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Essay

Common Carriage’s Domain

Christopher S. Yoo'

The judicial decision invalidating the Federal Communications
Commission’s first Open Internet Order has led advocates to embrace common
carriage as the legal basis for network neutrality. In so doing, network
neutrality proponents have overlooked the academic literature on common
carriage as well as lessons from its implementation history. This Essay distills
these learnings into five factors that play a key role in promoting common
carriage’s success: (1) commodity products, (2) simple interfaces, (3) stability
and uniformity in the fransmission technology, (4) full deployment of the
transmission network, and (5) stable demand and market shares. Applying this
framework to the Internet suggests that common carriage is not particularly
well suited as a basis for regulating broadband Internet access.
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Introduction

The concept of common carriage has played an increasingly important
role over the course of the debate over network neutrality. Network neutrality
supporters were initially quite hesitant to equate network neutrality with
common carriage." Over time, however, proponents became more amenable to
drawing a connection between the two concepts.” Interest in common carriage
intensified further following the D.C. Circuit’s 2014 decision in Verizon v.
FCC striking down portions of the Federal Communications Commission’s
(FCC’s) 2010 Open Internet Order on the grounds that it attempted to mandate
restrictions that could be imposed only on common carriers.’ Although the

1. See, e.g., Tim Wu, Why Have a Telecommunications Law? Anti-Discrimination
Norms in Communications, 5 J. ON TELECOMM. & HIGH TECH. L. 15, 16-17, 32-35 (2006) (noting the
heavy criticism of common carriage and proposing the substitution of a simple antidiscrimination rule);
see also Hance Haney, Eric Schmidt and Laurence Tribe on Common Carriage and Net Neutrality
Regulation, TECH. LIBERATION FRONT (Aug. 24, 2007), http://techliberation.com/2007/08/24/eric-
schmidt-and-laurence-tribe-on-common-carriage-and-net-neutrality-regulation  [http://perma.cc/A6BD-
JZAU] (quoting Google Chairman and CEO Eric Schmidt during a discussion of network neutrality as
stating that common carriage would be a mistake and expressing hope that any common carrier
obligations would be applied “pretty narrowly” (internal quotation marks omitted)); Part 2: Uses for
Devices of Multiple Capabilities Cannot Always Be Predicted or Channeled, COOK REP. ON INTERNET
PROTOCOL, TECH., ECON., & POL’Y 71, 91-92 (2006), http://cookreport.com/newsletter-sp-542240406
/pdf?download=61:pdf [http://perma.cc/F7TKK-S3MD] (quoting Vint Cerf as ‘“hesitat[ing]” to
characterize “neutrality as the 21st Clentury] version of common carriage”); John Windhausen, Jr.,
Good Fences Make Bad Broadband: Preserving an Open Internet Through Net Neutrality, PUB.
KNOWLEDGE 38 (Feb. 6, 2006), http://www.publicknowledge.org/pdf/pk-net-neutrality-whitep-
20060206.pdf (rejecting arguments that network neutrality would replicate common carriage).

2. See TIM WU, THE MASTER SWITCH: THE RISE AND FALL OF INFORMATION
EMPIRES 311 (2010); Susan P. Crawford, Transporting Communications, 89 B.U. L. REV. 871 (2009);
Sascha D. Meinrath & Victor W. Pickard, The New Network Neutrality: Criteria for Internet Freedom,
12 INT’L J. COMM. L. & POL’Y 225, 229, 238 (2008); Christian Sandvig, Network Neutrality Is the New
Common Carriage, 9 INFO 136 (2007); Moran Yemini, Mandated Network Neutrality and the First
Amendment: Lessons from Turner and a New Approach, 13 VA.J.L. & TECH. 1,7 (2008).

3. Verizonv. FCC, 740 F.3d 623, 656-57 (D.C. Cir. 2014).
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FCC appeared initially inclined to base its second Open Internet Order on
another statutory basis,’ a speech by President Barack Obama endorsing
common carriage as the best statutory basis for implementing network
neutrality changed the political calculus.” After some hesitation, the FCC
embraced common carriage as the statutory basis for network neutrality in its
2015 Open Internet Order, and the D.C. Circuit upheld that decision on judicial
review.

Network neutrality proponents tend to regard common carriage as a well-
established and accepted baseline for regulating network industries. It is true
that common carriage regulation has long operated successfully in sectors such
as water, natural gas, and electric power.” At the same time, uncritical
invocations do not adequately reflect the extensive commentary and regulatory
proceedings that identify the problems and limitations associated with common
carriage in the telecommunications sector. These problems include definitional
difficulties, the lack of incentives to economize, the systematic biases it
induces, its tendency to stifle innovation and facilitate collusion, and its
vulnerability to opportunism.® Indeed, the FCC has recognized the flaws in
common carriage since at least 1979 and has taken steps to limit its scope.’

