferential agreements
with other service providers. (AT&T, p. 22)

AT&T’s regulatory proposal goes far beyond anything being considered for cable
operators in the U.S., although wireline telephone companies are subject to exactly this type
of regulation in their high speed services. Indeed, as noted, AT&T continues to push for
regulation of telephone companies, including their advanced DSL services. In fact, one of the
more important implications of the AT&T analysis in Canada is that the cable and telephone
industries should be subject to smilar obligations. In the U.S. it vigoroudy defends
asymmetric regulation, with its property being unregul ated.

Whether through AOL’s private negotiations backed up by a public obligation or
AT&T’s direct regulation, the objectives of both companies were generdly the same. The
standards by which we should measure the quality of open access are the conditions that AOL
and AT&T stipulated that facilities owners should grant to non-affiliated 1 SPs when they were
non-affiliated | SPs themselves.

1. ARCHITECTURE: TECHNOLOGY BIAS
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The first source of potential discrimination lies in the architecture of the network.
AOL and AT&T had aclear antidote in mind as unaffiliated entities.

Access. The term “access’ means the ability to make a physical connection to cable
company facilities, a any place where a cable company exchanges consumer data
with any Internet service provider, or at any other technicaly feasible point selected
by the requesting Internet service provider, so as to enable consumers to exchange
data over such facilities with their chosen Internet service provider (AOL, p. 2).

There are at least three possible network designs that allow for open access. These
include:

Policy-Based Routing, which routes packets to the appropriate ISP using
the source IP address as the unique identifier;

Virtual Private Networks (VPNSs) and IP tunnels, which create virtual
dedicated connections over the HFC network between the customer and
the ISP (a solution appropriate to routed (layer 3); and

Point-to-Point Protocol over Ethernet (PPPOE) encapsulation, which is a
protocol analogous to commonly employed designs for dial-up (a solution
appropriate to bridged (layer 2) access networks).

Each of these options has its own unique set of advantages and disadvantages. The
appropriateness of each option varies depending on the type of cable system (i.e.
large or small, multiple nodes vs. single node) and the networking architecture being
addressed. (AOL, p. 7-8)

Of course, dlowing a single entity to abuse its control over the development of
technical solutions — particularly when it may have interests inconsistent with the
successful implementation of open access — could indeed undermine the City’'s
policy. It is therefore vital to ensure that unaffiliated ISPs can gain access
comparable to that the cable operators choose to afford to its cable-affiliated |SP.
(AOL, p. 8).

Of course, it is implicit in the open access resolution that non-discriminatory access
for multiple 1SPs extends to all relevant aspects of the technical and operationa
infrastructure, so that al business system interfaces will be open to al 1SPs and
performance levels will not favor the affiliated ISP. (AOL, p. 7)

It is important to confirm that the cable operator must provide equal treatment for
local content serving (caching or replication) that the affiliated and nonaffiliated | SPs
can provide, specificaly, no firewals, protocol masking, extra routing delays or
bandwidth restrictions may be imposed in a discriminatory manner. (AOL, p. 9)
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AT&T uses the term Comparably Efficient Interconnection (CEI) to describe

interconnection in the broadband market.

More specifically, in order to effectively compete with broadcast carriers in the
provision of non-programming services, competitors must be able to provide end
users with equivalent services at equal or lower prices. Therefore, in providing non-
discriminatory access to their broadband networks, broadcast carriers must allow
competitors to access their broadband distribution network in the most efficient
manner possible. For example, competitors must have the option to specify the point
of interconnection as either the headend, the drop, inside wire, or any combination
thereof. This concept is known as Comparably Efficient Interconnection (CEIl) and
refers to the principle of providing competitors with access to the broadband network
on terms that are technically and economically equivalent to those provided by the
broadcast carrier to itself. Under CEI, the interconnection provided must be
equivalent in terms of scope, quality and price but may vary by type of competitive
entity. (AT&T, pp. 25-26)

AT&T aso expressed a concern about standards and their management.

To the extent that standards are developed for interfacing with broadband access
services, the carriers who provide these services should not be permitted to
implement any non-standard, proprietary interfaces, as this would be contrary to the
development of an open network of networks. In addition, any new network or
operationa interface that is implemented by a broadband access provider should be
made available on a non-discriminatory basis. (AT&T, p. 23).

The ability to deploy facilities to ensure and enhance the quality of service will be

particularly important in the third generation of Internet service development.

The

multimedia, interactive applications that will distinguish the next phase of the Internet are

particularly sensitive to these aspects of quality, much more so than previous applications.

2.NORMS: SERVICE RESTRICTIONS

The second source of potential discrimination involves behaviora norms.

