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EXECUTIVE SUMMARY

commerce, and entrepreneurship. A McKinsey report found that the

Internet provided 21 percent of the GDP growth over the past five years in
13 different countries." As enumerated by the Boston Consulting Group, the
Internet currently generates 4.1 percent of Gross Domestic Product; in some
countries, the percentage is double that.”> By 2016, analysts estimate that the digital
economy will comprise $4.2 trillion among G-20 nations, up from $2.3 trillion in
2010.

The Web offers several features that drive its usefulness for consumers and
businesses: interconnectivity, openness, scalability, and efficiency.
Interconnectivity is important because the Internet links users across the globe.
Americans can order goods from shops in Europe or Asia, and vice versa. The
openness and growth possibilities allow entrepreneurs to scale up quickly. And
since it offers these benefits in a ubiquitous manner, it is a remarkably efficient
vehicle for communications and service delivery.®

T I 1 he Internet has become an essential vehicle for communications, electronic

To protect these virtues, a number of academic experts and business leaders
have concluded that the government should be cautious about applying
competition law to the Internet market. They argue we should have a “hands-off”
competition policy given the rapidly changing nature of digital technology, the
complexity of networked industries, the slow pace of government decision-
making, the lack of substantive knowledge on the part of regulators, and the
globalization of service delivery.*

In this paper, we argue that robust competition policy, including the
application of law and enforcement, are vital to ensure the continuing benefits of
Internet communications and commerce. Competition is good for consumers, and
we need to protect against threats to open competition in Internet markets in order
to maintain its beneficial features. It is important to have antitrust enforcement
and fair, transparent, and non-discriminatory market behavior to gain the full
benefits of the Internet. We need public policies that promote consumer choice
and encourage innovation without stifling competition.

Dominant Platforms, Walled Gardens, and Competition Policy

Some argue that we do not need a robust competition policy because the digital
world features a vibrant and dynamic ecosystem where durable market power is
difficult to hold. Internet service providers offer a host of services, ranging from
search and social media to advertising and electronic commerce. Furthermore, the
entities providing services on the Internet are constantly changing as old
participants offer new services and new providers, sometimes from other
countries, enter the marketplace,. In this situation, no company can feel
completely secure amidst the regular churn of digital products, services, and
applications. Instead, the market is filled with many disrupting technologies with
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the potential to transform digital service delivery.’

One expert who voices the argument that the threat of disruptive competition
is adequate to constrain corporate misbehavior is New York University Stern
School of Business Professor Nicholas Economides. He argues that “regulation is
not well suited in industries with rapid technological change and frequently
changing product definitions.”® Others claim that antitrust law should not apply
to Internet markets due to the fast pace of change. Former U.S. Solicitor General
Robert Bork argues that “In this rapidly changing industry, control through an
antitrust decree is simply unrealistic.”’

Still others wonder about the government’s understanding of the digital
economy and the effectiveness of its regulatory actions.® According to this
viewpoint, market behavior is too complex for adoption of sufficient solutions by
U.S. or E.U. law enforcement officials. A statement issued by 101 economists from
academic institutions, think tanks, and analytical firms warned that the
“government often fails to understand market competition and that history shows
harm done to targeted companies frequently hits consumers.”® The reason they
cite is that the digital economy differs from one based on tangible goods because it
has low marginal costs and easy scalability. Setting up a website or mobile
application enables stores to reach a global marketplace very quickly, and it is
difficult for government to regulate such fast-moving markets."

Even with a shifting mix of products, services, and companies, however,
dominant firms have arisen in areas such as Internet search, social media,
electronic commerce, and mobile devices. According to the Pew Research Center
Project on Excellence in Journalism,

“In the last year a small number of technology giants began rapidly moving to
consolidate their power by becoming makers of ‘everything” in our digital
lives. Google, Amazon, Facebook, Apple and a few others are maneuvering to
make the hardware people use, the operating systems that run those devices,
the browsers on which people navigate, the e-mail services on which they
communicate, the social networks on which they share and the web platforms
on which they shop and play.”**

Indeed, Eric Schmidt describes Google, Apple, Amazon, and Facebook as the
Internet’s new “gang of four,” replacing the 1990s quartet of Microsoft, Intel, Cisco,
and Dell.*

For example, Facebook controls 63 percent of the American social media
market.”® Google accounts for 67 percent of all U.S. searches, compared to 15
percent for Microsoft Bing and 13 percent for Yahoo." Google also has 52 percent
of the market for mobile ads and 95 percent for mobile search.” Amazon is in a
strong position with 90 percent of the e-book market before the Apple iBook and
iPad entered the market. With smartphone operating systems, Google’s Android
device has 51 percent of the U.S. market. Apple, through its iPhone/iOS, controls
32 percent of the U.S. market but reaps 75 percent of the profits.® Sixty-three
percent of the mobile/tablet operating systems are based on Apple’s iOS."" Many
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of these market shares are particularly high when compared to other industries.
Moreover, some of these platforms have maintained their large market shares
overtime, thereby demonstrating the durability of their platforms.

