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Introduction

Competition regulators on both sides of the Atlantic have long heard complaints
that a single firm’s control of an “essential” facility gives that firm an unfair advantage in
other markets. For example, in the United States, concerns have been raised about the
ownership of telephone “local loops” that are chokepoints for the transmittal of voice and
data, and the cable tv lines that transmit television programming and increasingly data.
More recently, some “net neutrality” proponents have raised concerns that “broadband
duopolies” of phone and cable companies could discriminate in the quality of broadband
Internet service provision and thereby undermine innovation and business opportunities
available to Internet content providers. Others have argued that it would not be in the
business interest of the phone and cable firms to do so and that, in any event, the antitrust
laws can readily address any competitive problems that may arise in this area. These
examples share several common features. For one thing, they are conduits or “pipes” that
deliver goods — content — from suppliers to consumers. For another thing — more
significantly to antitrust regulators — some of these facilities have faced very little

competition, at least historically. As technology has evolved — and demands for
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interoperability have increased — similar concerns are being voiced in some technology
markets.

“Essential facilities” is a loaded term in American Antitrust. The creation and
evolution of the essential facilities doctrine in the courts has spurred a great deal of
debate and criticism.” Generally, some lower courts have deemed a facility “essential” if
it meets two criteria. First, a “facility” is essential if competitors cannot effectively
compete without it. Second, even if it meets the first criterion, a court will require
evidence that the facility cannot be duplicated or that it cannot be obtained from another
source.” It is worth noting, however, the Supreme Court majority in Verizon v. Trinko
expressly declined to apply or endorse the essential facilities doctrine.* Given the
language in Trinko, and the criticism of the doctrine’s application by scholars, it remains

to be seen to what extent the lower courts will continue to apply it.

2 Under the doctrine, liability is established by (1) control of the essential

facility by a monopolist; (2) a competitor's inability practically or reasonably to duplicate
the essential facility; (3) the denial of the use of the facility to a competitor; and (4) the
feasibility of providing the facility. MCI Communications Corp. v. AT&T 708 F.2d 1081,
1132 (7™ Cir. 1983).

3 See 111 PHILLIP E. AREEDA & HERBERT HOVENKAMP, ANTITRUST LAW

4773 b(2) (2d Cir. 2002) (“At most we would address facilities that are a natural
monopoly, facilities whose duplication is forbidden by law, and perhaps those that are
publicly subsidized and thus could not practicably be built privately.”)

4 Verizon v. Trinko, 540 U.S. 398, 410-411 (2004).



Essential Facilities Defined Here

I do not intend to opine on the merits of the legal “essential facilities” doctrine
here. Rather, I use "essential facilities" as a term of art to refer to facilities that have
achieved a degree of popularity — or, if you will, ubiquity — that makes them hard to do
without. Not all of these facilities are "essential.” Consumers or OEMs that use them
can do without them if need be — they generally do not make the difference between life
and death. They are facilities for which there are no ready substitutes now or in the near
future for most consumers or OEMs that use them.

In analyzing whether facilities are “essential” in this sense, one should be aware
of competition between “platforms.” For example, in the United States we are beginning
to see competition between cable and telecommunications firms. My wired telephone
provider now offers tv service (in collaborations with Direct TV) as well as DSL service.
At the same time, traditional cable television providers are offering internet and
telephony services. Wireless providers, and even the local electric company, are
exploring way to offer these services. One could imagine a future in which the consumer
shopping for television could choose between as many as four or five different
alternatives. Consumers or OEMs could substitute one for another if they are dissatisfied
with the product or service they are getting.

A facility that does not face actual or potential competition, however, may confer
unique power over output, price and quality upon its owner — power that may extend to
related and adjacent markets. It is strongly arguable that antitrust law enforcement
authorities (or Competition authorities, as the rest of the world outside the U.S. refers to

us) should carefully scrutinize both the origin of the owners' unique power and the way



that power is exercised. More specifically, to the extent the owner of such a facility
engages in inefficient competitive conduct that harms consumer welfare, a substantial
antitrust issue may present itself.

The Origins of Power

I do not want to suggest that “essential facilities” are inherently pernicious. Far
from it. Sometimes such a facility results from innovation, which would not have
occurred without the promise — or at least the prospect — that the innovator would enjoy
the power for a period of time. Under those circumstances, the power is consistent with
consumer welfare. Indeed, anytime that the power results from superior skill, industry or
foresight, to prevent its exercise would chill conduct that benefits consumer welfare.

Sometimes the dynamics of a particular market are such that it will tip to a market
“standard.” The standard may be determined by competition — for example, the battle
between Beta and VHS in the eighties. Standards may also be set through a formal
standard setting process. The joint development of standards by competitors — essentially
replacing competition — raises additional issues. However, where the standard adopted
results from a fair and open contest between or among alternatives, competition exists ex
ante and the process tends to maximize consumer welfare. Standards may enhance
consumer welfare where a welter of different technologies cannot efficiently coexist.

Governments may also play a role in the formation of an essential facility. In
some cases the government may have established a monopoly in a particular market only
to later transfer ownership to the private sector. Under those circumstances, it cannot be
said that the transfer has created power over output, price and quality since that power

existed previously. Indeed, if and to the extent that private enterprises are subject to



antitrust or competition laws and state enterprises are not, the transfer has the potential to
enhance consumer welfare.

Yet the power can be acquired illegitimately. In the United States, patents may
confer enduring monopoly power in certain markets. If those patents result from fraud or
other wrongdoing then that raises concern. If the power stems, in whole or in part, from a
standard, it may result from deception or unfairness in the standard-setting process. If the
power stems from an acquisition, it may result from a material reduction in the
competition that would otherwise exist in the marketplace.

