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Blocking or Metering: A False Choice
S. Derek Turner, Research Director

On Aug. 1, the Federal Communications Commission took an historic stand to defend the open nature
of the Internet. A bipartisan majority ruled that Comcast-- AmericaOs secordrgest broadband provider--
violated FCC rules byarbitrarily and secretly blocking Internet traffic. Comcast was ordered to stop
blocking and disclose any future'network management' methods to the FCCand consumerst

Now that the FCC hasmade it clearthat blocking the use of a specific application-- in this case, the
popular peerto-peer file-sharing protocol BitTorrent -- is not a reasonable way for Internet Service
Providers to manage their networks some skeptical observerare speculating that the decision could have
unintended consequences’ The themeof a series of posts and articles following the vote has bee®Net
Neutrality advocates, be careful what you wish for.O

The basic lineof argument is that because applicationblo cking is out of bounds, providers now will be
forced to use some type of'metering” to control network congestion. Sanford Bernstein analyst Craig
Moffett, the primary source for several of these storiepublished a brief stating that if ISPsare not allowed
to block applications, then usagebased pricing is their Oonly viable option.®

These assertions areimply untrue. By stirring up fears of higher monthly bills, this posturing attempts to
delegitimize the CommissionOsvorthy action, giving consumersthe falseimpression that they must
choose betweensecret Internet blockingor the very undesirable practice of metering

This isa false choice, one mosproviders don't even consider necessary or practical.hese scare tactics
shouldn't deter anyone from pursuing the policies we need to preserve a free and open Internet.

Metering Is a Misnomer

First, letOs get some semantics out of the way. Tieem being bandied about in this debate isGnetering.O
But no U.S. broadband provider is considering actuaimetering (i.e., charging by thebyte).

What is actually being floated is Olimitation pricingOwhereby userswould face additional charges after
they reacha certainusagelimit or cap. Such btandwidth caps are nothing new -- carriers have had caps in
place for years, even though they advertise their services as Ounlimited.O What is new is speculation that
providers will now charge fees for exceeding these cas order to manage possible network congestion.

The shift to limitation pricing would represent a major change in Internet pricing models. But to believe
such a move is right around the corner, we must accept the argumetthat there is congestion in the
network. The congestion could be in the last mile (in both directio ns or justa single direction), in the
transport segment (from the ISP to the backbone), olin some combination of these. And congestion
could impact certain carriers more than others for example, cable ISPs might havenore congestion
issues, particularly on the upload side, given thalesign of their lastmile networks.

But not so fast. The FCC recentlgonducted anine-month investigation into this specific issue: To date,
no evidence of actual congestion has surfacet!.
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Furthermore, recent actions by some ISPs call into question dias of congestion. Bell Canada was forced
to disclose thelevel of congestion in its network after Canadian regulators began an investigation into the
companyOs practice of application throttlingThe data indicated aimost no congestion in Bell CanadaOs
network, despite the company's prediction of a bandwidth apocalypse® Likewise, ComcastOs participation
in the so-called P4P working group is puzzling, as that technology would actuallyincreasehe amount of
upload traffic on ComcastOs network.

Even if we accept the premiséhat there is lastmile congestion, that in no way means that flipping on the
meter is the Oonly viable@lternative to outright blocking . Neither does it mean that limitation pricing is
the correct response from a financial standpoint

Dealing with Congestion Without Discrimination

Comcast claimed that it needed to blockBitTorrent to deal with Obandwidth hogsG- customersthe cable
company claims were causing network congestion by transferring large amounts of data. But the FCC
found that Comcast targeted one specific application on a networkwvide basis, at all times of the dayand
night, regardless of whether an individual fit the profile of ahigh-bandwidth user. The FCCrightly ruled
that application blocking is not a reasonableway to manage congestion.

However, evenif we assume"bandwidth hogs" are really causing congestion—- meaning the "traffic jams"
are neighborhood- and time-of-day specific-- limitation pricing is still a poor solution that carriers are
unlikely to use. It is simply too broad, too cumbersome and ineffectual in comparison with other
methods.

There are a host of better options to limitation pricing for both the customer and the ISP. If the problem
is truly caused by a few'bandwidth hogs," then direct contact with those customers may be all that is
needed to modify their behavior. Indeed, before it started aggressively blocking applicationsthis was
ComcastOstatedpractice.

Another option is exemplified by Cable One the cable providerowned by the Washington Post
Company. It managescongestion with a Olimitation throttling® approach. A user subscribing tdts 8Mbps
(megabits per second)download/500 Kbps (kilobits per second) upload service tier is allowed unlimited
data transfers between midnight andnoon. Between noon and midnight, they are given limits of 3.6GB
(gigabytes or 3600 megabytesjlownload and 219MB (megabytes)upload. If they exceed these limits
(which are the equivalent of maxing out the connection in both directions for one hour) , customers are
throttled back to Cable OneQs Ostandard spe€dsabout half of the maximum speed.”

The limitation throttling approach is preferableto limitation pricing, because it has a much more tangible
impact on congestion during peak usage timesilt only impacts those who exceed the cap in a short time
window, and it narrowly modifies the behavior of those few users that may be causing the congestion.

