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COMMENTS OF THE PROGRESS & FREEDOM FOUNDATION

IN RESPONSE TO NOTICE OF PROPOSED RULEMAKING

by William F. Adkinson Jr

I. Introduction and Overview

The Progress & Freedom Foundation (“PFF” or “Foundation”), a private, non-profit, non-partisan research institution established to study the digital revolution and its implications for public policy, hereby submits these comments in response to the Notice of Proposed Rulemaking in this proceeding.  PFF has studied the explosion of online distribution services and believes that relying on competitive market mechanisms is the best way to serve consumer interests in these markets.
  In particular, PFF has devoted considerable time and effort to analyzing competition in online travel distribution and the controversy surrounding Orbitz and has suggested specific measures to remedy anticompetitive conduct in that market.
  

A.  Overview. 

In this proceeding, the Department of Transportation (“DOT” or “Department”) is considering how to modify the existing Computer Reservation System (“CRS” or “system”) regulations, which were first scheduled to expire in 1997.  The CRS rules have regulated the application of digital technologies to air travel distribution for nearly 20 years.  This rulemaking will determine whether and how these regulations will continue to govern the use of digital technology, including Internet distribution, in this industry.

These comments do not address each detail of the proposed CRS rules, but rather are directed to the broad issues raised by DOT’s basic approach to the need for regulation, especially the Department’s evaluation of the adequacy of market forces to protect consumers.  The comments primarily respond to the Department’s invitation “to comment on possible alternatives that could reduce the extent of regulation and lead to a phase-out of the rules.”
  They explain that the CRS market is workably competitive and should be deregulated, subject to the Department’s enforcement authority.  They do not focus on particular regulatory provisions and their effect, but rather on why there is no longer a rationale for maintaining the type of CRS regulatory regime envisioned by DOT.  
PFF has long advocated reliance on market forces rather than regulation to promote consumer welfare, believing that government should avoid interference with market forces except where clearly warranted by a significant market failure.  The Department appears to share this view, declaring “our task in this proceeding … is not to develop regulations that will shape the travel distribution system …. but to prohibit unfair methods of competition.”
  Unfortunately, through its CRS regulations, DOT has consistently imposed detailed and pervasive controls on electronic travel distribution.  This NOPR essentially continues this tradition.  

Similarly, despite its protestations it is “not trying to adopt rules that would address all potential problems,” DOT comes close to doing so.  The initial CRS rulemaking was replete with conjectures by the CAB regarding competitive effects, as reflected in one particularly telling passage.
  The NOPR is also rife with similar conjectures on key issues, and with references to the weakly supported statements in prior CRS rulemakings.
  The proposed regulations are prospective efforts taken to avert the possible averse consequences that DOT believes could result from potential market imperfections.
  

In particular, this study finds that:  

First, DOT’s analysis underestimates the strength of disciplining forces in the market as it currently is emerging.  The underlying basis for the regulations, especially the assessment of the existence of market power, has always been questionable.  Recent developments – especially Internet distribution and reduced airline control of CRSs – have further undermined the validity of this analysis.  

Second, the record fails to support DOT suggestions that the conduct of CRSs indicates that they possess market power.  Much of the evidence DOT cites on price levels is outdated and in any event provides no useful insights into whether CRSs have market power.  Similarly, the pricing practices cited by DOT, such as passive booking, do not support any inference of market power.    

Third, the bargaining strength of airlines, the rivalry among CRSs for travel agents, the competition among travel agents to serve air travelers, and emerging channels of distribution all severely constrain CRS conduct, as the NOPR itself documents.  As a result, market forces – hard bargaining and competition – will adequately discipline CRS conduct and serve consumers far better than the Department can through regulatory action.  

Fourth, DOT’s adoption of broad and intrusive regulations constraining contractual arrangements, promotional activities, service offerings, and other elements of electronic air travel distribution poses a multitude of regulatory risks.  Although marketplace developments have rendered their initial justifications implausible and DOT’s authority suspect, regulatory inertia is producing new rationales.  The result is that the CRS regulations will continue to burden this dynamic marketplace, imposing unintended consequences on the participants.  For example, it will skew competition between the regulated traditional channel and the unregulated Internet channel.  

