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Bait-and-Switch—Or Why the FCC’s ‘Virtuous Circle’ Theory is Nonsense
BY DR. GEORGE S. FORD
or the past ten years, the Federal Communications
Commission (FCC) has struggled to write legallydefensible net neutrality rules. This March, under
heavy political pressure from the White House, the FCC
voted out another set of rules, this time invoking the
proverbial ‘‘nuclear option’’ of reclassifying both wireline and wireless broadband Internet access as a Title II
common carrier telecommunications service.1 As to be
expected, the appeals process (for the third time) is now
underway in earnest.2 While the various legal infirmities of the Commission’s arguments are welldocumented,3 absent from the discussion has been any
analysis of the Commission’s central economic justifi-
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cation for its radical intervention into the market—
namely, the Commission’s theory of a ‘‘virtuous circle’’
or ‘‘virtuous cycle’’ of investment.4 As I show below,
while many take the Commission’s ‘‘virtuous circle’’
theory as accepted Gospel, the truth is that the Commission, in fact, adopted what I would describe as an ‘‘unvituous circle’’ theory of investment under which profitmaximizing firms will do things willingly and knowingly to reduce the demand for their products, which
will somehow lead to increased profits, which in turn
will lead to reduced broadband investment. As the
Commission’s logical flow cannot be squared with the
plain language of the Commission’s depiction of the
‘‘virtuous circle’’ (or likely any plausible economic
model either), the Commission’s core economic rationale for imposing Title II regulation on the Internet
rests on shaky ground.

Background: The ‘Virtuous Circle of Investment’. The
Commission first laid out the notion of a ‘‘virtuous
circle’’ in its 2010 Open Internet Order,5 and again embraced this argument in its 2015 Open Internet Order:
The Internet’s openness [] enables a virtuous circle of innovation in which new uses of the network—including new
content, applications, services, and devices—lead to increased end-user demand for broadband, which drives network improvements, which in turn lead to further innovative network uses. [] Each round of innovation increases
the value of the Internet for broadband providers, edge providers, online businesses, and consumers.6

Certainly, this idea of a ‘‘virtuous circle’’ sounds nice,
so much so that the D.C. Circuit appears to have bought
into the idea in Verizon v. FCC, concluding ‘‘the Commission [had] more than adequately supported and explained its conclusion that edge provider innovation
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leads to the expansion and improvement of broadband
infrastructure.’’7
Using the text of the 2010 and 2015 Open Internet Orders, one can get a sense of what the FCC means by this
concept of a ‘‘virtuous circle.’’ To begin, let’s consider
what the FCC sees as the role of the Broadband Service
Provider (‘‘BSP’’) in the ‘‘virtuous circle.’’ As the Commission observed both in its 2010 and 2015 Open Internet Orders:
The Internet’s openness [] enables a virtuous circle of innovation in which new uses of the network [] lead to increased
end-user demand for broadband, which drives network improvements.8

Likewise, the Commission’s 2015 Order states that the
Open Internet will,
spur consumer demand for those Internet access services,
in turn ‘‘driving demand for broadband connections, and
consequently encouraging more broadband investment and
deployment,’’ consistent with the goals of the 1996 Act,9

and that the rules contained in its 2015 Open Internet
Order will, consistent with the statute, ‘‘encourage
broadband deployment.’’10
The 2010 and 2015 Open Internet Orders make clear
that the FCC views consumer demand in this context as
the ‘‘end-user demand for broadband,’’11 which is the
service sold by BSPs. The FCC also believes that a
BSP’s investment in its network is driven by the increasing ‘‘demand for broadband connections.’’ The
FCC has also stated that it sees a direct link between the
concept of the ‘‘virtuous circle’’ and the deployment/
investment mandate of Section 706 (‘‘goals of the 1996
Act’’).12 The Commission explains in its 2015 Open In7
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ternet Order that ‘‘key drivers of investment are demand and competition.’’13
Thus far, the FCC has made it clear that it believes investment is positively related to demand: higher demand, more investment; lower demand, lower investment. Assuming the FCC is correct in its beliefs, we
must now ask exactly how demand affects investment.
The agency provides an answer that is entirely consistent with economic theory—increases in demand lead
to higher profits and these higher profits lead to more
investment. In the 2015 Open Internet Order, the FCC
makes clear that it sees investment as being driven fundamentally by ‘‘future profitability’’14 and that
.. the profits associated with satisfying that growth provide
a strong incentive for broadband providers to continue to
invest in their networks . . . . The possibility of enhancing
profit margins can be expected to induce broadband providers to make the appropriate network investments
needed to capture a reduction in costs made possible only
through technological advances.15

