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OK. Well, there we go -- yet further evidence that PowerPoint makes you

stupider. I now understand that second graders are doing assignments in

PowerPoint. And, in fact, friends of ours recently bragged that their

daughter was using PowerPoint in her second-grade class. And, you

know.. .they had obvious enthusiasm. I didn't want to say anything, but

anyway.. .here we go. This is the crack cocaine of MBA's PowerPoint.

Thank you for that nice introduction and it's -- and, of course, it's a great

honor to be in this august group of speakers. I saw the program for this

class and I thought, wow, is this the list -- that list of people I wrote down

that I was trying to get to come to George Mason? And, I understand, I'm

not on the starting lineup here, but --

[unintelligible]

-- coming off the bench is a great honor, so...And, I hope that you might

get Henry Goldberg out here too because, certainly, if I can, I would love

to come and hear him talk about spectrum policy and so forth. We just ran

a rather ambitious experiment in network regulations since the 1996

Telecommunications Act, certainly, and I guess you have talked a little

bit about the Telecom Act. And, you know...this was sort of grand

compromised -- 20-some years in the making. And, it was supposed to be

a way to introduce competition in both local and long-distance telephone

service in sort of one fell swoop.

And, one of my coauthors, Bob Crandall, at the Brookings Institution, and

I think he is still mad at me for getting him to a write a paper about three

years ago that said that the Telecom Act wasn't all that bad if you

compared it to other legislation, if you compare it to the '34

Communications Act, the '27 Radio Act, and the 1984 Cable Act. It

probably -- or the '92 Cable Act -- it's probably OK. So, I assure Bob that

we're on the same page. I just have lower standards than he does. But, you
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know...this debate about the effects of the '96 act will go on for

sometime, and certainly in academia. But, already, we, you know...in the

world, we see that both the political market and the economic markets

have gone through some tumultuous cycles. And, we're already to some

stage beyond, certainly, the stage that was defined by the '96

Telecommunications Act, although that act still remains very, very

important. And you know...it is important to recall that the, you

know.. Telecom Act did do three things, essentially, in local

telecommunications that individually were all quite important.

First, it abolished state monopolies for telecommunications and it's good

to remember that, as recently as 1996, most states had monopoly

franchises for local telephone, voice telephone service. And, this was a

federal preemption. It was certainly a violation of federalism, a rather

violent violation of federalism, because state-regulated telephone service

is really a state-intrastate kind of a thing. But, this was important, and it

allowed this burgeoning competition that had been seen for some years

as, it was called regulatory bypass by economists, but it really was a form

of bypass. And, even, you know.. .business people in the market place

called it bypass, these -- the CAPS, the Competitive Access Providers,

would literally route traffic from data-intensive users around the local

telecommunications infrastructure, which was the regulated sector, and

the monopoly-regulated sector, and take that traffic to competitive service

providers, and long distance service providers, or data networks. And, so,

companies like Metropolitan Fiber Systems and [Telefort], it actually

carved out a pretty good little business there.

So, there became a viable business proposition and that went on from the

late 1980s. And, so, this idea of natural monopoly in the local

telecommunications loop really was quite strong as of the middle 1980s. I

remember being in debates with people about cable TV policies and the
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coup de grace — coup de grace in 1987, when talking about potential

competition between cable operators was "Oh, and I suppose you are

going to advocate competition in local telecommunications too?" You

know.. .1 mean that was, you know...code for who's drinking the Kool-

Aid, you know...And, of course, I was, you know.. .1 drunk a lot of Kool-

Aid. So, I said, "Yeah. Yeah. I would love the phone companies to

compete, too. That would be a great idea."

So, you know.. .this idea in 1996 that we abolish these state franchise

monopolies, that actually was interesting to get a federal intervention.

Actually, as soon as it came to actually eliminate those state monopolies,

assuming meaning that there may not have been a consensus, you

know...someone said there's still not a consensus, that you can have

competition in a local loop. I think that's wrong. I think there is a

consensus and, certainly, it's a worldwide consensus in my opinion.

