Remarks of

The Honorable Robert M. McDowell

Commissioner

Federal Communications Commission

before the

Associazione EGO and PuntoIT

Italian Parliament

Aula dei Gruppi Parlamentari

Rome, Italy

June 28, 2012

[as prepared for delivery]
The Siren Call of “Please Regulate My Rival”:

A Recipe for Regulatory Failure
Thank you, Gildo, for that kind introduction.  It is a great pleasure to be back in Rome, and an honor to be speaking before this impressive gathering of policy and business leaders.

Although planned months ago, both the location and timing of this conference could not have been more opportune.  The Internet’s fate is, yet once again, at a crossroads.  As 193 countries convene in Dubai later this year to renegotiate the International Telecommunications Regulations (ITRs), Europe’s view of new Internet regulations proposed by others will be pivotal to the outcome of this important debate.  Furthermore, Italy has a crucial role to play in shaping Europe’s position on these matters as we head towards the World Conference on International Telecommunications (WCIT) treaty negotiation this coming December.

As always, but especially with the world economy in such a weakened and precarious position, governments should resist the temptation to regulate unnecessarily, get out of the way of the Internet and allow it to continue to spread prosperity and freedom across the globe.  Internet connectivity, especially through mobile devices, is improving the human condition like no other innovation in world history.

Take for example the profound effect the mobile Internet has had on the lives of Ali Morrison and Isaac Assan.
  Ali and Isaac operate a small pineapple farm in Central Ghana.  In the past, all too often they had no choice but to sell their pineapples well below market value due to a lack of accurate pricing information.  Today, however, through a new mobile application, Ali, Isaac and countless farmers just like them, can instantly find the prevailing value of pineapples in surrounding markets and price their product accordingly.  What was previously impossible to accomplish is now easy and quick, not to mention incredibly empowering.  Earning more money from this new Web-powered knowledge enables Ali and Isaac to own more property and increase their standard of living – all while raising their expectations in both an economic and political sense.  In short, the mobile Internet empowers the sovereignty of the individual while growing economies and fundamentally improving lives around the world.

Globally, upwards of 500,000 people become first-time Internet users each day precisely because the Internet has migrated further away from government control since its inception.
  As governmental barriers around the Internet melted away in the mid 1990s, Internet usage skyrocketed – from only 16 million worldwide users in 1995 to over 2.3 billion today.
  In short, the absence of top-down government control of the Internet sparked a powerful explosion of entrepreneurial brilliance which has not abated.  That could soon change, however.

As we meet here today, some Member States of the International Telecommunication Union (ITU), as well as a few independent groups, are advocating for expanded intergovernmental powers over the Internet.
  Some proposals are seemingly small or innocuous while others are conspicuously large and radical.  We should be especially aware of incremental changes to the ITRs.  With the potential to grow larger quite rapidly, proposed ITR amendments that appear tiny today can be the most insidious and lethal to the spread of prosperity and freedom tomorrow.

The proposals I am referring to are quite real, explicit and concrete.  They are not imagined.  Nor are they the product of caricatures or distortion, as a few pro-regulation proponents and some ITU leaders have alleged.  The proposals speak for themselves.  Or as they may have said here in Ancient Rome, “Res ipsa loquitur.”  So in the absence of rhetoric and hyperbole, please allow me to briefly outline a few of them.

First, let us start with then-Russian Prime Minister Vladimir Putin’s proposal during a meeting with the Secretary General of the ITU almost exactly one year ago.  Last June, he proclaimed that Member States should establish “international control over the Internet using the monitoring and supervisory capabilities of the International Telecommunication Union.”
  Again, these words speak for themselves and should be taken seriously.

True to Mr. Putin’s word, the Russian Federation subsequently put forth formal proposals that would expand the jurisdiction of the ITU into the Internet sphere simply by changing the definition of “telecommunications” to include “processing” and “data.”
  At first glance, this proposed change seems small, but it is tectonic in scope.   The submission by the Arab States is almost identical, by the way.
 

 The Russian proposal would also explicitly give the ITU jurisdiction over IP addresses, one of the most important components of the inner workings of the Net.
  Control of IP addresses is control of the Internet itself.

