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EXPANDING THE DIGITAL DIVIDE &
FALLING BEHIND IN BROADBAND:

WHY A TELECOMMUNICATIONS
POLICY OF NEGLECT IS NOT BENIGN

EXECUTIVE SUMMARY

RHETORIC VS. REALITY

Within weeks of assuming the Chairmanship of the Federal Communications
Commission (FCC), Michael Powell attacked the concept of the digital divide, declaring, “I
think there’s a Mercedes Benz divide, I’d like one, but I can’t afford it.”  Soon thereafter the
National Telecommunications Information Administration essentially declared the problem
solved when it published its first, and only, detailed analysis of Internet penetration, under the
title A Nation Online.

The Bush Administration’s continuing hostility to policies to promote Internet
adoption was recently reaffirmed when the Associate Director of the White House Office of
Science and Technology Policy declared “we have not come out with a universal service
platform,” and emphasized that the “goal is universal access, not adoption.”  Instead of
promoting universal service, the FCC excused cable and telephone companies from public
interest obligations, allowing them to set high prices and exclude competitors from their
networks.  The Administration hopes that competition will bring prices down so that
broadband becomes affordable. Chairman Powell is “buoyant” about broadband in the United
States, declaring “we have turned the corner in the digital migration.”

Unfortunately, the reality does not match the rhetoric.  Business Week recently noted
that  instead of vigorous competition, the FCC’s policies have created “a cozy duopoly of
broadband providers: the Bells and the cable-TV companies” that has not served the public or
the nation well since “The two sides have been slow to push for higher broadband speeds or
fast price declines.”

As a result, the U.S. is falling behind other nations and the digital divide is growing.

• In the years that Powell has been Chairman of the FCC, the U.S. has fallen from third
to thirteenth in broadband adoption.  When per-capita income is taken into account, the
U.S. is performing poorly in getting high-speed Internet to American households.

• Cross national comparisons of price show that Americans pay between ten and twenty
times as much, on a megabit basis, as consumers in Korea and Japan pay.  Three years
ago the price gap was half as large.

• There has been almost no increase in the percentage of households with Internet access
at home.  Penetration has been stuck at around 60 percent.
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• High prices that retard adoption of broadband hit low and middle income households
the hardest.    Over four-fifths of all households that lack Internet access at home have
incomes below $50,000.

• In the meantime, the Mercedes Benz class is switching to broadband.  Half of all
households with incomes above $75,000 have broadband, while half of all households
with incomes below $30,000 have no Internet at home.

A RADICAL SHIFT IN UNIVERSAL SERVICE POLICY

The policy of relying solely on the market to make communications services affordable
to all Americans represents a radical shift.  The deployment of the telecommunications
network over the 20th century was accomplished under a policy that embraced the availability
of service at prices that ensured affordable access to a basic level of service.  Local
connectivity was the basic launching point for network access and the costs of the network
were recovered from all of the services that used it.

Under the Bush Administration, the FCC has turned this approach on its head.  The
basic connectivity costs for advanced services are set by commercial interests and remain
extremely high, undermining the affordability of access.  Add on services are relatively
inexpensive and make little contribution to the costs of the network.

The claim that broadband will solve the universal service problem by delivering
services like Voice over Internet Protocol (VoIP) ignores the fact that in order to get VoIP the
consumer must have a broadband connection, which costs more than basic telephone service,
itself. Broadband-based alternatives are two to three times as expensive as narrowband
Internet service.

Because the FCC has refused to define advanced telecommunications services as
telecommunications services, it cannot raise universal service funds from the services or use
universal service funds to make high-speed Internet access affordable.  The legal divide that
the White House and the FCC would like to create between the traditional telecommunications
network and the advanced telecommunications networks (between the dial-up Internet and the
high-speed Internet) has an even more perverse effect.  As upper income households migrate
to advanced telecommunications networks, which escape public interest obligations, the pool
of resources available to support the narrowband network shrinks and the burden of
maintaining the dial up network will increase dramatically.  Prices will rise and the quality of
service will decline.  There are already proposals to raise basic dial-up rates by four dollars per
month in charges that telephone services over advanced telecommunications networks would
avoid.

BEING DISCONNECTED MEANS BEING DISADVANTAGED

There is an urgent need to close the digital divide because being connected is so
important in the digital information age.  Digital technologies change society very quickly.
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The ability of a household to participate and prosper in the new economy will be severely
restricted if a household is cut off from technology.  The convergence of commerce and
communications gives this technology a special transformative power.  The Internet is not just
a communications tool, a means of commerce, or an entertainment medium.  It is also a
technological revolution that promises to enhance productivity in many aspects of life and
increase the standard-of-living for all those who use it.  Moreover, as broadband rolls out and
becomes the focal point of commercial activity, the design of services and applications
changes to capture the characteristics of broadband.  Offerings that are explicitly tailored for
broadband may not work or certainly do not work very well over narrowband connections.
Being locked into the narrowband Internet means falling farther behind.

The impact of being disconnected is readily apparent.  Those without the Internet at
home are much less able engage in information gathering, communications and political
activities than those with the Internet at home.  Narrowband users engage in about 1.5 times as
much of these activities and broadband users are about twice as likely to engage in these
activities as those without Internet access at home.  In physical space, there are only minor
differences between households in these activities, suggesting that if the disconnected had
access to the Internet they would engage in a similar level of activity as the connected.

To summarize: about 55 to 60 percent of the population has access at home and uses it
for many purposes.  Another 10 percent does not have it at home but uses it much less often
for these purposes in public places.  The households that can afford broadband are
overwhelmingly upper-income and make much more intensive use of the Internet at home.  In
this sense, the needs of the Mercedes Benz class are being well-served by the current system,
at the expense of the low- and moderate-income Americans who, if they have access to the
Internet at home at all, have access through the much-slower, but more affordable, narrowband
connection.

THE “COZY” CABLE AND TELEPHONE DUOPOLY WILL NOT SOLVE THE PROBLEM

The Bush Administration’s response to the challenge of making high-speed Internet
access affordable is to hope that competition between a small number of facility owners will
lower prices for consumers.  Cable operators are by far the dominant providers of broadband
access and recent experience in the high-speed market and other markets dominated by the
large cable owners calls this hope into question.