In alast mile shared environment, proper network and bandwidth management might
possibly require certain limitations on data transmisson. However, content- or
service-specific restrictions can be both over- and under-inclusive — and most of all,
anticonsumer.  Limitations on video streaming, for example, protect cable's
traditional video programming distribution business. TCI admitted early on, its 10-
minute cap is a “restriction which we imposed on @Home so that we were the
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determiner of how stream video works in our world... [and] so that [we] determined
[our] future in the area of streaming video. Any legitimate network management
policies must be free of such anticompetitive intent and effect. (AOL, p. 10)

3. BUSINESSREALITY
Open access cannot ignore business redlity. AT&T and AOL sought to eliminate the
advantages the network owner might have. Control of information was addressed by AT& T

in Canada.

Confidential treatment of information provided by service providers to broadband
access carriers that are vertically-integrated... Broadband access providers that are
affiliated with or have joint marketing arrangements with broadband service
providers should also be required to enter into non-disclosure agreements affording
these latter parties the same level of confidential treatment... (ATT, p. 23)

They devoted a great deal of attention to pricing issues. In the context of the more
regulatory model advocated by AT&T in Canada, it was able to specify what would constitute
reasonable rates. In Canada, AT&T insisted that tariffs be set subject to clear conditions and
filed. The central goal was to avoid the problem of cross subsidy.

Accordingly, the cable companies and telephone companies should be required to
file tariffs for approval of their broadband access services and to include in such
applications evidence that the rate is compensatory.

Cross-subsidization is an issue for vertically integrated carriers particularly where
the broadband service (including access) is not provided on an arm’s length basis.
The Commission has required telephone companies to maintain an accounting
separation for their broadband activities and to provide adequate tracking reports.
(AT&T, pp. 19)

In the case of cable companies, the implementation of an appropriately designed
price cap regime could provide some protection against cross-subsidization...
Furthermore, if in addition to price caps, the Commission considers it necessary to
insulate basic cable subscribers from cross-subsidizing cable companies other
broadband activities as common carriers, it could implement accounting separation
and tracking requirements for cable companies. (AT&T, p. 22)

137



AOL worries about AT&T in the U.S. offering “one click access’ to the Internet without
a price difference. This forces independent service providers to subsidize the content of the
affiliated ISP. It wanted wholesale access.

Provided that the City establishes the right policy — allowing the consumer to choose

any ISP they want without being required to pay for or go through the cable-

affiliated 1SP — then there are many technica solution available to broadband

providers and no need for the City to mandate any particular approach. (AOL, p. 7)

Broadband Internet Transport Servicess The term ‘broadband Internet access

transport services’ means broadband transmission of data between a user and his

Internet service provider's point of interconnection with the broadband Internet
access transport provider’ s facilities. (AOL, p. 3)

Beyond the cross subsidy question, in the U.S. the whole idea of a wholesale transport
tariff remains up in the air. AT&T has steadfastly resisted the basic idea of entering into
commercial relationships with 1SPs and alowing the ISP to have the only relationship to the
customer.

However, the pricing standards to which AT&T points in its efforts to obtain
nondiscriminatory access to xDSL technology from local telephone companies in the U.S.
embody these fundamental principles of cost-based, nondiscriminatory prices for unbundled
services.

s. 252 (d) PRICING STANDARDS. -

(1) INTERCONNECTION AND NETWORK ELEMENT CHARGES. -
Determinations by a State commission of the just and reasonable
rate for the interconnection of facilities and equipment for
purposes of subsection (c)(2) of section 251 and the just and
reasonable rate for network elements for purposes of subsection
(c)(3) of such section -

(A)shall be —
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0] based on the cost (determine without reference to a rate
of return or other rate-based proceeding) of providing
the interconnection or network elements (whichever is
applicable), and

(i) nondiscriminatory, and
(B) may include a reasonable profit.

(2).. [A] State commission shall not consider the terms and
conditions for reciprocal compensation to be just and reasonable unless

0] such terms and conditions for the mutual and reciprocal
recovery by each carrier of costs associated with the transport
and termination on each carriers network facilities of calls that
originate on the network facilities of another carrier; and

(i)  such terms and conditions determine such costs on the basis of a
reasonable approximation of the additional costs of terminating
such calls. (Telecommunications Act of 1996)

As noted above, in Canada AT& T expressed concerns about an incumbent monopolist
sdling video “broadcast” services or local telephone services and planning to sell bundles of
“broadband services.” In this regard a fundamental issue arises over what independent 1SPs
will be alowed to sell and how consumers will be allowed to buy services. Cable TV's
bundling of programming has long been a source of concern. If cable owners leverage bundlies
with Internet and cable service, independent ISPs will be at a severe disadvantage.