The fact that profits drive investment is central to all
modern economic theories of investment.16 It is also important to note that the Commission’s only citation to
the economic literature on investment incentives explicitly models investment as a function of profits.17
Based on what the agency has publicly said on the
matter, we know the agency believes that demand
drives investment because of the effect of demand on
profits. Accordingly, the basic idea of the FCC’s ‘‘virtuous circle’’ is this—higher consumer demand for broadband providers leads to higher profits for broadband
providers and, in turn, higher investment by broadband
providers. (And vice versa, lower demand, lower profits, and lower investment.) What is interesting to recognize is that in the Commission’s stated model of the
‘‘virtuous circle’’, the incentives are self-reinforcing and
thus there appears to be no need to regulate the broadband sector in an effort to stimulate investment. Unfortunately, as I will demonstrate in a moment, the Commission is never shy to let the economics get in the way
of a politically-expedient regulatory intervention.

The Reality: The ‘Unvirtuous Circle’ Theory of Investment. As noted above, central to both of the Commission’s 2010 and 2015 Open Internet Orders is the claim
that without regulatory control BSPs will ‘‘disrupt[] the
virtuous cycle’’18 by ‘‘reducing consumer demand’’19
and in doing so, by implication of the circle metaphor,
reduce investment in broadband networks. In effect, the
Commission has argued that it must control the behavior of BSPs through regulation lest they take actions
13
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that reduce the demand for broadband. This argument
is flatly inconsistent with the agency’s stated theory of
a ‘‘virtuous circle’’ of investment. In the FCC’s ‘‘virtuous
circle’’, consumer demand for broadband and profits
are positively related. BSPs, if left to their own devices,
will not sabotage their own profits, which means that
BSPs will not do things that reduce the demand for
broadband connections. Profit-maximizing firms don’t
take normally take actions that reduce profits, including, in particular, reducing the demand for their own
products and services. It turns out, therefore, that upon
close inspection, the Commission’s ‘‘virtuous circle’’
theory of investment isn’t so virtuous after all.
The truth of the matter is that rather than adopt and
adhere to a theory of a ‘‘virtual circle’’ of investment,
the FCC has in fact developed a theory of an ‘‘unvirtuous circle’’ that, as explained below, defies logic and is
inconsistent with the economic literature that explains
the impact investment has on innovation. The actual
‘‘circle’’ theory the FCC applied in its two Open Internet Orders is this—lower consumer demand for broadband providers leads to higher profits for broadband
providers which, in turn, results in lower investment by
broadband providers. Here, the BSPs take actions that
reduce the demand for broadband connections, but
these actions simultaneously increase their profits (thus
making the actions rational for the BSP). However,
these higher profits, by the Commission’s reasoning,
lead the BSPs to reduce investment and innovation.
This reasoning is entirely incompatible with the ‘‘virtuous circle’’ model.
Constructing an economic model that supports this
‘‘unvirtuous circle’’ involves implausible assumptions
such as reducing demand for your product will increase
your profits. Under plausible scenarios, reducing consumer demand for your product is not good for profits
and what is good for profits normally is good for investment.
Perhaps the FCC envisions a market in which BSPs
sell multiple services. If two goods are substitutes, then
the BSP may willingly reduce demand for one of its services (e.g., broadband) in order to increase demand for
another (e.g., video bundles). The Commission proposes this approach as a possibility, stating
Broadband providers may seek to gain economic advantages by favoring their own or affiliated content over other
third-party sources.20