A decade ago, when satellite began to enter the video market, cable simply ignored it
in its pricing decisions.  Given the opportunity to push prices up after the passage of the
Telecommunications Act of 1996, which deregulated much of the cable market, or to compete
on price with satellite, cable chose the former, which allowed the industry to maximize profits
at the expense of consumers.  Econometric analyses prepared by the Federal Communications
Commission and the Government Accountability Office show that competition from satellite
has had little impact on cable pricing.



4

The reaction of cable operators to cross-technology or intermodal competition in
broadband has been exactly the same as its reaction to intermodal competition in video.  They
have not responded by lowering prices, but rather by adding capacity and bundling services.
This does not lower the price and make the service more affordable.

The resulting price is too high and dampens adoption.  Business Week gave a stunning
example: “Now, most markets are cozy duopolies, at best, where consumers can get
broadband only from a phone or cable company.  The result is that U.S. consumers can pay
$35 or more for a 1.5-megabit-per-second connection, compared with Yahoo! BB’s price of
$25 for 26 megabits.”

The most ironic twist in the faltering U.S. performance can be found in the Japanese
progress.  Well behind the U.S. in 2000, Japan surpassed the U.S. in 2003 by pursuing exactly
the policy of nondiscriminatory access to the advanced telecommunications networks that the
FCC has abandoned.

CONCLUSION

Under the logic of the 1996 Act, which the FCC and the Bush Administration have
disregarded through the misclassification of advanced telecommunications services, as
broadband spreads the Internet looks more and more like a service that merits the status of
universal service support.   The above analysis shows that the Internet certainly provides the
essential functions identified by Congress and its ubiquitous adoption promotes the public
interest.  The case for aggressive policies to promote universal service is strengthened.
Neglecting universal service and affordability threatens to turn the digital divide into a
permanent, digital chasm.

The opposition of Chairman Powell and the Administration to a universal service
policy that promotes affordable access to the Internet and the poor track record of the few
intermodal competitors on which they rely to drive prices down does not bode well for closing
the growing divide any time soon.  Disregarding the evidence of this policy failure, the FCC
and the Bush Administration recently appealed the Brand X case, which would have required
the cable operators to allow exactly the type of intramodal competition for Internet access that
has been so successful in the past in the U.S. and is working abroad.  This is a pointed
reminder of the dangerous commitment to a hands-off approach in markets that are not
competitive, dangerous because it undermines the commitment to universal adoption of a
service that is vital to the daily life of all citizens and consumers in the digital information age
and threatens to turn the digital divide into a permanent, digital chasm.
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I.  INTRODUCTION

RHETORIC VS. REALITY

Less than a month after the Bush Administration took office, the newly-appointed
Chairman of the Federal Communications Commission (FCC), Michael Powell, used his first
press conference to signal a sharp change in direction in at least one prominent aspect of
communications policy. 1  The flow of technology always starts with the wealthy and trickles
down to the rest of the population, which is referred to as the “digital divide.” Closing the
digital divide had been a constant theme of the Clinton Administration, but Powell took a
dramatically different view.

I think the term [“digital divide”] sometimes is dangerous in the sense that it
suggests that the minute a new and innovative technology is introduced in the
market, there is a divide unless it is equitably distributed among every part of
society, and that is just an unreal understanding of an American capitalist
system… I think there’s a Mercedes Benz divide, I’d like one, but I can’t afford
it… I’m not meaning to be completely flip about this – I think it’s an important
social issue – it shouldn’t be used to justify the notion of, essentially, the
socialization of deployment of infrastructure.2

Optimism is a long-running theme of Internet policy in the Bush Administration.  The
2001 publication of the first and only computer/Internet supplement to the Current Population
Survey (CPS) under the Bush Administration,3 A Nation Online, was accompanied by a cover
letter from the Secretary of Commerce who declared that “increasing numbers of Americans
have integrated these technologies into their daily lives and are using them in a variety of
places and for a wide range of activities.”   A Nation Online declared that “[b]roadband
connections are also on the rise.  These high-speed connections will make it easier for people
to engage in distance learning programs or telemedicine and to access a whole new array of
entertainment and services that are on the horizon.”4

In September of this year, the Chairman of the FCC expressed his content with the
state of broadband deployment.  In recent analyses,5 press statements,6 and briefings,7

Chairman Powell made clear his pleasure with the current state of high-speed Internet in
America; one press account of a private briefing describes him as “buoyant.”8  His statements
have adopted the campaign rhetoric of the Bush Administration, declaring that “this report will
serve as a milestone that we have turned the corner on the digital migration.”9

Unfortunately, this rhetoric of optimism is not matched by the empirical reality.
Buried at the end of the FCC’s most recent report is the fact that the United States ranks well
down the list of broadband penetration in advanced industrial countries.  The U.S. is falling
behind in broadband

• In the three and a half years that Powell has been Chairman of the Commission, the
U.S. had fallen from third to thirteenth in broadband adoption.10
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• When per-capita income is taken into account, the U.S. is performing poorly in getting
high-speed Internet to American households.11

• Cross national comparisons of price included in the report show that Americans pay
twenty times as much, on a megabit basis, as consumers in Japan pay.12  Three years
ago the price gap was half as large.13

The digital divide persist and is growing worse in some respects.  The U.S. has made
very little progress in connecting the disconnected in our society, even though the upper
income, well-connected get more and more services.

• While the FCC proudly notes that penetration of broadband into American homes has
tripled in the past three years,15 it ignores that overall Internet16 and telephone
penetration has been flat.17  Internet adoption at home is stuck at 60 percent.

• Over half of all households without the Internet at home have incomes below $30,000
and four out of  five have incomes below $50,000.

• The broadband migration that Chairman Powell has touted has become a migration to
a massive digital divide.18  One out of every two American households with incomes
above $75,000 has high-speed Internet connections at home.14  One-out of every two
American households with incomes below $30,000 has no Internet connection at home
at all.

OUTLINE OF THE REPORT

This paper describes the persistent problem of the digital divide and failure of the
current Administration to address it.  Section II demonstrates that the policies being pursued
by the Bush White House and FCC are a radical break with past approaches, which focused in
large part on ensuring that telecommunications services are affordable for all Americans.  Not
only has the current approach neglected universal service policy, but it would undermine the
ability to promote universal service under the Communications Act.