AT&T proposed principles to govern bundling raise concerns in two regards. On the
one hand, it recommended unbundling of service elements. On the other hand, it
recommended that the unaffiliated content provider be alowed to resell (and therefore
bundle) the cable programming —i.e., to create a complete bundle.

Because broadcast carriers exercise control over bottleneck facilities,
they have both he incentive and the opportunity to bundle these
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facilities with their other services and offer the entire package to their
customers for a single price... [T]he Commission concluded that the
bundling of monopoly service elements with competitive service
elements is generally appropriately subject to three conditions:

1) the bundled service must cover its cost, where the cost for the
bundled service includes:

a) the bottleneck component(s) “costed” at the tariffed rate(s) (including, as
applicable, start-up cost recovery and contribution charges); and

b) the Phase Il causal costs for components not cover in a) above;

2) competitors are able to offer their own bundled service through the
use of stand-alone tariffed bottleneck components in combination
with their own competitive elements;

3) resale of the bundled service permitted...

In the absence of such a requirement, broadcast carriers will be able to
engage in strategic and anti-competitive pricing behaviour arising
directly out of their dominant position in the access market. (AT&T,
pp. 27-28)

What AT&T had identified as a powerful lever in the marketplace, control over the
core product, it sought to neutralize by requiring unbundling and resale.

AT&T Canada LDS submits that broadcast carriers should not be
permitted to bundle their broadcast and telecommunications service
until the Commission has established rules which permit the
unbundling and resale of BDU services. Furthermore, to the extent that
the unbundling and resale of BDU services is tied to entry of the
telephone companies into the BDU market, no telephone company
should be permitted to bundle BDU service with its local telephone
service until all of the issues relating to unbundling and resale of these
service have been resolved by the Commission. (AT&T, p. 28)

The question of how and what independent 1SPs will be able to market to
customers remains a bone of contention between AT& T in the U.S. and the unaffiliated
| SPs.
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C. WHAT AT&T AND AOL ARE OFFERING

1. THE AOL TIME WARNER PLEDGE
Now that AOL stands to become the owner of a cable network, it has changed its view
of open access. AOL says it can be trusted to provide nondiscriminatory access, but the
flavor of open access it offers in the Memorandum of Understanding is significantly watered
down. The AOL Time Warner commitment can be summarized roughly as follows.
AOL Time Warner commits to provide consumers a broad choice among multiple
ISPs, consistent with providing a quality consumer experience and any technica
limitation.
AOL Time Warner pledges to negotiate commercial agreements with unaffiliated
ISPs that will not discriminate in terms of access or operation of the network
against ISPs who are not affiliated with AOL Time Warner.
AOL Time Warner offers some detals of the non-discriminatory commercial
relationship it contemplates.
Consumers will not have to purchase service from an affiliated ISP in order to
obtain broadband Internet access over AOL Time Warner systems.
Unaffiliated ISPs will be adlowed to have the only direct relationship to the
customer for broadband Internet service.
|SPs will be allowed to connect without purchasing broadband backbone transport.
AOL’s offer to conduct commercia negotiations will cover nondiscrimination in
additional area of commercia relationships and operation of the network including speed of

service, marketing commitments, nature of service, tier of service and whether an ISP wishes
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to “partner” with AOL Time Warner. AOL Time Warner also recognizes that in addition to
nondiscrimination in commercial and operationa relationships, there are aso potential
problems in discrimination against applications and it agrees not to prevent the provision of
streaming video by unaffiliated | SPs.

AOL Time Warner appears to recognize the legitimacy of civic discourse goals. AOL
has made two commitments in this regard.

It commits to partnering to promote national, regional or local servicesin order to
facilitate the ability of consumers to choose among ISPs of different size and
scope.

It will not allow selective offering of service that “redlines’ a portion of an AOL
Time Warner cable system.

Although the AOL Time Warner commitment goes beyond any made by other cable
companies, it falls well short of what is necessary to preserve the open communications that
has typified the narrowband Internet.

The poalicies, terms and conditions offered by AOL Time Warner are inadequate
and AOL Time Warner continues to insist that this is al voluntary, which means
that there is no effective enforcement mechanisms.

Details of implementation are totally lacking.

Without legal enforceability of the agreement its commercia interests make them
untrustworthy. AOL Time Warner is shutting competitors out wherever the law
does not prevent them from doing so, (e.g. barring GiSCO ads (a regional |SP)

wherever it competes with Road Runner, enforcing IM proprietary standards).
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2. THEAT&T COMMITMENT

AT&T has offered to provide access to its cable systems to independent |SPs on more
restrictive conditions on a “voluntary” basis after the exclusive contracts that its own cable
systems signed with @Home expire. Like AOL, AT&T's has made this offer in a number of
local and federal venues with increasing publicity over time.?®® The most recent instance
attracted a great deal of attention because it was memorialized in a highly publicized “Joint

Letter” to Chairman Kennard of the FCC.