The development of dominant companies raises interesting issues about
market competition.”® One such question concerns what level of market share
poses a true threat to competition. In a famous antitrust case involving Alcoa,
Judge Learned Hand of New York wrote that “the percentage we have already
mentioned - over ninety - results only if we both include all “Alcoa’s” production
and exclude ‘secondary’. That percentage is enough to constitute a monopoly; it is
doubtful whether sixty or sixty-four percent would be enough; and certainly
thirty-three percent is not.”*

But competition is not just about market share. The Supreme Court defines
monopoly as “the power to control prices or exclude competition.”*® If a company
offers free software or online services in order to build its user base, it is harder to
meet the condition of controlling prices. Of course, technology firms still may
engage in behaviors that harm competition, and that is at the heart of government
enforcement. Public officials must evaluate whether there are anti-competitive
practices such as using essential facilities to deny access to other firms, unfairly
leveraging in favor of their own products, or subsidizing preemptive extensions.”*
Internet actors can gain durable market power or engage in wrongful conduct just
as is the case with non-Internet-based companies.

The possibility of these behaviors suggests that the Internet is not outside the
rules of competition.”” The question is not whether government should regulate
Internet firms, but whether it can maintain competition when it is possible to scale
up quickly and become a dominant player. Even in a digital world that is complex
and rapidly changing, it is important to have have a robust competition policy that
enforces competition law and encourages fair practices. The government has a
useful role to play so that certain platforms don’t advantage one company or
product unfairly over another.”

As an illustration of a potential problem, companies can use their preeminent
power in one area to leverage products elsewhere.” This was the charge by the
federal government against Microsoft in 1998. By its very nature, the digital
economy is not neutral, but has consequences for consumers and businesses in
terms of choice, pricing, and leveraging strategies.”® Reasonable enforcement
doesn’t necessarily harm consumers, but can spur innovation and protect the
marketplace.”®

Observers wonder whether the development of closed platforms creates
“walled gardens” that hurt consumers.”” When major carriers place consumer
access behind a password, subscription, or proprietary service application, it
affects the ability of others to make use of that information outside that digital
garden.”® However, some claim that there are advantages to walled gardens and
they produce desirable consumer experiences and product innovation. Hazlett,
Teece, and Waverman, for example, argue there is little evidence that ““open’
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platforms offer categorically superior welfare outcomes than do “closed” systems -
aka ‘walled gardens.””*

Others dispute those notions. Web inventor Timothy Berners-Lee says “closed,
‘walled gardens,” no matter how pleasing can never compete in diversity, richness
and innovation with the mad, throbbing Web market outside their gates.”*
According to this view, the flexibility of open spaces provides the greatest possible
consumer choice.

In evaluating the relative virtues and vices of the Internet, it is time to go
beyond overly simplistic distinctions between “open” and “closed” systems.*"
There are many new models emerging based on various combinations of open or
proprietary software, open or closed platforms, licensing agreements, partnerships,
and leveraging strategies. The plethora of options has created many gradations of
openness and closeness that need to be evaluated.

It is possible for firms to behave unfairly through either open or closed
platforms. Closed systems can dictate unfair pricing, limit consumer choice, or
force people to operate within restrictive rules. Open platforms meanwhile can tie
products to certain systems, utilize burdensome technical standards, or
discriminate against downstream companies. Not all platforms that claim to be
open actually meet necessary criteria in practice.

Leveraging Dominance, Pricing Practices, and Cross-Platform
Links

Some fear companies with dominant market share can leverage their strength
to the advantage of their own products and services, engage in unfair pricing
practices, or use cross-platform links to enhance their own businesses unfairly. In
assessing firm behavior, Columbia Law School Professor Tim Wu argues that
government agencies need to be careful about a company “granting his own
applications access to secret APIs, taking efforts to exclude applications that might
themselves serve as platforms, selectively disabling certain functions on

applications gathered for his own competitive advantage, and other tactics.”*

Amazon looks at merchant sales on its marketplace and sometimes moves into
areas that appear lucrative. This shifts the company from being a competitor for
affected businesses to a dominant player. Some firms have complained that this
gives Amazon unfair advantages and harms competition.*

Pricing policies also represent a business practice that has attracted
government attention. Apple has been accused by the U.S. Department of Justice
and European Commission of anti-competitive pricing due to its e-book policies.
Justice officials accused it and publishing companies Simon & Schuster, Harper
Collins, Hachette Livre, and Verlagsgruppe Georg von Holzbrinck of price
colluding at the level of $12.99, $14.99, or higher. This was well-above the $9.99
level set by Amazon for its e-books. According to the complaint, Apple was given
a 30 percent commission per book sold through its iBookstore from publishers that
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agreed to these prices.*

In early 2012, the European Commission announced that it was investigating
whether Google biased its own search over competitors by linking competing
services to its own search results.* Within the United States, the Federal Trade
Commission is exploring whether Google manipulates its algorithms to favor its
own products and services.*