Section III demonstrates that the digital divide is very real and that a new divide is
growing between broadband and narrowband.  It shows that being disconnected has a major
impact on the ability of people to conduct all facets of daily activity effectively in the Internet
Age.  It concludes by demonstrating that the problem is still primarily an economic issue.

Section IV examines the likelihood that the digital divide will close by simply waiting
for the market to deliver affordable access.  Driven by a laissez faire policy that emphasizes
competition between a small number of facility owners, rather than competition between
service providers who have nondiscriminatory access to telecommunications facilities, the
Bush Administration policy has driven thousands of small competitors out of the market and
left dominant cable operators and telephone companies as the two competitors in most
markets.  Cable is by far the dominant player, which allows for a telling comparison with a
closely-related area – the competition between satellite and cable as a driver of price
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reductions and penetration – as well as cable’s pricing strategy for high-speed Internet
services.  This anlaysis suggests that there is little reason to believe that cross-technology
competition will drive prices down anytime soon.

II.  A RADICAL SHIFT IN POLICY CREATES A NEW DIGITAL DIVIDE

NEGLECTING THE COMMITMENT TO UNIVERSAL SERVICE

The public policy that flows from denial of the existence of a digital divide is a
steadfast commitment to do nothing to speed adoption of broadband by those of limited
means.  This view is reflected in the Administration’s basic, hands-off view of policy.

In explaining the Administration’s policy on broadband, Richard Russell, Associate
Director of the White House Office of Science and Technology Policy, declared that “we have
not come out with a universal service platform.”19  When pressed about whether broadband
should be the target of social policy, he reaffirmed that it simply was not part of the program.
“Asked whether the Universal Service Fund should be used for broadband, as many suggest,
Russell said ‘then you automatically assume that broadband pays into Universal Service.’
Cable, he noted, does not.”20  The reason cable does not is that the FCC has refused to define
the advanced telecommunications network operated by cable companies for broadband as a
telecommunications service.

Others in the Administration have also expressed the trickle-down theme.  For
example,  Undersecretary of Commerce- Technology Phil Bond “reiterated Bush’s goal of
universal access to broadband by 2007… Bush’s stated goal is universal access, not adoption,
Russell said.”  Reliance on the market is clear as well in the statement of John Marburger,
Director of the Office of Science & Technology Policy.  “As for Broadband adoption,
Marburger said new services and applications will make broadband more attractive to fence
sitters.  But Russell said a less-quoted line of Bush’s after the 2007 promise is endorsing
“competition as soon as possible thereafter.”  Russell predicted broadband prices will drop as
more competitors enter a market.”21

Thus, having belittled the digital divide at the beginning of his term and refused to
push policies intended to close the divide, the FCC and the rest of the Bush Administration
have declared a policy that cannot substantially address the problem for many years to come.
In the meantime, the needs of the Mercedes Benz owners are met.

THE HISTORY OF POLICIES TO PROMOTE AFFORDABLE ACCESS

The policy of relying solely on the market to make communications services available
to all Americans represents a radical shift in policy.  The deployment of telecommunications
networks in  the 20th century was accomplished under a policy that embraced both availability
of  service and the price at which it would be made available.  Thus, the Communications Act
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of 1934 embraced the “purpose of regulating interstate and foreign commerce in
communications … so as to make available, so far as possible to all the people of the United
States a rapid, efficient … communications service with adequate facilities at reasonable
charges.”22 At the time, two-thirds of American households did not have telephone service.

In this approach, public policy sought to ensure affordable access to a basic level of
service.  Local connectivity was the basic launching point for access to the network and the
costs of the network were recovered from all of the services that used it.  In fact, a landmark
Supreme Court decision in 1930 ended several decades of efforts by AT&T to shift the cost
burden from long distance calling to local service.23  The Communications Act of 1934
established a framework based on this principle.  For half a century, premium services and
enhancements to the network that facilitated business uses were not allowed to drive up the
cost of basic service.24  Affordable access for basic telecom services for all Americans came
first, while enhanced uses that shared the network helped to cover its costs.

The use pattern of telecommunications services reflects this policy.   Telephones have
penetrated into over 90 percent of American households, and most Americans use traditional
landline phones to make their local calls.25  Still, a substantial number of households make few
long distance calls.  Half of all households make the equivalent of one, five-minute long
distance call every three days.26

After the breakup of AT&T, which envisioned competition in long distance, new
mechanisms were instituted to preserve affordable network access service.27  The 1996
Telecommunications Act made the commitment to affordable service explicit in section 254 of
the Act and sought to extend it to new information services:

Universal service is an evolving level of telecommunications service that the
Commission should establish periodically under this section, taking into
account advances in telecommunications and information technologies and
services.  The Joint Board in recommending, and the Commission in
establishing, the definition of the services that are supported by Federal
universal service support mechanisms shall consider the extent to which
telecommunications services – are essential to education, public health, or
public safety, have, through the operation of market choices by customers, been
subscribed to by a substantial majority of residential customers; are being
deployed in public telecommunications networks by telecommunications
carriers; and are consistent with the public interest, convenience and
necessity.28

HIGH-PRICED ACCESS

The FCC under the Bush Administration has turned this approach on its head.  The
basic connectivity costs for advanced services are set by commercial interests and remain
extremely high, undermining the affordability of access.  Add on services are relatively
inexpensive and make little contribution to the costs of the network.  Those who can afford the
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hefty price of the service benefit, but the rest of the country loses out in technology adoption
and the digital divide widens.

This change is best illustrated through the current favorite service of Chairman Powell:
Voice over Internet Protocol (VoIP), which allows consumers to make telephone calls with
Internet technology.  The recent report on broadband refers to VoIP on the first page of the
executive summary as the killer application that may drive adoption of high-speed Internet
service.  The Chairman’s enthusiasm for it is boundless.  He recently claimed that the
unlimited local and long distance calling for $30 per month that VoIP embodies is much better
than the universal service that had been produced by regulation in the dial-up world.29

Yet Chairman Powell did not figure in the cost of the broadband connection in making
this statement.  This is critical because consumers cannot gain access to VoIP without first
having a broadband connection.  The underlying network connection costs between $30 and
$45 today, more than a dial-up connection supported by universal service, which costs about
$25, including all taxes and fees.30  Thus, the cost of having telephone service over a
broadband connection  is  $60 to $70 per month. The difference may not matter to members of
the Mercedes Benz class, but is large enough to affect average consumers.