Like AOL, AT&T promises consumers a choice of ISPs, without having to
subscribe to an affiliated | SP.
It promises to offer I1SPs a range of internet connections at different speeds and
prices with functionality that is comparable to other high speed systems, “subject
to any technical constraints particular to, or imposed upon, all ISPsusing AT&T's
cable system to deliver high-speed Internet access.”

The AT&T offer was quite explicit on the question of technical access to the Internet.

It guaranteed the following.
Cable modem service will support Internet protocols and customers will be
able to configure the service to support the customers own choice for a “first

screen” and bypass al proprietary content of a network affiliated | SP.

220. See MediaOne, Town of Weymouth’s Decision to Regulate Internet Service as a Condition of
MediaOne's License Transfer to AT& T To Be Fought by Media One (Oct. 26, 1999).
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Consumers have access to al content and ISPs, subject only to reasonable

technical limitation that may be necessary to preserve a reasonable level of

service for other customers that are also using the service (i.e., limitations on

“bandwidth hogging”).

AT&T was less forthcoming on the commercia relationships, however. AT&T will
negotiate prices for different levels of speed, but no principles for arriving a a reasonable
price and no enforceable assurances about the quality of service are given. AT&T will give
independent 1SPs the opportunity to offer service to consumers over AT& T's facilities, but it
retains immense control over the nature, quality and cost of the services it will allow to be
sold and the manner in which they will be marketed to consumers. For example, AT&T
declares that any such opportunities will be subject to terms and conditions to be agreed upon
by the parties covering

pricing,

billing,

customer relationship,

design of start page,

degree of customization,
Speed,

system usage,

caching services,

co-branding ancillary services,
advertising and e-commerce revenues, and
infrastructure costs.

AT&T will alow independent 1SPs to market to cable customers who have not
designated an ISP. However, AT&T requires the ISP to negotiate with AT&T how that will

take place by stating that the opportunity to market must be “through means mutually agreed
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upon.” It is not clear that independent ISPs would be alowed to compete for AT&T's
Internet customers.

AT& T’ s commitment is most instructive, not because of its definition of open access,
but by identifying a large number of commercial issues that must be resolved if open accessis
to be commercialy meaningful. Table 1 presents the magjor categories of discrimination that
must be addressed to create an effective open access
policy.??> The following discussion focuses on the broad principles that should govern open
access, only a few of which have been met by AOL and virtualy none of which have been
met by AT&T.

D. POLICY AND ENFORCEMENT: WHAT COMMUNICATIONS NETWORKS

REQUIRE TO REMAIN OPEN

1. NON-DISCRIMINATORY ACCESS

Public policy should start with a ban on discrimination.

The Any Principle: Network owners shall provide any requesting Internet Service
Provider access to its broadband Internet transport services (unbundled from the provision of
content) on rates, terms and conditions that are at least as favorable as those on which it

provides such accessto itsdlf, to its affiliates, or to any other person.

221. In order to analyze the complex issue of nondiscriminatory access to the broadband facilities, CFA has
adopted the analytic approach presented in Table 1. It identifies four broad areas of concern and about two
dozen specific practices. The framework for analysis is based on the paradigm presented by Lessig, “Creating
Open Access to the Broadband Internet,” Briefing: Can We Preserve the Internet as We Know It? Challengesto
Online Access, Innovation, Freedom and Diversity in the Broadband Era (Dec. 20, 1999) and “ Open Access to
the Broadband Internet: Overcoming Technological and Economic Discrimination in Proprietary Networks,”
University of Colorado Law Review, forthcoming.
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EXHIBIT VI-1
POLICY, TECHNICAL AND ECONOMIC SOURCES OF DISCRIMINATION IN
PROPRIETARY BROADBAND NETWORKS

LAW: POLICY AND
PROPRIETARY CONTROL

NORMS:

SERVICE RESTRICTIONS

BANNING DISCRIMINATION
Available Terms
ISP ACCESS
Number
Diversity
ENFORCEMENT
Private Right of Action
Public Enforcement
ARCHITECTURE:
TECHNOLOGY BIAS
Minimizing Limitation
TECHNICAL NEUTRALITY
Standards for Limitation
Competitively neutral
INTERCONNECTION
Comparably Efficient
Change Management
STRUCTURE

PROVIDERS/CONSUMERS
Protected Characteristics
Availability of Terms

MINIMIZE LIMITATIONS ON
Upstream traffic
Server set-up
Local area networking

THE MARKET:

BUSINESS LEVERAGE

INFORMATION GATHERING
Confidentidity

PRICING

Pay Once

Commercia Transport

PRODUCT BUNDLING

Unbundling (resale)
Prohibition on X-subsidy

Non-discriminatory Access CUSTOMER RELATIONSHIP

FLOW
Access to:
Operation support (bit rate etc.)
Operation Support Systems

Direct relation to customer
Boot screen freedom
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2. ISP ACCESS

How many ISPs will be allowed access? AOL Time Warner will not commit to a
number of 1SPs that will be made available. Therefore, there is no way to know whether there
will be ether effective competition or open communications on its network. AT&T has said
that it will make access available to the five or six largest commercial ISPsin an area. AT&T
intends not only to control the marketing opportunity, but it intends to offer it to a small
number of the most popular ISPs. ASAT&T CEO Michael Armstrong put it:

We are motivated by sdlf interest and greed just like they are. And so if | go down
toob | don't know, Austin—and I'm making this up—there€s a
Unviersityof Texasnet.com |.S.P. that really has captured a good part of that market,
and | really wish to sell as much of my data services over this infrastructure as | can,
then having that very popular 1.S.P. only infrastructure is the way that | can gain
new subscribers.z22

These commitments do not even begin to deliver the competition and diversity that we
enjoy on the narrowband Internet.

The number of 1SPs that can gain access to the system is critical and can vary widdly —
- afew, some, many, most, all. Therefore, we propose the following principle.

Competition: The network operator shall support as many ISPs as technically
possible and shall commit to the research, development and deployment of technologies to
maximize the functionalities available and the number of ISPs that can be supported by the
network.

The number of 1SPsis one critical issue. The type of 1SPs that can gain access is also

important. Once one abandons the “any ISP principle, the question of which services will be

able to gain access to the network on commercial terms (not just because of discrimination)

222. Seth Schiesel, For AT& T's Chief, a Redefined Cable Landscape, N.Y. TIMES, Jan. 16, 2000, § 3, at 1.
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also becomes a concern. Therefore, open access policy should make a broader commitment
to diversity and discourse.

Diversity: The network operator should ensure that at least one unrestricted ISP is
available on its network and shall endeavor to make access for local and noncommercial 1SPs
available in proportion to network capacity.

3. ENFORCEMENT

The word “any ISP’ used in the context of open access is a very powerful word. Once
a network owner invokes proprietary control over the network into negotiations and removes
the word any, a host of problems arises. Under the voluntary approach now espoused by
AT&T and AOL Time Warner, there is no recourse. If it discriminates in implementation,
there is nothing that private parties or government entities can do about it, except, perhaps file
and antitrust case.

How do we police the offer of rates, terms and conditions? Since these are private
negotiations, no unaffiliated ISP has any idea of what rates, terms and conditions have been
offered to any other ISP. How does any ISP know that the offer it has been made is not
discriminatory? How does an ISP enforce its rights, if nondiscriminatory terms are offered
but not delivered?

For these reasons, we believe that a private right of action backed up with potential
governmental enforcement is the preferred approach to ensuring open access to the broadband
Internet. We refer to this as the “any” principle.

Legal Rights: Any ISP should have an enforceable right of action to seek injunctive

relief from discrimination.
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Governmental Rights. Government agencies (antitrust, regulatory) should have a
right to prevent discrimination on their own motion.

E. ARCHITECTURE: TECHNOLOGY BIAS

1. IDENTIFYING AND MANAGING TECHNICAL LIMITATIONS

If there are technica limitations, who decides what they are and how do we monitor
their implementation? For example, AOL Time Warner commits to allowing streaming
video. What happens if it determines that only one video stream is possible and AOL Time
Warner's dffiliate got there first? A "technicd limitation” may eiminate choice for
consumers and act in favor of the AOL Time Warner affiliate.

However, to the extent that there are legitimate technical limitations, the correct public
policy response should be.

Minimizing technical limitations: Network owners should actively work to minimize
the technical limitations on access and proactively manage any limitations so as to impose the
least restriction possible on open Internet communications, and

Technical Neutrality: (1) Technica limitations must be demonstrated by some agreed
upon standard. (2) Implementation of measures deemed necessary to enforce technical
limitations should not discriminate between affiliated and nonaffiliated 1SPs.

2. PRINCIPLES OF NON-DISCRIMINATION

In order to ensure technological non-discrimination a number of principles must
govern the relationship of the ISP to the network owner.

Comparably efficient interconnection: In providing non-discriminatory access,

network owners must alow competitors to access their broadband distribution network in the
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most efficient manner possible on terms that are technically and economically equivalent to
those provided by the network owner to itself or affiliates or partners in terms of scope,
quality and price. It must provide the option to make a physical connection at any place
where a cable company exchanges consumer data with any Internet service provider, or at any
other technically feasible point selected by the requesting Internet service provider,

Non-discriminatory change management: To the extent that standards are
developed for interfacing with broadband access services, the network owners who provide
these services should not be permitted to implement any non-standard, proprietary interfaces,
as this would be contrary to the development of an open network of networks. In addition,
any new network or operational interface that is implemented by a broadband access provider
should be made available on a non-discriminatory basis.