Fifth, DOT explains that although the issues surrounding Orbitz (in particular its Most Favored Nations (“MFN”) provision) have arisen in this proceeding, it will continue to address them in the context of its investigation.  However, it is clear that the Orbitz MFN poses anticompetitive risks without procompetitive justification and thus violates the antitrust laws.  DOT should take immediate action to require Orbitz to eliminate the MFN.  
B.   Background

It is no exaggeration to say that CRSs have revolutionized air travel distribution. The introduction of this digital technology has been a boon to the airlines, air travel distributors, and, most important, air travelers.  Indeed, the Department itself recognizes that “[t]he systems have provided tremendous benefits for airlines, travel agencies, and consumers,”
 and that they “efficiently provide comprehensive information and booking capabilities on airlines and other travel suppliers.”
  Over the last five years, the digital revolution has brought air travelers and airlines further benefits through Internet distribution.  
When CRSs were introduced, airlines made the required investments.  Ultimately four CRSs emerged, each owned by one or more airlines.
  Based predominantly on concerns that owner airlines would use CRSs to undermine competition among airlines, the Civil Aeronautics Board (CAB) in 1984 promulgated regulations governing various aspects of CRS operations and their dealings with airlines and with travel agents.
  In 1992, the DOT extended these rules (which were set to expire) and expanded their application, with the resulting regulations set to sunset in 1997.
  That year, the Department initiated this proceeding
 and, after more than five years (during which the CRS regulations have been repeatedly extended),
 issued a Notice of Proposed Rulemaking this past November.

The NOPR recognizes the sea changes occurring in air travel distribution, in particular the growth of online distribution, and the greatly reduced ability that airlines now have to control the CRSs due to complete divestiture of two major CRSs (Sabre and Galileo), and partial divestiture of Amedeus.
  However, the Department has nonetheless elected to extend virtually all of the regulatory restrictions on CRSs, and even to add a few more.  At the same time, the Department has chosen to eliminate many of the rules that restricted airline activity and to forbear extending regulation to other Internet distribution activities.   

With regard to continuing the regulation of CRSs, DOT proposes to (1) extend the application of the regulations to non-airline-owned CRSs (and extend its jurisdiction to reach CRSs directly); (2) maintain and expand the rules governing CRS relations with travel agents;
 (3) prohibit payments or other inducements that might lead CRSs to favor individual carriers; (4) regulate advertising of prices and particularly of service fees;
 (5) require that each marketing carrier in a code share have a listing; and (6) require that travel agent identifiers be eliminated from marketing and booking data sold by CRSs.

Meanwhile, DOT proposes to eliminate the main restraints on major carriers under the rules, including the mandatory participation rule (thereby enabling CRS-owning carriers to refuse to participate in another CRS) and the prohibition on price discrimination by CRSs (thereby enabling airlines to negotiate with CRS for selective discounts).
  Finally, DOT refrains from regulating Internet-based services.  It declines to extend regulations to Internet-based retailers, viewing them as the equivalent of travel agents (even where owned by multiple carriers).  
II. The Department Should Rely on Market Forces, Not Regulation, to Discipline CRS Conduct and Promote Consumer Welfare

A. Introduction

DOT’s analysis underestimates the strength of disciplining forces in the CRS market, which the evidence indicates is workably competitive.  Airlines have far less influence over CRSs than when the regulations were initially adopted; and, as DOT has previously recognized, the incentives of independent CRSs to affect airline competition are very different from those of airline-owned CRSs.  Moreover, DOT’s assessment of CRS market power has always been problematic.  The bargaining strength of airlines, the rivalry among CRSs for travel agents, and the competition among travel agents to serve air travelers all severely constrain CRS conduct.  Indeed, the NOPR itself documents the competitive forces at work in this market and their disciplining effects.  The magnitude of these forces has been greatly increased by the development of new distribution alternatives via the Internet, which already account for almost one-third of all sales.  These market forces will promote consumer welfare and innovation far better than the Department can through regulatory action.
  

Moreover, the proposed CRS regulations are ill-suited to today’s vibrant travel distribution marketplace.  DOT recognizes its inability to predict “the long-term consequences of our rules on CRS competition, including incentives for technological innovation and improved productivity.”
  But DOT does not appear to give sufficient weight to the heavy costs imposed by encumbering that marketplace with detailed restrictions.  In this regard, DOT should keep the following four considerations in mind.

Innovation Outpaces Regulation  This proceeding vividly illustrates how the flow of innovation in the marketplace can quickly outpace the ability of government to react through regulatory measures.  When the rules were first promulgated, PCs were a rarity and the Internet had not yet been born.  Since the rules were modified in 1992, the digital revolution has become a basic part of American life and especially commercial activity.  When this proceeding was initiated, new Internet-based business models for airline distribution were just being launched.  Online sales accounted for 14 percent of total air travel sales in 2001, and the sector continues to grow rapidly.
  Also during this period, the two leading CRSs became independent of their former airline owners, striking at the core concern that motivated the issuance of CRS regulations in the first place.  

