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Letter From
The Editor

This combined Spring-Autumn issue of the
CPI Journal addresses the phenomenon of disruptive
innovation and how the new Internet-based firms,
and the so-called “sharing economy”, are challenging
competition and other regulatory authorities around
the world.

We have witnessed, in particular, the rise —
and sometimes fall- of Uber in different cities in most
of the countries with competition laws. Regulators
debate whether to allow a service pretty much be-
loved by citizens because of its quality and efficiency
or to shut it down because it doesn't follow the letter
or intent of the laws, or otherwise challenges existing
order. The issue isn't unique to Uber. Countries are
facing a myriad of alternatives to tackle this problem.
From adopting brand new regulations for this type of
markets, to amend or try to fit in the current ones to
simply leave markets decide what is best.

In our first symposium, we have contribu-
tions from leaders of two of the most prominent com-
petition agencies in Europe. On the one hand, Alex
Chisholm and Nelson Jung from CMA discuss how
antitrust regulation ought to change and explain why
more ex post and less ex ante regulation is required.
In their opinion, blanket solutions are not appropri-
ate and they fail to capture the specific circumstances
these businesses operate in. Thus, acting prematurely
with broad-brush ex ante legislation poses significant
risk for business development and innovation.

On the other hand, Bruno Lasserre from the
French Autorité de la Concurrence, also shares a
skeptical view on adopting new regulations. Some-
times new business models only bring to light the
competitive constrains and inadequacy of rules de-
signed for traditional models and the proposed leg-
islation only seek to perpetuate incumbents. Thus,
caution is required when adopting new regulation.
In his contribution, Bruno emphasizes the role of the
new business models in the application of competi-

tion law and competition analysis, including market
definition and market power, must account for the
new model and its long-run impact.

Damien Geradin and Benjamin Edelman of-
fer a completely different spin in their articles. With
vast academic and professional experience in this
field, their opposing views on the matter bring a vivid
debate on whether Uber should be applauded or crit-
icized for pushing legal and regulatory boundaries.

While answering this question would need
more than a simple letter, Damien stresses the need
to leave Uber operates until more legal certainty is
achieved. In his view, it is not clear what are the legal
requirements Uber shall comply with in some coun-
tries, thus, banning its services or adopting new rules
may be equivalent to rise barriers to entry or forbid
liberalization. Damien does not answer that question
but clearly prefers to benefit from the efficiencies cre-
ated. If a thing ain’t broken, don't fix it.

Ben, unlike Damien, considers these legal
loopholes “regulatory shortcuts” that Uber and oth-
er companies use to grow observing less than strict
compliance with applicable rules. In his view, these
new business models rather than competing on law-
ful activities are competing to circumvent and defy
the law, what sometimes is achieved because of the
huge customer support they get. This is an interesting
point, Uber learned that regulators, if they wish to
stop it, have to do so before Uber has a critical mass
of consumer support. Otherwise, the political pres-
sure may be so high that the cost of adopting new
regulation will not outweigh its benefits.

Last in this symposium, we find Tom Brown
and Molly Swartz article debating about new business
models applicable to financial services, in particular
to online marketplace for lending.



The second symposium is devoted to the
quick-to-become-classic Tencent case, the first an-
titrust case decided by Chinas Supreme People’s
Court (CSPC). This case is particularly relevant, not
only because of the parties and the markets involved
(big tech companies fighting in the online market)
but also because of the ruling itself, where the court
calls into question the traditional tools to define rel-
evant markets and to determine market power. In
just few years of practice, Chinese courts, regulators
and practitioners are pushing boundaries beyond to
what western regimes have accomplished in the last
20 years. It remains to be seen if this approach will
succeed in the following years, but it takes courage to
take these steps.

The first article by Huang Wei and Han
Guizhen focuses on the consequences of this ruling
on relevant market definition and market dominance
determination. In their view, the ruling does not set
aside the traditional tools to determine those factors,
but it allows departing from the traditional analysis if
circumstances require it. What is more, it is not even
necessary to define relevant markets in special cir-
cumstances that apply in the particular case at stake
with two sided markets in the online industry.

A similar approach is adopted by Yong Huang
and Roger Xin Zhang in their article. These authors
emphasize more the characteristics of the online
markets to prove the necessity to have new tools for
market definition. Compete for customer 's attention,
time spent online, quality of the product, etc. are hav-
ing a more prominent role than price itself.

Judge Zhu Li, one of the Supreme Court judg-
es who decided the case, further analyses these fea-
tures in his contribution. These characteristics pose
tremendous challenges for the judiciary for differ-
ent reasons: (i) the difficulty of ruling on fast mov-
ing Internet industries with old-fashioned laws and
regulations that do not foreseen those situations. As
Judge Zhu explained, courts are required to define le-
gal boundaries by virtue of creative application of the
law in every specific case; (ii) the difficulty of legal
evaluation using methods for market definition and
market dominance that do not fit to these new mar-
kets and (iii) the new demands for judicial relief that

in most cases may be granted when it is too late for
proper restitution.

Antonio Bavasso, Will Tom, Vanessa Zhang
and I maintained an interesting discussion on the
Tencent case. We touched on a variety of aspects,
from the unusual in-depth review of economic evi-
dence by the court, to the analysis of effects and even
the burden of proof on abuse of dominance. All the
authors acknowledged the sophistication of the judg-
es’ analysis to derive from traditional antitrust anal-
ysis for market definition and dominance and de-
claring the absence of dominance by Tencent. It also
pointed out the importance of this judgment not only
for China, but for global antitrust development.

Please note: In order to preserve the meaning and expres-

sions from the original versions in Chinese, English transla-

tions may not be grammatically accurate in some parts. We
apologize for this inconvenience.

To conclude our Journal, we include three ar-
ticles from outstanding antitrust experts providing
their views on current topics. The classic this year is
dedicated to the Microsoft case. Keith Hylton offers
a very interesting spin in his article where the more
personal side of the case is discussed. This article
brings to light the conflict between human frailty
and the demands for judging. It is an interesting piece
right now given the conflicts of the new tech compa-
nies with competition agencies and how the Micro-
soft decision could have tied American judges’ hands
for future cases.

Martin Cave and Ingo Vogelsang provides
a EU/US comparison on net neutrality discussing
which jurisdiction provides a more open and busi-
ness friendly environment and when allowing or
forbidding net neutrality would have positive effects.
Last, Nicolas Petit offers a very interesting piece on
barriers to exit conducting an empirical analysis, a
topic barely examined in the economic literature, but
that is it even more relevant when these barriers are
created by the state in an attempt to help a national
champion.

As always, we thank the contributors to this
issue as well as our editorial team.

David S. Evans
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Platform regulation

— ex-ante versus ex-post
intervention: evolving
our antitrust tools and
practices to meet the
challenges of the digital

economy

By Alex Chisholm & Nelson Jung'

. INTRODUCTION

The rapid change in the economic environ-
ment, in particular the growth of the digital econo-
my, poses challenges for competition authorities and
policymakers alike: what are the key considerations
that should inform the approach to intervention in
such a fast moving sector?

Joseph Schumpeter showed that great histori-
cal waves of technological innovation clump together
— canals, steam, steel and electricity, mass produc-
tion and now — though he died too early to see it
himself - Information Technology. In each epoch,
the rules of the economy tend to be best adapted to
the wave that has passed, not the wave that is break-
ing. It is the breaking wave that will bring with it tre-
mendous new benefits to humanity, even if the mer-
its of specific innovations and consumer behavior are
often difficult to predict.

We are now seeing a wave of new innovations
— ranging from Big Data methods of improving pub-
lic health through epidemic detection to wearable
technology such as life-logging cameras — and are
presented with risks we have not encountered before.

As regulators, we have the responsibility but
also the great historical privilege of playing an influ-
ential role in shaping the latest of these defining tech-
nological eras. We must realize that we are more like-
ly to get it wrong if we act before we have evidence
of harmful effects of disruptive technologies in digi-
tal markets. We must try to minimize the inevitable
mismatch between how we have done things before
and the opportunities and risks of the new breaking
waves. This article discusses how antitrust regulation
ought to change and explains why the authors believe
this period requires more ex post and less ex ante reg-
ulation.



It focuses on three general points:

First, blanket solutions should be avoided.
Instead, an evidence-based assessment of potential
adverse effects of specific industry features or prac-
tices should be carried out before either ex-ante reg-
ulatory or ex-post enforcement tools are deployed. In
either case this should be closely targeted to the spe-
cific harm identified, and every care should be given
to avoid disproportionate actions and unwelcome
side-effects. In that respect, online platforms and the
digital economy do not differ from any other sector:
there is no need to reinvent the regulatory wheel;

Secondly, significant risks associated with
premature, broad-brush ex-ante legislation or
rule-making point towards a need to shift away from
sector-specific regulation to ex-post antitrust en-
forcement, which is better adapted to the period we
are in, with its fast-changing technology and evolving
market reactions.

Thirdly, as regulators, policymakers, busi-
nesses and consumers, we all need to adapt our prac-
tices to harvest the benefits of new, disruptive digi-
tal business models while containing their potential
costs and risks.

Il. BLANKET SOLUTIONS
A POOR FIT FOR THE
STILL-EVOLVING WEB

A. The Diversity Of ‘Online Platforms’

What do we mean when we talk about “on-
line platforms” potentially giving rise to competition
concerns?

First, is not clear that the size of a platform,
measured by revenue or number of customers, is nec-
essarily indicative of competition concerns. Success
in winning customers is not cause for suspicion or
condemnation and size is not equivalent to domi-
nance. Where companies do hold a dominant posi-
tion, they have a “special responsibility” not to abuse
that position and to compete on the merits, and must
expect especially watchful scrutiny by the authorities.
But dominance itself is not illegal.

Secondly, is there sufficient commonality in
the evolving eco-system of the web to enable us to
judge whether certain business models should be
subject to regulation or enforcement action? It is
certainly a challenge to determine what character-
istics the following online models uniquely share:
communications and social media platforms; oper-
ating systems and app stores; audiovisual and music
platforms; e-commerce platforms; content platforms
(itself a diverse group); search engines; payment sys-
tems; sharing platforms. The list could go on.?

Different platform characteristics will give
rise to different issues, and regulation must remain
case-specific if we are to minimize the risk of apply-
ing the wrong rule to a novel situation. By way of
example: if a platform is processing consumer data,
you may be concerned that the company adheres to
privacy obligations regarding the processing of that
data. At the same time, there might be a need to keep
a watch on whether it acquires an unmatchable ad-
vantage over rivals through its exclusive control over
such data. However, not all platforms process con-
sumer data; and most of those that do, are unlikely
to have market power. To the extent that some do, an
even smaller group may have the ability and incen-
tive to abuse that power. As a result, the analysis must
be situation-specific.

Given the significant differences between the
business models of the main digital platforms, one
must be skeptical a priori about the extent to which
any type of broad-brush legislation or economic reg-
ulation could provide satisfactory outcomes across
such a wide variety of different situations.

B. No ‘Digital One Size Fits AIl’ - The Need
For An Evidence-Based Approach

Lessons From The ‘Net Neutrality’ Debate?

Some commentators suggested that the re-
cent debate on “net neutrality” may offer some in-
sights as to whether the Internet and its ecosystems,
including online platforms, would generally benefit
from a greater degree of regulation.

Following a recent vote by the European Par-
liament, the first European-wide rules on net neutral-
ity that will become a reality across all Member States
from April 30, 2016.> The new rules seek to create



legal certainty, avoid fragmentation in the European
single market and are designed to preserve the open-
ness of the Internet.