The goal of this Essay is to use historical examples and the commentary
analyzing common carriage to identify the points of commonality between
common carriage and network neutrality, as well as the circumstances under
which common carriage is likely to be an appropriate regulatory intervention.
Rather than creating a grand theory of common carriage, the analysis follows
the approach taken by the Supreme Court’s decision in 7rinko by taking into

4. Protecting and Promoting the Open Internet, Notice of Proposed Rulemaking, 29
FCC Red. 5561, 5647-48 (2014) (statement of Chairman Tom Wheeler).

5. Obama White House, President Obama’s Statement on Keeping the Internet Open
and Free, YOUTUBE (Nov. 10, 2014), http://www.youtube.com/watch?v=uKcjQPVwiDk [http:/
perma.cc/SKY5-LGCD].

6.  Protecting and Promoting the Open Internet, Report and Order on Remand,
Declaratory Ruling, and Order, 30 FCC Red. 5601, 5724-25 91 283-87, 5757-90 91 355-408 (2015)
[hereinafter 2015 Open Internet Order], aff’'d sub nom. U.S. Telecom Ass’n v. FCC, 825 F.3d 674 (D.C.
Cir. 2016).

7. See, e.g., JEFFREY CHURCH & ROGER WARE, INDUSTRIAL ORGANIZATION: A
STRATEGIC APPROACH §26.2.3, at 853-54 (2000); Eli M. Noam, Towards an Integrated
Communications Market: Overcoming the Local Monopoly of Cable Television, 34 FED. COMM. L.J.
209, 219 (1982).

8.  Christopher S. Yoo, Is There a Role for Common Carriage in an Internet-Based
World?,51 HOUS. L. REV. 545, 573-605 (2013).

9. See Policy and Rules Concerning Rates for Competitive Carrier Services and
Facilities Authorizations Therefor, Notice of Inquiry and Proposed Rulemaking, 77 F.C.C.2d 308, 309-
10 97 1-3 (1979); see also John Haring & Evan Kwerel, Competition Policy in the Post-Equal Access
Marker 5-11 (FCC Office of Plans & Pol’y Working Paper, 1987), http://www fcc.gov/Bureaus/OPP
/working papers/oppwp22.pdf [http://perma.cc/6ZQZ-AM4F];NTIA REGULATORY REV. STAFF, U.S.
DEPT. OF COMM. NTIA REGULATORY ALTERNATIVES REPORT 13-31 (1987), http:/
www.its.bldrdoc.gov/publications/download/87-222 ocr.pdf [http://perma.cc/2MG6-6A2A]. See
generally Scott M. Schoenwald, Regulating Competition in the Interexchange Telecommunications
Market: The Dominant/Nondominant Carrier Approach and the Evolution of Forbearance, 49 FED.
CoMM. L.J. 367, 375-83 (1997) (reviewing the regulatory history).
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account the effectiveness of the proposed remedies when determining the scope
of liability.'” This Essay recovers this literature evaluating the efficacy of
common carriage'' as well as the insights from the history of enforcing
nondiscrimination mandates under the antitrust laws to synthesize a framework
for identifying the circumstances under which common carriage is most likely
to be effective. The analysis suggests that common carriage is most effective
when five circumstances are met:

1. The product being regulated is a commodity.
2. The interfaces between the product being regulated and related products
are simple.
The transmission technology is uniform and stable.
The transmission network is fully built out.
5. The demand for each firm producing the regulated product is relatively
stable.

bl

This framework provides a basis for evaluating whether common carriage
is an appropriate regulatory device to govern the modern Internet both in terms
of network neutrality and the regulation of cloud computing.

Part 1 provides an overview of the difficulty identifying a coherent
theoretical basis for common carriage, traces the regulatory development of
network neutrality, and identifies the points of commonality between the two
concepts. Part Il analyzes the five factors identified above and evaluates how
they affect the key aspects of common carriage regulation.

I. Common Carriage and Its Relationship with Network Neutrality

This Part lays out the concepts of common carriage and network
neutrality and analyzes the connection between them. The linkage between the
two concepts underscores how the practical limitations identified with respect
common carriage can help inform the network neutrality debate.

A. The Elusive Definition of Common Carriage

Over the years, scholars and courts have repeated attempted to devise a
coherent framework for determining when common carriage should apply,

10.  Verizon Commc’ns Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398,
414-15 (2004).

11.  For textbook discussions of the problems associated with the regulatory tools used
to implement common carriage, see, for example, DENNIS W. CARLTON & JEFFREY M. PERLOFF,
MODERN INDUSTRIAL ORGANIZATION 672-78 (3d ed. 2000); CHURCH & WARE, supra note 7, § 26.2.2,
at 847-52; 1 ALFRED E. KAHN, THE ECONOMICS OF REGULATION: PRINCIPLES AND INSTITUTIONS 27-32
(1970) [hereinafter 1 KAHN]. See generally 2 ALFRED E. KAHN, THE ECONOMICS OF REGULATION:
PRINCIPLES AND INSTITUTIONS 11-59, 93-94, 108-12, 325-27 (1971) [hereinafter 2 KAHN]; W. KIP
VISCUSI ET AL., ECONOMICS OF REGULATION AND ANTITRUST 431-36, 560-71 (4th ed. 2005)4
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without much success.'> Although some early cases suggested that common
carriage was appropriate for industries “affected with the public interest,” the
Supreme Court “discarded” that test, concluding that “there is no closed class
or category of businesses affected with a public interest”'® and that the phrase
was “not susceptible of definition and form[ed] an unsatisfactory test.”'

