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WILLIAM F. ADKINSON, JR., SENIOR POLICY COUNSEL
THE PROGRESS & FREEDOM FOUNDATION
The Progress & Freedom Foundation (“PFF”) is a private, non-profit, non-partisan research institution established to study the digital revolution and its implications for public policy.  PFF has studied the explosion of online travel distribution services and examined the proposed revisions to the CRS regulations and the controversy surrounding Orbitz.
  Of course, I speak only for myself, and not for PFF or its officers or directors.

Overview

These comments examine DOT’s basic approach to CRS regulation, addressing two broad issues.  First, are there justifications for continuing detailed regulation of CRSs?    Second, what are the costs of keeping these regulations in place?  

My central message is this: Relying on competitive forces in the CRS service market, backed up by antitrust law and related safeguards, will best serve consumers and the entire air travel industry.  Market forces are fully sufficient to discipline CRS conduct.  Moreover, continued regulation will impose an unacceptable drag on innovation in this highly dynamic marketplace, and place artificial barriers on competition between traditional and new distribution channels.
  

In addition, I would emphasize that digital technologies – first CRSs and then Internet-based agencies -- have brought great benefits to the traveling public and the entire air travel industry.  Protecting freedom to innovate and to adapt to changing circumstances is essential to maximizing the benefits consumers can reap from this dynamic industry.  Regulation of CRSs, and particularly the repeated extension of the sunset date during this five-year proceeding, unduly burdens innovation.    

On this basis, I conclude that the Department should act now to deregulate the CRS industry.  Imposing the current proposal on a “temporary” or “interim” basis will almost surely result in perpetuating the current structure indefinitely.  DOT should take definitive action in this proceeding to fully deregulate CRSs.  

Discussion

DOT’s conjectures regarding potential CRS market power are based on fundamentally flawed analyses and outdated information, as the Notice of Proposed Rulemaking (“NOPR”) itself reveals.  DOT has mistaken a potential source of bargaining advantage for market power, and underestimated the importance of countervailing market forces -- especially new developments such as the rise of Internet distribution and the practical elimination of airline ownership of CRSs.

First, existing market forces discipline CRS conduct.  The bargaining strength of airlines, the rivalry among CRSs for travel agents, and the competition among travel agents to serve air travelers all firmly constrain CRS conduct.  

Consider DOT’s argument 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, access to each CRS is essential to an airline, since (1) a CRS effectively controls access to the travel agents it serves; (2) few airlines can afford to lose access to a significant group of agents (and therefore customers); so that (3) access to each CRS is essential.
  

This misses key elements of competition in the marketplace.  

Airlines can exercise countervailing bargaining power, through their control of information on their flights.  (As the Orbitz debate has demonstrated, access to this information is critical to CRSs.)  Airlines’ ability to exercise this power has, until now, been limited by the CRS regulations themselves – specifically the mandatory participation rule and the non-discrimination provision.  But the revisions DOT has proposed eliminate these restrictions, enabling airlines to fully flex their muscles in the market.

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.  The Department repeatedly states “the systems compete vigorously for travel agency subscribers,” and observes that “[t]he systems’ competition for travel agency customers has caused them to continually improve the range and quality of services offered travel agencies.”
 
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 discussed below) to use the Internet to research and purchase tickets.  Travel agents, in their competition for customers, will demand that CRSs provide complete information in as useful a form as possible, and would be unlikely to accept a service that failed to secure a significant airline’s listings.  DOT has emphasized the highly competitive nature of the travel agent business in choosing to forego regulation in several important respects: 

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

These same factors will also ensure that travel agents, in their drive to meeting consumer needs, place substantial pressures on a CRS that failed to secure a significant airline’s listings.  
Moreover, recent developments – especially Internet distribution and reduced airline control of CRSs – increase the competitive pressures facing CRSs and undermine the basis for concern regarding anticompetitive conduct.  Ongoing innovation can be expected to further increase competitive pressures in the market.  Internet distribution has increased dramatically, while the number of tickets sold through traditional agents has dropped.  These advances in technology and developments in the marketplace render the current regulations obsolete.  

I will touch further on these developments as I discuss three common aspects of regulatory failure that are well illustrated by this proceeding.   

Innovation outpaces regulation This proceeding provides a shining example of how innovation outpaces regulation, how the flow of innovation can render regulation obsolete and counterproductive.  During this five-year proceeding, while DOT extended the regulations six times, the marketplace has been revolutionized by Internet distribution, and the end of airline ownership of CRSs has mooted the basic competitive concern.  

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 air travel 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 CRS regulation in the first place.  

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. 

Online sales continue to rise.  On Tuesday, a story in the Wall Street Journal discussed a Jupitermedia Corp. study predicting a 14 percent increase in online air ticket sales this year.  In March, Worldspan announced a deal pursuant to which its airline owners (Delta, Northwest, and American) will completely divest their interests to a private investment group by mid-2003.
  Orbitz is working to introduce a service for travel agents through Aqua, offering another alternative to traditional CRS service.  Moreover, Orbitz has begun to introduce direct connections between itself and carriers, bypassing CRSs entirely.
    

No matter how the Department tries, this regulatory proceeding is clearly being outpaced by marketplace events.  The Department would better serve consumers by embracing deregulation.  

Inconsistent regulatory treatment of competitors  The development of new forms of Internet-based competition raises a second concern, inconsistent regulatory treatment of competitors.  DOT has properly refrained from applying the CRS regulatory framework to the Internet, citing differences between online distributors and travel agents.  Such regulatory forbearance is critical to nurturing innovation in these new channels.  However, it raises serious problems.  Distribution over the Internet can raise some of the same issues that arise in traditional channels.  And there is no assurance that DOT will not reverse course and choose to regulate Internet distribution in the future.  More important, the rapidly growing Internet distribution channel is increasingly competing head-to-head with CRSs and the traditional distribution system for 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 is both unfair and inefficient to require CRSs and the traditional distribution channel to abide by detailed regulations while competing with Internet distributors who operate free of such strictures.  The solution to this problem is not to impose the same outmoded structure on Internet activity.  The proper course is to achieve parity by eliminating CRS regulation of traditional air travel distribution channels.  

Regulatory inertia This brings me to a final problem: regulatory inertia.  As Ray Gifford, President of The Progress & Freedom Foundation, has observed in another context, there is no natural automatic process eliminating erroneous or obsolete regulations.  They are “durable and enduring,” reinforced by various “reliance interests” and related “constituencies.”
  To the contrary, regulatory structures, once in place, take on a life of their own, and new ways to justify and continue their existence are found.

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 over competing 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.  

The tenacity of those supporting the existing regulatory order is clear.  As a result, imposing the current proposal on a “temporary” or “interim” basis will almost surely result in perpetuating the current structure indefinitely.  DOT should seize this opportunity to fully deregulate CRSs, through definitive action in this proceeding.  Thank you.
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