The Internet owes much of its success to
the fact that it has been open and easily accessible.*
A degree of regulation guaranteeing such openness
therefore appears justified to protect the quality, af-
fordability and universal access to the Internet as an
open and unrestricted environment and as an engine
of innovation.”

We are now hearing increasingly vocal calls to
extend the Internet “neutrality” concept from the in-
frastructure layer to cover other, higher layers. How-
ever, does a perceived gradual “platformisation” of the
Internet with a patchwork of multi-sided platforms
operating different business models with differing lev-
els of openness necessarily imply a need for “platform
neutrality”® or other types of ex-ante regulation? ’

We believe that the net neutrality debate of-
fers only very limited lessons in respect of the pros
and cons of online platform regulation. Evidence of
specific issues relating to online platforms is required
before regulation can be contemplated.

1. Insights From Recent Work In Digital Markets?

Our innate skepticism against broad-brush
ex-ante regulation is reinforced by the recent work
that the CMA has undertaken in digital markets. For
instance, the CMA’ report on the economics of open
and closed systems, prepared together with France’s
Autorité de la Concurrence, confirmed that there is
no “digital one size fits all”. The report showed that
openness is not necessarily always good for compe-
tition, nor are closed systems always bad.® For exam-
ple, Apple’s AppStore “walled garden” approach may
reassure customers with quality and consistency,
while Android’s more open approach could allow for
more entry and experimentation.

Similarly, in the CMA’s competition work on
price comparison websites we have also been careful
to shape our interventions to reflect the particular
circumstances of the markets concerned. Recent or
ongoing CMA market investigations illustrate this: in
Payday loans’® and Retail Banking,'’ we wanted to en-
courage the development of price comparison web-
sites; in Energy we have wanted to understand what
could make them flourish; and in the Private Motor

Insurance investigation we have sought to curtail cer-
tain contractual restrictions on competition, in par-
ticular “wide” Most-Favored-Nation clauses, which
were found to give rise harmful effects.

The different approaches adopted in respect
of each these examples illustrate that blanket solu-
tions are not appropriate as they fail to capture the
specific circumstances these business operate in."
Intervening without evidence that specific industry
features or practices cause harm is putting the cart
before the horse which rarely results in moving in the
right direction.

C. When Might Online Platforms Give Rise
To Economic Harm?

But are there not some common platform
characteristics that might cause harm and that there-
fore can be tackled through common rules?

Online platforms exhibit fast-paced innova-
tion and high rates of investment. However, the pres-
ence of network effects often makes it more likely that
the “winner takes all”. Once a market has “tipped”, the
platforms may have market power that could be used
to discriminate against competitors or to the detri-
ment of consumers and innovation.'? Competition
authorities should be concerned about the appear-
ance of market power where it is sustained over a pe-
riod of time and where there are significant barriers
to customers switching or “multi-homing” that deter
entry from more innovative or better platforms.

In the world of online platforms, bar-
riers to switching may arise from a number of
factors, including:

@ Contractual restrictions imposed by the on-
line platform. Examples include certain Most
Favored Nation clauses or tying and exclusiv-
ity provisions;

The inability of customers to transfer their

reputation or profile to a competing platform,
making consumers “invested” in a particular
platform; and

Proprietary data a dominant platform may
have access to, for instance personal data
or transaction history that is inaccessible to
rivals and could in principle create an un-
matchable advantage.



There may well be specific instances where
online platforms can raise legitimate competition
concerns, in particular when consumers are locked
into a single unavoidable system with very limited
contestability from competing systems.

However, both ex-ante regulatory and ex-post
enforcement tools are likely to result in dispropor-
tionate actions and unwelcome side-effects if they are
not carefully targeted at the specific harm. To achieve
such carefully targeted intervention, there is no need
to discard the competition playbook simply because
platforms in the digital economy operate “online”
Competition authorities have ample experience in
applying competition enforcement tools to two-sid-
ed platform markets in an “offline” environment."
Newspapers, for instance, show that network effects
in two-sided platform markets do not necessarily
result in dominant positions and are not necessarily
a cause for concern in themselves. Indeed, the pres-
ence of network effects has sometimes been found to
contribute to “protecting” consumers from price in-
creases, for example in the newspaper industry where
the need to attract a large circulation for advertisers
was found to constrain the potential for increases in
cover prices.'*

As to the sustainability of perceived market
power, giants that, despite their size, are themselves
not necessarily immune from being toppled over.
MySpace and Bebo, if you remember them, serve as
useful reminders of how short-lived perceived dom-
inance can be." If the digital markets in question are
contestable, or if they are competed for at regular in-
tervals, then market power held by online platforms
is more likely to be transitory — and the opportunity
to achieve interim rents may spur innovation.

D. Shifting Emphasis Of Regulation From
Ex-Ante To Ex-Post

What if, despite all the difficulties in identify-
ing a group of businesses that can be usefully catego-
rized and treated as “online platforms”, and challeng-
es in identifying common and predictable patterns of
harm, we nevertheless were to heed calls for econom-
ic regulation of digital platforms?

In terms of the timing of any intervention,
three types of risk can be observed: (1) acting pre-
maturely, (2) inadvertently ossifying evolving market

structures, and (3) acting too late. In our view, the
most significant risks arise from premature broad-
brush ex-ante legislation or rule-making in markets
that are still rapidly evolving.'® Let’s consider these
risks and the policy implications flowing from them
in more detail.

1. The Risk Of Acting Prematurely

The potential costs of ex-ante regulation
should be carefully considered. Premature ex-an-
te regulation cannot only impose substantial direct
compliance costs, but can also reduce potential com-
petition. This is very topical in light of the ongoing
efforts to optimize communications regulation.

Considering an example from outside of reg-
ulation: the European Court of Justice’s (“ECJ”) land-
mark “right to be forgotten” ruling of May 2014."
The EC]J found in the particular case that a person’s
right to data protection could not be justified merely
by the economic interest of the search engine. Since
then Google has processed over 300,000 requests re-
lating to over a million URLs. Unlike Google, with
all its financial strength can well afford the consid-
erable additional resources needed to process all of
these cases, many smaller companies and potential
entrants would likely not be able to sustain these ad-
ditional compliance costs, and may therefore be held
back from mounting a competitive challenge.

Leaving aside costs of compliance, protecting
consumers by virtue of ex-ante regulation is inherent-
ly difficult in digital markets where consumer pref-
erences evolve fast and in a less predictable manner.
It is, therefore, important not to be over-confident in
identifying the preferences of consumers and deciding
what is in their interest. For example, in the trade-oft
between security and convenience, most policy-mak-
ers and regulators would tend to place a strong em-
phasis on the former, wishing to protect consumers
from fraud and privacy abuses. Consumers them-
selves, however, have consistently shown a strong pret-
erence for convenience. Sometimes just one less click
has been enough to cause consumers to prefer one app
over another, more secure app. The analogue world of-
ten offers a very imperfect guide to consumer prefer-
ences in digital markets that continue to evolve apace.
As a consequence, even with the best intentions, the
preferences that regulators ascribe to consumers at



one point in time may not necessarily reflect those
preferences that they hold or will hold in the future.'®

2. The Risk Of Ossifying Evolving Market Struc-
tures Through Codification

If ex-ante regulation is applied too early it
risks protecting early innovators from a following
wave of more welfare-enhancing disruption caused
by subsequent innovators. To put it another way, if
the new digital giants — once innovative firms — get
entrenched in their positions as a result of ex-ante
regulation and do not face credible threats due to the
higher barriers for new entrants, they will also tend to
pass up opportunities to innovate and invest. Today’s
plucky innovators are tomorrow’s sleepy incumbents
who'll soon be calling for — or willingly succumbing
to —regulation to protect their rents. Ex-ante regu-
lation may, as a consequence, entrench the incum-
bent’s position by imposing regulatory hurdles that
the newcomers have to face.

Where ex-ante regulation is introduced, for
instance by mandating greater compatibility between
platforms, it risks harming innovation by locking in
existing standards and discouraging or preventing
more disruptive, “radical” innovations. The evolution
of digital markets has been particularly difficult to
predict. Recent changes include e-commerce mor-
phing from auction-sites to more broadly embedded
social media services; the rapid transformation of
payment and communication systems; and a pletho-
ra of innovations in the incompletely-solved problem
of search on mobile devices. But there’s one innova-
tion we haven't seen yet: the crystal ball informing us
reliably of the impact of future innovations in digital
markets. In its absence, we cannot know which ex
ante interventions are free from the risk of inhibiting
further welcome innovations.

The risks of getting it wrong show that we
need a shift from broad-brush ex-ante regulation
to ex-post antitrust enforcement, which is better
adapted to responding to the rapidly changing in-
novative markets online platforms operate in. As
Director-General Johannes Laitenburger has right-
ly pointed out, competition law focuses on “specific
business practices” in digital markets. Ex-post tools
have the inherent advantage of being more targeted
and proportionate by examining the extent to which

actual harm may have occurred based on empirical
evidence on a case-by-case basis.

E. Evolving The Ex-Post Enforcement Tool-
kit: The Need To Adapt Our Practices

However, a shift from ex-ante regulation to
ex-post enforcement requires competition author-
ities, policymakers, businesses and consumers alike
to adapt their practices in a collective effort to en-
sure the challenges brought by online platforms are
addressed effectively.

1. Competition Authorities
As competition authorities, we need to:

First, ensure we do not act too late. Inves-
tigations, even where litigated through the courts,
should not take 10 years to complete, and arrive only
when the market has changed beyond recognition.
This means considering opportunities for expedit-
ed action, including interim measures to prevent
harm arising while we investigate, as well as means
to achieve earlier outcomes through commitments or
settlements.

Second, acknowledge that there are certain,
familiar antitrust concepts that may not take sufficient
account of the nature of digital markets and so should
not be transposed across to them without careful
consideration. The “essential facility” doctrine, for in-
stance, was developed in the context of infrastructure
assets that are difficult to replicate. Concepts applying
to ports cannot simply be copy-pasted into the digital
world, or specifically to online platforms, where the
potential source of market power is not generally de-
rived from big infrastructure requirements and high
fixed costs. Equally, an analysis that focuses on reve-
nues can ignore the true nature of the economic value
provided, where this lies in customer relationships or
consumer data."

Third, look for opportunities to test and de-
sign remedies at an early stage to ensure they work in
the real world and in a cost-effective manner. Online
business models tend to be flexible, constantly evolv-
ing business models and have an abundance of data
that can help improve remedy design.

Fourth, provide better protection for com-
mercial complainants. It is vital that complainants are
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not afraid to come to the competition authority for
fear of retaliation from a dominant platform.

Fifth, we need more and earlier international
joint working. We must exploit synergies in very sim-
ilar cases that are simultaneously being taken across
multiple jurisdictions. For a recent example, consider
the family of cases brought by multiple E.U. compe-
tition authorities in relation to hotel online booking.
We also need to try to avoid a patchwork of potential-
ly inconsistent regulatory or enforcement approaches.

2. Policymakers And Regulators

There are also many useful steps that policy-
makers and regulators may wish to consider:

First, establish a minimum set of rights, in-
cluding around privacy for consumers. Clear rules in
such cases can avoid disputes and distrust. They also
embed more fundamental rights, relating to citizen-
ship, which do not lend themselves to ex post eco-
nomic assessment in the way that questions of mar-
ket power and commercial behavior do.