Low-income consumers are priced out of this market altogether.  In contrast to
broadband-based telephony, a low-income household on the lifeline program, which is not
available for broadband connections, could have telephone service for as little as $10-$15 per
month.  Internet service is available for $10 per month.  Even those not eligible for lifeline
could have Internet access  for about $35 dollars per month ($25 for telephone service and $10
for Internet access).  Broadband-based telephony is twice as expensive – a far cry from
Chairman Powell’s claims.

The pattern of penetration that results from this policy should come as no surprise.
Two recent reports from Nielsen/NetRatings, which chart the penetration of media, make the
point crisply.  In an April release entitled “Affluent Americans Power Internet Growth,”
Nielsen remarked on the importance of costs.

Costs play a tremendous part in Internet access patterns, said Kenneth Cassar,
director of strategic analysis, Nielsen ratings.  While broadband has become
much less expensive over the past few years, it’s still a significant cost
compared to narrowband.  Couple high-speed access with other utility
expenses, and households with tighter budgets simply would not be able to
afford the luxury of having broadband.31

In fact, the connectivity charges have not come down much, but the prices of add-on
services have.  In an August release, entitled “U.S. Broadband Connections Reach Critical
Mass, Crossing 50 Percent Mark For Web Surfers,” Nielsen noted that the penetration of
Internet access had stagnated.  “Despite a plateau in the growth of U.S. Internet access, we’ve
seen continued high double-digit growth in users’ broadband access.”32
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Thus, the policies of the FCC and the Bush Administration are producing the Mercedes
Benz divide that Chairman Powell predicted would be the natural order of things.  They tout
the growth of broadband access, which is taking place almost exclusively among upper
income Americans, while ignoring the failure of Internet access to grow for low and middle-
income households.

ELIMINATING UNIVERSAL SERVICE POLICIES FOR ADVANCED TELECOMMUNICATIONS NETWORKS

While the FCC and the Administration have taken a hands-off approach when it comes
to promoting the public interest, they have taken a very hands-on approach when it comes to
promoting the private interest of communications companies.  The FCC and the
Administration have aggressively sought to ensure that the cable and telephone companies can
run their networks on a closed basis, excluding competitors.33  They have sought to exempt or
excuse advanced telecommunications networks from the public interest obligations that
telecommunications service providers have met for almost a century.

For example, after a bipartisan FCC decision that would have kept the local telephone
networks open to competition from competing local exchange carriers was overturned by the
D.C. Circuit Court, the White House decided not to appeal the decision to the Supreme Court.
It would not support a stay, while others sought Supreme Court review.  As a result, Chairman
Powell expects this competition to wither.34  In contrast, when the Ninth Circuit Court
overturned rules that allowed cable operators to close their networks to competition in the
Brand X case, which would have forced the FCC to develop rules for competition between
Internet service providers over the advanced telecommunications networks of the cable
operators, the White House sought a stay and appealed to the Supreme Court.  In both cases,
the FCC supported the dominant incumbent network owners at the expense of  small
competitors and consumers.

A policy of exempting providers of advanced telecommunications services from public
interest obligations exacerbates problems for those who cannot afford the high price services
that the FCC is promoting.  Because the FCC has refused to define advanced
telecommunications services as telecommunications services, it cannot raise universal service
funds from the services or use them to make high-speed Internet access affordable.  Cable
companies, which dominate the high-speed Internet market for residential customers, do not
contribute to universal service funds, nor can those funds be used to make cable modem
service affordable.  The FCC has proposed to treat the use of the telephone network to provide
high-speed Internet in the same way.  Telephone companies would be allowed to exclude
competing service providers and advanced telecommunications services would be cut off from
considerations of universal service, either as a source or the target of funds.

Ironically, the courts have consistently found that the FCC has incorrectly classified
advanced telecommunications services under the Telecommunications Act of 1996.  The Ninth
Circuit Court of Appeals has twice concluded that cable sells a telecommunications service to
the public when it sells cable modem service.  As a telecommunications service, it should be
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subject to the public interest obligations of the Communications Act.  Through rulemakings
and stays of court rulings, however,  the FCC has managed to prevent the public interest
obligations from being implemented.

Thus, in seeking Supreme Court review, the FCC could permanently shut the door on
public policies to ensure that adoption of advanced telecommunications services are spread
throughout society.  By seeking to convince the Supreme Court that high-speed Internet access
is an information service, not a telecommunications service, the FCC will undermine the legal
basis for policies to promote adoption among those who cannot afford the service.

The extreme nature of the FCC’s position can be seen in its steadfast refusal to define
advanced telecommunications services as telecommunications services but then selectively
forbear from regulating them.  As far back as 2000, when the Ninth Circuit Court first
reprimanded the FCC for incorrectly defining the service, the Court invited this approach.  If
the FCC defined advanced telecommunications services as telecommunications services, it
could still find sufficient competition to forebear from some regulation (such as imposing
obligations of nondiscriminatory interconnections and carriage under Sections 201 and 202 of
the Communications Act), but it could still require contributions to the universal service fund
from and provide support for advanced telecommunications services under section 254 of the
Telecommunications Act of 1996.  Powell’s well-known hostility to the public interest concept
has driven him to the more extreme position that would eliminate the possibility of imposing
any obligations on or providing universal service support for these services.35

The legal divide that the White House and the FCC would like to create between the
traditional telecommunications network and the advanced telecommunications networks
(between the dial-up Internet and the high-speed Internet) has an even more perverse effect.
As upper income households migrate to advanced telecommunications networks, which
escape public interest obligations, the burden of maintaining the dial up network will increase
dramatically.  There are already proposals to raise basic dial-up rates by four dollars per
month, in charges that telephone services over advanced telecommunications networks would
avoid.36   As more and more of the telecommunications activity of the Mercedes Benz class
migrates to the high-speed Internet, the pool of resources available to support the narrowband
network shrinks.  Prices will rise and the quality of service will decline for those who cannot
afford broadband and therefore must rely on narrowband or nothing at all.