Other commentators have argued that natural monopoly represents the
defining characteristic of common carriers.!> Such arguments are contradicted
by the fact that common carriage mandates have often been applied to firms
that lacked monopoly power, such as taxis, inns, trucks, and long-haul railroad
routes served by multiple providers.'® The lack of centrality of market power is
further underscored by the fact that the statute defines “telecommunications
service,” which in turn determines the scope of common carriage,'” in purely
technological terms without any reference to market power.'®

Another theory is that common carriers are those companies that hold
themselves out as being open to the public.!” Not only is this interpretation
questionable as a matter of history.” It allows firms who wish to avoid
common carriage treatment to do so simply by declaring that it did not purport
to serve all comers.?!

12.  For an excellent survey of this literature, see Thomas Nachbar, The Public
Network, 17 COMMLAW CONSPECTUS 67, 79-109 (2008).

13. Nebbia v. New York, 291 U.S. 502, 536 (1934).

14.  Jackson v. Metro. Edison Co., 419 U.S. 345, 353 (1974). See generally Yoo,
supra note 8, at 554-59.

15.  For the seminal argument, see Bruce Wyman, The Law of the Public Callings as a
Solution of the Trust Problem, 17 HARV. L. REV. 156, 161 (1904). For a modern restatements of this
position, see U.S. Telecom Ass’n v. FCC, 825 F.3d 674, 749-54 (D.C. Cir. 2016) (Williams, J.,
concurring in part and dissenting in part); Verizon v. FCC, 740 F.3d 623, 664 (D.C. Cir. 2014)
(Silberman, J., concurring in part and dissenting in part).

16.  For the seminal statement of this critique, see Edward A. Adler, Business
Jurisprudence, 28 HARvV. L. REv. 135, 148 (1914). For modern restatements, see HERBERT
HOVENKAMP, ENTERPRISE AND AMERICAN LAW, 1836-1937, at 131-48 (1991); Joseph D. Keamey &
Thomas W. Merrill, The Great Transformation of Regulated Industries Law, 98 COLUM. L. REV. 1323,
1388-89 (1998); Thomas B. Nachbar, The Public Network, 17 COMMLAW CONSPECTUS 67, 96-100
(2008); James B. Speta, 4 Common Carrier Approach to Internet Interconnection, 54 FED. COMM. L.J.
225,259 (2002).

17. 47 U.S.C. § 153(51) (2018) (“A telecommunications carrier shall be treated as a
common carrier under this chapter only to the extent that it is engaged in providing telecommunications
services.”).

18. Id §§ 153(53) (defining “telecommunications service” as “the offering of
telecommunications for a fee directly to the public, or to such classes of users as to be effectively
available directly to the public, regardless of the facilities used”); id § 153(50) (defining
“telecommunications” as “the transmission, between or among points specified by the user, of
information of the user’s choosing, without change in the form or content of the information as sent and
received.”).

19.  For the seminal statement of this argument, see Charles K. Burdick, The Origin of
the Peculiar Duties of Public Service Companies, 11 COLUM. L. REV. 514, 518-25 (1911). For a moderm
restatement ,see Joseph William Singer, No Right to Exclude: Public Accommodations and Private
Property, 90 Nw. U. L. REv. 1282 (1996).

20.  Nachbar, supra note 12, at 86-93.

21. Yoo, supra note 8, at 553-54.
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Still other commentators have attempted to base a definition of common
carriage on the fact that it has historically been tied to the transportation and
communications industries.”” Not only are these definitions not specified
clearly enough to provide a basis for determining which transportation and
communication business fall inside the definition and which ones fall outside.”
Moreover, assuming that the historical pedigree somehow legitimizes the
classification violates Hume’s basic precept that one cannot get an “ought”
from an “is.”**

The definition of common carriage has proven elusive as a matter of
positive law as well. The statute contains an unhelpfully circular definition of
“common carrier” that includes “any person engaged as a common carrier for
hire.”® The judicial decision upholding the 2010 Open Internet Order turned to
definitions synthesized by the court in the landmark decisions in NARUC [ and
NARUC 11> NARUC II concluded that “the primary sine qua non of common
carrier status is a quasi-public character, which arises out of the undertaking to
carry for all people indifferently.”?” NARUC I held that “a carrier will not be a
common carrier where its practice is to make individualized decisions, in
particular cases, whether and on what terms to deal” as opposed to “holding
oneself out to serve the public indiscriminately.”?*

The judicial definition of common carriage provides the foundation for
two defining characteristics of common carriage. Undertaking to carry all
people is often called the duty to serve and is reflected in statutory language
obligating common carriers to provide ‘“communication service upon
reasonable request.”” Serving the public indiscriminately is the equivalent of
nondiscrimination and is enshrined in the statutory language prohibiting
common carriers from “mak[ing] any unjust or unreasonable discrimination in
charges.”’ Indeed, when reviewing the FCC’s 2010 Open Internet Order, the
D.C. Circuit characterized nondiscrimination as “the basic characteristic that
distinguishes common carriers from “private’ carriers.”!