Second, set clear standards around data pro-
tection by businesses. The ECJ’s recent ruling declar-
ing the “safe harbor” data agreement invalid leaves
many companies scrambling to overhaul their Inter-
net operations with no effective regime. ** Complex
digital infrastructure decisions affecting thousands
of businesses and millions of consumers should ide-
ally not be left to judges.

Third, clarify responsibilities around consum-
er protection. The regulatory framework should en-
sure that online platforms provide clear information
on how they operate,*! and what their responsibilities
are, so consumers can make informed choices. *

Fourth, ensure that market analysis is alive
to the growing importance of content as a key differ-
entiator, not only in the competitive battle between
telecoms operators, fiber, cable and satellite compa-
nies, but increasingly as a key customer recruitment
and retention tool for the internet-based digital plat-
forms.

Fifth, seek out opportunities for removing
obstacles to cross-border trade, particularly by stan-
dardizing regulatory requirements. The EC sector
inquiry into e-commerce may provide opportunities
here.

Finally, consider deregulation. If policy mak-
ers were to seek to avoid every hypothetical consumer
harm through pre-emptive ex-ante regulation, they
would likely prevent many best-case scenarios entail-
ing significant consumer benefits from ever coming
about.” Policymakers and regulators should be open
to the idea that a review of existing regulation and
its suitability in the context of online platforms may
actually result in a withdrawal of such regulation -
creating a reasonably level playing field by “leveling
down” as opposed to “leveling up”

The benefits brought about by certain online
platforms may provide good arguments for pursuing
a deregulatory approach. For instance, they can ex-
pand the range of options and information available
to consumers, by facilitating reputational feedback
mechanisms, thereby potentially reducing the prob-
lem of asymmetric information between producers
and consumers. This could lower or even remove the
need for regulation, allowing more scope for market
competition to fix problems.

This holds for all of the Digital Single Market
agenda and the authors hope that both the European
Commission and BEREC will keep this deregulato-
ry opportunity firmly in mind in the review of the
EC Electronic Communications framework.** The
bar for introducing new forms of communications
regulation — such as has been proposed to deal with
oligopoly industry structures — must be a high one.

3. Businesses

At the same time, businesses also need to play
their part in ensuring ex-post enforcement works
better than ex-ante regulation. In particular, they
should:

First, improve the transparency of the infor-
mation available on how they operate. The amount
of public information about the workings of digital
platforms is low. Is it any surprise, then, that these
platforms continue to arouse suspicion? Also, being
transparent in representing the options available,
such as how to transfer data collected, to consumers
who want to switch.

Second, take more responsibility for satisty-
ing consumers that their legitimate concerns about
privacy and data protection are being fully respected.



Thirdly, look for opportunities to grow by
innovation. For example, much of the focus of our
biggest telecoms operators has been on managing the
cash-flows that sustain their debts acquired through
spectrum purchases and M&A. A lot of attention has
been given to pricing structures, consolidation and
cost control, and regulatory bargaining, rather than
break-through technologies and services.

4. Consumers

Last but not least, consumers will also need to
continue adapting:

First, by being engaged and proactive. Con-
sumers need to recognize the benefits of switching
between platforms or search engines. Keeping pro-
viders on their toes can be a powerful tool we all
have at our disposal as consumers. This also includes
switching to a provider who is transparent and reas-
suring about the use of personal data — the “curren-
cy” consumers use to pay for apparently free services.

Second, by providing effective feedback. A re-
cent petition in London relating to transport regulation
is an interesting example of proactive consumer en-
gagement: more than 130,000 people signed up with-
in a matter of days. We need consumers to continue to
help guide policy-makers, regulators and competition
authorities on where they see their best interests.

[ll. CONCLUSION ON ANTI-
TRUST LAW VERSUS SEC-
TOR-SPECIFIC LEGISLATION

In summary, we do not face a binary choice
between antitrust and sectorial regulation - instead
they must complement each other. Competition au-
thorities and communications regulators must work
together to update and adapt our practice to tackle
the challenges they face effectively. The costs of pre-
mature, unmeritorious interventions are likely to be
very high, given the positive impact of welfare-en-
hancing innovations. A necessary shift towards the
use of reinvigorated, ex-post tools will allow for more
evidence-based, and therefore more targeted and
proportionate, enforcement. The digital platforms
should be judged and treated according to how they
behave, and how this affects consumers.
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New business models
and competition

enforcement:

must we

ride the tide of change?

Bruno Lasserre

. INTRODUCTION

New business models seem all-pervasive today, with
the result that older forms of trade feel under con-
stant threat.

There is undoubtedly a surge in more intan-
gible forms of innovation that rely on new ways of
selling existing goods or services. Recent examples
of exponential growth in revenues and market cap-
italization come for the most part from these firms
which have rolled out new ways of providing an ex-
isting service or supplying an existing product: AirB-
nB, founded in 2008, is reportedly valued at $20 bil-
lion; Uber’s value, created in 2009, is now estimated
at $50 billion.

By blurring the line between traded services
and non commercial “sharing” activities or by erod-
ing taxable revenues in the country where the service
is consumed, these new business models have, in sev-
eral instances, raised policy concerns that touch on
the capacity for a “sovereign” to effectively regulate
and raise taxes on services being traded on its soil.

Sector-specific rules established to frame a
given market activity and operators are also desta-
bilized when new business models create new layers
(e.g., platforms) not foreseen by the sector regulation
or lead to the removal of the traditional subjects of
the regulation.

The debate is somewhat different for compe-
tition law and policy. The risk of circumventing or
evading the application of competition law is limit-
ed, as enforcers rely on effects to assert jurisdiction
rather than on the place of establishment. While the
ongoing debate on platform regulation in Europe has
led certain stakeholders to call for an adaptation or
revisiting of competition law provisions or principles,
the initiative is for the most part geared towards the
establishment of a specific set of rules, lying outside
the scope of competition enforcement, and pursuing
alternative objectives. However, potential disruptions
caused by new business models necessarily feed into
our substantive assessments and cannot be ignored.

Let me begin by exploring what the denom-
ination “new business model” actually encompasses
(I), before I look at the impact of these models, first
on the assessment carried out under competition law
(II), then on the laws and regulations crafted to regu-
late certain economic sectors (III).

Il. I. HOW TO SPOT A NEW
BUSINESS MODEL

There are several features common to most success-
ful new business models.



Firstly, as already underlined, new business
models do not rely so much on product innovation
as they do on innovative ways of combining or re-
defining existing techniques, products and services.
Internet is often the springboard for such innovation,
whether car-hire services, house rentals, film distri-
bution or ride-sharing, to name a few and now famil-
iar “digitalized” services.

Secondly, the aim is to “revolutionize the eco-
nomic structure from within...destroying the old
one, creating a new one,” as aptly described by Joseph
Schumpeter: the firm seeks to displace incumbents,
on its own terms.

Thirdly, disruptive new business models are
driven by charismatic, highly visible entrepreneurs
whose success relies on (i) a new idea; (ii) a first mov-
er advantage; (iii) a capacity to shore up capital and
investment at the nascent stage of their activity, on
the promise of high future returns.

Fourthly, the innovation brought about is
radical rather than incremental or gradual in nature.
Insiders did not see it coming and its very force is
related to its unpredictable character.

Fifthly, new business models are the result
of careful monitoring of demand to spot general or
niche dissatisfaction: Uber thrived on individuals’
frustration with local taxi services; Blablacar — a
France-based “unicorn” offering a ride-sharing plat-
form service — tapped an existing, unaddressed de-
mand for cheap, long-distance domestic transport.

Finally, new models often favor strategies that
allow them to circumvent barriers to entry and ex-
pansion. This is in particular the case with firms act-
ing as intermediaries, such as Uber or AirBnB, which
can limit upfront costs associated with developing
a vehicle/chauffeur fleet or building and managing
a hotel, by relying on “independent” providers. The
franchising model is premised to some extent on the
same logic but it is taken here at another level: it is
not only entrepreneurs who are affiliated but individ-
uals renting out their house or providing part-time
car-hire services with their own car.

Adopting a broad-brush approach to the is-
sues raised for competition by new business models,
one can distinguish between two relevant subsets.

If the new business model is in fact a platform,
whose function is to put in relation different users or
users with professionals, effects likely to accrue are
those more broadly associated with digital platforms:
direct and indirect network effects, self-reinforcing
and prone to snowballing into a “winner takes all”
situation; a tendency towards conglomeral or vertical
integration with a view to building an entire ecosys-
tem.

If the new business model is a low cost model,
such as that of Easyjet or Ryanair in the airline indus-
try, we may be attentive, for instance, to the ability,
for a new entrant, to replicate the cost structure of
the first low cost carriers in order to compete effec-
tively. Overtime, for precursors of the low cost mod-
el reaping the benefits of first mover advantage and
consolidating their customer base and market share,
regulatory barriers may turn from an obstacle to an
advantage if they limit the opportunities of potential
low cost alternatives.

lll. II. WHICH CHANGES, IF
ANY, DO NEW BUSINESS
MODELS BRING TO THE
APPLICATION OF COMPE-
TITION LAW?

Competition law enforcement operates on a case-by-
case basis, adjusting to market evolutions and revisit-
ing, where necessary, precedents. The approach tak-
en is both static and dynamic, thereby excluding the
assumption on the part of agencies that the current
state of play is the only relevant reference point.

The advent or prospect of new business mod-
els thus feeds into our analysis and is duly taken into
account before adjudicating on a matter, whether for
purposes of antitrust enforcement or merger con-
trol. This notwithstanding, agencies must also tread
cautiously, for fear of giving too much weight to a
phenomenon which, while a possible game-chang-
er, does not necessarily imply that solidly grounded
findings reached in the past no longer hold true for
our relevant time horizon.



For instance, with respect to market defini-
tion, because of the primacy of demand-side substi-
tution in the delimitation of the relevant market, new
business models really have a bearing on market defi-
nition only once they result in significant and lasting
changes in demand and consumer patterns.

One example is the market for “multiple play”
bundles, which includes three or more of the follow-
ing services: fixed telephony services, mobile services,
fixed Internet access services and TV services. These
bundles reflect the commercial convergence at work
between mobile and fixed services, but also between
content and network, on the back of the “despecial-
ization” of telecom infrastructures that can carry
voice and heavy data services, both at home and on
the go via mobile phone. Agencies currently have the
choice between upholding the existence of a separate
“multiple play” services market, which either co-ex-
ists with or absorbs current unbundled markets, or to
deal with “multiple play” services directly within their
competitive assessment, in particular when looking
at the conglomeral effects of a merger. For the time
being, neither the French Autorité (Numericable/
SFR, 2014) nor the European Commission (Liberty
Global/Ziggo, 2014) have gone so far as to uphold a
distinct “multiple play” services market, an evolution
that ultimately depends on the rate of multiple-play
bundle take-up in a given geographic market and the
resilience of distinct unbundled offerings.

Another example relates to the rise of sub-
scription-based video-on-demand (SVoD) services
offered by so-called “over the top” (“OTT”) provid-
ers, such as Netflix. In the context of merger reviews
involving pay-TV providers, parties to the transac-
tion often argue that these new non-linear services
are in direct competition with linear pay-TV services
and accordingly belong to the same market, or al-
ternately exercise strong competitive pressure that
mitigates the risk of horizontal and vertical effects.
However, these claims have, to date, been rebutted
by competition agencies, including in France (Ca-
nal +/TPS, 2012), in light of the nascent character of
SVoD services, their limited take-up or the difference
in quality and lack of premium content. Interesting-
ly, these decisions reflect the truth that incremental
changes, such as those brought about by the develop-
ment of non-linear services, do not instantly remove

the competitive concerns attached to the exercise of
market power in the more “traditional” segments. In-
deed, the flurry of channels, distributors and broad-
casting technologies has not put an end to concerns
that may arise with respect to the concentration of
buyer power for certain broadcasting rights in the
hands of a few pay TV behemoths. Concerns thus re-
main, if only during a transitional period.