Most importantly, it doesnot selectwinners and losers on thelnternet by targeting specific applications.
However, limitation throttling is far from an ideal solution, because these daily caps are in place regardless
of whether or not the network is actually congested.

Compared to limitation pricing, limitation throttling also makes better financial sen® for |SFs. Limitation
pricing (especially with low caps) will modify the behavior of almost all users.With everyone watching
the meter, this pricing model will inevitably lead even casual users to spend less time onlin®r to avoid
the applications that use higher amounts of bandwidth -- the very applications that are responsible for the
increases in the perceived value of broadband access by consumers.
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This pattern of changing behavior will inevitably cause the marginal customer to question the need fo
the connection in the first place, leading toa possibleslowdown in the growth of new customers for ISPs.

Furthermore, 1SPghat donOt have the same congestion concerns will be able to differentiate their
products by offering services free ofimits and penalties. Together these likely scenarios create a strong
incentive for ISPs to avoid limitation pricing . If the high-speed Internetmarket had more than two
competitors, these incentives would be even stronger.

The Myth of the Exaflood

The other reason most often cited for the looming shift to limitation pricing is the threat of an OexafloodO
-- a torrent of data that threatens to drown the Internet® Proponents of this theory argue thatbandwidth
use is increasing exponentially, andhat charging by the byte is theonly way to curb the explosion in
demand and fund network upgrades

If the underlying premise of exponential growth were true, there would be cause for alarm. However,
predictions of pending bandwidth doom on the Internet are nothing new , and the substance underlying
the exaflood hysteria is just as thin as its apocalyptic predecessots.

Contrary to the exaflood hype, bandwidth demand increases are pretty predictable, on the order of 560
percent per year And recent data from one of the worldOs leading academic researchers on Internet use
suggests that the traffic growth rate in theunited Statesis actually slowing'®

Professor Andrew Odlyzko of the University of Minnesota stated that &nnual traffic growth rates of 50
percent, when @mbined with cost declines on the order of 33 percent, result in no net increase in costs
to provide the increased transmission capacity ®

Given these facts, itOs hard to fathom that the market is functioning so poorly as to make this yearOs
predictable increase in bandwidth demand something thatsuddenly requires a radical change in the retail
pricing model.

This is an important point. The arguments for the OneedO to switch to limitatiorpricing essentially rest on
the premise that weOve somehow reacth@ magical bandwidth threshold that throws the entire industry
pricing model out the window. We are being told that despite predictable growth, supply can no longer
keep up with demand. Theold "oversubscription" model has failed, and the only way to recoup costs and
manage user behavior is through metered pricing. This seems highly implausible.

We must remember what started this latest round of handwringing, angst and speculation:the
announcement by Time Warner earlier this year thait would begin li mited trials of limitation pricing.2
When other providers were asked about the practice, wsurprisingly, most left the door open. Charter said
they might OeventuallyO go to a OusagasedO solution:* Comcast said they were OevaluatingO the practice
(though just last month Comcast executive Mitch Bowling told the FCC that usagbased pricing "doesn't
directly address the issue of congestion in the network3}. Cox said they too were Olooking intoO

limitation pricing. °

If this speculation were really a canaryin the coal mine for a future of metering, broadband consumers

might have cause for concernBut history indicates that these murmurs from industry are nothing more
than trial balloons.
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Déja Vu All Over Again

In 2002, Time Warner told reporters that e company was OplanningO to charge afiternet users
overage fees for exceeding monthly limits® There were no details as to what the caps or fees would be,
but apparently the company must have decided the practice wasnOt needeccombat bandwidth hogs, or
that it was unworkable, because the plans wereeverput in place.

1tOs not just Time Warnethat has trotted out bandwidth caps before. In 2003, Cox announcedit was
implementing daily caps of 2GB and monthly caps of 30GB!’ Those caps stillseem to ke in place.
Contrary to the notion that the Comcast decison would lead to caps, it's clear that aher providers
adopted this practice longago.

So it seems that the talk of caps and limitationpricing is nothing new, and thus has nothing to do with
the FCCOs decision against Comcast.

Is Metering in Our Future?

But the question remainswhether carriersarelikely to move to limits and meters. Given that the use of
bandwidth capsis in place in some other countries it is not beyond the realm of possihility that weOll see
it here in the United States. However, there are numerous reasons why th@itcome is very unlikely.

First, in many of the countries with caps-- Australia, New Zealand, Belgiumand Canada-- much of the
flow of traffic is highly asymmetric going out of the country, an expensive prospect especially in the more
isolated island nations. But because of AmericaOs leadhip in content production, much of U.S. Internet
traffic stays within the country (and a substantial amount of this bandwidth is carried by so-called Tierl
companies,which have strong incentives to encourage increased usag&o while carriers in some

foreign countries havea strong financial incentive to limit usage, U.S. carriers actually have the opposite
incentive.

Second, ISPs have a strong incentive to keep people using their services, a feature common in markets
with high fixed but very low marginal costs. The more time spent online, the higher the perceived need
and value of the service Limitation pricing wonOt & well with casual usersand could slow broadband
adoption growth.