Obviously the rise of the online distribution channel and the waning of airline ownership are critical to assessing the CRS regulations.  As a result, the Department sought comments on the import of these developments by issuing a supplemental NOPR in September 2000, three years into the proceeding.
  But during the nearly three years since then, the market has continued to change, most significantly with the introduction of Orbitz, and many parties are now clamoring for fact hearings to enable DOT to consider current marketplace conditions.
  

Online sales have taken off.  Orbitz is in the process of introducing direct connections between itself and carriers, bypassing CRSs entirely.
  It is also working to introduce a service for travel agents through Aqua, offering another alternative to traditional CRS service.
  And this month Worldspan announced a deal pursuant to which its airline owners Delta, Northwest, and American will completely divest their interests in that CRS to a private investment group by mid-2003.
  No matter how the Department tries, this regulatory proceeding is clearly being outpaced by marketplace events.  The Department is likely to do considerably more harm than good by continuing to regulate such a dynamic industry.

Regulatory Inertia  One key reason that regulation can be so slow relative to the market is that there is no natural automatic process eliminating erroneous or obsolete regulations.  They are “durable and enduring,” reinforced by various “reliance interests” and related “constituencies.”
  Regulatory structures, once in place, take on a life of their own, finding new ways to justify and continue their existence.

This proceeding illustrates this characteristic of the regulatory state vividly.  These rules were initially promulgated, and then extended and expanded, specifically in response to concerns that airlines owning CRSs could use them to obtain advantages in competing with other air travel suppliers.
  Airline ownership of CRSs is disappearing, while new Internet-based sources of competition are rapidly gaining prominence.  These developments clearly point toward dismantling this regulatory structure.  But instead, the Department now proposes to apply the CRS rules to non-airline CRSs, overturning express decisions in its prior rulemakings and expanding its regulatory authority in an unprecedented manner.  

Unintended Consequences  The existing CRS regulations also show how unintended consequences can swamp the benefits sought by regulation.  The two major deregulatory actions taken in this proceeding – the mandatory participation rule and the ban on price discrimination by CRSs – are clear illustrations.  Mandatory participation, designed to curb airline power, has in practice prevented airlines from freely bargaining with CRSs.  And the price discrimination ban, designed mainly to protect small airlines, has in practice prevented these (and other) airlines from bargaining with CRSs for discounts.  These measures have not been rendered obsolete by new developments; they were mistakes when adopted.  Further errors are inevitable if DOT continues on the path of detailed regulation, especially since the issues “are so closely tied together that a change designed to correct a problem in one segment of the industry might create a problem in another segment.”
  
Inconsistent Regulatory Treatment of Competitors  DOT refrains from applying the CRS regulatory framework to the Internet, and in particular to the Orbitz joint venture.  In doing so, it cites differences between online distributors and travel agents.  However, distribution over the Internet can raise some of the same issues that arise in traditional channels.  More important, the rapidly growing Internet distribution channel is competing head to head with CRSs for travel agent transactions and with traditional distribution for all travel customers.  

This rivalry will not fully benefit consumers if one channel is shackled with outmoded regulations, while the other can operate largely free of regulatory strictures.  It would be unfair and inefficient to require CRSs to abide by a different set of rules when dealing with traditional agents, and another set when engaged in Internet distribution.  This is not a call to regulate Internet activity.  The proper course is to achieve parity by eliminating CRS regulation of traditional air travel distribution channels.  

B.   Concerns regarding airline manipulation of CRSs no longer have any basis

From their very inception, the CRS rules have focused on concerns that airline owners might use their control over CRSs to disadvantage rival airlines.  Moreover, in previous proceedings the CAB and DOT expressly decided that non-airline systems did not raise competitive concerns.  The Summary of the very first rulemaking begins by stating this purpose with admirable concision and clarity: 

The CAB is adopting rules that deal with competitive abuses and consumer injury resulting from practices of those airlines that provide computer reservations services to other air carriers and travel agents.

Similarly, the Notice of Proposed Rulemaking that culminated in the initial rules emphasized that the objective of the rules was to “forbid air carriers owning computer reservations systems from using those systems to affect air transportation competition adversely and to cause consumer injury.”
  Indeed, the CAB styled the Rulemaking “Carrier-owned Computer Reservations Systems”
 (emphasis added) and expressly dismissed calls to bring “non-airline systems” within the rule’s reach:  

Our fundamental concern in this proceeding is the potential to use CRS power to destroy air transportation competition and to injure consumers. Non-airline CRS’s do not have the same incentive or ability to engage in similar conduct.  Nor has there been any evidence that such enterprises have or are likely to do so.
  