Yet another example are digital music stream-
ing services, which present technological specificities
that are distinct from digital music download, but that
can also be looked at as a new business model (sub-
scriber-based rather than pay per download). They
were envisaged as a separate segment in the Com-
mission’s Universal/EMI (2012) case but ultimately
brought together with download services within a
single relevant market, in light inter alia of the “com-
petitive interaction” between the two segments.

Once the relevant market is delineated, the
question is then the relevance of market shares. Ei-
ther a new model is a market in and of itself, with the
result that the innovator holds ipso facto a dominant
or monopoly position. Alternatively, it is subsumed
within a larger differentiated market; the specifici-
ty of the new model must then be accounted for. As
regards to low cost models that rely on a strategy of
aggressive pricing, they can be seen as holding a spe-
cial role in animating competition: accordingly, the
effects of a takeover by a competitor of such a market
player will tend to be scrutinized carefully. Agencies
will look beyond prima facie limited market shares
to ascertain the impact on competitive interactions.

As regards antitrust enforcement,
the appraisal of potentially anticompet-

itive behavior in relation to a new busi-
ness model is probably more fraught, at
least in its nascent stages.

The Autorité thus adopted a decision in 2004
rejecting VirginMega’s claim to access Apples pro-
prietary digital rights management system (“DRM”),
Fairplay, to allow for the direct transfer of music
downloaded from Virgin’s platform onto an iPod.
The rejection was based on the nascent character at
the time of the market for the sale of digital music



and the fact that Apple’s DRM could not be said to
constitute a facility essential to the development of
a music platform. Holding otherwise would have
led the Autorité to anticipate on whether the market
would evolve into silo-like competition or not, a con-
jecture it could not make on the basis of the evidence
adduced to it during the investigation and at the time
it adjudicated on the case.

However, if and when they become promi-
nent, there is a temptation for firms that prospered
through a breakthrough to foreclose access to the
market by future potential innovators. The example
of online travel agencies (“OTA”) is a case in point.
The price parity clauses that they imposed on their
hotel clients had the effect of freezing price-competi-
tion between OTAs to the detriment of new entrant
OTAs that did not benefit from the notoriety, scale
and scope of incumbents and could mostly rely on
price differentiation as a tool to gain access to the
market — a tool made ineffective by virtue of the
price-parity clauses. The Autorité addressed these
parity clauses jointly with its Italian and Swedish col-
leagues and in close coordination with the European
Commission. This led to commitment decisions be-
ing adopted vis-a-vis Booking.com on the same day,
April 21, 2015, in the three countries. The arrange-
ment provides a satisfactory balance since it makes it
possible to improve competition between platforms
and consequently promote a reduction in the fees ap-
plied to hotels. It further reassigns a counterbalanc-
ing power to hotels by perceptibly improving their
commercial and pricing freedom while preserving
the efficiency gains that the platforms’ economic
model has permitted.

Moreover, competition law serves to curtail
strategies by incumbents to prevent, in the first place,
the entry on the market of offers built around a new
business model. This can be illustrated by a decision
of 2014 in which the Autorité considered that the
practice implemented by the publishing group Am-
aury of closing off the market to a new entrant (Le
10Sport.com) in order to reinforce the monopoly
of its newspaper (L'Equipe) constituted an abuse of
dominance, and imposed as a consequence a fine of
EUR 3.5 million against the group. Amaury launched
on the same day as Le 10Sport.com the daily news
Aujourd’hui Sport, which was of the same format and

targeted the same audience as Le 10Sport.com. After
a few weeks of operation, due to poor financial re-
sults, Le 10Sport.com ceased its publication, which
was then released on a weekly basis.

The Autorité established the exclusionary
practice on the basis of a number of factual elements:
the clear intention to drive the new entrant out of the
market (as evidenced by documents seized during
dawn raids), the lack of economic rationality of the
implemented strategy (that implied a financial sacri-
fice and was suboptimal compared to other response
scenarios, but inflicted the most damage to the com-
petitor), the launch of a similar competing newspa-
per on the same day, the purposely limited lifetime
of the newly created newspaper conceived as pure
retaliation to the imminent threat of the new entrant,
and the exit of Le 10Sport.com from the market as a
consequence of the drying-up of its readership base.

Another related issue concerns the strategy
pursued by certain firms to systematically buy out
potentially innovative rivals, whether innovation is
already materialized through a recently launched
product or service or has yet to materialize (pipeline
products). These situations can be looked at and are
addressed by competition agencies in the context of
a merger review. More generally, the wide-spread
adoption of the Significant Impediment to Effective
Competition/Substantial Lessening of Competition
(“SIEC/SLC”) test in merger control can be credited
for stimulating an effects-based approach and a care-
tul analysis, on a case-by-case basis, of the incentives
and ability of merging parties to increase prices not-
withstanding the absence of dominance and depend-
ing on the dynamics of the specific market at hand.

However, the monitoring, by agencies, of these
strategies of systematic acquisition may sometimes
stumble upon jurisdictional thresholds not neces-
sarily attuned to the economic reality of high poten-
tial/low turnover targets. The Facebook /Whatsapp
case (2014) is to some extent a case in point: with
Whatsapp valued at $22 billion but achieving a glob-
al turnover of around $15 million, turnover thresh-
olds alone were not able to capture this transaction,
which nonetheless raised competition concerns ex-
ceeding many transactions which do fall under the
purview of competition agencies. Ultimately, the
case was referred to the European Commission by
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the British Competition and Markets Authority, the
latter asserting jurisdiction on the basis of market
share thresholds. Drawing from this experience, the
German Monopolkommission suggested in early
June 2015 applying a size of transaction threshold to
capture transactions involving start-ups with no or
limited revenue at the time they are bought out. The
proper design of jurisdictional thresholds is of course
complex and requires a careful balance between legal
certainty for stakeholders, the avoidance of excessive
administrative burdens, the need for a sufficient local
nexus and the effective monitoring and remedying
of undesirable outcomes for competition. The debate
remains however open as to the need to adjust cur-
rent rules, in order to ensure preemptive acquisitions
do not become, in the future, the tool of choice to
circumvent merger control.

IV. III. DO NEW BUSINESS
MODELS REQUIRE NEW
REGULATIONS?

The emergence of new business models oftentimes
calls into question the existing legal environment, ei-
ther with a view to enable these new models to reach
their full potential or, conversely, to erect hurdles
with the aim of protecting incumbents.

Competition agencies routinely deal, in the
context of their advocacy work, with the review of
draft or existing regulations, to identify possible con-
straints on competition and examine the justifica-
tions brought forward by decision-makers for these
constraints, in light of their necessity and propor-
tionality.

Competitive constraints may be-
come apparent only once the new busi-

ness model has been rolled out and the
inadequacy of rules fashioned for tradi-
tional models is thereby revealed.

For instance, E.U. rules paved the way in 2013
for the opening up of online sales of non-prescription
medicine in France. However, national obligations

weighing on chemists, irrespective of the sales chan-
nel used (e.g., brick and mortar or online), have the
effect of stifling the development of online sales and
prevent professionals from making the most of the
cost savings and increase in bargaining position ex-
pected from a pick-up in web-based sales. Such a sit-
uation requires proactive steps to revise regulations
and enable market players to fully benefit from the
new opportunities conferred on them by this market
opening. Regulatory changes are thus instrumental
in bringing about positive market outcomes resulting
from the emergence of new business models.

Unfortunately, new regulations do not always
seek to create an enabling environment but rather
strive to protect incumbents by tightening conditions
for market access and activity. This is a reflection of
the sway “insiders” hold over policy-makers, by em-
phasizing immediate threats on their activity and
employees and contrasting these with the more dif-
fuse benefits of innovation, spread through millions
of consumers and users. The case of Uber in France
is a telling example of the implementation of protec-
tive regulations that aim in practice to extend taxis’
de jure monopoly on street-hailed car-hire services
to services provided with a prior booking. The Au-
torité sought, in three successive opinions issued in
2013, 2014 and 2015, to distinguish legitimate reg-
ulatory intervention aimed at stepping-up the train-
ing and insurance obligations of Uber-type services
from intervention that artificially impedes their ac-
tivity (15-minute lapse between booking and passen-
ger pick-up; obligation for the driver to return to its
“base” once the passenger reaches its destination).
The Autorité also suggested leveling the playing field
for taxis by allowing them to charge fixed-rates rather
than metered rates, in order to adapt their pricing to
consumer demand. These opinions exemplify the Au-
torité’s approach, which seeks to promote a healthy,
competition-inducing environment, in the interests
of all actors, whether new or traditional.

Beyond tweaking regulations to address the
challenges posed by new business models, certain
stakeholders put forward reform proposals that seek
to cover a wider array of actors, defined precisely
by the model they rely on, namely the provision of
“platform” services. It is beyond the scope of this con-
tribution to provide a comprehensive and definitive



view on this issue, which is still being debated and
whose scope and objectives are, to date, still uncer-
tain. A provisional conclusion can nonetheless be
drawn from the above considerations, which is that
strong economic assumptions cannot be made per
one broad category of actors, defined loosely as “new
business models” or even as “platforms.” The implica-
tions for competition of the emergence of such actors
depend heavily on the markets concerned and their
specific features as well as on the impugned behav-
ior. Competition law, with its universal remit, plastic
legal concepts and case-by-case approach, provides
a satisfactory basis on which to construct principles
of economic regulation that preserve the incentives
to innovate while mitigating the risks of market pre-
emption.

1 Bruno Lasserre is the president of the French Competition Autho-
rity (Autorité de la Concurrence)
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Uber and the Rule of Law:
Should Spontaneous
Liberalization Be
Applauded or Criticized?

By Damien Geradin®

ABSTRACT

While Uber is able to operate legally in a growing
number of countries and cities, regulatory approval
has proved to be elusive in other jurisdictions. Yet, in
a number of regions or cities Uber decided to launch
its services despite the absence of regulatory approval.
The fact that Uber has decided to engage in “sponta-
neous liberalisation” has drawn criticism from vari-
ous quarters. But should Uber be blamed for failing to
comply with certain regulatory requirements or should
they be applauded for pushing the boundaries of the
law? Whether spontaneous liberalization should be ap-
plauded or criticized depends. While there is generally
no justification for ignoring rules that are necessary to
protect the services’ users and nonusers from the risks
that are inherent to the carrying of passengers on pub-
lic roads, there is an element of public good in testing
the boundaries of public restrictions of competition.
Whatever happens to Uber’s efforts to challenge rules
impeding its ability to deliver certain categories of ser-
vices in certain markets, the taxi industry has already
changed for the better as many taxi companies have
developed their own apps, either alone or with others,
and have made efforts to improve their quality of ser-
vice. Uber was a needed electroshock in an industry
whose actors had often become complacent and failed
fo meet user expectations.

. INTRODUCTION

There is hardly a day without a front page story in the
Financial Times or the Wall Street Journal about Uber
and its struggles with transportation authorities on the
four corners of the world. These struggles are often due
to the fact that Uber does not fit into the legal regimes
that regulate traditional taxi services. The taxi industry
is heavily regulated and the rules in place create bar-
riers to entry by, for instance, limiting the number of
taxis that are allowed to operate in a given city.* Price
regulation may also sit uneasily with a business mod-
el where prices may vary based on a variety of factors,
including not only distance and time, but also the avail-
ability of vehicles at a given time of the day.’