22.  Crawford, supra note 2, at 885, 915; Nachbar, supra note 12, at 81-84, 109; Speta,
supra note 16, at 252-53, 255, 257; Richard S. Whitt, Evolving Broadband Policy: Taking Adaptive
Stances to Foster Optimal Internet Platforms, 17 COMMLAW CONSPECTUS 417, 491-92 (2009); Wu,
supra note 1, at 30-31.

23, Yoo, supra note 8, at 558-59.

24.  Id at558.

25. 47 US.C.§ 153(11)(2018).

26.  Verizon v. FCC, 740 F.3d 623, 651 (D.C. Cir. 2014).

27.  Nat’l Ass’n of Reg. Util. Comm’rs v. FCC (NARUC II), 533 F.2d 601, 608 (D.C.
Cir. 1976) (internal quotation marks omitted), quoted in Verizon, 740 F.3d at 651.

28.  Nat’l Ass’n of Reg. Util. Comm’rs v. FCC (NARUC I), 525 F.2d 630, 641, 642
(D.C. Cir. 1976), quoted in Verizon, 740 F.3d at 651.

29.  47U.S.C.§201(a)(2018).

30.  Id § 202(a).

31.  Verizon, 740 F.3d at 651; accord id. at 652 (holding that “‘[i]f a carrier is forced
to offer service indiscriminately and on general terms, then that carrier is being relegated to common
carrier status’” (quoting Cellco P’ships v. FCC 700 F.3d 534, 547-49 (D.C. Cir. 2012))).
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1. Nondiscrimination

Consider first how non-uniformity and dynamism in transmission
technologies make nondiscrimination hard to implement. Recall that the
textbook definition of price discrimination is a variation in price that is not
justified by differences in cost or product quality.!®® This requires not only a
comparison of the relevant products. It also requires a comparison of the
underlying production technologies used to create the products or services.
Such comparisons are relatively simple when production technologies are
uniform and stable and when the costs of providing service do not vary
customer to customer or from provider to provider. They become considerably
more difficulty when production technologies differ or when the costs of
serving different customers varies.

In the case of water, natural gas, and electric power, the transmission
technologies have long been relatively stable and uniform.'®” The same is not
true with the Internet. Different providers employ a wide array of technologies,
such as cable modems, digital subscriber lines (DSL), fiber-to-the-home, and
wireless broadband.'®® Increasingly, providers are also combining different
technologies together. For example, wireless broadband providers are
increasingly shedding load from their cellular broadband networks by
configuring their networks to seamlessly migrate traffic to WiFi supported by
fixed-line connections.!®® In addition, AT&T’s acquisition of DirecTV has
permitted it to provide over-the-top distribution for video content that used to
be carried exclusively on DirecTV’s satellite network.!”

Moreover, the cost of providing service can vary from customer to
customer even when they are employing the same transmission technology. As
an initial matter, rate averaging means that urban and rural consumers pay the
same prices despite the fact that the real costs of providing rural service are
much higher than the costs of providing urban service. Charging consumers the
same price when their real costs differ represents another, less obvious, form of
discrimination.'”! This is why the Supreme Court has explicitly recognized that
charging urban and rural customers the same price in the name of promoting
universal service represents “state-sanctioned discrimination.”!”*

166.  See supra note 108 and accompanying text.

167. See Noam, supra note 7, at 219.

168. YOO, supra note 116, at 37-50.

169.  Adnan Aijaz et al., A Survey on Mobile Data Offloading: Technical and Business
Perspectives, IEEE WIRELESS COMM., Apr. 2013, at 104; Richad Maallawi et al., A Comprehensive
Survey of Offload Techniques and Management in Wireless Access and Core Networks, 17 IEEE COMM.
SURV. & TUTORIALS 1582 (2015); Filippo Rebecchi et al., Data Offloading Techniques in Cellular
Networks: A Survey, 17 IEEE COMM. SURV. & TUTORIALS 580 (2014).

170.  Marguerite Reardon & Dara Kerr, AT&T CEO Makes the Case for Acquiring
Time Warner, CNET (Oct. 4, 2017, 3:32 PM), http://www.cnet.com/news/at-t-ceo-makes-the-case-for-
time-warner-megamerger [http://perma.cc/MT4X-XSLH].