Although the Russian Federation claims to support “unrestricted use” of the Internet, its submission calls for making a number of revealing exceptions, such as “in cases where international telecommunication services are used for the purpose of interfering in the internal affairs or undermining the sovereignty, national security, territorial integrity and public safety of other States, or to divulge information of a sensitive nature.”
  In short, the exceptions created by the Russian Federation’s proposal would allow for unlimited intergovernmental control over the Internet’s affairs, in keeping with Mr. Putin’s vision.  Similarly, Egypt’s submission calls for unprecedented economic regulation of Internet traffic through the ITU.
 

Even though a few proposals have been offered in fora other than the ITU, each gives us a sense of where some ITU Member States would like to go with intergovernmental Internet regulation.  For instance, proposals made directly to the U.N. General Assembly by China, Russia, Tajikistan and Uzbekistan call for intergovernmental regulation of Internet content and applications.
  And, last year, India introduced a resolution at the U.N. calling for a new U.N. body to oversee the Internet.
  

In short, whether submitted to the U.N. or the ITU, these proposals are about much more than conventional Internet governance.  Their scope dwarfs the controversies regarding ICANN and domain names.  Without exception, each proposal would radically restructure the Internet ecosystem for the worse.  They are before us in black and white.  So please look with great skepticism on vehement claims that no proposals to regulate the Internet are before the ITU or the U.N.
 
In addition to the pro-regulation proposals emanating from Member States, a few non-governmental groups have put forth their own ideas for expanded Net regulation as well.  This is not entirely surprising.  I have learned during my six years on the U.S. Federal Communications Commission that the most common request we receive from industry is, “Please regulate my rival.”  Essentially, this request translates into, “My rival is running too fast, and I want government to slow him or her down to my level.”  Industry players that have long operated under legacy regulations are the most susceptible to this affliction.

Perhaps the same could be said of the recent proposal by the European Telecommunications Network Operators’ Association (ETNO).
  ETNO would like IP interconnection agreements to be brought under the ITRs for the first time with a new “sending party network pays” construct.
  To be effective, the ETNO proposal would have to require an international dispute resolution forum with enforcement powers as well as an intrusive new mechanism for recording Internet traffic flows on the basis of the value of traffic delivery, presumably determined by the ITU.  Such expanded “monitoring capabilities” for the ITU fit perfectly into Mr. Putin’s vision of the Internet of the future.  

In short, the ETNO proposal would upend the economics of the Internet by replacing market forces with international regulations that would create tremendous uncertainty, increase costs for all market players, especially consumers, and ultimately undermine the rapid proliferation of Internet connectivity throughout the globe.  Disproportionately harmed by this upheaval would be the developing world.  The upward trajectory of living standards for billions of people like Ali and Isaac, the pineapple farmers from Ghana, could be put in jeopardy too.

Furthermore, I can’t imagine why network operators would consciously surrender their autonomy to negotiate commercial agreements to an international regulator – unless, of course, they suffer from the “please regulate my rival” malady of an industry that has been regulated too much and for too long.  History is replete with such scenarios, and the desire for more regulation for competitors always ends badly for the incumbent regulated industry in the form of unintended and harmful consequences.  

Take, for example, the American railroads of the early 20th century.  Having been heavily regulated since the 1880s,
 the railroads feared competition from a new and nimble competitor, the trucking industry.  Anxious not to let a less-regulated upstart eat their lunch, instead of convincing the U.S. Congress to deregulate rail to be on an even footing with trucking, the railroads asked lawmakers to regulate their rivals.  The New Deal Congress, which was enamored with regulation (thus likely prolonging the Great Depression, but that’s for another speech) was more than happy to oblige in 1935.
   

What was the unintended consequence of regulating rivals in the transportation context?  With transportation rates cemented at artificially high levels by the regulator, manufacturers and distributors of goods that required shipping found it cheaper to deploy their own trucking fleets.
  Trucks that operated privately and not as common carriers were exempt from federal economic regulation.  Of course, investment and revenue flowed to the least regulated option, private trucking.  Congress, the regulators and the railroads didn’t foresee this entirely predictable consequence.  As a result, the regulated railroads lost market share and income for decades.  Rail’s share of the surface freight market had fallen from 65 percent at the end of World War II to only 35 percent by the 1970s.