Uber and other online platforms have also
triggered massive protest from taxi companies and
their drivers as they see Uber as a threat to their via-
bility.* They claim that Uber engages in “unfair com-
petition” by failing to comply with the regulatory re-
quirements that burden traditional taxi companies,
and in several jurisdictions taxi companies and asso-
ciations have launched proceedings seeking to have
Uber’s activities declared illegal> More generally,
trade unions and left leaning politicians are hostile
to what they see as the Uberization of the economy as
(allegedly) good, well-paying jobs are destroyed and
replaced by precarious occupations.® Of course, these
views are a caricature of the reality, but there is no
doubt that Uber has triggered a fair amount of hos-
tility in some of the markets it has tried to enter into.



On the other hand, consumers love Uber and it
is not hard to see why. Uber rides are materially cheap-
er than taxi rides’” and quality of service tends to be
higher.® Consumers also love the ability of booking a
vehicle through their smartphone and see the car pro-
gressing towards their location without worrying as
to whether it will eventually show up. Users also have
the possibility to rate their drivers, hence giving them
incentives to be polite and drive safely.” Finally, there
is no need to carry cash as payments are done elec-
tronically, and the driver will not expect you to give
him a tip (which materially increases the cost in some
countries). As Ben Edelman and I observed elsewhere,
online platforms, such as Uber, are a source of consid-
erable efficiencies, including reduction of transaction
costs, improved allocation of resources, as well as in-
formation and pricing efficiencies."’

Although Uber has drawn a lot of attention, it is
not the first time that fossilized markets are disrupted
by new entrants. The last three decades have witnessed
waves of liberalization in Europe in markets ranging
from telecommunications to air transport services.'!
Yet, liberalization in these industries was structured
with markets being opened in stages following the
adoption of EU legislation.'> What is new with Uber,
but also with online platforms like Airbnb, is that
these companies did not necessarily wait for regula-
tory approval before launching their services. While
Uber was able to obtain a license in many cities in the
United States and abroad, such licenses proved very
hard to obtain in some jurisdictions for a variety of
reasons. Yet, Uber often decided to go ahead with the
success we know. From a legal standpoint, this rais-
es interesting questions. Should we applaud Uber for
having the guts to start its operations in the absence of
regulatory approval? Or should we instead be appalled
by what could be perceived as a form of contempt for
the law? There are no simpler answers to these ques-
tions, which this paper is seeking to address.

This paper is divided in six sections. Section
IT explains that the taxi industry has been regulat-
ed for a long time, but passengers are not necessar-
ily impressed by the quality of service they obtain.
Section III explains why Uber has been willing and
able to launch its services in various cities and re-
gions without necessarily obtaining prior regulatory
approval. Section IV addresses the issue of whether

Uber should be applauded or criticized for engaging
in spontaneous liberalization. Section V explains the
role that regulatory authorities and competition au-
thorities can play in the liberalization of the taxi in-
dustry. Finally, Section V concludes.

[l. BASIC SERVICE, HEAVY
REGULATION, UNHAPPY
CUSTOMERS

Taxi services are quite basic in nature. Taxis move
people from point A to point B against the payment of
a fee. Taxis are typically driven by low-skilled work-
ers (although some of them have an extraordinary
knowledge of the city in which they operate) and in
most cities, there is nothing fancy about the service.
Yet, the taxi industry is regulated to a surprising ex-
tent. As we have seen, in many cities, the number of
licensed taxis is strictly limited and fares are regulat-
ed. Taxi regulations are rather lengthy and detailed,
and include some requirements that do make sense
and others that do not.

Taxi regulations have a long history. For in-
stance, the regulation of the taxi industry in the
United States largely came in reaction to the “ruin-
ous competition” that took place during the great de-
pression where too many cars were chasing too few
passengers.”* Thus, caps were placed on the number
of licenses and these caps were not necessarily re-
laxed over time despite demographic and economic
growth. For instance, in New York, there were 13,437
licensed taxis in 2014, a number of licenses that is
smaller than when caps were introduced by the Haas
Ordinance in 1937." Other rules aim to address mar-
ket failures, such as externalities (accidents caused by
drivers), information asymmetries (that can result
in price gouging), cognitive biases (leading to insuf-
ficient attention to risks), and public goods (under-
supply of wheelchair accessible vehicles)."

Of course, businesses that are sub-
ject to regulation like to complain about
the burden it imposes on their activities.

But they may also like regulation when it
creates barriers to entry and immunize
them from competition.
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The problem is that industries that are pro-
tected by barriers to entry tends to fossilize and the
taxi industry is no exception. A striking feature of the
taxi industry is the lack of innovation. Some may say
that it is hard to innovate when your service consists
in moving passengers from point A to point B, but it
is not entirely true. Technology can be used to make
the service more efficient, hence the spectacular de-
velopment of Uber and other online platforms. New
services like car-pooling can also be introduced and
various initiatives can be taken to improve the user
experience.

It is therefore unsurprising that Uber quickly
conquered a large customer base. Yet, Uber also fac-
es major regulatory challenges. First, it is not easy to
launch a service, however novel and attractive, when
the number of authorized vehicles is strictly capped
with a secondary market for licenses trading at in-
flated prices.'® Second, as will be further discussed
below, the regulatory framework applying to the taxi
industry is extraordinarily fragmented with almost
every region or city having its own rules and author-
ities of control. Thus, unlike in many areas, penetrat-
ing the market is a region by region or city by city
struggle, which may last for months or even years.
Third, taxi rules were adopted with a certain business
model in mind at a time where the Internet, let alone
online platforms did not exist. Taxi rules also devel-
oped as a result of political compromises to allow
some degree of competition between different types
of services, such as for instance regular taxi services
and limousine services. Yet, Uber’s service does not
easily fit into any of the existing categories. Finally,
the taxi industry is well organized and is able to exert
significant pressure on regulatory authorities. Even
with a lot of good will, obtaining an authorization
to launch services is by no means an easy task even
where there is significant unmet demand.

lll. ENTERING THE MARKET
WITH OR WITHOUT REGU-

LATORY APPROVAL

While Uber is able to operate legally in a growing
number of countries and cities,'” regulatory approval
proved to be elusive in other jurisdictions. However,

in a certain number of regions or cities Uber decided
to launch its services despite the absence of regulato-
ry approval. The reasons why Uber has adopted this
strategy are most likely multi-fold.

First, it is questionable whether Uber’s ser-
vices should be assimilated to traditional taxi, or
more generally, transportation services, considering
that Uber is essentially a marketplace connecting oc-
casional private drivers offering rides and passengers
seeking a ride through a software application. In oth-
er words, given the nature of its services it is not clear
that Uber should be subject to the regulatory frame-
works, including license requirements, which are ap-
plied to taxi or other categories of transportation ser-
vices. This issue of the nature of Uber’s services is not
of academic interest only as it will soon be analysed
by the European Court of Justice (“ECJ”) following
requests for preliminary rulings respectively made by
Spanish and Belgian courts.'®

Second, if one assumes for the time being that
Uber is a transportation service, this means Uber
needs to obtain the go ahead from many regulators
since, as we have seen above, the regulatory frame-
work is extremely fragmented. Unlike most regulated
firms (telecommunications service providers, phar-
maceutical companies, etc.), which are generally con-
trolled by one regulatory authority per country, Uber
needs to obtain regulatory approval from dozens of
regulators located at the regional or even city level.
This renders the regulatory approval process hope-
lessly complex and time-consuming, hence creating
incentives for launching the service in as many cities
as possible even if this means facing some prohibi-
tions.

Third, it is easy to overestimate the difficulty
of successfully launching a two-sided platform."” The
challenge is to draw users from both sides (in this case
drivers and prospective passengers) at the same time
and in the right proportions. There is no point draw-
ing hundreds of drivers to the platform if they are too
few prospective passengers and vice-versa. Moreover,
to be sustainable, the platform needs to gain scale as
quickly as possible.® There is thus some urgency in
launching an online platform and growing it rapidly.
With this aim in mind, it is unsurprising that Uber is
willing to launch its services in some cities without
regulatory approval (or with approval pending) even



if this creates a risk of having to discontinue the ser-
vices following a court order.

Fourth, unlike in many industries, Uber’s
business model is not characterized by large sunk
costs besides the development of the platform. Thus,
the cost for Uber of terminating its operations in a
given location is not prohibitive since it does not have
to lay-oft drivers or roll back any type of infrastruc-
ture. The financial risk of launching a service before
obtaining regulatory approval is thus limited. By con-
trast, it would not be wise for a power producer to
build a power station or for a telecommunications
operator to lay wires into the ground before obtain-
ing regulatory approval as a subsequent failure to
obtain such an approval would have very severe fi-
nancial consequences. That is one of the reasons why
spontaneous liberalization has not been observed in
these industries with some limited exceptions.

Finally, Uber is betting on the fact that its users
will put pressure on the regulators to grant the regu-
latory approval it needs. While taxi companies and
their drivers have a fair amount of political weight,
Uber users, although less organised, may also have
a word to say. Once users have learned to enjoy the
efficiencies generated by Uber (in terms of booking
convenience, quality of service and lower costs), they
will certainly not want the service to be discontin-
ued due to a lack of regulatory approval. For instance,
when Uber had to discontinue its uberPop service in
Brussels following an adverse court decision, thou-
sands of regular users signed an online petition call-
ing “on the Government to reform today’s outdated
legislation now!”

IV. SPONTANEOUS LIBERAL-
IZATION: SHOULD UBER
BE APPLAUDED OR CRITI-
CIZED?

The fact that Uber has decided to engage in sponta-
neous liberalisation has drawn criticism from vari-
ous quarters. But should Uber be blamed for failing
to comply with certain regulatory requirements or
should they be applauded for pushing the boundar-
ies of the law?

There is not a single answer to that question
as the taxi industry is subject to a variety of regula-
tory constraints. First, as already noted, certain re-
quirements aim at controlling entry into the sector.
Cities may, for instance, limit the number of taxis that
are allowed to operate legally, hence often creating a
scarcity of cars at certain times of the day. Second,
regulatory requirements may be designed to address
market failures. That is the case of rules of safety and
insurance requirements, as well as the need, for in-
stance, to provide for wheelchair accessible vehicles.
Without State intervention, the market may provide
an insufficient degree of consumer protection or the
services offered would not be socially inclusive. Fi-
nally, taxi companies, like all other companies, are
subject to “horizontal” legislation, such as for in-
stance labor and tax requirements. While variations
may apply across sectors, core labor or tax principles
generally apply across the board.

While it seems difficult to justify, let alone en-
courage, breaches by Uber or other platforms of the
second and third category of regulations, it is submit-
ted that, in certain circumstances, there may be mer-
its in ignoring rules that create barriers to entry and
restrictions of competition (whatever their rationale
may be), provided however that unsuccessful efforts
were made to obtain regulatory approval in the first
place. Throughout modern economic history, new
entrants took the risk of penetrating markets sub-
ject to regulatory barriers to entry. In some cases, the
rules may be unclear and their exact scope needed to
be judicially defined. But in other cases, companies
launched services that breached statutory monopolies
or other forms of public restrictions on competition
at the risk of facing serious brushes with the law.**

In this respect, the E.U. case law is replete
with examples of companies penetrating markets
subject to exclusive rights and other restrictions of
competition.” In some cases, their actions eventually
led to the opening of large chunks of the economy.
Let us take the example of Mr. Corbeau, a small en-
trepreneur who was subject to criminal proceedings
for delivering value-added “postal” services, whereby
personal collection would be made from the sender’s
premises and delivery made before the next day in
the same area. While these services were in breach of
the Belgian postal monopoly, Mr. Corbeau’s lawyers
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eventually convinced the ECJ that the postal incum-
bent’s exclusive rights over the services it performed
were in breach of E.U. law.** The judgment of the EC]J,
in turn, played a major role in the liberalization of the
postal sector.”