171. SCHERER & ROSS, supra note 108, at 489.

172.  Verizon Comme’ns Inc. v. FCC, 535 U.S. 467, 480 (2002).
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Another source of cost variation is congestion.!”” The design of many
broadband networks requires end users to share bandwidth locally.'” This
allows a small number of super-heavy users to impose significant congestion
costs on the other users sharing the same node.'”® Charging customers the same
price despite the fact that the congestion costs caused by their activities differs
is a form of discrimination.'”® Techniques to remediate such behavior, such as
data caps, are often greeted with claims that they are a form of discrimination
designed to harm streaming video services in an attempt to protect legacy cable
revenues.'”’ Given that Netflix and YouTube by themselves occupy more than
50% of the available primetime downstream bandwidth makes it inevitable that
any attempt to curb congestion will have a limiting effect on online video.!”®
Moreover, such efforts are cost-justified measures that comply with the
principles of nondiscrimination.!” Indeed, the differences in cost suggest that
the failure to impose usage-sensitive pricing would be more properly regarded
as discriminatory than would the imposition of such measures.

Differences in transmission technology thus imply that charging
customers different prices for what appears to be the same service may be
reasonable. Regulators charged with enforcing nondiscrimination must be able
to discern the nature of the differences and assess what price differentials might
be justified.

2. Rate Regulation

Dynamic change in the transmission technologies greatly complicates the
process of rate regulation as well.'*® One of the longest standing disputes under
common carriage is over whether rates should be based on historical cost or
replacement cost.'®! Commentators have long recognized that replacement cost
better reflects the state of the art technology and provides more appropriate

173.  Christopher S. Yoo, Network Neutrality Consumers, and Innovation, 2008 U.
CHIL. LEGALF. 179189-90, 194-95,201-02, 206-11.

174.  Id. at194-95,201-02.

175.  James J. Martin & James M. Westall, Assessing the Impact of BitTorrent on
DOCSIS Networks, 2007 PROC. 4TH INT’L CONF. ON BROADBAND COMM., NETWORKS & SYS.
(BROADNETS) 423.

176. Yoo, supra note 174, at 203-05.

177.  Id. at206-12; Yoo, supra note 125, at 94-95.

178. 2016 Global Internet Phenomena: Latin America and North America, SANDVINE
4 tbl.1 (2016), http://'www .sandvine.com/hubfs/downloads/archive/2016-global-internet-phenomena-
report-latin-america-and-north-america.pdf [http://perma.cc/RRE8-TGC3].

179.  There is one sense in which data caps are misleading: they typically measure
aggregate traffic over the course of a month, while true congestion pricing is determined only by usage
during peak times when the network is near saturation.

180.  For an example in another industry where changes in production technology
caused common carriage regulation to fail, see Paul L. Joskow, Cartels, Competition and Regulation in
the Property-Liability Insurance Industry, 4 BELL J. ECON. 375 (1973).

181.  Spulber & Yoo, supra note 131, at 902-03; Spulber & Yoo, supra note 134, at
83-84.
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signals of when companies should self-provision their facilities instead of
seeking access to the existing network. The problem has long been that
replacement cost is hard to implement, requiring extended battles between
experts disputing over the costs of a hypothetical network comprised of the best
available technology. Historical cost has the advantage of being easier to
implement and has been more widely employed.'® When technology is
relatively static, the wedge between replacement cost and historical cost
remains relatively narrow. The more technology changes, the bigger the wedge
between historical cost and replacement cost becomes.'®?

All of this was on full display when the FCC was developing rules to
implement the 1996 amendments to the Pole Attachments Act. The FCC
recognized that it had used replacement cost methodologies when it was
important to provide accurate cost signals about whether new entrants should
build their own networks or rely on those of incumbents.'** However, such
considerations were less important when the transmission technology is
relatively static. Indeed, when that is the case, historical and replacement cost
methodologies are likely to yield similar results.'®

The FCC’s reasoning thus recognizes that the tools of common carriage
are considerably easier to apply when the transmission technology is stable.
That is not the case with the modern Internet, in which multiple transmission
technologies are vying for customers and in which there have been dramatic
shifts in the technologies used to access the Internet over time.'®® This will
intensify further as fiber-to-the-home, 4G LTE, and 5G continue to deploy.

D. Whether the Transmission Network Is Fully Built Out

Another critical determinant of the efficacy of common carriage
regulation is the extent to which the transmission network is already built out
and fully amortized. Common carriage is less well suited when the network
requires significant capital expenditures to extend or upgrade it.

1. Nondiscrimination

Requirements of nondiscriminatory access can have a dramatic impact on
the incentives to invest in new infrastructure. The theoretical arguments of how
network sharing requirements can create a tragedy of the commons that

182.  For the classic statement, see Mo. ex rel. Sw. Bell Tel. Co. v. Pub. Serv.
Comm’n, 262 U.S. 276, 292-302, 308-10 (1923) {Brandeis, ., concurring).