The CAB relied in part on reasoning by one commenter that “[n]on-airline vendors cannot obtain incremental revenues and do not compete in downstream markets, hence their incentives are to produce the most complete and efficient information systems available.”

The 1992 CRS Rules confirmed that airline control still lay at the heart of the competitive concerns raised by CRSs:

We need to regulate the systems' treatment of airline services because each system is owned and operated by one or more airlines or airline affiliates that may have an incentive to use their control of the systems to disadvantage competing airlines.

DOT again refused to extend its regulations to non-airline systems, explaining that: 

CRSs present potential competitive and deception problems because the systems are owned or affiliated with carriers who have the incentive (and the ability) to use their control to prejudice the competitive position of other airlines …. [A] non-airline firm … would not have an incentive to use the system to capture additional airline bookings.

In the current proceeding, DOT acknowledges its previous findings that non-airline systems lack the incentives to engage in anticompetitive behavior.
  However, it reverses its position on this issue, citing hypothetical competition and consumer protection concerns and the belief that subjecting non-airline systems to regulation will not harm innovation and competition:  

It appears that rules governing non-airline systems may be necessary due to the potential risk for unfair and deceptive practices and unfair methods of competition. It also appears that extending the rules to such systems may not significantly interfere with their ability to compete and innovate.

The fallacies behind these conjectures regarding likely competitive harm are examined in the next two sections.  However, it first should be observed that in extending the regulations to non-airline systems, DOT has also impermissibly expanded its regulatory jurisdiction.  DOT has statutory authority to regulate “airlines and ticket agents.”
  It has previously implemented CRS regulations by directing that the owner-airlines comply with the CRS regulations.
  It has no apparent basis for authority over non-airline CRSs, at least if marketing arrangements with carriers are severed.  

DOT’s answer is to assert that it may view non-airline owned systems as ticket agents and therefore subject to regulation directly.
  But, as the DOT explains, CRSs sell “information and booking capabilities” to travel agencies.
  Thus, although a CRS “list[s] airline services in its display and enabl[es] travel agents to book those services,”   it does not act as an agent.
  DOT claims that CRSs, by providing these services, become “active participants in the sale of air transportation,” and thus subject to regulation.  But can cite no authority for this leap.
  Indeed, Judge Posner, in upholding the first CRS regulations, opined in that the CAB (and therefore DOT) “has no regulatory authority over the independent provider” of CRS services, only “systems owned by airlines.”
  
DOT should not use its rulemaking authority to expand its jurisdiction beyond the clear statutory language, but rather should seek Congressional authorization if it finds such regulation to be in the public interest.  The grant of regulatory authority is Congress’s alone to give.

C. Market forces are fully sufficient to prevent CRSs from exercising market power 

DOT argues that each CRS, whether airline-owned or not, “continues to have market power against most airlines that could be used to distort airline competition and competition in” electronic distribution of air travel services.
  According to DOT (and the CAB before it) a CRS effectively controls access to the travel agents it serves, since the agents rely on the CRS for their information.  Moreover, access to any significant group of agents is essential to an airline, this theory goes, because “the addition or loss of a few passengers on a flight will determine whether the flight is profitable.”
  Therefore, the Department concluded that airlines find it necessary to sign up for all four CRSs, access to each one being essential.
  As a result, it found that there is little substitution among CRSs and that each is a separate market.
  

This analysis does identify a potential bargaining edge that a CRS might have in negotiating the terms on which it will list a given airline’s flights.  However, it errs when it magnifies this bargaining advantage into a finding that each CRS possesses market power – indeed, that each constitutes its own separate market.  In particular, it fails to consider the significant constraints on the bargaining power of CRSs – the extent to which market forces limit the exercise of this bargaining power.  

First, airlines should be able to protect themselves by exercising countervailing bargaining power, through their control of information on their flights.  In order to provide service, CRSs must have information on flights and fares.  As the controversy over the online joint venture Orbitz has underscored, access to a wide choice of fares is critical to air travel distributors – the wider the choice the more attractive the agent will be to the traveling public.
  Orbitz has trumpeted its ability to offer a wider selection, especially of web fares,
 and its competitors have complained that denial of access could injure them critically.
  DOT itself observes that web fares “could give airlines some bargaining leverage.”
  The importance of listings to the success of a CRS is also reflected in the DOT’s mandatory participation rule, under which any airline with an ownership interest in a CRS must participate in other CRSs.