Thus, while nobody would want online plat-
forms to operate services that are unsafe and put users
and the general public at risk, breaching questionable
restrictions of competition may sometimes be need-
ed to upset the status quo. In this respect, whatever
happens to Uber’s efforts to challenge rules imped-
ing its ability to deliver certain categories of services
in certain markets,* the taxi industry has already
changed for the better. For instance, many taxi com-
panies have developed their own apps, either alone or
with others, and have made efforts to improve their
quality of service.” Uber was a needed electroshock
in an industry whose actors had often become com-
placent and failed to meet user expectations.

V. THE ROLE OF THE PUBLIC
AUTHORITIES

While public authorities are under pres-
sure from both Uber and the taxi indus-
try, their role should be to allow Uber to

operate on the market so that consumers
can benefit from their efficiencies, while
maintaining the regulatory requirements
needed to ensure the correction of mar-
ket failures.

This requires the following tasks.

First, regulators should determine whether
online platforms connecting private drivers with pas-
sengers should be subject to the same (type of) regu-
latory frameworks as taxi companies, which operate
their own vehicles and employ some of their drivers.
This is a complex issue, which will not be discussed
in this short essay, but that has become particular-
ly relevant in the context of the preliminary rulings
referred to above. The solution may be to create spe-
cific frameworks for online platforms that take into
account the characteristics of the services provided

and ensure that these services are provided safely and
in a socially-inclusive manner.

Second, regulators should revisit rules creat-
ing barriers to entry, such as caps on the number of
vehicles that are allowed to operate on the market.
The regulator should investigate whether the reasons
that historically prevailed to establishing a cap on
the number of licensed vehicles (e.g., vast oversup-
ply) still hold and, if they do, whether the objectives
sought can be achieved by less restrictive alterna-
tives. Second, if it is determined that the number of
licensed vehicles need to be capped, a doubtful prop-
osition, it should be determined whether the number
of licensed vehicles is set at an optimal level (not for
taxi companies, but to satisfy consumer needs) and
whether licenses should be available for regular taxis
only or extended to online platform operators.

Third, regulators should review the regulato-
ry framework to make sure that the rules that seek to
address market failures effectively accomplish their
goals. For instance, background checks on drivers
and regular inspection of vehicles are certainly desir-
able, but with increased competition, it is question-
able whether taxi fares should still be subject to reg-
ulation. Rate regulation may still be needed for taxi
that are hailed on the street, but for vehicles that are
e-hailed, price regulation no longer seems justified as
users usually have the ability to request a fee estimate
and thus to be informed of the expected cost of their
planned journey.” It also seems that the ability to rate
drivers may also go a long way towards protecting
users against reckless driving or abusive behaviour,
probably more so that rules allowing passengers to
file complaints to the regulator when problems oc-
cur.”” Given the new possibilities offered by techno-
logical advances, it is certainly a good time to revisit
regulatory frameworks, which may have been devel-
oped a long time ago.

Fourth, as decades-old regulatory frame-
works cannot, and in many cases should not, be over-
hauled in a day, it is important to ensure a transition.
In this respect, when regulatory approval cannot im-
mediately be granted, there are advantages in grant-
ing temporary licenses to online platforms. First, this
allows users not to have to wait for many months
to benefit from the efficiencies that are generated
by these platforms. Moreover, much can be learned



from the data that is generated by the operation of
online platforms. In a sector where data is critical,
it will generally be wise for regulators to take market
data into account when revisiting their existing reg-
ulatory framework. Such data may, for instance, be
used to see whether Uber better serves areas that are
traditionally underserved or whether allowing Uber
vehicles to operate creates additional congestion.

Fifth, regulators may need to compensate taxi
drivers or operators for the losses they may have in-
curred as a result of allowing Uber and other plat-
forms to operate. Difficult situations may arise when
drivers have invested large sums of money in the ac-
quisition of a license, which they intend to resell at
some stage as part of their retirement plan.”’ While
granting compensation may not always be justified
(e.g., when licenses have been used as speculative in-
struments) or may be a source of additional difficul-
ties,’” it seems important to at least reflect on ways to
ease the pain of the transition to a more competitive
market.*

Finally, to the extent that regulators decide
the revisit the existing regulatory frameworks, it is
important to adopt rules that are technology neutral
and flexible enough to accommodate further inno-
vation. With driverless cars around the corner, the
industry is likely to continue to evolve, possibly in a
much more spectacular manner that what has been
witnessed so far.

While regulators may be willing to modernize
the regulatory framework, their work may be imped-
ed by the activities of interested groups, which may
threaten to carry out strikes and use their political
connections to impede the work of reform-minded
authorities. While these efforts are to be expected,
there seems to be no valid reason to shelter the taxi
industry from competition and to prevent users from
enjoying new, innovative services.

Competition authorities also have an import-
ant role to play through competition advocacy.* It
is an important part of their mission to ensure that
public authorities do not adopt or maintain regula-
tory frameworks that restrict competition. As to the
European Commission, it has been at the forefront of
the liberalization process in network industries using
competition rules to put an end to regulatory mea-
sures impeding market access. There is, for instance,

a highly developed case law analysing and often strik-
ing down, on the basis of Article 106 of the Treaty of
Functioning of the European Union (“TFEU”) com-
bined with other Treaty provisions, a variety of public
measures restricting competition.*® While taxi ser-
vices are local in nature, the use of online platforms
gives a cross-border dimension to their activities.

VI. CONCLUSION

The taxi industry has witnessed a process of sponta-
neous liberalization with Uber and other platforms
delivering services even in the absence of regulato-
ry approval. Various factors explain why this strat-
egy would not have been possible in sectors charac-
terized by heavy sunk costs. Liberalization in these
sectors thus pursues a structured process with the
market progressively opening to competition while
eventually reaching full liberalization.

Whether spontaneous liberalization should
be applauded or criticized depends. While there is
generally no justification for ignoring rules that are
necessary to protect the services” users and nonusers
from the risks that are inherent to the carrying of pas-
sengers on public roads, there is an element of public
good in testing the boundaries of public restrictions
of competition. Uber’s market entry has generated
various legal actions in E.U. Member States, which
notably through preliminary ruling procedure, will
clarify the legal framework in which Uber can oper-
ate, with hopefully more space for competition and
consumer choice than under the current regulatory
frameworks.
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ABSTRACT

Transportation Network Companies offer notable
service advances—but do they comply with the law?
I offer evidence of some important shortfalls, then
consider how the legal system might appropriately
respond. Though it is tempting to forgive many vi-
olations in light of the companies’ benefits, I offer a
cautionary assessment. For one, I note the incentives
that might result, including a race-to-the-bottom as
a series of companies forego all manner of require-
ments. Furthermore, the firms that best compete in
such an environment are likely to be those that build
a corporate culture of ignoring laws, a diagnosis that
finds support in numerous controversial Uber prac-
tices. On the whole, I suggest evenhanded enforce-
ment of applicable laws, with thoughtful changes
implemented with appropriate formality, but no au-
tomatic free pass for the platforms that have recently
framed laws and regulations as suggestions rather
than requirements.

Suppose Acme Widgets manufactured cheap-
er widgets by dumping toxic widget byproducts in the
river behind its factory. By foregoing the anti-pollu-
tion efforts that competitors use and that, to be sure,
the law requires, Acme would gain a cost advantage
over its peers. Unaware of Acme’s methods, consum-
ers would favor its products, and its market share
would predictably surge. But few would celebrate this
outcome—pollution that ultimately harms everyone,
requiring cleanup at the public’s expense.

In the transportation sector, there are reason-
able arguments that Uber, Lyft, and kin (collectively,
transportation network companies or TNCs) have
chosen a similar approach. To be sure the companies
offer important technical and business model inno-
vations, which I discuss momentarily. But in cutting
corners on issues from insurance to inspections to
background checks, they push costs from their cus-
tomers to the general public—while also delivering a
service that plausibly falls short of generally-applica-
ble requirements duly established by law and, some-
times, by their own marketing promises. Despite
excitement about the benefits they provide, it is far
from clear that the companies have chosen the right
approach.

|. THE BENEFITS OF APP-
BASED TRANSPORTATION
NETWORKS

Even the staunchest critics concede that TNCs bring
important efficiencies to the markets they serve.
Consider, for example, the task of assigning drivers
to passengers. Historic telephone-based dispatch of
traditional drivers today seems laughably inefficient.
When a customer calls a dispatcher who then alerts
drivers by radio, the sequential oral communica-
tions are quite literally a “game of telephone” with
inevitable errors. But errors are only the tip of the
iceberg. At best, a dispatcher could find the closest
available driver. But dispatchers have limited infor-



mation about driver availability and locations, and
might end up matching a passenger with a far-away
driver, thereby delaying the driver’s arrival to the cus-
tomer and simultaneously increasing the driver’s un-
paid “backhaul” with no passenger aboard. At least
as worrisome is that dispatchers have been accused
of demanding kickbacks for referring desirable pas-
sengers such as those headed to an airport—further
distorting matching of passengers and drivers. TNCs
remedy these mishaps by replacing phone calls with
text entries and GPS, simultaneously eliminating
dispatcher cost, delay, errors, and potential bias. It is
shrewd, efficient, and by all indications highly effec-
tive. The TNC approach also dispenses with propri-
etary taximeters, often surprisingly pricey, in favor
of standardized mass-produced smartphones drivers
can also use for other purposes.

In addition, TNCs add important levels of
accountability for both drivers and passengers. Most
passengers have had the experience of waiting for
a driver who never comes. That could be an error,
perhaps the result of double-dictation of a passen-
ger’s location. But consider a driver who is driving,
unpaid, to a passenger pickup—only to see a road-
side hail right along the way. With no further unpaid
driving required, the hail will often be too good to
refuse—even if it leaves the telephone booking un-
satisfied. Meanwhile, if the passenger happens to see
an available taxi, he too has every incentive to hop
in—even if that’s not the vehicle the dispatcher sent.
Each party may regret shortchanging the other. But
anticipating that the other may in turn shortchange
him, they’re likely to do so anyway. TNCs fix this too,
in part with real-time tracking of vehicle location (so
a passenger can see the vehicle en route), plus ac-
countability through reputations (penalties on both
sides for no-shows) and as well as payment linked to
traveling in the assigned vehicle.

Though controversial, the TNC approach to
pricing also seems to reflect a step forward. There is
no logical reason why urban transportation prices
must be the same price at all times of day. To the con-
trary, if prices reflect both supply and demand, flex-
ible passengers will shift journeys to off-peak times,
and price spikes will inspire drivers to provide service
at peak times. Of course there are losses, most nota-
bly to the lucky passengers who previously obtained

vehicles at peak times at no additional charge. But if
those benefits were previously assigned randomly,
greater surplus is created through optimal matching
of passengers to vehicles based on willingness to pay.
In principle, TNCs on net should be able to make all
customers better off, including through lower prices
at off-peak times. All of this would be virtually im-
possible in an offline context—too difficult for pas-
sengers and drivers to identify the appropriate price
in light of available information about changing con-
ditions, plus inevitable disputes at the end of a jour-
ney. But in a mobile app, electronic contracting and
automatic record-keeping make this easy.