Access to infrastructure: It is vital to ensure that unaffiliated 1SPs can deploy and
gain access comparable to that the network owners afford to their affiliated | SP.

Operational support and operating support systems. Non-discriminatory access for
multiple 1SPs extends to all relevant aspects of the technical and operational infrastructure, so
that al business system interfaces will be open to al 1SPs and performance levels will not
favor the affiliated I1SP. It isimportant to confirm that the cable operator must provide equal
treatment for local content serving (caching or replication) that the affiliated and nonaffiliated
ISPs can provide, specificaly, no firewalls, protocol masking, extra routing delays or
bandwidth restrictions may be imposed in a discriminatory manner.

F. NORMS: SERVICE RESTRICTIONS PROVIDERS/CONSUMERS
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In a last mile shared environment, proper network and bandwidth management might
possibly require certain limitations on data transmission. However, content- or service-
specific restrictions can be both over- and under-inclusive--and most of al, anticonsumer.
Any legitimate network management policies must be free of such anticompetitive intent and
effect.

AOL Time Warner adopts a narrow definition of discrimination that identifies
affiliation and one functionality (streaming video) as a criteria which will not be the basis for
discrimination. AT&T gives no assurances about any specific characteristics.

The “any ISP" principle of the narrowband Internet affords much broader protection
against discrimination. If network owners exercise proprietary control through negotiations,
the definition of excluded discrimination must be broader.

Protected Characteristics. The network owner should place no limits on or provide
favorable treatment to 1SPs--based on affiliation, content, applications, functionality or type--
in making service available to users or in alowing users to reach the Internet.

Both the AT&T and the AOL Time Warner commitment open the door to market
foreclosure based on permissible (not “undue’) discrimination. The commercial negotiations
contemplate differences between ISPs. How much “due” discrimination will be tolerated? If
network owners establish a huge discount for very large 1SPs and its affiliate is the only entity
that qualifies, choice has been eliminated and competition may be chilled.

Will 1SPs be able to find rates terms and conditions that suit their needs, or will

AT&T/AOL Time Warner only make a very restricted set available? If the affiliated ISP does
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not need certain speeds, or tiers of service, then it can meet its non-discrimination pledge by
samply not making them available to anyone.

Availability: Network owners should make access available on a variety of terms and
conditions to meet the needs of ISPs of different types who have different needs for
interconnection.

G. BUSINESSLEVERAGE

Open access cannot ignore business redity. If the network owner inserts himself in
the relationship between the customer and the independent ISP in such a way as to ensure that
its affiliated 1SP has a price, product or customer care advantage, then competition between
ISPs will be undermined. This gives rise to the third category of discrimination issues, which
involves the market. The potential anticompetitive problem is the abuse of business leverage.

1. INFORMATION

Confidential treatment of information: Broadband access providers that are
affiliated with or have joint marketing arrangements with broadband service providers should
also be required to enter into non-disclosure agreements affording these latter parties the same
level of confidential treatment.

2. PRICING

The most critical business issue is a potential price squeeze that can be placed on
independent programmers and service providers by the closed business model. By controlling
a bottleneck, network owners can place price conditions on independent content providers that
undermine their ability to compete. Both AOL and AT&T have offered to allow consumers

to purchase service from unaffiliated 1SPs without paying for the affiliated ISP, others have
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not. Moreover, pricing of network access to ISPs has not been addressed in detail. Price
squeeze is still adistinct threat.

Paying once for service: Pricing must alow the consumer to choose any ISP they
want without being required to pay for or go through the cable-affiliated | SP.

AOL Time Warner agrees to alow unaffiliated ISPs to purchase services without a
direct commercia relationship. AT& T appears unwilling to do so.

Commercial transport service: Network owners should provide "broadband Internet
access transport services’--which is the transmission of data between a user and his Internet
service provider's point of interconnection with the broadband Internet access transport

--on rates that prevent verticaly-integrated access providers from
engaging in predatory pricing or cross subsidization of their affiliated 1SP.
3. BUNDLING

Bundling of services raises concerns because it provides a great dea of leverage,
especialy where monopoly services are bundled with competitive services. Because cable
companies exercise control over bottleneck facilities and video programming, they have both
he incentive and the opportunity to bundle these facilities with their other services and offer
the entire package to their customers for a single price.

Unbundling: Unaffiliated content providers should be allowed to resell (and therefore
bundle) the cable programming--i.e., to create a complete bundle--and/or through resae.