With multiple products, however, there are tradeoffs to
consider. For example, the higher profits from one
product must be large enough to offset the lower profits from the other so that total profits rise (so that the
decision is rational for the BSP). In turn, the selfsabotaged product has to be more investment intensive
than the promoted product so that overall investment
declines. The argument contains a lot of ‘‘if-then’’ statements for which the agency has not a shred of evidence
and, in fact, has not even explicitly recognized as being
relevant. Given that BSPs are investing billions annually to enhance the capabilities of their broadband networks to do things a video service does not require, it
seems to me implausible that the BSPs are sabotaging
broadband to promote their own video services.21 In20
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deed, given the rapid rise in programming costs,
bundled video is no longer a profit center for BSPs,22 as
is evidenced, in part, by Verizon’s recent efforts to curb
video bundling.23 Moreover, economic theory suggests
that imposing policies like zero-price regulation—which
is what the 2015 Open Internet Order does in the form
of its current ‘‘no blocking’’ rule—may birth incentives
worse than those the agency claims it is trying to temper.24
Notwithstanding, the Commission attempts to give its
‘‘virtuous circle’’ theory credibility by falling back on
the old standard of ‘‘externality’’ to justify its regulatory
intervention. In so doing, the agency points to the presence of ‘‘negative externalities’’ as a source of perverse
incentives on behalf of the BSP:
. . . broadband providers’ behavior has the potential to
cause a variety of other negative externalities that hurt the
open nature of the Internet.25

The agency appears to have no understanding of the
economic concept of externality (though, in fairness,
the term ‘‘externality’’ is often used loosely and improperly). Still, this effort fails to justify the Commission’s
actions. In the ‘‘virtuous circle’’, as described by the
Commission, the effects of a firm’s actions are
internalized—that is, the BSP’s actions (or lack thereof)
directly impact its demand and profits. A characteristic
feature of externalities is that they are not internalized,
(‘‘Comcast, the nation’s biggest cable firm, said Monday that
its subscribers for high-speed Internet have surpassed cable
television customers for the first time. The trend has already
shown up at slightly smaller cable companies such as Charter
Communications, and analysts expect the entire cable industry
will follow suit sometime this year.’’) (available at: http://
www.washingtonpost.com/blogs/the-switch/wp/2015/05/04/
comcast-is-officially-an-internet-company-and-its-timing-isawful).
22
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so the ‘‘externality’’ argument is no help.26 Moreover,
the agency makes no mention of an externality in its
‘‘virtuous circle’’, so the implications of such a market
failure on making good Internet policy are entirely unknown.
The Commission also attempts to square its illogical
flow by arguing that BSPs are short-run oriented and
ignore the long-term profit implications of their actions:
Broadband providers have incentives to engage in practices
that will provide them short term gains but will not adequately take into account the effects on the virtuous
cycle.27

Justifying the heavy-handed regulation of the Internet
on corporate naivety isn’t very satisfying. It seems implausible that firms surviving decades of market
changes and investing billions annually in long-lived assets take such a naïve, short-term view when they make
decisions.28 Moreover, the regulatory scheme must be
specifically designed to properly motivate the naïve decisionmaker. If a long-run view suddenly replaces the
short-run view, then will the regulatory path chosen still
be the right one? It is unclear. The onus is certainly on
the Commission to provide strong evidence of a shortrun view, and then demonstrate, theoretically, that the
26
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short-run view leads to self sabotage of profits and reduced investment incentives.

Conclusion. Close inspection of the FCC’s two Open
Internet Orders forces the conclusion that the agency’s
‘‘virtuous circle’’ approach is deeply flawed. While the
‘‘virtuous circle’’ concept in its general form is plausible, this is not the model used by the agency to support its regulatory interventions. At its core, the Commission’s true model—the ‘‘unvirtuous circle’’—
requires profit-maximizing firms to do things willingly
and knowingly that reduce the demand for their products. In a strange logical twist, this reduced demand
must somehow increase profits and, in another strange
logical twist, reduce investment. This logical flow cannot be squared with the plain language of the Commission’s depiction of the ‘‘virtuous circle’’ or likely any
plausible economic model either.
Put simply, we have the FCC in its 2010 and 2015
Open Internet Orders pulling a bait-and-switch, offering
up a sweet-sounding ‘‘virtuous circle’’ and then replacing it with an ‘‘unvirtuous circle’’—entirely incompatible with the ‘‘virtuous circle’’—to support its regulatory
intervention. The Commission’s switch is extremely
problematic, since the ‘‘unvirtuous circle’’ has no support from economics or even rudimentary logic. When
a regulatory agency disregards and then contradicts its
own model of the industry then it almost certainly engages in arbitrary and capricious rulemaking. And if
history has taught us anything, policies based on shaky
economic foundations never bode well for consumers.
Of course, net neutrality was never a consumer-focused
policy, but a thinly-vieled effort to shift profits from the
network’s core to its edge. Consumers, as is often the
case with regulation, are just part of the spin.
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