Still other efficiencies come from the pros-
pect of using a single vehicle for multiple purposes.
It is tragic to see a taxi driver drive a personal ve-
hicle to a depot to pick up a taxi—contributing to
congestion and pollution along the way, yet failing
to transport any passengers; wasting time on a drive
with no direct benefit to anyone; and parking, buy-
ing, and maintaining two separate vehicles, only one
of which is used at a time. TNCs handily eliminate
these sources of waste by reusing the driver’s person-
al vehicle, albeit simultaneously raising the problems
discussed in the subsequent sections.

Ultimately, the TNC electronic dispatch
model facilitates numerous further efficiencies.
In developing countries, jitneys have long provid-
ed multi-passenger hop-on-hop-off service, often
a fixed price to travel as far as you want on a sin-
gle main road or route. Despite low prices, jitneys
tend to have limited appeal; consider an origin or
destination off the preset route. In contrast, TNCs
can facilitate on-demand multi-passenger routing,
including limited detours for pick-ups and drop-
offs so long as inconvenience to others falls within
the given parameters. Centralized algorithms and
routing are crucial for these improvements; such
flexibility would be difficult or impossible without
strong IT support. Meanwhile, TNC drivers can
also transport packages, restaurant meals, and al-
most anything else—perhaps even in spare time
when passenger demand is light. One wonders
about the distinctive benefits of purpose-specific
vehicles, but perhaps efficiencies from shared usage
can outweigh any capabilities not available. To its
credit, TNCs stand ready to try.
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Il. CUTTING CORNERS
AND WORSE

While the widespread adoption of TNCs
plainly results in part from the innova-
tions just discussed, their growth also

follows their use of what we might call
“regulatory shortcuts” - less than strict
compliance with applicable rules.

A first potential concern is that TNC drivers
lack medallions or taxi permits. Many cities require
such permission to accept roadside hails, and in ma-
jor cities, buying a medallion entails considerable ex-
pense. That said, the TNC approach seems not to re-
quire a medallion: In most jurisdictions, the defining
characteristic of a taxi is permission to accept an ad
hoc roadside hail, whereas TNC passengers request
rides via a mobile app, making this “prearranged”
transportation rather than “taxi” as a matter of law.
This one, at least, TNCs seem to get right—a clever
hack to escape a regulatory scheme that TNCs (and
many passengers) consider ill-advised.

But what about the myriad other require-
ments the legal system imposes on commercial
drivers? Consider: In most jurisdictions, a “for hire”
livery driver needs a commercial driver’s license, a
background check and criminal records check, and
a vehicle with commercial plates, which often means
a more detailed and/or more frequent inspection.
Using ordinary drivers in noncommercial vehicles,
TNCs skip most of these requirements, and where
they take such steps (such as some efforts towards
a background check), they do importantly less than
what is required for other commercial drivers (as
discussed further below). One might reasonably ask
whether the standard commercial requirements in
fact increase safety or advance other important pol-
icy objectives. On one hand, detailed and frequent
vehicle inspections seem bound to help, and seem
reasonable for vehicles in more frequent use. TNCs
typically counter that such requirements are unduly
burdensome, especially for casual drivers who may
provide just a few hours of commercial activity per
month. Nonetheless, applicable legal rules offer no

“de minimis” exception and little support for TNCs’
position.

Differing standards for background checks
raise similar questions. TNCs typically use standard
commercial background check services that suffer
from predictable weaknesses. For one, TNC verifi-
cations are predicated on a prospective driver sub-
mitting his correct name and verification details, but
drivers with poor records have every incentive to use
a friend’s information. Online instructions tell driv-
ers how to do it.> In contrast, other commercial driv-
ers are typically subject to fingerprint verification.
Furthermore, TNC verifications typically only check
for recent violations--a technique far less compre-
hensive than the law allows. For example, Uber ad-
mits checking only convictions within the last seven
years,” which the company claims is the maximum
duration permitted by law. But federal law has no
such limitation, and California law allows reporting
of any crime for which release or parole was at most
seven years earlier.* In People of the State of California
v. Uber, these concerns were revealed to be more than
speculative, including 25 different Uber drivers who
passed Uber’s verifications but would have failed the
more comprehensive checks permitted by law.?

Relatedly, TNC representations to consumers
at best gloss over potential risks, but in some areas
appear to misstate what the company does and what
assurances it can provide. For example, Uber claimed
its service offered “best in class safety and account-
ability” and “the safest rides on the road” which
“far exceed... what’s expected of taxis"—but taxis,
with fingerprint verification of driver identity, offer
improved assurances that the person being verified
is the same person whose information is checked.
Moreover, Uber has claimed to be “working diligent-
ly to ensure we're doing everything we can to make
Uber the safest experience on the road” at the same
time that the company lobbies against legislation re-
quiring greater verifications and higher safety stan-
dards.

A separate set of concerns comes from in-
surance. For one, TNCs encourage drivers to carry
personal insurance rather than commercial insur-
ance, anticipating, no doubt correctly, that drivers
might be put off by the higher cost of commercial
coverage.® But TNC drivers are likely to have more



frequent and more costly accidents than ordinary
drivers: they drive more often, longer distances,
with passengers, in unfamiliar locations, primarily
in congested areas and while using mobile apps. To
the extent that drivers make claims on their person-
al insurance, they distort the market in two different
ways: first, they push up premiums for other driv-
ers. Second, the cost of their TNC accidents are not
borne by TNC customers; by pushing the cost to
drivers in general, TNCs appear to be cheaper than
they really are.

In a notable twist, certain TNC policies not
only encourage drivers to make claims on their
personal policies, but further encourage drivers to
commit insurance fraud. Consider a driver who has
an accident during the so-called “period 1” in which
the driver is running a TNC app, but no passenger
has yet requested a ride from the driver. If the driver
gets into an accident in this period, TNCs historical-
ly would deny both liability and collision coverage,
claiming the driver was not yet providing service
through the TNC. An affected driver might instead
claim from his personal insurance, but if the driv-
er admits that he was acting as a TNC driver—he
had left home only to provide TNC services; he had
transported several passengers already; he was plan-
ning more—the insurer will deny his claim. In fact,
in all likelihood, an insurer in that situation would
drop the driver’s coverage, and the driver would also
be unable to get replacement coverage since any
new insurer would learn the reason for the drop.
As a practical matter, the driver’s only choices are
to forego insurance coverage (a possibility in case of
a collision claim, though more difficult after injur-
ing others or damaging others’ property) or, more
likely, lie to his insurance issuer. California law AB
2293, effective July 1, 2015, ended this problem as to
collision claims in that state, requiring TNCs to pro-
vide liability coverage during period 1, but offering
nothing elsewhere, nor any assistance on collision
claims.

Passengers with disabilities offer addition-
al complaints about TNCs. Under the Americans
with Disabilities Act (ADA) and many state laws,
passengers with disabilities are broadly entitled to
use transportation services, and passengers can-
not be denied transport on the basis of disability.

Yet myriad disabled passengers report being de-
nied transport by TNCs. Blind passengers traveling
with guide dogs repeatedly report that TNC drivers
sometimes reject them. In litigation, Uber argued
that its service falls beyond the scope of the ADA
and thus need not serve passengers with disabilities,
an argument that a federal court promptly rejected.”
Nonetheless, as of November 2015, Uber’s “Drivers”
page continues to tell drivers they can “choose who
you pick up,”® with no mention of ADA obligations,
nor of prohibitions on discrimination on the basis of
race, gender, or other prohibited factors.

For these reasons and others, numerous reg-
ulators have concluded that Uber cannot operate
within their jurisdictions. But such findings are not
self-effectuating, even when backed up with cease
and desist letters, notices of violation, or the like.
In fact, Uber’s standard response to such notices is
to continue operation. Pennsylvania Public Utility
Commission (“PUC”) prosecutor Michael Swindler
summarized his surprise at Uber’s approach: “In my
two-plus decades in practice, I have never seen this
level of blatant defiance,” noting that Uber continued
to operate despite an unambiguous cease-and-desist
order.’ Pennsylvania Administrative Law Judges
were convinced, in November 2015 imposing $49
million of civil penalties including “the maximum
penalty” because Uber flouted a prior PUC cease-
and-desist order in a “deliberate and calculated”
“business decision.”'® Nor was this defiance limited
to Pennsylvania. Uber similarly continued to pro-
vide service at San Francisco International Airport,
and affirmatively told passengers “you can request”
an Uber at SFO, even after signing a 2013 agreement
with the California Public Utilities Commission
disallowing transport onto airport property unless
the airport granted permission and even after San
Francisco International Airport served Uber with a
cease-and-desist letter noting the lack of such per-
mission."" In some instances, cities ultimately force
Uber to cease or suspend operations. But experience
in Paris is instructive. There, Uber continued oper-
ation despite a series of judicial and police interven-
tions. Only the arrest of two Uber executives com-
pelled the company to suspend its casual driving
service in Paris.
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. COMPETITIVE DYNAMICS
UNDER INCOMPLETE
ENFORCEMENT

Looking at TNC operations, it is striking to see the
incompleteness of regulation or, more precisely, en-
forcement.

In this environment, competition reflects
unusual incentives: Rather than compet-
ing on lawful activities permitted under
the applicable regulatory environment,

TNC operators compete in part to defy
the law—to provide a service that, to be
sure, passengers want to receive and buy-
ers want to provide, notwithstanding the
legal requirements to the contrary.

The brief history of TNCs is instructive.
Though Uber today leads the casual driving plat-
forms, it was competing transportation platform Lyft
that first invited drivers to provide transportation
through their personal vehicles. Initially, Uber only
provided service via black cars that were properly li-
censed, insured, and permitted for that purpose. In
an April 2013 posting by CEO Travis Kalanick, Uber
summarized the situation, effectively recognizing
that competitors’ casual drivers are largely unlawful,
calling competitors’ approach “quite aggressive” and
“non-licensed.”"

Suppose, as Travis’s post indicates and as sub-
sequent regulatory disputes seem to confirm, that
casual driving services are and have been largely un-
lawful. Uber leaders clearly believe that such services
are, on the whole, desirable and should be permit-
ted, and any survey of consumers would likely agree.
Assuming strict compliance with the law, how might
Uber have tried to get its service off the ground? One
possibility: Uber could have sought some jurisdiction
willing to let the company demonstrate its approach.
Consider a municipality with little taxi service or
deeply unsatisfactory service, where regulators and
legislators would be so desperate for the improve-
ments Uber promised that they would be willing to
amend laws to match Uber’s request. Uber need not

have sought permanent permission; with great confi-
dence in its offering, even a temporary waiver might
have sufficed, as Uber would have anticipated the
change becoming permanent once its model took off.
Perhaps Uber’s service would have been a huge hit—
inspiring other cities to copy the regulatory changes
to attract Uber. Indeed, Uber could have flipped the
story to make municipalities want its offering, just as
cities today vie for Google Fiber and, indeed, make
far-reaching commitments to attract that service.