183.  Stephen A. Siegel, Understanding the Lochner Era: Lessons from the
Controversy over Railroad and Utility Rate Regulation, 70 VA. L. REV. 187,227-28, 251-52 (1984).

184.  Amendments of the Commission’s Rules and Policies Governing Pole
Attachments, Consolidated Partial Order on Reconsideration, 16 FCC Red. 12103, 12117-18 23
(2001) [hereinafter Consol. Reconsideration Order].

185. Id at12118 9 24.

186. YOO, supra note 116, at 37-50.
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dampens investment incentives are well rehearsed'®” and supported by a
burgeoning empirical literature.'®® Although the empirical literature on the
subject is the most extensive with respect to unbundling,'®* the basic intuitions
apply to all forms of infrastructure sharing.

The Supreme Court has similarly recognized that compelling network
owners to share their networks “may lessen the incentive for the monopolist,
the rival, or both to invest in those economically beneficial facilities.”!*® What
is less well recognized is the extent to which access mandates create adverse
selection problems. Competitors can avoid making any investments and instead
simply obtain access to resources that have proven to be economically viable.
Access regimes thus allow competitors to make decisions ex post after the ex
ante risks have been validated one way or the other.'”! Access regimes can also
increase sorting costs by allowing competitors to wait and see which
geographies prove viable. The reality that access regimes require those making
initial investments to share access to those areas that prove successful while
bearing all of the losses on those regions that prove unsuccessful further
dampens investment.'*?

More fundamentally, all industries with high fixed costs and low marginal
costs face a long-recognized pricing problem that can adversely affect
investment incentives.'”® If a product facing low or zero marginal costs is to
break even, every unit must be priced to recover some share of the fixed cost as
well as the marginal cost. The problem is that by forcing prices above marginal
cost, any allocation of fixed cost necessarily creates some deadweight loss. On
the other hand, pushing prices closer to marginal cost reduces incentives to
invest.!'” As Frank Ramsey recognized nearly a century ago, such problems
can be eliminated if a higher proportion of the fixed costs are allocated to price
insensitive customers, whose consumption will not drop significantly even if

187. See Robert W. Crandall & Jerry A. Hausman, Competition in U.S.
Telecommunications Service: Effects of the 1996 Legislation, in DEREGULATION OF NETWORK
INDUSTRIES: WHAT’S NEXT? 73, 107-10 (Sam Peltzman & Clifford Winston eds., 2000); Thomas M.
Jorde et al., Innovation, Investment, and Unbundling, 17 YALE J. ON REG. 1 (2000); Yoo, supra note 97.

188.  Carlo Cambini & Yanyan Jiang, Broadband Investment and Regulation: A
Literature Review, 33 TELECOMM. POL’Y 559, 569, 571 (2009); Christopher S. Yoo, Deregulation vs.
Reregulation: The Clash of Conflicting Paradigms,36 J. CORP. L. 847, 860-61 & nn.104-105 (2011).

189.  See Cambini & Jiang, supra note 188, at 568-72 (surveying the unbundling
literature).

190.  Verizon Commc’ns, Inc. v. Law Offices of Curtis V. Trinko, 540 U.S. 398, 407-
08 (2004).

191. Yoo, supra note 97, at 196-97.

192.  Id at264.

193.  See supra note 182.

194.  For the seminal statement, see Harold Hotelling, The General Welfare in
Relation to Problems of Taxation and of Railway and Ultility Rates, 6 ECONOMETRICA 242, 242 (1938);
accord Benjamin Klein & John Shepard Wiley, Jr., Competitive Price Discrimination as an Antitrust
Justification for Intellectual Property Refusals to Deal, 70 ANTITRUST L.J. 599, 611-15 (2003); Michael
E. Levine, Price Discrimination Without Market Power, 19 YALE J. ON REG. 1, 9-17 (2002) (showing
how Ramsey pricing and other forms of price discrimination can promote economic efficiency in
industries in which fixed costs are shared by multiple consumers).
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charged higher prices, and a lower proportion of the fixed costs are allocated to
price sensitive customers.!?®

This is why economists generally recognize that demand-side price
discrimination is a necessary condition to efficient market provision of
intellectual property.!”® Commentators have drawn similar conclusions with
respect to network industries.'”” A broad nondiscrimination mandate would
prevent this solution from being realized. Such considerations are less relevant
if the relevant networks are fully built out and entry by subsequent competitors
is infeasible. They play a key role, however, when investment in new network
capacity represents a key policy goal.

2. Rate Regulation

Rate regulation can also have a negative impact on investment incentives
and thus pose significant problems if the network is not yet built out. Simply
put, short-run supra-competitive prices play a critical positive role in signaling
to industry actors that the relevant markets are in disequilibrium and attract the
investment that shifts out the supply curve to bring the market back into
equilibrium.

195. The seminal analysis in the context of taxation is Frank J. Ramsey, 4
Contribution to the Theory of Taxation, 37 ECON. J. 47 (1927). Ramsey’s insights were extended to
regulated industry by William J. Baumol & David Bradford, Optimal Departures form Marginal Cost
Pricing, 60 AM. ECON. REV. 265 (1970).