Google has argued that its search service does not favor its own products or
services.*” The company maintains that its algorithms are not unfair, it
distinguishes ads from unpaid search results, there is ample competition in the
search engine market, and it has not illegally tied specialized search results to
overall searches.* Some research has found that Bing searches favored Microsoft
products 14.3 percent of the time compared to the 6.7 percent of the time that
Google searches favored its own products.®

Some experts worry about companies tying specific products exclusively to
purchases through their own application store or payment systems. Mobile
payment systems have been developed by Apple, Facebook, Google, PayPal,
Square, and Intuit, among others.”’ If consumers can only use Amazon Pay,
Apple’s Passbook, Facebook Credits, or Google Wallet for product purchases, it
potentially limits competition and helps companies use their overall market share
to gain advantages for downstream products and services.*

Ways to Preserve Internet Competition and Innovation

Right now, the federal government devotes considerable attention to business
mergers and acquisitions as part of its competition policy. Each year, the Federal
Trade Commission Bureau of Competition and the Antitrust Division of the
Department of Justice publish a report outlining their antitrust enforcement actions
as required by the Hart-Scott-Rodino Antitrust Improvements Act of 1976.

In 2011, there were 1,450 merger transactions reported to these federal
agencies.” Of those acquisitions, the Federal Trade Commission investigated 17,
or 1.2 percent, of the transactions, while the Department of Justice questioned 20,
or 1.4 percent, of the mergers. Of the mergers questioned by the Commission,
there were nine consent orders, three administrative complaints with requests for
preliminary injunctions in federal court, and five acquisitions that were abandoned
or restructured. Of the acquisitions challenged by the Department, 11 were
resolved through consent decrees following court action, eight were abandoned,
and another one was stopped following a court order granting a permanent
injunction against the merger.*

These agencies sought additional information in 4.1 percent of the mergers
during 2011. Either federal organization can make a “second request” for more
material on the transaction. This happened in 58 cases that year, 24 from the
Commission and 34 from the Department. In such transactions, the government
demands detailed information about the transaction’s potential harms and
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benefits, and conducts an intensive investigation into the likely consequences.

Competition policy, however, is about more than mergers and acquisitions.
Businesses and consumers need policies that encourage fair, transparent, and non-
discriminatory market behavior. Federal officials can do this by examining
business practices that reduce consumer choice, deploy predatory pricing, or force
businesses to rely on certain applications in order to access specific services. The
government has a number of tools at its disposal, including cease and desist
requirements, victim compensation, guidelines for business procedures that
advance the public good, or information disclosure.* In some cases, officials have
mandated after-the-fact oversight of Microsoft through technical committees or
third-party arbitration in cases involving Comcast and Google.* These cases
suggest that competition law can be enforced in high-tech and Internet-related
markets. It is not clear that competition was harmed or markets fell apart as a
result of enforcement action. Rather a whole host of competitors and innovators
can arise in the wake of appropriate antitrust responses.

Agency administrators should ensure that remedies are future-oriented and
adapted to new technology developments or changes in business strategies. This is
especially relevant in the case of technology firms because of the rapidly-changing
nature of innovation. Virtually every technology company is looking at mobile
and social media, and how they affect in-house service offerings. Government
actions must continue to be relevant even when firms deliver digital services
through new means. George Washington University Law Professor William
Kovacic notes that some past enforcement actions have suffered because they
“devoted far too little attention to conceiving possible solutions.”* Officials must
correct this problem in order to facilitate achievement of desired results for the
regulations they enact.

The most challenging part of maintaining competition in the contemporary
digital economy is the complex linkages between platforms, services, suppliers,
application developers, licensees, and business models. Each part is connected to
other aspects of the ecosystem. Unlike firms in non-networked industries, it is
hard to disentangle discrete elements from the overall situation. The
interconnectedness of digital businesses makes it challenging for government
regulators to apply particular remedies.”’ But, this does not reduce the value of
government regulators combatting anti-competitive practices. When considering
enforcement, policymakers have to be careful to develop remedies that deal with
the stated problem without harming future innovation.

It is important to encourage fair and competitive markets, especially in regard
to small and mid-sized companies. Having an Internet that allows users to access
a wide range of sites, materials, and data provides benefits for the digital
ecosystem as a whole by promoting innovation, research, and overall creativity.*
In the long-run, policies that make it difficult to restrict access are important for
consumer protection and long-term economic development.

The rapid pace of technological innovation means that to ensure open Internet
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competition, it is crucial to speed up the government decision-making process. We
need quicker investigatory processes and more thoughtful remedies so that
government actions achieve their desired results. Governmental decision-making
proceeds so slowly in relation to the dynamic marketplace that in some cases the
remedies proposed are obsolete before they ever are implemented.

In a rapidly-changing marketplace, decisions often come years after initial
complaints and when issues have been supplanted by new developments. The
European Commission’s investigation into Google’s search practices, for instance,
has taken over two years. It takes the public sector a while to collect and analyze
information, and maneuver through complex institutional structures. Lengthy
timelines create enormous distractions for the companies being investigated and
the industry as a whole. We need governments that are faster, smarter, and more
efficient in how they make decisions. Otherwise, it will be difficult to maintain a
competitive Internet for consumers and businesses.
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