Third, the United Stateshas the somewhat unique presence of two broadband technology platforms that
have historically competed by product differentiation (most notably, bundling). The telecommunications
infrastructure experiences its bandwidthcongestion further up the network than the cable infrastructure
This means thatif cable ISPs shift to limitation pricing, telcos could capture a substantial portion of the
cable ISP markeshare smply by advertising plans that free customersfrom having to keep an eye on the
meter.

Cable companies are well aware of this, and they have a compelling incentive to avoid limitation pricing.
The fact that all the talk of metering comes almost exclusily from cable companies is quite telling. To
date, all the major U.S. DSL and fiber incumbenst have largely avoided the limitation pricing debate.
AT&T did hint at acceptance of the practice earlier this year, but their stance was very noncommittaihey
merely said that Oa form of usagdased pricing for those customers who have abnormally high usage
patterns is inevitableO but later said that such practices were not in the compa®$uture plans.®

Contrast this stancewith VerizonOs. The compansaid they had no plans at all to meter*® Verizon has

usedthis opportunity to differentiate itself from cable by sayingtheir fiber-to-the-curb FiOS service puts the
company in a position where it doesn't need to meter.
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Fourth, and perhaps most importantly, the history of pricing in telecommunications tends toward
simplicity. 2° In the wired voice and wireless voice marketswhich face much more realistic congestion
issues that cannot be easily overcome by increasing capacityfe pricing models have moved from grict
metering to unlimited pricing.

Much of this move is driven by the need to meet customer demand for pricing simplicity (recall how fast
all carriers switched their pricing models after AT&T introduced its OneRate plan in 1998; or how fast
unlimited cell plans were offered by all the wireless carriers after Sprint took the plunge; or how popular
the OMy CircleO and OFave 50 and OInO and ORolloverO plans are).

ISPs may well buck the historical trends and economic incentives and move forward with limiation
pricing anyway. Cable ISPsmay be particularly worried about the threat that online video poses to their
own video products, and might turn to limitation pricing as a way of disfavoring services like Netflix,
AppleTV, Vudu, Hulu, Vuze, Miro, and a whole host of commercial online video distribution
applications.

But if the move toward limitation pricing is motivated by the need to stifle competition, then this

motivation exists completely outside of the FCCOs decision in the Comcast caffecable companies begin

to behave in such a manner, there will be a strong public outcry and a big push at the FCC and Congress
to deal with this as anantitrust issue.

Morton's Fork

The bottom line is this: Making consumers choose between having applications bload and limitation
pricing is what economists call aMortonOs ForkNeither path is desirable because they both havthe
sameoutcome: reducing the innovative power of the Internet Such an outcome would dogreat damage
to the major driving force behind much of the social and economic change that has occurred over the
past 20 years- not to mention all the benefits the Internet promises for the foreseeable future.

Just a few short years ag@ student taking an online interactive class would have been cordered a
bandwidth hog; today, such activities are routine.History shows that the level of bandwidth use
considered heavy today will be commonplace in the near future And this is a good thing: Early adopters
and innovators paving the way is exactly whais needed to continue to grow our economy.Discouraging
Internet use and chilling innovation via limitation pricing will put America on a path of economic
stagnation, moving jobs and wealth overses.

Fortunately, it likely wonOt get to that point.ISPs ae ultimately self-interested, and the pattern of
repeatedy dipping their toes in the metering waterssuggests they realizé's in their longer-term financial
interest to avoid such a major shift in their pricing model.

But if short-sightedness and feado lead to the unreasonable practice of limitation pricing, that's
something that policymakers must address. Because the American broadband market is a duopely
offering a choice of only the phone or cable company, if there's a choice at al+ there isalready
heightened concernabout market failure.

The FCC and Congress are particularly sensitive to AmericaOs declining position in the global tech
marketplace, and anything that hastens that decline will give themcause for closer scrutinyln a report

earlier this year, analysts from the Organization for Economic Co-operation and Development wrote that

the practice of caps Omay become an economic disadvantageO in countries with these caps because Ocaps
put limitations on how people can use their Internet connections.G*
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Limitation pricing would modify user behavior in a drastic way, leading to declines in economic activity at
a time when more and more high-bandwidth applications are commonplace.

It is quite reasonable for prices to reflect costBut there is simply no indication that the underlying cost
structure of the ISP market has been or will be radically transformed by the predictable increases in
bandwidth consumption. It is likely that ISPs will once again abandon this flitation with limitation
pricing and instead shift to more sensible solutions Comcast itself has floated a trial balloon of a 250GB
cap??, which is plainly more practical than the ridiculously low 5 GB monthly cap that Time Warner is
reportedly considering.

Ultimately , it will be in the best interest of consumers and carriers if congestion is treated as a temporary
problem, one that can be managed with nondiscriminatory practices while continued investments are
made to increase capacity tkeep pace with demand.A genuine natio nal broadband policy could help to
ensure the market is functioning properly by sending the right signals that investment and openness are
always better solutions than artificial scarcity and discrimination.
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