Airlines’ ability to exercise this power has, until now, been limited by the CRS regulations themselves.  The mandatory participation rules prevent most major airlines from threatening to withdraw from participation in any CRS.  The non-discrimination provision prevents airlines from obtaining individualized discounts from CRSs.  But the new DOT proposal eliminates these restrictions, enabling airlines to fully flex their muscles in the market.

Second, competition among CRSs for travel agents, and among travel agents for customers, will ensure that CRSs do not “control” travel agents and, most importantly, their customers.  These sources of fierce competition are documented in the NOPR.  The Department repeatedly states that “the systems compete vigorously for travel agency subscribers” who “can usually choose which system to use.”
  It also describes the beneficial results of that competition, observing that “[t]he systems’ competition for travel agency customers has caused them to continually improve the range and quality of services offered travel agencies.”
  CRS contracts with travel agents typically last for up to five years (perhaps in part due to regulation), so at least 20 percent of a system’s agents will be “in play” during any given year.  CRSs are even willing to “pay bonuses” to capture an agency’s business over several years,
 which can cover the costs of termination fees. 

Travel agents increasingly have options other than simply using their CRS, and strong incentives to avail themselves of those options.  As DOT noted, despite some obstacles “[t]ravel agents nonetheless are increasingly using the Internet for bookings.”
  Reportedly 30 percent of travel agents have used computer terminals to access the Internet.
  Moreover, this trend will only get stronger since “firms are developing software that will enable travel agents to quickly search for fares on multiple websites and systems.”
  As a result, the CRSs themselves are providing agents with increased access to web fares via the system.
  Orbitz is working to introduce a service for travel agents, through Aqua, offering another alternative to traditional CRS service.
  
Perhaps most important, whatever control contracts confer over agents, they confer no control over the ultimate purchaser, who remains free to go to the travel agent of his or her choice, or (as is increasingly the case) to use the Internet to research and purchase tickets.  Even if agents are committed to a system, the traveling public is not committed to a single agent.  These factors could place substantial pressures on a CRS that failed to secure a significant airline’s listings.  

The competition among travel agents for these customers is intense.  As a result, DOT has consistently refused to bar travel agents from biasing their own displays.
  As DOT explains:  

The travel agency business is intensely competitive. Travel agencies that provide poor or misleading advice to their travellers will lose customers. The competitive pressures on travel agencies should offset incentives to give customers misleading advice.
  

For similar reasons, DOT has refused to bar the widespread industry practice of offering override commissions through which an airline induces agents to book its flights by (usually by paying an additional commission when bookings on it flights exceed a certain percentage).
  

Thus, in DOT’s view, competition among travel agents prevents travel agents from biasing displays or misleading consumers to earn override commissions.  These same competitive pressures will lead travel agents to insist the CRSs provide them with displays that enable them to give consumers the most useful information possible, including information on as broad an array of flights as possible.  The notion that agents will accept displays that impair their ability to serve consumers, or choose to implement software that would modify the display to a similar end, is directly contradicted by DOT’s description of competitive conditions.  

Similarly, the notion that “productivity pricing” by CRSs could be used to induce agents to use equipment that, on balance, provides inferior service is contradicted by DOT’s analysis of the pressures disciplining the impact of override commissions.
  Even if airlines could pressure agents to take such actions, market forces would punish this conduct and reward agents providing the most useful information.  If there are problems resulting from the exercise of market power by dominant hub operators exercising undue influence over travel agents, as DOT suggests,
 this should be dealt with directly through enforcement proceedings.  

The cumulative influence of these factors is to ensure that CRSs face severe constraints in setting prices and otherwise exercising bargaining power over airlines.  The question is not merely “whether airlines find participation in each system is less necessary;” it is whether market forces can be relied upon to discipline private bargaining over the arrangements governing airline participation.
  Especially in light of the development of alternative distribution systems and the elimination of regulations limiting airline bargaining, market discipline appears fully sufficient to serve consumers well.

D.  DOT’s evidence of CRS exercise of market power is insubstantial

DOT identifies two primary reasons why non-airline CRSs might exercise market power in an anticompetitive manner.  First, it emphasizes that although Sabre and Galileo no longer have airline owners, they still have marketing relationships with their former major airline owners.
  It further asserts that CRSs have been known to provide preferential treatment to airlines with which they have only a marketing relationship.
  More generally, DOT argues that  

Even if no airline had a tie with a system, a system might still engage in conduct that would prejudice airline competition and make it difficult for consumers to obtain unbiased or complete information …. Whether in fact non-airline systems are likely to engage in conduct that could distort airline competition will be the basis of our decision on whether the rules should treat non-airline systems the same as airline systems.