But, anyway, the feds actually got in front of that one and that was an

important aspect of the law. And, in fact, it may be the most important

enduring aspect of the law. Secondly, it mandated interconnection

between rival telecommunications networks. And, this is not, certainly,

the same as unbundling. In some respects, it seems similar. But, the

simple idea of interconnection is that a large network has to exchange

traffic with a small network. And, this does allow the small networks to

become part of the mix and to establish themselves. And, it turns out that

interconnection rules are far less onerous, and interesting, and challenging

to craft than are the mandatory network-sharing rules, where one network

actually carries the traffic for another network. But, this is just the idea

that networks will hand off to one another so that, if you're a small

network and you have a few customers that might want to reach the

customers of larger networks around so that you can get established.
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So, interconnection has actually been a mandate in the '96 act that has not

been controversial, by and large, and you see a lot of interconnection in a

lot of markets that is completely unregulated. Wireless is, you know...

substantially of that genre.

Then, the third thing that the Telecommunications Act did in the local

loop was, of course, to setup the legislative instructions for the regulators

at the Federal Communications Commission, and the states cooperatively,

to give a little jump start to competition. This idea that there should be

competition in local phone service, obviously, was a radical idea in 1996.

And, this was the fallback, the safeguard, to make sure that this thing can

really happen when we're not really sure that anybody is going to start

building new telephone networks on top of the current ILEC, the

Incumbent Local Exchange Carriers. We're going to allow the regulators

to drop some rules that say that the new networks can actually get

established simply by renting capacity on the existing carriers.

And, so, that became known as mandatory unbundling or as I call it,

generically, mandatory network sharing.

There is, obviously, a lot of network sharing that goes on at all levels

without mandates. The important point here is that the mandates are being

instituted to try to help new competitors to get established in markets.

And, so, that was really the controversial part of this. And, so, this setup

of basic economic issue that some might even call a metaphysical issue,

as it came out, because it became a rather heated debate. And, being an

economist, I think, of course we deal with hard facts and science and the

philosophers deal with other things. I always remember H.L. Mencken's

aphorism that every philosopher spends his day proving that every other

philosopher is an ass, and he always succeeds.
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Anyway...Competitive networks, how do we get them? This is the two-

or three-hundred-billion question. Do we go inside-out, meaning that in

the short to medium term, we're not going to realistically see a lot of

head-to-head overbuilding, the great majority of the cable industry came

up with some years ago for a competitive cable network? Are we going to

see side-by-side competitors, meaning that new capital is poured in and

sunk literally and figuratively in rival telephone exchanges?

Or, do we -- which I would call an outside-in policy, that new capital

comes into the market -- or do we start with what have, which is a local

exchange monopoly, and then use that monopoly with some encouraging

mandates here to host multiple competitors? And, hopefully, over time,

those new competitors that materialize as resellers to begin with will

branch out and find it in their interest to build out their own networks.

Now, it's crystal clear that everybody believes in the long run we want to

end up with competitive networks. But, nobody is really saying that it's a

good idea to have these network-sharing mandates simply supervise a

sharing amongst competitors of a given network. And, why not? Well, I'll

talk about that in a second. I got another slide on that.

Anyway, I wanted to sort of bounce off the side pocket, the side here just

to get back to the -- to where I want the ball to end up. Look at the Brand

X decision. This is not telecommunications per say. This is the cable

modem decision that just came down in June. And, so, what happened

there was that the Supreme Court upheld the FCC. The FCC rules said

that cable operators were not required to share their networks with their

rivals, other ISPs, maybe EarthLink, or AOL, or Microsoft network that

might want to provide retail services for high-speed Internet access. And,

a company like EarthLink wants to use, say, Comcast cable infrastructure

to provide that service, and would like to get low regulated rates to do

that, rather than negotiated rates. Obviously, they can negotiate if they
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want to. The question here is whether or not the government is going to

force prices that are below that negotiated level.

So, the FCC said, "No. The cable company could be vertically integrated.

