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Net neutrality has been variously defined, most prominently by regard to its forerunner open access by legal theorists Lessig and Lemley in 2000
, and the term itself was coined in public by Wu in 2003
. Conventional US economic arguments appear to be broadly negative to the concept
. It has been the subject of legislative proposals in the Congress in 2006
, and is reportedly under consideration in the Federal Trade Commission investigation of the proposed AT&T/SBC merger. Werbach, Lehr and others are currently attempting to redefine net neutrality in terms of interconnection and other inter-carrier requirements, rather than end-user centred policy
. Berners-Lee is the highest profile British Internet pioneer defending net neutrality but has very low UK regulatory profile as yet. There are fears that net neutrality may be difficult to enforce, which makes the merger negotiations particularly interesting, in view of the previous Instant Messenger (IM) interoperability requirements placed on the AOL-Time Warner merger, and the Tier 1 peering requirements on the abortive MCI WorldCom-Sprint merger.

In European debate, net neutrality has been conflated as a ‘last mile’ competition policy issue. It has therefore been dismissed by some - notably Lord Currie, Chairman of Ofcom in the Annual Lecture 2006 - as an ‘American problem’ caused by the abandonment of local loop unbundling (UNE regulation for broadband competition in the dominant telco’s local access network). By contrast, the European Commission has proposed a more sophisticated approach in its review of the Regulatory Framework, adding interoperability and minimal service quality requirements to interconnection requirements
. We might term this ‘Net Neutrality Lite’.

However, even where there is regulatory commitment to enforce net neutrality, the evidential problem remains. Wu in the US, van Schewick in Germany
, and Van Der Berg in the Netherlands have recently suggested that the main problems currently lie in mobile networks, where IM and Voice over IP are routinely degraded and blocked. Enck and others have reported anecdotal evidence that peer-to-peer networks are degraded as part of fixed ISPs’ ‘traffic shaping’, and Charles Dunstone, CEO of Talk Talk (third largest UK ISP) has admitted the same. The problem here lies in the incentives across all ISPs to degrade P2P traffic, and the decision by World of Warcraft (WoW) to upgrade the world’s most popular multiplayer online game by BitTorrent, which is then blocked. Kocsis and De Bijl have proposed a game theoretical perspective to analyze such incentives
, similar to the simple game mapped out in the Marsden/Cave RAND study for Ofcom in September 2006
. Evidence gathering and enforcement for such problems is inherently problematic. Not only is it not currently a requirement for ISPs to notify customers when they block vital applications such as WoW upgrades, the security reasons given are outside the remit of typical mainstream economic telcoms regulators. Where the security reasons given by ISPs for blocking P2P traffic, which carries malware and other harmful content, is typically the concern of the Ministry of the Interior (in the UK, the Home Office) and occasionally the Ministry of Trade and Industry, the regulator defers to these senior agencies and has little technically-specific knowledge of data security
. 
We propose a methodology to examine the extent, nature and likely policy implications of ‘vertical competition’ in European access networks. The fundamental issue is that raised by the net neutrality debate: is there a substantial prospect of market failure arising from the strategic intermediation of service providers between content providers and end-users? This question has several specific aspects: the type of service provider and regulatory activities considered; the nature of market failure; the possible remedies; and the likely evolution of the system as a whole. 

Briefly, the activities considered arise from the potential (and potentially transitory) bottleneck character of access service providers. They include price discrimination, access tiering, blocking and service quality discrimination/degradation. It should be noted at the outset that there is nothing inherently wrong with these practices: willingness to pay for quality and the level of service necessary for, say, ‘linear’ vs. ‘non-linear content varies. Moreover, use of the broadband network is fraught with public goods aspects, so the forms of discrimination envisaged by Lindahl pricing are quite normal
 – not least as a means of underwriting the provision and development of network and related infrastructures, realizing scope and scale economies and supporting socially-desirable universality of access. But the same tools may be used to capture rents so further economic analysis of the structure, conduct and performance implications is needed. In addition, these practices reflect particular business models (e.g. client-server content provision) and access structures (e.g. limited bypass) and may therefore distort evolution. On the regulatory side, the main proposal considered here is ‘net neutrality’ considered either as a form of price regulation
 or a transfer of property rights
.

Any associated market failure may manifest itself in terms of some combination of technical, allocational and dynamic inefficiency. The risks of interoperability and other network effects for technical efficiency are well-known. Allocational efficiency is normally secured by free entry and informed consumer search. The potential impact of the practices considered on entry is clear, but it is also worth noting that complex pricing and inappropriate or inflexible bundling of access with content and/or transactions may limit the power of search. In particular, switching costs give the market an ‘option’ flavor as all parties must anticipate future changes. Evidence from other public utility contexts suggests a classic combination of excess volatility and excess inertia in consumer search, with strong ‘default bias.’  There is thus no guarantee that search per se will drive efficiency In terms of dynamic efficiency, the fundamental issue is the extent to which these practices and potential regulatory responses affect investment: in the network, in content and in new ways of using broadband to create value; in the location and productivity of economic activity; and in the identity of those making the investment. On the last point, we note that typical net neutrality proposals include the argument that upstream price discrimination will inhibit content provider innovation – but it may at the same time stimulate both service provider and bypass innovation. Again, search is important, providing both signals to shape innovative activity and commercial continuity (or otherwise). A fourth potential market failure concerns consumer protection in its own right, as manifest in universality of access and the quality, speed and affordability both of service and of the content and other transactions to which access is provided.  In this context, the evidence from other contexts reinforces the possibility that search may lead to suboptimal outcomes including a race to the bottom in quality, the inappropriate transfer of risk to consumers and even a weakening of access.

The main point is that market evolution is dynamic and complex. The existence of substantial market failure and the availability and design of a suitable regulatory response must reflect this dynamism, and also the responsiveness of regulators and market players to each other.
We lay out the policy approach before turning to the specific economic and regulatory assessment that we believe represents the most holistic methodological approach to the problem.
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