Prohibition on cross-subsidy: The bundled service must cover its cost.

4. CUSTOMER RELATIONSHIPS
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Critical aspects of the customer relationship must be controlled by Internet service
providers including marketing, billing and boot screen customization.

The importance of marketing and billing relationships is well known. The importance
of controlling the boot screen is becoming better understood as the information age unfolds.
The network owner can control the boot screen that the subscriber sees which creates the
potentia to steer customers. The initial boot screen is like prime real estate and advertisng
gpace. Location on the initial screen can predispose customers to use affiliated services at the
expense of unaffiliated services. The system owner can take the best location for itself and
lock out or downgrade others. Control of the boot screen also ensures that the direct
relationship is with the transmission service provider. AT&T insists that customization of the
boot screen be negotiated, thereby retaining control over the independent 1SP.

Wholesale relationship between the ISP and the Network Owner: Network
owners should enter into wholesale relationships with 1SPs for the purposes of the sale of
transport over the network and not interfere in the relationship between the customer and the
unaffiliated ISP. By establishing this commercial relationship between ISP and the network
owner, the network owner cannot dictate the relationship between the ISP and the customer
including all the critical aspects of that relationship to the customer — billing, marketing, boot
screen, etc.

H. CONCLUSION

The indictment offered by AT& T/AOL before they became vertically integrated with
cable companies in a highly concentrated market clearly applies to the current situation in the

U.S. and will likely continue to for the foreseeable future. The discussion of demand-side
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problems points to issues that are long term in nature. The insightful discussion of network
access as an essential function for communications technol ogies establishes the need for open
access on an enduring footing. The recommendation by AT& T that the federal government in
Canada not forbear from regulation was correct in 1997, just as it was in 1999 when AOL
made a similar recommendation in the U.S.

What AT&T and AOL said as “unaffiliated” companies has even greater importance
for other smaller “unaffiliated entities.” Even as non-facilities owners, AT&T and AOL were
still very large and powerful corporations. Their analysis makes a strong case that the
problems facing unaffiliated I1SPs are large and real. Their frank discussion of the potential
problems and the specificity with which they offered solutions should be a wake up call to
policy makers. All but the most powerful ISP are likely to fare very badly in a commercial
setting where discriminatory accessis not firmly rejected.

The remedies that AT&T proposed in Canada are well beyond what is being
considered in the U.S. for cable TV. Teephone companies in the U.S. are under legal
obligations that match the array of regulations AT& T advocated for cable TV and telephone
companies in Canada. No one in the U.S. is advocating or contemplating such a heavy
handed regulatory approach for cable. AOL’s light-handed approach, with government
triggering private negotiations and backstopping the process, has received considerable
attention and has been adopted in a number of communities.

Combining the defense of open access with AOL’s description of the necessary policy
elements to ensure nondiscrimination through light-handed regulation presents a complete and

compelling package. Public policy makers can readily adopt AOL’s recommendations of a
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few months ago to ensure that unaffiliated | SPs, who are unable to buy broadband wires, will
have a reasonable chance of competing in the broadband marketplace that AOL believes will
be the dominant form of communication in the century ahead.

AT&T's detailed road map to non-discriminatory access could be useful, however, in
providing guidelines and benchmarks as private negotiators and the courts begin to wrestle
with these issues. They suggested the following requirements:

1) Comparably efficient interconnection, with the identification of
several options for physical and virtual interconnection, a list that
can hopefully be expanded.

2) Open standards with change management.
3) ISP neutral network management.

4) Minimum content and service restriction, consistent with neutral
network management.

5) Performance parameters, including a list of services to be made
available and practices to be avoided.

6) Confidentiality of competitively sensitive information and
protection against abuse of such information by vertically integrated
broadband service providers.

7) A wholesale relationship between unaffiliated ISPs and vertically
integrated service providers from whom the independents wish to
purchase facilities.

8) Rates for transport service that are subsidy free and not
anticompetitive.

9) Bundling and marketing provisions that prevent the abuse of
leverage over monopoly services.

At the same time, AOL’s desire to make open access as efficient as possible by using a

public obligation to trigger private negotiations is valid. lronicaly, the Telecommunications
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Act of 1996, to which AT&T points in its demand for open access to telephone company
XDSL services, had a negotiation and arbitration procedure in place to encourage
implemention. AT&T’'s complaints about the Baby Bells reluctance to open their markets
only makes it clear that obstinate corporations can make the process difficult, but that does
not obviate the need for the process. The obligation to negotiate and recourse to legal
authority for redress drives the process forward. Without the public obligation, there is little
chance that open access will be provided for those who need it most -- the smaller niche

players and innovative start ups who have defined the Internet.