196.  See, e.g., William J. Baumol & Daniel G. Swanson, The New Economy and
Ubiquitous Competitive Price Discrimination: Identifying Defensible Criteria of Market Power, 70
ANTITRUST L.J. 661, 671-73 (2003) (showing how price discrimination is essential in high fixed cost
industries and occurs even when those industries are competitive).

197. See, e.g., JEAN-JACQUES LAFFONT & JEAN TIROLE, COMPETITION IN
TELECOMMUNICATIONS, at xv (2000) (“Marginal-cost pricing for all services is not viable in telecom
industries.”).
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Figure 1: Short-Run Disequilibrium from an Exogenous Shock
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The reasons for this tradeoff are familiar to anyone who has taken
Economics 101. The basic equilibrium dynamics are depicted in Figures 1 and
2, with the industry-level dynamics depicted in the left-hand graph and the
firm-level dynamics depicted in the right-hand graph. Assume that a market
finds itself in disequilibrium, perhaps because a change in demand causes the
demand curve to shift outwards.

The result in the short run is that prices will rise, as the market attempts to
allocate supply that has become all-too scarce. Maintaining the previous price
would simply induce shortages, as the new demand at that price would far
outstrip the available supply. The higher price also allows the competing firms
to earn above-cost returns. If entry is infeasible, the new equilibrium will be
stable. If entry is feasible, however, the resulting profits attract investments in
new production capacity that shifts the supply curve outward until the profits
are dissipated and the market once again returns to long-run equilibrium.
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Figure 2: Return to Long-Run Equilibrium Through Outward Shift in the
Supply Curve
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Consider the critical role played by supra-competitive prices and supra-
competitive returns. These prices and returns signal other actors that the market
is in disequilibrium, and the desire to share in the supra-competitive profits
provides the incentive for producers to make the additional investments in
production capacity that causes the supply curve to shift outward. Moreover, if
entry is feasible, such supra-competitive prices and profits should not persist.
Conversely, if prices are not permitted to rise, such investments will not occur,
and the shortages will become persistent. On the other hand, if entry is
infeasible, investments in additional capacity will never occur, and protecting
investment incentives serves little use.

This is why Justice Breyer recognized in AT&T v. lowa Utilities Board
that “a sharing requirement may diminish the original owner’s incentive to
keep up or to improve the property by depriving the owner of the fruits of
value-creating investment, research, or labor.”'*® He further observed that one
cannot “guarantee that firms will undertake the investment necessary to
produce complex technological innovations knowing that any competitive
advantage deriving from those innovations will be dissipated by the sharing
requirement.”” He similarly noted in Verizon v. FCC that compelling

198. 525 U.S. 366, 428-29 (1999) (Breyer, J., concurring in part and dissenting in
part).
199.  Id at429.
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incumbents to share the cost-reducing benefits of a successful innovation
destroys the incumbent’s incentives to innovate in the first place.”*

The entire Supreme Court later embraced Justice Breyer’s concerns about
access requirements’ impact on the incumbents’ incentives to reinvest in their
network in its 2004 Trinko decision, which recognized, “The mere possession
of monopoly power, and the concomitant charging of monopoly prices, is not
only not unlawful; it is an important element of the free-market system. The
opportunity to charge monopoly prices—at least for a short period—is what
attracts ‘business acumen’ in the first place; it induces risk taking that produces
innovation and economic growth,” including through investments in
infrastructure. Because of that, “[c]ompelling such firms to share the source of
their advantage . .. may lessen the incentive for the monopolist, the rival, or
both to invest in those economically beneficial facilities.”*!

The dampening of investment incentives matters less when the network is
already built out. When that is the case, employing rate regulation that dampens
investment signals is less important. Moreover, if further entry is impossible,
then short-run high prices will not stimulate new entry sufficient to shift out the
supply curve and dissipate the supra-competitive returns.

Again, the implementation of the 1996 amendments to the Pole
Attachments Act illustrates the issue. As noted earlier, the issue was whether to
employ the more market-oriented methodology based on replacement cost or
the more easily implemented methodology based on historical cost. The FCC
recognized that even though replacement cost would have provided more
accurate signals about whether new entrants should invest in their own
networks instead of relying on the incumbents’, such considerations were less
important in the context of pole attachments because local regulation and
prohibitive cost make construction of a second network of poles infeasible.
When “attachers . . . do not face a realistic ‘make or buy’ decision, the benefits
of giving proper cost signals to new entrants are less pronounced.”**

The propriety of rate regulation thus turns in part on whether the network
has already been constructed or requires additional investment. When the
central problem is stimulating additional capital expenditures, short-run supra-
competitive prices play a critical role in stimulating the necessary investment.
On the other hand, if rate regulation succeeds in ratcheting down prices to
competitive levels when entry is possible, it risks substantially dampening both
competitors’ and the incumbent’s incentive to invest in expanding or improving
its network infrastructure.