RELYING ON A COZY DUOPOLY OF CLOSED NETWORKS

The FCC hopes that competition between two different technologies or modes of
communications – that is, a policy of “intermodal competition” – will be sufficient to drive
prices down.  It has resisted and opposed efforts to stimulate competition within the
technologies – intramodal competition.  This, too, is a radical departure from the first
generation of the Internet.37  The dial-up network on which the Internet was born and thrived
was a common carrier, an open network operated under the obligation to provide
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nondiscriminatory access to telecommunications services.  Chairman Powell has steadfastly
opposed any such obligation for advanced telecommunications networks.38

The policy of relying on a small number of closed networks has failed and continues to
fail.  Instead of vigorous competition, the FCC’s policies have created what Business Week
called “a cozy duopoly of broadband providers: the Bells and the cable-TV companies.”
Business Week concludes that this duopoly has not served the public well.  “The two sides
have been slow to push for higher broadband speeds or fast price declines.”39

III.  THE DIGITAL DIVIDE DOES INDEED EXIST, DESPITE THE
ADMINISTRATION’S POLICY OF IGNORING IT

This section presents quantitative evidence on the persistence of the digital divide.
Ironically, one of the consequences of inappropriately denying the problem is that the
Administration has devoted little attention to it and generated little data about it.  The FCC
relies on selective use of data from other sources, but has little of its own.  The FCC’s own
data simply cannot address the fundamental policy questions it is confronted with.  Data
generated by private-sector firms and nonprofit entities suggest that the denial of the existence
of the digital divide is simply wrong.  In this paper, we use a data set for early 2004, almost
three years after last NTIA study, based on surveys by different organizations, done at about
the same time, to provide evidence for the existence and widening of the digital divide.

THE URGENT NEED TO CLOSE THE DIGITAL DIVIDE

Given the immense hype about the power of the high-speed Internet to change society,
it can be argued that policies to promote rapid universal high-speed Internet access should
demand even more support than they have in the past.  Ironically, not long before he became
Secretary of State, Colin Powell, Chairman Powell’s father, expressed a strikingly different
view of the digital divide, which serves well as a starting point for an assessment of where
things stand:

We hear today about the “digital divide” – the gap between those who have
access to the wonders of digital technology and the Internet and those who do
not.  When I address this issue I use an even stronger term: digital apartheid.
What is at stake is today’s digital “have-nots” – especially the young – and
whether they may find themselves marginalized for life because they lack the
skills and tools to participate in our globalized, knowledge-based economy.
This is true in America and in the rest of the world.40

The strong statement is well-deserved.  How we define the problem dictates how we
should measure and study it.  The urgency in the need to close the digital divide rapidly
reflects several important characteristics of the Internet Age.
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First, it is well recognized that digital technologies change society very quickly.41  The
ability of a household to participate and prosper in the new economy will be severely
restricted if a household is cut off from technology for more than a decade.  This affects
current and future generations, as children of the have-nots grow up without Internet access
and the benefits that come with it.  Moreover, if a group is not well represented as the
architecture of the Internet is defined and the patterns of deployment and development of
content are established, the needs of the group may never be well represented in cyberspace.
There is also a social value (or, in the language of economics, a positive externality) to open
and ubiquitous communications networks  – benefits that flow from a broad base of use,
experimentation, and innovation.

Second, the convergence of commerce and communications in the digital information
age gives this technology a special transformative power.  The Internet is not just a
communications tool, a means of commerce, or an entertainment medium.  It is also a
technological revolution that promises to enhance productivity in many aspects of life and
increase the standard of living for all those who use it.  It provides a communications
platform, possibly a new form of mass media, and a major source of information.  Some
critics of the digital divide concept claim we should not worry because Internet access is
spreading as rapidly as some consumer appliances, like TVs and VCRs.  Yet such statements
fail to acknowledge that access to the Internet is much more important than access to a VCR.
Lack of access seriously disadvantages the household.  VCRs are a convenience, a
discretionary luxury; the Internet is a necessity if one is to prosper in the information age.

Third, these characteristics lead directly to another aspect of the analysis that is
frequently overlooked in the discussion of the digital divide.  While we start by identifying
who has access to the Internet, we should devote at least as much attention to what people do
with the Internet.  If the Internet did not affect such a wide range of daily activities, closing the
divide would not be critical.  Because the high-speed Internet changes the fundamental way
people use the Internet, it represents a generational shift that challenges public policy to speed
adoption.

Fourth, the nature of the technology raises a special problem with respect to activities
that make the digital divide difficult to overcome.  As broadband rolls out and becomes the
focal point of commercial activity, the design of services and applications changes to capture
the characteristics of broadband.  The predominant reason people switch to broadband is the
speed of the connection.42    Offerings that are explicitly tailored for broadband may not work
or certainly do not work very well over narrowband connections.  Being locked into the
narrowband Internet means falling farther behind.

Fifth, because the Internet has an impact on a wide range of daily activities, we must
focus attention on the ability of people to use the Internet at home.  Most personal business is
conducted from the home.  Searching for information, looking for a job, and learning about
local events – all frequent uses of the Internet – typically take place in the privacy of the
residence.  Stopping by the library to use the Internet or using it at work may be transitional
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steps useful for creating skills in the population, or carrying out specific tasks associated with
the activities of those locations, but in our society they are not a replacement for Internet
availability in the home.  For this reason, we must measure the digital divide, as we have
measured universal telephone service, by the availability of the means of communications
(telephone or the Internet) in the home.43

THE DIGITAL DIVIDE IN INTERNET ACCESS

One of the cornerstones of the Administration’s denial of the digital divide is that
access to the Internet has been spreading to lower-income groups.  Exhibits 1 and 2 suggests
that  this argument should be given little credence.  Progress has definitely slowed in the past
four years. The growth of the percentage of Americans who have access anywhere appears to
have slowed and is inching toward the two-thirds mark.  And this does not even look at
Internet at home, which we have argued in this paper ought to be the standard for whether a
digital divide exists.  As Exhibit 2 demonstrates, Internet access at home appears to have
reached a plateau at about 60 percent.

Penetration across income groups reinforces this less-than-rosy view.  Two-thirds of
those with incomes below $10,000 (about one-in-ten households) do not have Internet at home
(see Exhibit 3).  Less than half of all households with incomes below $30,000 have Internet
access at home, while over eighty percent of those with incomes above $50,000 do.  This
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sharp contrast between lower and upper income households represents a very substantial
divide in the population.  About one-third of the households in the nation have incomes below
$30,000.  About the same percentage has incomes above $50,000.