It doesn't have to open up its infrastructure to rivals that provide retail

service in the cable modems." And, it is interesting to see the reaction to

that decision. The Washington Post writes "Cable's win is consumer's

loss." OK. So, the cable operator has now the property right to control

access to the system. A 6-3 opinion means that cable Internet providers

won't have to face competition from smaller rivals that don't have the

resource to build out their own networks. And, the Baby Bell phone

giants, who are required to share their lines -- a very important point I'll

talk about in a moment -- are already clamoring that yesterday's ruling

means that they should get the same treatment. Well, that's just what we

need, even less choice. OK. So, this is sort of a standard reaction

certainly, that the lack of the mandate, the regulatory mandate means that

you're not going to have this kind of inside-out competition, where the

new rivals can get on the existing infrastructure, and compete at the retail

level. OK. So, that's the journalist's take there.

This is the industry take, and it's a very interesting industry perspective

because it comes from Intel and Nortel, two equipment suppliers who

don't have any retail services for telecommunications -- "Brand X may

boost some firm sales. Intel and..." I like the headline writers, by the way.

"Brand X may boost some firm sales. Others see less impact." Thank you

for that. There's a lot of information in that little phrase there. Intel and

Nortel say, "Broadband spending may get a boost from Monday's Brand

X Supreme Court ruling. Freeing that industry from common-carrier rules

will be an indirect benefit to chip makers," Peter Pitch from Intel said.

"People are going to want to buy computers with state-of-the-art

microprocessors and that's why we're in this. We, largely, stand in the
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shoe of the consumer." Well, most of us have multiple shoes, but

anyway...The interesting thing here is that I agree with Intel. They are,

largely, in the shoes of the consumer. They want -- they don't have a dog

in the fight, they -- between cable and telephone company providers or

between ISPs, between EarthLink and Comcast.

But, they want lots of customers out there. They want more people to be

using high-speed Internet connection because that creates demand for

more computers, more computer chips, more home WiFi systems, which

are a compliment to the Centrino WiFi chips that Intel sells, and so forth

and so on. Nortel, also an infrastructure provider, they want phone

companies, they want cable companies to buy their infrastructure. And,

so, the interesting thing is they see this exactly the opposite of The

Washington Post, OK, exactly the opposite. They think that by giving a

property right to the investor, which in this case is a cable company, the

owner of the infrastructure, by giving that property right to them and

allowing them to negotiate whatever prices are appropriate for wholesale

access to -- the competitors might want to use, that they're, in fact,

rationalizing the investment incentives, and that this will drive

deployment of the broadband technologies.

So, these are two views of the world. OK? The one view really thinks that

competition is tied to these network-sharing mandates, that's what I call

inside-out competition. And, the other says, "No. What we've got to do is

we've got to have strong property rights for the owners of the capital, the

networks, and let's, you know...let's pare back these network-sharing

mandates and get more investment into head-to-head competition there."

So, economists have had a part in this, and they have kind of

characterized the argument for the network-sharing mandates as the

stepping stone theory. And, two economists out of Stanford put it this
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way. They looked at the FCC's resale program, which has been

characterized as the so called UNE-P Program. Have you talked about

what UNE-P means and --

[unintelligible]

And, you know all the acronyms?

That's what we teach here is that one.

Do you know [unintelligible]

No. [unintelligible]

Oh, you don't know [unintelligible]

We --

-- You guys are falling behind in your [unintelligible]

We are.

We discussed it in a philosophical level, but we did not get to the

economic level.

OK. So, they're talking about -- by the way, that is the FCC's leading

output is acronyms, followed closely by agency reorganizations. But,

these economists say two possible outcomes are likely to be good for

consumers from the mandatory network sharing. One is that facilities-

based competition emerges from the [uni-based?] entrants, the resellers,

who are sort of the initial resellers. The second is that wireless services
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make local-telephone access competitive. OK. So, in this case, wireless

services would, basically, eliminate the monopoly all by itself, sort of

unrelated to what's happening within the wired world.