Finally, by the mid 1970s, railroad and trucking executives alike saw the light and pled with Congress to deregulate them to give them the freedom to invest and compete in an unfettered market.  After enactment of deregulatory laws in 1976 and 1980,
 the rail and trucking industries respectively began to grow and prosper.  Consumers were immediate beneficiaries of deregulation with rates falling by 30 percent
 and transit time reduced by at least 20 percent by 1988.

But what about profitability?  Don’t falling prices equate to reduced profits?  Isn’t jumping from the certainty of price regulation into the unknown chaos of an unregulated competitive market sure to put downward pressure on net revenue?  Aren’t industries, and even individual companies, really better off in the shelter of command and control regulatory regimes?  Doesn’t investment in infrastructure increase under the certainty of rate regulation?  The answer to all of these questions is: no.

History teaches us that profitability and investment tend to increase once the weight of regulation is lifted from the collective chest of industry.  For example, rail’s profitability gained steam after deregulation with its return on investment (ROI) nearly doubling.
  Better yet, return on equity (ROE), or profit earned on shareholder investment, more than tripled in the early years after deregulation.
  And investment was stoked by deregulation – railroads invested U.S. $480 billion into network upgrades, or 40 percent of revenue, between 1980 and 2010.
  All of this was achieved even though the U.S. railroad industry’s rates are half of Europe’s and are the lowest in the world.
  

My use of the railroad and trucking example isn’t a matter of cherry-picking the most useful scenarios.  Deregulation in other networked industries benefited all involved as well.  For instance, American airline deregulation that encouraged competition and allowed pricing freedom produced similar results: fares declined, revenues increased, consumers enjoyed more choices and were able to fly more.
  Similarly, after the partial deregulation of the American telecom sector in 1996, markets witnessed lower prices, increased investment, more powerful innovation, and skyrocketing consumer adoption of new offerings.
  Success has been especially robust in the American wireless sector because it has been lightly regulated since its inception.
 

Examples of deregulatory phenomena are by no means limited to American success stories.  Europe has also benefited from deregulation.  Since the introduction of competition, the European freight rail market has enjoyed healthier growth and investment just as the European postal system did in the 17th century!

Hopefully, the point of these analogies is obvious.  “Regulating my rival” is a seductive notion for many, but it only lures its victims to rocky shores before revealing itself as a perilous Siren call.  Telecom companies should not look to regulate their “rivals,” Internet content and applications companies, down to their level – especially not through an intergovernmental body. 

Instead, network operators should seek deregulation by their home governments to allow them full flexibility to produce and price freely in competitive markets.  In fact, as history shows us, attempting to regulate rivals will only produce unintended consequences that will harm the companies advocating regulation.  More importantly, consumers end up losing the most.  In short, the opposite of what is desired will occur, something called “regulatory failure.”  No government, let alone an intergovernmental body, can make economic and engineering decisions in lightning fast Internet time.  Nor can any government mandate innovation.  But new rules can undermine investment, innovation and job creation all too easily.

Despite these realities, resisting the temptation to regulate is difficult for many.  Furthermore, deregulation can seem counterintuitive to some.  We always hear talk of “market failure,” but we rarely see analyses of “regulatory failure.”  Perhaps that is why, in the words of Professor Adam Thierer, “regulation always spreads.”
  As world economies contract and government debt mounts, repeating the same government actions of regulating more and spending more of the public’s money will only produce the same results: shrinking economies and growing debt.  It is time to reverse these trends, but doing so will require tremendous political courage.  

We can start by avoiding any expansion of regulation to the Internet.  Its phenomenal success can be traced directly to its voluntary and self-governing structure, the result of a multi-stakeholder process free from top-down governmental influences.  In fact, policy makers should head in the opposite direction of the proposals outlined earlier. We should learn from the voluntary, bottom-up, self governance approach in the image of the non-hierarchical Internet itself, and look to apply this successful model elsewhere.  Revolutionizing public policy through a fundamental modernization of legacy laws to clear away unnecessary regulatory obstructions will uncork the flow of investment capital, spark innovation, drive economic growth and propel job creation.  Couldn’t today’s world economy benefit from such positive and constructive change?

On the other hand, dragging rivals down to the lowest common denominator of overly regulated international telecom companies will enshrine mediocrity at best, and, at worst, snuff out incentives to take risks and reap the resulting rewards, therefore killing opportunities to revitalize moribund economies and improve the human condition.  


Thank you for having me here today and I look forward to learning from this fabulous conference.
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