And the low- and moderate-income households that do have access to the Internet
often do not have access to broadband; they largely rely on the much slower narrowband
connection.  Although broadband now accounts for about half of all Internet access from the
home, its distribution follows an uneven pattern predicted by Chairman Powell.  Upper-
income households have moved on to high-speed Internet service:  Half of all households with
incomes above $75,000 have high speed Internet at home.  About half of all households with
incomes below $30,000 do not have any Internet at home.  The penetration of high-speed
Internet in this groups is around 10 percent.

0

1 0

2 0

3 0

4 0

5 0

6 0

7 0

8 0

9 0

1 0 0

19
95

19
96

19
97

19
98

19
99

20
00

20
01

q3
20

02
20

03

20
04

q2

Pe
rc

en
t

IN T E R N E T  A N Y W H E R E A T  H O M E

E x h ib i t  2 :  
I n t e r n e t  a t  H o m e /A d u l t s  O n l i n e  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
S o u r c e s :   N i e l s e n / N e t r a t in g s ,  “ A f f lu e n t  A m e r i c a n s  P o w e r  I n t e r n e t  
G r o w t h ,”  A p r i l  1 9 ,  2 0 0 4 ;  N a t i o n a l  T e l e c o m m u n i c a t io n s  a n d  
I n f o r m a t io n  A d m i n i s t r a t io n ,  A  N a t io n  O n l i n e  H o w  A m e r i c a n s  a r e  
E x p a n d i n g  T h e i r  U s e  o f  t h e  I n t e r n e t  D e p a r t m e n t  o f  C o m m e r c e ,  
F e b r u a r y  2 0 0 2 ) ;  P e w  I n t e r n e t  a n d  A m e r i c a n  L i f e ,  P e r c e n t  o f  A m e r i c a n  
A d u l t s  O n l i n e :  1 9 9 5 - 2 0 0 4 .  



16

BEING DISCONNECTED MEANS BEING DISADVANTAGED

The primary reason for concern over lack of Internet access is the impact that being
disconnected has by cutting households off from activities in cyberspace.  The best way to
demonstrate this is by comparing the rates of activity in physical space to those in cyberspace.

Exhibit 4 shows the digital divide in the context of the major means of
communications in an information society.  If the Internet is to be a major means of mass
communications – the new mass media of the information age – then the digital divide can be
clearly identified with respect to use of television and newspapers.  Television reaches
approximately 90 percent of all adults in all income groups on any given day.  Newspapers
reach about two-thirds of households, and although there is a somewhat larger difference
between groups for use of newspapers relative to television watchers, this gap is much smaller
than that for the Internet.  Upper-income adults are about as likely to have read a newspaper
on any given day as they are to go on the Internet.  Lower-income households, on the other
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hand, are twice as likely to read a newspaper as go on the Internet because they do not have
affordable access.

Since the Internet is becoming the major means of personal communications and
commerce in the information age, it is natural to compare it to telephone service, which was
the major means of personal communications in the industrial age.  Exhibit 4 does so,
showing that approximately 98 percent of households with incomes above $50,000 have
telephone service at home, and just under 91 percent of households with incomes below
$25,000 have a telephone.  This stands in stark comparison to Internet access.  Among the
lowest income households (with incomes below $10,000), telephone penetration is above 80
percent, twice that of the Internet and eight times that of the broadband Internet.

It should be noted that there is at least an implicit basis of comparison for usage in the
exhibits already presented.  Just about everyone has a phone at home and makes a call every
day (on average about five per day).  Similarly, just about everyone has a TV and watches
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every day (the average households has it on 7.5 hours per day).  Similarly, among lower-
income households almost two-thirds report reading the newspaper every day, while among
upper-income households about four-fifths do.  In short, households engage in many
communications and media activities in physical space.  Our earlier analysis shows that
physical space activities for people with and without the Internet are similar.  It is the
cyberspace activities where the differences emerge.44

Researchers have conducted numerous studies on how people utilize the Internet.
Unfortunately, they do not generally compare this with physical world usage patterns.  In
addition, they generally do not examine the frequency of usage.  Nevertheless, it is clear that
online activity spans a broad spectrum of activity.

The Pew Center has examined routine uses of the Internet (See Exhibit 5).  It finds the
following uses, in rank order: communications (e-mail, chat), information-gathering,
entertainment, education, and commerce.

The Current Population Survey (CPS), which was used by the National
Telecommunications and Information Administration, asked whether people have used the
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Internet during the year for a specific purpose.  This is not a very refined measure of use, but
the differences between those who have the Internet at home and those who use it elsewhere
are nevertheless substantial (see Exhibit 6).  Those with home Internet access were 20 to 30
percent more likely to use the Internet for schoolwork and taking courses, for example.  The
differences in other activities are much larger, generally running in the range of 40 to 60
percent.  On average, those with the Internet at home are 1.5 times more likely to say they use
it for these 13 purposes than those who use it outside the home.

What these surveys do not give us is a way to measure the relative deprivation by
directly comparing cyberspace activities to physical space activities.  Our earlier analysis
included this dimension, and presents several activities that are direct parallels to the items
included in the CPS survey.  Those with the Internet at home are read about 25 percent more
newspapers and magazines, but they use the Internet to gather news about four times as
often.45

As Exhibit 7 shows, those without the Internet at home are just about as likely to
engage in civic politic activities as those with the Internet at home.  However, there is a much
larger difference for online activities.  Although those without the Internet at home are able to
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occasionally perform these activities, those with it at home are better able to routinely engage
in these activities.  Lack of access matters – in fact, it matters quite a bit.

Exhibit 8 shows the second digital divide by contrasting the Internet usage of those
who use broadband with those who get by on narrowband.  Those without access to the
Internet are shown as the zero point.  The Exhibit uses a couple of examples in each of the
major categories of uses that are consistent between the two databases.  Broadband users are
about twice as likely to engage in these activities.46  They also spend much more time online.47

Broadband users have at least two advantages over narrowband users.  First, they
spend less time engaging in activities that are not bandwidth-intensive and second, they have
the opportunity to use the more bandwidth-intensive applications.  Econometric evidence
shows that even when all of the other typical demographic factors are taken into account,
having a high-speed connection has a statistically significant impact on usage.48  In other
words, after holding constant factors such as race, ethnicity, age, income, gender, etc., those
with broadband access use the Internet more often than those with narrowband.
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To summarize:  We can say that between one-quarter and one-third of the population
does not use the Internet at all.  About 55 to 60 percent of the population has access at home
and uses it for many purposes.  Another 10 percent does not have it at home but uses it much
less often for these purposes in public places.  The households that can afford broadband are
overwhelmingly upper-income and make much more intensive use of the Internet at home.  In
this sense, the needs of the Mercedes Benz class are being well-served by the current system,
at the expense of the low- and moderate-income Americans who, if they have any access to the
Internet at home at all, have access through the much-slower, but more affordable, narrowband
connection.