But DOT provides little evidence that “non-airline systems are likely to engage in [such] conduct.”
  DOT should not be concerned about regulating the promotional practices of independent CRSs.  The marketplace will regulate those decisions adequately, especially since consumers are increasingly obtaining expanded options for obtaining information.  Preferential placements in exchange for promotional considerations are standard in many distribution arrangements, including online purchase of travel services.  There is no need for placing special restrictions on the promotional practices used by CRSs selling services to travel agents.

For the same reason, DOT should not restrict practices based on the existence of marketing relationships.  Airlines have many opportunities to reach consumers, and there is no need to restrict competition by regulating the types of distribution arrangements they choose to reach with CRSs.  

DOT also suggests that CRSs may exercise market power by engaging in anticompetitive pricing or cost-increasing practices.  However, DOT provides little evidence to support this concern.  It claims that CRS “fees have not been effectively disciplined by competition and may well exceed system costs by a significant amount,” indicating that this results from CRS market power.
  It also asserts that certain pricing practices, such as charging for “passive bookings” (advance reservations made through a CRS without contacting the airline’s reservation system) reflects market power.
  The record fails to support any inference of CRS market power based upon earnings, due both to a lack of empirical evidence regarding profits and substantial difficulties associated with inferring market power from such data.  

DOT’s evidence of anticompetitive conduct is without substance.  The main evidence it cites that prices “may well exceed system costs by a significant amount” is from the 1991 NOPR, which relies on an outdated 1988 study.
  It is extremely difficult to infer whether pricing is anticompetitive, especially with large risky up-front investments, high fixed costs and low marginal costs.  Price/cost ratios can be meaningless or even misleading.  Similarly, the fact that CRS charges represent “a significant level of expense” (two percent) in an industry with “low margins” is not meaningful.
  

DOT places considerable emphasis on the practice of passive booking, but provides no evidence that charges for passive bookings would not exist in a competitive environment. To the contrary, these transactions use the information and processing resources of the CRS.  DOT itself “recognize[s] that the passive booking functionality enables travel agencies to better serve their customers.”
  Moreover, regulating one portion of a pricing structure is an exercise in futility.  The “systems that stopped charging airlines fees for passive bookings raised their other fees, [and] apparently suffered no loss in revenues.”

Finally, DOT buttresses its claim that non-airline CRSs can pose competitive threats with a discussion of the antitrust theories underlying its concerns -- monopoly leveraging and the essential facilities doctrines.  It claims that “[s]everal of these principles are equally applicable to the non-airline system practices regulated by our rules,” citing two examples.  The first is an extension of the essential facility doctrine that states that “a firm that does not own an essential facility is able to deny reasonable access to its competitors by agreement with the facility's owner.”
  This doctrine is exceedingly limited in its application, reaching only those situations when the facility is necessary to compete at all.  As explained above, CRSs can hardly be viewed as an essential facility.  Moreover, this doctrine is a poor basis for prospective regulation due to its excessively expansive nature.  See generally Phillip Areeda, Essential Facilities: An Epithet in Need of Limiting Principles, 58 Antitrust L.J. 841 (1989).  DOT’s attempt to rely on it here is a good illustration of this problematic elasticity.

The Department also cites the purported authority of the Federal Trade Commission “to prohibit practices by a monopolist in one industry that unreasonably restrict or distort competition in a second industry, even if the monopolist does not participate in the second industry.”
  However, the leading case on the subject (which DOT discusses) takes the opposite view, and is particularly relevant to the application of CRS regulations to non-airline CRSs. The Second Circuit, in Official Airline Guides, Inc. v. FTC, 630 F.2d 920, 921 (2d Cir. 1980), held that the FTC could not prevent the OAG, a “monopolist publisher of flight schedules” from “discriminat[ing] unjustifiably between certificated air carriers and commuter airlines so as to place the latter at a significant competitive disadvantage.”  The court recognized the need to limit regulatory interference with even a monopolist’s conduct.   

It is remarkable that the two examples chosen by the Department actually demonstrate that interference even with a monopolist’s conduct should be undertaken only in rare circumstances.  The Official Airline Guides decision, in particular, should caution the Department against seeking to regulate non-airline systems without a clear showing that the harm eliminated will outweigh adverse effects.  

E.  If Internet distribution is exempt, other channels also should be free of regulation  

The Department considered applying the CRS rules to Internet distribution, due to the “the growing importance of the Internet’s role in airline distribution, and the possible analogies between Internet practices and the system practices that have been examined in past CRS rulemakings.”
  Online ticket agents are subject to the prohibition on unfair and deceptive practices.  Moreover, DOT explained that if Orbitz “offered its services to travel agents” (which it has publicly discussed doing in some form) “it would become a system subject to all of the rules applicable to the existing four systems.”