But, this is the stepping stone theory right here -- a phrase that Nolan

Rosten [cannot CQ this name] actually used elsewhere -- that you allow

some firms to come into a market and share the existing operator's

facilities and then build out. Why is it efficient, sometimes, to do it that

way? Why do you want the entrance to have access, sort of you know...if

they can rent the existing infrastructure, what are you trying to do there?

What are you trying to, you know...what's the efficiency that you're

actually creating for the entrant?

Just not to invest in -- don't make the initial investment in the wires.

Yeah.

The cost of entry is...

Well, this is actually the way it's put sometimes. That's not, actually, what

you're trying to do because they're going -- you want them to make an

investment. OK? And, it's often said, "Well, we don't, you know...we

want them to get in without making the investment." Well, that's not

really the argument because, when you think about that, well, why would

we want them to get in without making an investment? There's -- if they

can't raise the capital to come in and build a system, why do you want

them to rent a system?

That's always been my problem because it seems like the people who've

actually put the money in, in the front end, and then other people just

come in and free ride on it.
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Tom Hazlett: Yeah.

Male Voice: That's always been my problem.

Tom Hazlett: Well, that may be a problem. I'm just saying, what's the argument? Forget

you know...before we get to other issues, what's the rationale? Yeah.

Female Voice:

Tom Hazlett:

It would, ultimately, give them an incentive because what they would go

in and do is create a customer base, and use that customer base to go and

raise money in capital and say, "Look, I've got a customer base I can

serve. I need to build a network and raise capital."

Yeah. That's a little closer to it. But, why -- I mean, you still want them to

-- it has to do with this marketing aspect. So, you're getting, I think, close

to what the -- to be honest, it's not a very well-formed argument probably.

But, that, you know...the basic idea is that, if you're the upstart entrant,

competing with the incumbent, even if you have a good long-term

business plan there, and you can raise the capital based upon the invested

dollars and the expected return, when you get into that market, you have

higher costs than a larger incumbent. Just take advertising, OK? You

come into a market that has a million households and you start building,

and after a year, you've built past 10% of the market. Well, to go on radio

and television in that market, you've got to pay basically the same costs as

somebody who serves a million households. It's very, very expensive to

have that kind of an asymmetry, in essence, in your initial efforts.

So, the idea is that you're giving some scale to the new entrant. OK.

That's, basically, what it is. You know.. .you can serve anybody in the

market if you can resell the existing incumbent's service. Now, I will say

that in wireless and cellular, there was initially a lot of reselling in the
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1980's in the old cellular duopoly. The Bell-affiliated wireless companies

got in first. They got their licenses first and they generally built first. And,

so, the second entrants, that were not affiliated with the Bell companies,

did have the opportunity to resell service. And, so, before they got their

networks up and running, they were able to sort of start marketing their

services and get this customer base and so forth.

So, to sort of grease the skids, to get, you know.. .to get these entrants in,

you have the stepping stone theory. But, as Nolan Rosten is quick to point

out, you don't want this outcome. You don't want people to sort of get

stuck in the resale program. The third possible outcome is that most local

access competition will take the form of resale of the incumbent's

facilities. In this case, consumers are not likely to benefit. Now, this has

sort of gotten lost in the shuffle or did get lost in the shuffle for awhile

there.

Why are consumers not likely to benefit? There's a very straight forward

answer to this. If the network sharing mandates are what's putting these

competitors into the market, you're not really getting market competition

deciding all the important prices now because the important price now is

the wholesale price that is offered to the entrants. That's set by the

regulator, and that will then influence the level of capital investment, OK,

because that's what the investors -- they get to sell now at this wholesale

price determined by the government. So, the government is still

regulating this. Now, if the government can magically, not magically, if

the government can, you know...through all orderly deliberations here,

set a price that actually does allow the entrants to come in, but does not

discourage investment, they've hit quite a nice equilibrium. That's a very

ambitious outcome here. And, the question that that would beg is, if the

regulation can do such a good job of regulating, setting the right prices,

why don't they just regulate the retail prices that well?