Exhibit 8: 
C om paring C yberspace A ctivities O f Those W ith Broadband Internet 
A ccess to   Those W ith D ial-up Access  
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ECONOMIC FACTORS ARE THE CENTRAL DETERMINANT OF ACCESS

The problem of affordability, which takes a back seat in the view of Chairman Powell
and the Bush Administration, is obvious not only to those concerned about universal service,
but also to those concerned about the efficiency of the commercial sector.  As noted above,
Nielsen sees the cost of broadband as a barrier to increasing penetration.  It is important to
recognize that the primary driver of whether a household owns a computer and has Internet
access is income, as demonstrated by Exhibit 9.  Over half of all households without the
Internet at home have incomes below $30,000 and four out of  five have incomes below
$5,000.

When a number of variables are considered together, income, education and age are the
three best predictors of access to the Internet at home.49  Yet race also comes into play because,
though not statistically significant on its own, race and income are correlated.  Because of this,
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blacks and Hispanics – which have, on average, lower income than whites – are particularly
disadvantaged with respect to the digital divide.

It should also not be assumed that those who do not have Internet at home do not want
it or appreciate its value.  In fact, many who do not have access understand the importance of
the Internet but cannot afford the cost of even a dial-up connection.  That is, economic
considerations serve as the primary obstacle to obtaining Internet access.50   For example,
almost two-thirds of female heads of household with children say that they either cannot
afford Internet or do not have a computer, compared with less than one-quarter who say they
simply do not want Internet at home.  In households without children, the percentages are
reversed.   When controlling for income, there is little difference between female-headed
households with children and others types of households.

IV.  THE PROSPECTS FOR CROSS-TECHNOLOGY COMPETITION
CLOSING THE DIVIDE ARE NOT GOOD

CABLE V. SATELLITE IN VIDEO

The Bush Administration’s response to the challenge of making high-speed Internet
access affordable is to hope that competition between a small number of facility owners will
lower prices for consumers.  Recent experience in the high-speed market and other markets
dominated by the large facility owners calls this hope into question.

The “cross-technology” competition on which the Administration relies has cable as
the dominant form of broadband access.  Therefore, it is appropriate to ask how cable reacts to
such competition.  In fact, we have a very good yardstick to measure such competition, one
that the FCC frequently uses.  In the past decade, cable has been confronted with cross-
technology competition for video services from satellite.  The results are not promising (see
Exhibit 10).

A decade ago, when satellite began to enter the market, cable operators simply ignored
it in their  pricing decisions.  Exhibit 10 shows the market penetration of direct broadcast
satellite TV, the primary cross-technology competitor for cable, and the average monthly price
of the cable bundle.  Satellite did not provide a level of competition that led to lower cable
prices; on the contrary, the cable industry’s monthly pricing schemes continued to increase.
Interestingly, cable made substantial increases in penetration when prices were controlled in
the early 1990s.51  Given the opportunity to push prices up after the passage of the
Telecommunications Act of 1996, which deregulated much of the cable market, or to compete
on price with satellite, cable chose the former, which allowed the industry to maximize profits
at the expense of consumers.

Econometric analyses prepared by the Federal Communications Commission and the
Government Accountability Office (GAO) both show that competition from satellite has had
little impact on cable pricing.52  The FCC actually has found price increases.  The GAO has
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found that it has a small but statistically insignificant downward impact on prices.  Both the
FCC and GAO find that the only competition that has a significant effect on cable pricing is
intramodal competition – direct head-to-head competition between cable providers53 – which
the FCC has undermined in the broadband market.

CABLE VS. DSL IN BROADBAND

The reaction of cable operators to cross-technology or intermodal competition in
broadband has been exactly the same as its reaction to intermodal competition in video.  They
have not responded by lowering prices, but rather by adding capacity and bundling services.
This does not lower the price and make the service more affordable.  In addition, cable
operators are aggressively bundling high-speed Internet with video services to gain
competitive leverage.  Their market power over high-speed Internet access gives them an
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important anticompetitive tool.  Cable has foreclosed competition for Internet access service
over its platform.54  Controlling the platform diminishes the potential competition from video
streaming over the Internet55 and becomes a lever against competition from other distribution
technologies.

Looking carefully at specific product and geographic markets reveals little competitive
overlap of different facilities.56  Competition between different types of telecommunications
services is weak at best.  Technological differences give different facilities an edge in different
customer and geographic markets.57  Cable dominates the advanced residential high-speed
Internet market, with a 75 percent market share for the residential market of speeds of greater
than 200 kbps in both directions.58  DSL, as deployed, is ill-suited to multimedia video
applications,59 but DSL60 dominates the nonresidential market with a 95 percent market share,
because businesses are disinclined to use cable.   For the next generation telephone network
technologies,61 “most experts agree that the DSL business case isn’t for everyone and won’t
realize its full revenue potential for decades.”62  However, cable operators devote less than two
percent of the capacity of their systems to cable modem service.  They could easily expand
that if they so desired.  This gives them an immense advantage over telephone companies.63

Satellite lacks the ability to offer a bundle of video and high-speed Internet to compete
effectively with cable.  Cable recognizes this and is aggressively bundling high-speed Internet
with basic cable service – offering a percent discount on a bundle of basic cable and Internet
compared to stand alone Internet service.64  This does not lower the basic access price, which
remains unaffordable for many who do not use all of the services in the bundle.

PRICING PATTERNS

With intramodal competition foreclosed, cable faces only weak intermodal
competition. Cable has scoffed at the modest discounting efforts of the telecommunications-
based DSL service providers.65  The reason cable can ignore intermodal competition is simple:
those discounted services are substantially more expensive on a megabit basis.  Consumers
pay  for this lack of competition through higher prices.  Unfortunately, those who are furthest
behind in the digital revolution – low-income consumers – are hurt the most because of these
high prices that are well above the competitive level.