DOT wisely chose to not to apply the CRS regulations to Internet distribution, deciding to “see how the Internet’s use in air travel distribution develops” and relying on “the enforcement process rather than the adoption of general rules” to protect the competitive process and consumers.
  Its definition of a system effectively exempts most Internet activity, by exempting the use of sites as alternatives to one of the existing systems, either on a transaction-by-transaction basis or on a short-term basis.

However, DOT’s reasons for distinguishing Internet and traditional distribution are weak, and ultimately treating these two competing channels differently will lead to inefficiency, unjustified discrimination, and confusion.  

First, it should be noted that there are a number of substantial online distributors.  The top four – Travelocity, Expedia, Orbitz and CheapTickets – each account for substantial ticket sales.  As a result, just like CRSs, it would appear that each has “market power” with regard to the airlines under the (faulty) DOT analysis.  No airline could afford to lose the revenue generated by sales through any one of these distributors; each one is “necessary.”  Moreover, each (absent contractual commitments) could have incentives to provide preferential positions to airlines in exchange for promotional payments or to accept advertising.  It would therefore appear that they would be strong candidates for regulation under DOT’s reasoning.

But market forces – in particular competition among the sites and with traditional travel agents – prevents any one of them from exercising market power.
  The fact that each provides sales that airlines need does not give them power; as long as none becomes dominant, airlines can bargain effectively, knowing that their listings are also important to the online agents.  And consumers can switch to a different web site if they are unhappy with any aspect of the service – displays, coverage of fare offerings, use of advertising, etc.  

The main difference between these agencies and the traditional distribution channels is that the CRSs tend to have five-year contracts with agents, the maximum currently permitted.  But, as discussed above, this provides ample opportunity for switching, with at least 20 percent of agent in play in any given year, and competition among CRSs for these agents is intense.  Competition among agents for customers is similarly intense.  

Moreover, the Internet distributors exert a strong constraining influence on traditional distribution.  Travel agents can use PCs as an alternative to their CRS terminal for obtaining information.  These opportunities are expanding.  Orbitz is planning to introduce a service for travel agents, through Aqua, offering another alternative to traditional CRS service.
  Other “firms are developing software that will enable travel agents to quickly search for fares on multiple websites and systems.”
  Travel agents know that many of their customers can and will check the Internet, and cannot afford to provide service inferior to that available online.  

Distinguishing between these two channels has been rendered even more untenable with the explosion in online distribution.  In 2001, 14 percent of sales were online (excluding corporate online systems).
  Well over half are sales from airlines own web sites. 
  This channel is growing.  Sixteen percent of total leisure/unmanaged travel was sold online in 2001; by next year, online purchases will total over 30 percent.
  Internet distribution does not constitute a fledgling channel or specialty distribution mechanism.  It is already part of the mainstream and is well on its way to becoming the primary means of distribution.  

Under these circumstances, it is neither appropriate nor efficient to continue to hamstring the traditional digital service providers – CRSs – with regulation of their practices in traditional distribution channels.   As PFF has argued in other contexts, the correct choice in these circumstances is to deregulate all players and let market competition among them determine the results.

III. DOT should “move forward expeditiously” to eliminate the Orbitz MFN

DOT notes that “the competitive and fairness questions” that are the subject of its investigation of Orbitz have arisen in this proceeding.
  The Orbitz controversy has centered on the impact of the Most Favored Nations (MFN) clause (and the promotional allowance) provided for in the Airline Charter agreement adopted by all Orbitz’s owners and member airlines.  With Thomas Lenard, the present author argued that the MFN is anticompetitive by its nature.
  It requires that airline members provide Orbitz with all published fares (including web fares) and the opportunity to match special deals offered by competitors. This can interfere with incentives to offer targeted discounts and it gives Orbitz “unfair preferential access to the airlines’ discount fares.”
  

The National Commission to Ensure Consumer Information and Choice in the Airline Industry (“National Commission”), issued its report shortly after the NOPR was published, which explained the anticompetitive nature of this clause.  The Orbitz MFN “can restrict[] airline participants from otherwise distributing their fares through competing channels.”
  The National Commission continued: 
The concern with Orbitz arises because five major airlines have jointly decided how they will distribute air travel, including how they will or will not deal with competitors of Orbitz, rather than leave those decisions to independent competition.
 

DOT itself recognized Orbitz’s anticompetitive potential in a report to Congress last June.
  