200.  Verizon Commc’ns Inc. v. FCC, 535 U.S. 467 (2002) (Breyer, J., concurring in
part and dissenting in part).

201.  Verizon Commc’ns Inc. v. Law Offices of Curtis V. Trinko, 540 U.S. 398, 408
(2004).

202.  Consol. Reconsideration Order, supra note 185, at 12118 424, 12119 § 25.
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E. Stability in the Demand for Each Firm’s Production

Lastly, common carriage functions best when the demand for each firm’s
production remains relatively stable. Unit prices are traditionally set by
determining a firm’s overall revenue requirement and then dividing that
requirement by the expected quantity demanded for that firm’s services. Firms
can enjoy substantial windfalls or suffer from drastic shortages should the sales
volume deviate from expected levels.?"?

The problem is demonstrated aptly by the recent disputes over traffic
pumping, in which small carriers negotiated rates for terminating calls based on
their historical call volumes, which were quite low, and then radically
increasing their terminating call volume by advertising free services that only
terminate calls, such as conference calling or free adult chat-line services.
These customers then advertise their conference calling or chat-line services on
the Internet as free services. In one case, traffic pumping caused terminating
traffic to surge from 15,000 minutes to 6.4 million minutes in a five-month
span, which resulted in a $10-$15 million increase in revenue above expected
levels.?%

This example underscores the difficulty in setting rates when sales
volumes are faced with considerable uncertainty. This includes both variability
around market share as well as uncertainty regarding the size of the overall
market. The dynamic nature of the Internet industry thus provides some reason
to believe that policymakers will find it challenging to apply common carriage
principles to the Internet.

Conclusion

The judicial decision holding that including a nondiscrimination rule
would be proper only if broadband Internet access were classified as a common
carrier sparked strong interest among policymakers and network neutrality
advocates in embracing common carriage as the basis for the Open Internet
Order. Unfortunately, they have often done so without taking into account
common carriage’s limitations revealed in the academic commentary and its
implementation history.

This Essay seeks to fill this void by suggesting a five-part framework for
analyzing when common carriage is most likely to succeed. The factors suggest
that the modern Internet constitutes a poor candidate for successful common
carriage regulation. Assigning relative weights to each factor and determining

203. Noam, supra note 7, at 219 (noting that “rate regulation is easiest to administer
... where the industry is relatively stable” and is “more difficult . .. where the regulated industry is
extremely dynamic in its development”).

204.  See Virgil Larson, Big Phone Carriers Say Small Firms Bleed Them, OMAHA
WORLD-HERALD, May 16, 2007, at 1D.
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how likely common carriage is to be successful if some, but not all, of the
criteria are met is left to future research.

The fact that history suggests that common carriage remedies are unlikely
to be difficult to administer when imposed on the Internet raises what at first
might appear to be a conundrum. The Supreme Court’s decision in 7rinko
suggests that antitrust law is also poorly suited to oversee such access
remedies.”” This raises the possibility that neither antitrust law nor regulation
could address any potential problems.

On reflection, such a possibility should not be surprising. Trinko reminds
us that intervention under the antitrust laws is not costless and that liability
should be imposed only when the benefits of doing so exceed the costs.?®® This
means that the costs of antitrust enforcement may counsel in favor abstaining
from intervention even when the unregulated market would not perform in a
perfectly competitive manner. Instead, the imperfections of the remedies
necessarily require policymakers to engage in a comparative second-best
analysis and tolerate imperfect market performance when the would-be cure
would be worse than the disease.

The same is true for regulation. The fact that telecommunications
regulation is costly similarly requires a comparison of second-best outcomes. It
may well be that the unregulated market would perform so badly that
intervention would be better for consumers notwithstanding the costs
associated with imposing that regulation. Oligopolistic markets similarly fall
short of the competitive ideal, but as the number of competitors increases, the
economic performance of the unregulated market improves. Eventually, the
improvement in performance reaches the point where the balance between
unregulated oligopoly and regulated oligopoly tips the other way and
policymakers find that the benefits of regulation no longer exceed the costs.?’’
It is important to bear in mind that at this point, the market still does not
perform perfectly. The comparative second-best analysis teaches us that
sometimes there will be imperfections that the law is unable to remediate.

The recognition that the law cannot necessarily right every wrong is part
of the growing humility over the past few decades about what the law can do.
Tempting as it might be to try to use the law to fix every problem that
regulators can identify, a clear recognition the types of remedies that courts and
regulators can manage effectively provides new insights into the proper limits
of common carriage’s domain.

205.  Verizon Commc’ns Inc. v. Law Offices of Curtis V. Trinko, LLP, 540 U.S. 398,
414-15 (2004).

206. Id at4l4.

207. Howard A. Shelanski, Adjusting Regulation to Competition: Toward a New
Model for U.S. Telecommunications Policy, 24 YALE J. ONREG. 55, 101-05 (2007).
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