RELIEF REQUESTED

Wherefore, for the above stated reasons, Petitioners respectfully request that:

1) The Commission deny the Application of AOL and Time Warner to transfer
licenses.
2) If the Commission does not deny the Application, that the Commission:

a) require AOL Time Warner to provide non-discriminatory open access to its
cable systems that effectuates the principles described above, and that
provides a private right of action for |SPs and individual subscribers;

b) require AOL to divest its interest in DirecTV’s ultimate parent, General
Motors;

c) require Time Warner, Inc. to divest TWE' sinterest in Road Runner;

d) require AT&T to divest its interest in Time Warner, Inc., and require

MediaOne to divest its interestsin TWE.
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Petitioners recognize that, unless Petitioners Motion to Consolidate is granted, that
the Commission cannot require AT& T and MediaOne to divest their respective interests as
part of this proceeding. In the event the Motion to Consolidate is not granted, Petitioners
request that the Commission prohibit AOL and Time Warner from consummating their
merger until AT& T and MediaOne are persuaded to divest their interests in Time Warner and
TWE respectively. For the reasons detailed above, Petitioners believe that no conditions exist
under which the Commission may grant the AOL Time Warner Application while AT&T and
MediaOne retain their interests in Time Warner and TWE.

CONCLUSION

For the reasons stated above, the Commission should deny the Application of AOL

and Time Warner for transfer of licenses. If the Commission does not deny Application, it

should impose the conditions requested above.

Respectfully submitted,

Harold Feld

Andrew Jay Schwartzman

Cheryl A. Leanza

MEDIA ACCESS PROJECT
Counsel for CFA, et al.

950 18th St., NW

Suite 220

Washington, D.C. 20036
Counsel for CU, et al.

Date: April 26, 2000
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ATTACHMENT A



DECLARATION

I, Gene Kimmelman, declare as follows:
1. | am co-director of the Washington, D.C. Office of Consumers Union.
2. This Declaration is submitted in support of the Petition to Deny the
applications for consent to transfer control of licenses from Time
Warner, Inc. CS Docket No. 00-30, filed on behalf of Consumers
Union.
3. | have reviewed the factual assertions contained in the Petition to
Deny and | declare that they are true to the best of my knowledge.
| hereby state that the forgoing is true and correct, under penalty of perjury.

Executed on April 25, 2000

Gene Kimmeman



CERTIFICATE OF SERVICE

|, Eva Eitzen, do hereby certify that | caused one copy of the attached Petition to Deny to be
served by U.S. mail upon the parties listed below.

George Vradenburg, 111

JlIl A. Lesser

Steven N. Teplitz

America Onling, Inc.

1101 Connecticut Ave., N.W.
Suite 400

Washington, D.C. 20036

Richard E.Wiley

Peter D. Ross

Wayne D. Johnsen
Wiley, Rein & Fielding
1776 K St., N.W.
Washington, D.C. 20006

Counsal for America Online, Inc.

Mark C. Rosenblum
Stephen C. Garavito
Lawrence J. Lafaro
AT&T Corp.

Room 3252G1

295 North Maple Avenue
Basking Ridge, NJ 07920

Howard J. Symons
Michelle M. Munadt

Mintz Levin Cohn Ferris Glovsky & Popeo, P.C.

701 Pennsylvania Ave, N.W.

Suite 900

Washington D.C. 20004
Counsel for AT&T Corp.

Timothy A. Boggs
Catherine R. Nolan
TimeWarner, Inc.

800 Connecticut Ave., N.W.
Suite 800

Washington, D.C. 20006

Aaron |. Fleischman

Arthur H. Harding

Crag A. Gilley

Fleischman & Walsh, L.L.P.

1400 Sixteenth St., N.W.

Suite 600

Washington, D.C. 20036
Counsdl for Time Warner

Susan M. Eid

Sean C. Lindsay

MediaOne Group, Inc.

1919 Pennsylvania Ave., N.W.
Suite 610

Washington, D.C. 20006

Wedey R. Heppler

Robert L. James

Cole Raywind Braverman, L.L.P.
1919 Pennsylvania Ave., N.W.
Suite 200

Washington, D.C. 20006

Counsel for MediaOne Group, Inc.



Philip L. Verveer

David W. Carpenter Michael H. Hammer

Mark D. Schneider Michael G. Jones

David L. Lawson Francis M. Buono

Lorrie M. Marcil Wilkie Farr & Gallagher

C. Frederick Beckner 1155 21st St., N.W.

Sidley & Austin Suite 600

1722 Eye St., N.W. Washington, D.C. 20036

Washington, D.C. 20006 Counsel for MediaOne Group, Inc.

Counsel for AT&T Corp.

April 26, 2000
EvaEitzen Date