Moreover, in this proceeding, the Department proposes to prevent Sabre from “limit[ing] a participating airline’s ability to withhold fares from Sabre.”  Specifically, it seeks to prohibit Sabre from requiring that airlines make the same fares available to both traditional agents and Internet agents, explaining that:

Airlines should be free to choose to offer E-fares only through their own websites, without being obligated by system contracts to make them available through other distribution channels.
 

The Orbitz MFN imposes the same type of restriction, forcing members to provide Orbitz with e-fares rather than leaving them free to decide which fares to make available through which channels.   Actually, the Orbitz MFN raises far more serious competitive concerns, since it represents an horizontal agreement among competitors – the major airlines that own Orbitz – restricting the manner in which they will market these services.  

Moreover, Orbitz lacks any legitimate procompetitive justification.  DOT observes that, under the antitrust laws:

Any restrictions on the participating firms’ conduct must be reasonably necessary for the accomplishment of the joint venture’s legitimate goals, and conditions on access to the joint venture, or denials of access, are subject to the rule of reason or, if the joint venture has market power, can be unlawful per se.

It is clear that the Orbitz MFN fails to meet this standard, since it does not serve a legitimate procompetitive or efficiency purpose.  As Thomas Lenard and this author have explained, the MFN is clearly not reasonably necessary to achieve each purported benefit, with a single exception -- one-stop shopping.
  But this purported “efficiency” cannot justify the MFN.  The one-stop shop is the fundamental mechanism through which Orbitz would exert its anticompetitive effect – restraining the distribution decisions of nearly all domestic air travel suppliers by requiring them to market through Orbitz.  
The National Commission finding on this point was crystal clear:  “The benefits claimed by Orbitz from the MFN and incentive causes do not appear to depend on these contract requirements.”  Moreover, the National Commission concluded that it “is not aware of any aspect of Orbitz’s business or goals that requires the MFN or incentive clauses, or which justifies their existence.”
  The fact that, after extensive hearings, investigations and interviews, the Commission could make such a sweeping statement is overwhelming evidence that there is no “aspect” of Orbitz’s operations that “requires” the MFN.  
DOT suggests that Orbitz’s “need for a marketing advantage to offset the strengths of the existing on-line travel agencies” may justify the restriction, but this runs counter to both fact and law, as this author has explained at length elsewhere.
  Orbitz clearly does not need the MFN to compete effectively.  Orbitz’s financial backing enables it to undertake enormous promotional efforts, resulting in an extremely successful launch.  According to Orbitz, it has a superior search engine, superior (non-biased) display and other advantages that would make the MFN completely unnecessary to succeed in online travel distribution (especially since customers on the Internet are famously willing and able to switch to a superior service when it becomes available).  

Moreover, this is simply not a legal justification for the MFN.  Orbitz must to compete on the merits with other firms in the marketplace.  Its owners are not entitled to help Orbitz overcome its inability to compete successfully by agreeing to give Orbitz preferential access to their fares.  

For all these reasons, it is clear that the Orbitz MFN is poses anticompetitive risks without procompetitive justification and thus violates the antitrust laws.  DOT explains that it will address the Orbitz issue through its investigation rather than this proceeding.  As noted previously, this reliance on enforcement authority rather than detailed rulemaking is to be commended.  However, timely and effective exercise of enforcement authority is essential to protect competition and consumers.  The DOT investigation has been active for two years.  DOT should now heed the National Commission’s call to “give serious consideration to eliminating the contract clauses, particularly the MFN, that potentially impede full and unfettered competition among different travel distribution channels…. [and] move forward expeditiously.”

IV.  Conclusion

CRSs have revolutionized air travel distribution, benefiting airlines, air travel distributors, and, most important, air travelers.  Unfortunately, through its CRS regulations, including the current NOPR, DOT has consistently imposed detailed and pervasive controls on electronic travel distribution, based on conjectures regarding potential for market power and anticompetitive effects.  The proposed regulations are prospective efforts taken to avert the possible adverse consequences that DOT believes could result from possible market imperfections.
  As a result, it poses a multitude of regulatory risks – including becoming obsolete due to marketplace developments, imposing unintended consequences, and skewing competition between regulated and unregulated sectors.  

DOT’s analysis underestimates the strength of disciplining forces in the market, especially due to emerging developments such as especially Internet distribution and reduced airline control of CRSs.  The bargaining strength of airlines, the rivalry among CRSs for travel agents, and the competition among travel agents to serve air travelers all severely constrain CRS conduct, as the NOPR itself documents.  Market forces – hard bargaining and competition – will adequately discipline CRS conduct and serve consumers far better than the Department can through regulatory action.
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