Broadband companies had an opportunity to lower prices, with costs falling66 and
demand lagging in the midst of a recession.  Instead, both cable operators and telephone
companies raised prices.67  Cable companies imposed a severe interruption of service on their
customers, which, in a highly competitive market, would have been suicidal.68  In 2003,
Comcast, the dominant high-speed modem service provider, raised the price of stand-alone
cable modem service by $10 to $15 per month.  In 2003, some of the Bell companies offered
discounts, but the cable companies refused to respond to telephone company pricing moves.
DSL service is not competitive on price on a megabit basis.  Since DSL cannot compete on a
quality-adjusted basis, the cable operators ignore it.  Their advertising harps on their speed
superiority.
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With the dominant technology insulated from cross-technology competition and
operating a closed network, cable companies have strategically priced their digital services
(see Exhibit 11).  This becomes quite apparent to any consumer who tries to buy the service in
the marketplace.  If a consumer adds a digital tier, the charge would be an additional $15 on
average.  If a consumer adds cable modem service, the consumer must pay $45 ($55 to $60 if
basic cable is not taken).  Moreover, if the consumer wants to keep an unaffiliated ISP, the
charge is an additional $15.

The resulting price is too high and dampens adoption.  Business Week gave a stunning
example comparing U.S. prices to those in Japan (see Exhibit 12).

Now, most markets are cozy duopolies, at best, where consumers can get
broadband only from a phone or cable company.  The result is that U.S.
consumers can pay $35 or more for a 1.5-megabit-per-second connection,
compared with Yahoo! BB’s price of $25 for 26 megabits.69

In other words, on a megabit basis, DSL prices are over twenty times more expensive
on a megabit basis and cable is “only” 15 times more expensive.
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Exhibit 13 plots the lowest price for broadband against the penetration found in the
most recent survey conducted by the International Telecommunications Union.  It include all
of the major, high income nations, as well as the major Asian nations used in most broadband
comparisons.  Seven of the eight nations with lower prices have higher penetration than the
U.S.

FALLING BEHIND IN BROADBAND

Business Week drew a direct connection between the failure to promote intramodal
competition and the slowness of high-speed Internet to spread.
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What helped the rollout of broadband in Korea and Japan were not massive
government subsidies, as some believe, but policies that allowed vigorous
competition.  In particular, those countries forced the incumbent phone
companies to let startups use their networks at  reasonable, government-set
prices.  Those startups, especially Hanaro in Korea and Yahoo! BB in Japan,
waged fierce battles against giant rivals, driving prices down and speeds up….
On this score, the U.S. has blown it.  This summer the Bells won an eight-year
battle to stop competitors from using their networks at deep discounts.  That
prompted AT&T and MCI Inc., which had been using the Bell’s lines, to retreat
from consumer markets.

The huge bundles that the cable operators offer – basic cable, digital cable, high speed
Internet, and soon cable Internet protocol telephony –  and that Chairman Powell touts as the
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solution to the universal service problem are priced in the range of $120-$130 per month.  For
the Mercedes Benz class, they are a bargain; for the vast majority of consumers, however, they
are a luxury and for many, they are wholly unaffordable.  For the forty percent of American
households who do not yet have access to the Internet at home, which are overwhelmingly
low- and lower-middle-income households, they are simply unaffordable and likely to remain
so for the foreseeable future.

The dramatic difference between prices in the U.S. and several other advanced
industrial nations has caught the eye of numerous observers.  Penetration of high-speed
Internet has lagged in the U.S.  U.S. prices are quite high and the speed offered to the public
quite low.

Prices in America are higher than in other nations with lower incomes and lower
population densities.  Indeed, when one plots per-capita income against broadband
penetration, the weakness of the U.S. performance becomes easily apparent.  Exhibit 14 shows
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relative position of the U.S.  The poor performance in terms of the income/adoption
relationship is clear.  The correlation between density and penetration appears to be strong as
well.  However, we also see that the U.S. lags other nations that have similar densities.

The most ironic twist in the faltering U.S. performance can be found in the Japanese
progress.  Well behind the U.S. in 2000, Japan surpasses the U.S. in 2003 by pursuing exactly
the policy of nondiscriminatory access to the advanced telecommunications networks that the
FCC has abandoned.  Indeed, much to the consternation of conservative commenters, the U.S.
Trade Representative pressed the Japanese to open their telecommunications networks to
competition.70  When the Japanese took the model seriously, it ignited vigorous intramodal
competition that has driven prices down and penetration up.

V.  CONCLUSION:  THE NEED TO BRIDGE THE DIGITAL DIVIDE

Lacking access to a vital service when a majority in society has such an important
service, low and middle-income households find themselves at a severe disadvantage and in a
vicious cycle.  Lack of economic resources causes the initial lack of access in the first phase,
but lack of access becomes a cause of lack of economic resources.  The problem is
compounded in a dynamic technology environment.  We now encounter an even more vexing
problem created by broadband.  By promoting broadband without a commitment to
affordability, the digital divide becomes even more severe, not only because broadband is
expensive as it is being rolled out in this country (much more expensive relative to
narrowband but also relative to broadband in other countries), but also because as it becomes
dominant, it undermines the value of narrowband.

Under the logic of the 1996 Act, which the FCC and the Bush Administration have
disregarded through the misclassification of advanced telecommunications services, as
broadband spreads the Internet looks more and more like a service that merits the status of
universal service support.   The above analysis shows that the Internet certainly provides the
essential functions identified by Congress and its ubiquitous availability promotes the public
interest.  The case for aggressive policies to promote universal service is strengthened.
Neglecting universal service and affordability threatens to turn the digital divide into a
permanent, digital chasm.

The opposition of Chairman Powell and the Administration to a universal service
policy that promotes affordable access to the Internet and the poor track record of the few
intermodal competitors on which they rely to drive prices down does not bode well for closing
the growing divide any time soon.  Disregarding the evidence of this policy failure, the FCC
and the Bush Administration recently appealed the Brand X case, which would have required
the cable operators to allow exactly the type of intramodal competition for Internet access that
has been so successful in the past in the U.S. and is working abroad.  This is a pointed
reminder of the dangerous commitment to a hands-off approach in markets that are not
competitive, dangerous because it undermines the commitment to universal adoption of a
service that is vital to the daily life of all citizens and consumers in the digital information age.
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