Determining whether power has been acquired illegally is not always easy. Take,
for example, the way that Xerox acquired power over the plain copier market in the mid-
60s. It acquired the so-called Battelle patents in a series of acquisitions that began long
before there was such a thing as a plain copier market. The FTC challenged those
acquisitions as having tended to create a monopoly, and the challenge resulted in a
consent decree (later modified) that imposed licensing obligations on Xerox.’
Subsequently, however, in a private action, the appellate court held that those
acquisitions pre-dating the existence of a product market were not illegal.®

The Exercise of Power

Suppose, however, that the power of an essential facility has not been created
illicitly. It can still be exercised in a fashion that harms consumer welfare. Under what

circumstances can and should law enforcement authorities step in?

> Xerox Corp., 86 F.T.C. 363 (1975)

6 SCM v. Xerox Corp., 645 F.2d 1195 (2d. Cir. 1981)



First, it depends on the conduct at issue. Some law enforcement authorities — and
courts — have considered numerous kinds of conduct by essential facilities as being
inimical to consumer welfare. These have included refusals to deal with rivals, de facto
and de jure exclusive dealing contracts, tying and bundling, and discriminatory practices.
However, none of these practices is considered to be per se illegal.

Whether the conduct at issue is really suspect is often hard to determine. For
example, manufacturers will often add features to a product that make it more attractive
but that makes obsolete or otherwise non-competitive the products produced by rivals
who produce those features on a stand-alone basis? This is sometimes called
"technological tying" because consumers who have strong preferences for the product
automatically get the new features when they buy it. That is a pejorative term, and the
conduct undoubtedly can have the effect of excluding rivals. But courts in the U.S. at
least have been loathe to second-guess engineers who say that these features constitute
improvements in the product.’

Indeed, evaluation of the effects of more orthodox mergers and acquisitions is
frequently difficult. For one thing, as the Oracle case demonstrated, it may be hard to
define relevant product or geographic markets in which the transaction is occurring, and
hence to determine whether it is likely to result in the power to exploit consumers.® For
another thing, even if the transaction or conduct at issue may produce power in the short

term, the potential for new entry may make the power fleeting. The courts and
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commentators have not even settled for sure how long power must endure in order to
justify a challenge. In the U.S. our Merger Guidelines take the position that entry must
occur within two years or else too much consumer harm will occur before the power is
dissipated.” But even in the U.S. there is a debate about whether that time period is too
long or too short as a matter of policy. Moreover, unless entry has actually occurred,
evaluating entry claims often requires a crystal ball. Who would have predicted two
decades ago, for example, that cable tv operators would be competing with telephone and
maybe power companies who have wires running to homes? For that matter, who would
have predicted two decades ago that the telephone companies providing local service
would be competing with wireless service providers and internet service providers?

So second, whether the conduct is to be condemned or not depends on the context
in which it occurs. For example, in the U.S. it is doubtful that the owner of an essential
facility must make that facility available to a firm that wants to compete with the facility.
However, it sometimes happens that the facility is part of a vertically integrated
enterprise--for example, its owners also produce "upstream" products or services in
competition with rivals who must sell those products or services to the essential facility in
order to operate at the minimum viable scale to compete effectively. In those
circumstances, there may be a duty to deal with the upstream rivals and to do so fairly —
or at least there may be a duty to justify the refusal to deal on some basis other than
suppression of the upstream competition.

Countermeasures must also be considered. If and to the extent that rivals can

combat exclusive dealing contracts, tying or bundling by their own price terms or by
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marrying others who will enable them to offer the same bundles on competitive terms, it
cannot be said that the conduct is really harmful to consumer welfare. To the contrary,
the conduct in that context may actually stimulate competition that might not otherwise
occur and thereby contribute to consumer welfare.

A third factor that must be considered is the consequence of law enforcement
action. In a nutshell it should not deter innovation or efficiency. A great debate is raging
right now about what standard should be used in evaluating the conduct of essential
facilities (if any standard is appropriate for all conduct.) It has been suggested, for
example, that conduct should be challenged if, but only if, it would not be undertaken by
a rational firm except for its exclusionary effect on rivals. It has also been suggested that
a more appropriate test is whether the conduct would exclude an equally efficient rival.
However, most if not all observers agree on one thing. That is that a challenge is not
appropriate if the conduct benefits consumers by delivering products and services to them

more efficiently.

Conclusion
In some instances, however, it simply cannot be said that the creation of this
power is consistent with consumer welfare. Antitrust and competition authorities around
the world have the tools — and responsibility — to prevent the creation of power or to
dissipate it if it has already been created. In the U.S., our tools are the Sherman and
Clayton Acts. In the EC, they are Articles 81 and 82 of the Treaty of Rome.
The Global Forum is occurring at an especially propitious time for those of us

who are involved in antitrust and competition law enforcement. We in the U.S. are



holding a series of hearings on enforcement of our laws governing conduct by those who
enjoy monopoly or near-monopoly power. Our colleagues here in Europe are focusing
on the same subject, only under Article 82, and I understand it is aiming to publish
regulations.

It is important that we get things right. On the one hand, there is no question that
we should challenge the creation or exercise of power by essential facilities that is truly
detrimental to consumer welfare. On the other hand, however, we must not stifle the
innovation, skill, industry or foresight that frequently account for the power or chill

efficient conduct by those who have won it. We will try our best.