Different as this may be from Uber’s actu-
al strategy, it is far from unprecedented. In fact, it
is probably the right strategy, and maybe the only
strategy, if a company concludes that breaking the
law is highly likely to provoke substantial penalties.
Consider the experience of Southwest Airlines as it
planned early low-fare operations in 1967. Southwest
leaders realized that the comprehensive regulatory
scheme, imposed by the federal Civil Aeronautics
Board, required unduly high prices, while simulta-
neously limiting routes and service in ways that, in
Southwest’s view, harmed consumers. Envisioning
a world of low-fare transport, Southwest sought to
serve routes and schedules CAB would never ap-
prove, at prices well below what regulation required.
Had Southwest simply begun its desired service at its
desired price, it would have faced immediate com-
pany-ending sanctions; though CAB’s rules were in-
creasingly seen as overbearing and ill-advised, CAB
would not have allowed an airline to brazenly defy
the law. Instead, Southwest managers had to find a
way to square its approach with CAB rules—and, to
the company’s credit, they were able to do so. In par-
ticular, by providing solely intra-state transport with-
in Texas, Southwest was not subject to CAB rules,
letting the company serve whatever routes it chose, at
the prices it thought best. Moreover, these advantages
predictably lasted beyond the impending end of reg-
ulation: After honing its operations in the intra-state
Texas market, Southwest was well positioned for fu-
ture expansion.

Southwest’s strategy was compelled by fear
of regulators—knowing that breaching legal duties
would guarantee severe penalties. But as Uber CEO
Kalanick looked at Lyft in his revealing 2013 post, we
see no such fear. Kalanick explains: Regulators “have
chosen not to” bring enforcement actions “against



non-licensed transportation providers,” yielding
“one-sided competition” to competitors’ advantage
and Uber’s disadvantage. Uber laid out regulators’
weakness: “Regulators for the most part will be un-
able to act or enforce in time to stop them before
they have a critical mass of consumer support.” Of
course Uber might have moved to assist regulators,
for example in gathering and organizing information
about competitors” infractions, by proposing model
regulations to adjust requirements in the way Uber
considered wise, and by explaining the need for dili-
gent enforcement to maintain fair competition. Uber
could even have sued competitors whose methods
competed unfairly—unlawfully!—with Uber’s offer-
ing. Predictably, Uber did none of those things.

Uber’s ultimate decision, to recognize Lyft’s
approach as unlawful but nonetheless to follow that
same approach, is hard to praise on either substantive
or procedural grounds. On substance, it ignores the
important externalities discussed above—including
safety concerns that sometimes culminate in grave
physical injury and, indeed, death. On procedure, it
defies the democratic process, ignoring the authority
of democratic institutions to impose the will of the
majority.”> Uber has all but styled itself as a modern
Rosa Parks defying unjust laws for everyone’s benefit.
But Uber challenges purely commercial regulation of
business activity, a context where civil disobedience
is less likely to resonate. And in a world where any-
one dissatisfied with a law can simply ignore it, who
is to say that Uber is on the side of the angels? One
might equally remember former Arkansas governor
Orville Faubus’ 1957 refusal to desegregate public
schools despite a court order.

Notably, Uber’s approach puts other trans-
portation platforms in a position that is at least as
untenable. Consider Hailos 2013-2014 attempt to
provide taxi-dispatch service in New York City. On
paper, Hailo had every advantage: $100 million of
funding from A-list investors, a strong track record in
the United Kingdom, licensed and insured vehicles,
and full compliance with every applicable law and
regulation. But Uber’s “casual driver” model offered
a perpetual cost advantage, and in October 2014 Hai-
lo abandoned the U.S. market. Uber’s lesson to Hai-
lo: Complying with the law is bad business if your
competitor doesn't have to. Facing Uber’s assault in

numerous markets in Southeast Asia, transportation
app GrabTaxi abandoned its roots providing only
lawful commercial vehicles, and began “GrabCar”
with casual drivers whose legality is disputed. One
can hardly blame them—the alternative is Hailo-style
irrelevance. When Uber ignores applicable laws and
regulators stand by the wayside, competitors are ef-
fectively compelled to follow.

Relatedly, when the competitive environ-
ment rewards law breaking, the victor may struggle
to comply both with applicable law and with social
norms. Notice Uber’s recent scandals: Threatening
to hire researchers to “dig up dirt” on reporters who
were critical of the company.’* A “God view” that let
Uber staff see any rider’s activity at any time with-
out a bona fide purpose.”” Analyzing passengers’
rides to and from unfamiliar overnight locations to
chronicle and tabulate one-night-stands.'® Charging
passengers a “Logan Massport Surcharge & Toll” for
a journey where no such fee was paid, or was even
required."” A promotion promising service by scanti-
ly-clad female drivers.'® The CEO bragging about his
business success yielding frequent sexual exploits."
“Knowing and intentional” “obstructive” “recalci-
trance” in its “blatant,” “egregious,” “defiant refusal”
to produce documents and records when so ordered
by administrative law judges.?* On one view, these are
the unfortunate mishaps of a fast-growing company.
But arguably it’s actually something more than that.
Rare is the company that can pull off Uber’s strate-
gy—fighting regulators and regulation in scores of
markets in parallel, flouting decades of regulation
and managing to push past so many legal impedi-
ments. Any company attempting this strategy nec-
essarily establishes a corporate culture grounded in
a certain disdain for the law. Perhaps some laws are
ill-advised and should be revisited. But it may be un-
realistic to expect a company to train employees to
recognize which laws should be ignored versus which
must be followed. Once a company establishes a cor-
porate culture premised on ignoring the law, its em-
ployees may feel empowered to ignore many or most
laws, not just the (perhaps) outdated laws genuinely
impeding its launch. That is the beast we create when
we admit a corporate culture grounded in, to put it
generously, regulatory arbitrage.

35



36

IV. LOOKING BACK AND
LOOKING AHEAD

Take a walk down memory lane for a game of “name
that company” At an entrepreneurial California
startup, modern electronic communication systems
brought speed and cost savings to a sector that had
been slow to adopt new technology. Consumers
quickly embraced the company’s new approach, par-
ticularly thanks to a major price advantage compared
to incumbents’ offerings, as well as higher quality
service, faster service, and the avoidance of unwanted
impediments and frictions. Incumbents complained
that the entrant cut corners and didn’t comply with
applicable legal requirements. The entrant knew
about the problems but wanted to proceed at full
speed in order to serve as many customers as possi-
ble, as quickly as possible, both to expand the market
and to defend against potential competition. When
challenged, the entrant styled its behavior as “shar-
ing” and said this was the new world order.

You might think I'm talking about Uber, and
indeed these statements all apply squarely to Uber.
But the statements fit just as well with Napster, the
“music sharing” service that, during brief operation
from 1999 to 2001, transformed the music business
like nothing before or since. And we must not under-
state the benefits Napster brought: It offered conve-
nient music with no need to drive to the record store,
a celestial jukebox unconstrained by retail inventory,
track-by-track choice unencumbered by any require-
ment to buy the rest of the album, and mobile-friend-
ly MP3’s without slow “ripping” from a CD.

Ultimately, Napster faced major copyright
litigation, culminating in an injunction compelling
the company to cease operations. Napster then en-
tered Chapter 7 bankruptcy, and investors got noth-
ing. One might worry that Napster’s demise could set
society back a decade in technological progress. But
subsequent offerings quickly found legal ways to im-
plement Napster’s advances. Consider iTunes, Ama-
zon Music, and Spotify, among so many others.

In fact, the main impact of Napster’s cessa-
tion was to clear the way for legal competitors—to
increase the likelihood that consumers might pay
a negotiated price for music rather than take it for
free. When Napster offered easy free music with a

major price advantage from foregoing payments to
rights-holders, no competitor had a chance. Only the
end of Napster let legitimate services take hold.

And what of Napster’s investors? We all now
benefit from the company’s innovations, yet investors
got nothing for the risk they took. But perhaps that’s
the right result: Napster’s major innovations were
arguably insufficient to outweigh the obvious and in-
tentional illegalities.

Uber CEO Travis Kalanick knows the Napster
story all too well. Beginning in 1998, he ran Scour, a
file-sharing service soon sued by the Motion Pictures
Association of America and Record Industry Asso-
ciation of America on claims of copyright infringe-
ment. Scour entered bankruptcy in response, giving
Travis a first-hand view of the impact of flouting the
law. Uber today has its share of fans, including many
who would never have dared to run Napster. Yet the
parallels are deep.

It is inconceivable that the taxis of 2025 will
look like taxis of 2005. Uber has capably demonstrat-
ed the benefits of electronic dispatch and electronic
record-keeping, and society would be crazy to reject
these valuable innovations. But Uber’s efforts do not
guarantee the $50+ billion valuation the company
now anticipates—and indeed, the company’s aggres-
sive methods seem to create massive liability for in-
tentional violations in most jurisdictions where Uber
operates. If applicable regulators, competitors, and
consumers succeed in litigation efforts, they could
well bankrupt Uber, arguably rightly so. But as with
Napster’s indisputable effect on the music industry,
Uber’s core contributions are unstoppable and irre-
versible. Consumers in the coming decades will no
more telephone a taxi dispatcher than buy a $16.99
compact disc at Tower Records. And that much is
surely for the best.
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INTRODUCTION

In October 2014, Washington D.C. City
Council passed legislation that effectively allowed
Uber to operate in the District. David Plouffe, for-
merly an advisor to the President and now an exec-
utive with Uber, greeted the new legislation with the
following observation:

Obviously what we’re doing doesn’t nec-
essarily in all cases fit in existing regula-
tion. I think that’s what Washington real-
ly wrestled with and decided they needed
to chart a new pathway forward. So rath-

er than say how do we fit this new tech-
nology and service into existing regula-
tions, let’s look at how do we create new
regulations that give citizens of the city
the right kind of confidence on things
like safety, on things like insurance.?

Uber is just one of many startups struggling
to fit their businesses into existing regulatory frame-
works. As technological innovation leads to new busi-
ness models, there is increasing friction between these
new companies and the existing regulatory regime.

The tension between regulated entities and
new entrants is particularly acute in the context of
online marketplace lending.> While bank lenders
enjoy regulatory privileges that enable them to lend
immediately to consumers in all 50 states, non-bank
lenders are forced to engage in resource-intensive
analyses to satisfy state-specific compliance require-
ments. As non-bank lenders expand access to credit
to those currently underserved by banks—provid-
ing new underwriting methodologies, real-time data
transmission and new financing mechanisms—dis-
parate regulation of banks and non-bank lenders ap-
pears problematic.

In the past, where new entrants have chal-
lenged existing regulatory frameworks, restructur-
ing has occurred to ensure a functioning market.



This continues to happen in a number of industries,
with the Uber-led transformation of taxi regulation
being the most prominent. This kind of regulatory
reorganization is also needed in the lending space.
The existing framework for regulating the delivery
of financial services works against the interests of
consumers, competition, regulators and society as a
whole. A state-by-state legal regime serves as barrier
to entry protecting incumbent banks from competi-
tion and depriving consumers of alternatives. There
is simply no reason why banks should enjoy access to
the common market while non-bank lenders cannot.

This is not to say that banks and non-banks
should be treated similarly on all counts. There are
numerous situations in which it is appropriate for
banks to maintain regulatory privileges inaccessible
to non-banks. In fact, in the context of financial ser-
vices, banks tend to bear a greater regulatory burden
than non-banks (e.g., application of customer iden-
tification program requirements, required mainte-
nance of leverage ratios, etc.). In the lending context,
however, banks’ unique ability to offer products on a
nationwide basis remains largely unjustified.

In Part I below, we provide an overview of
online marketplace lending. We suggest that market-
place lenders offer value that is not currently replica-
ble by banks. Part II examines marketplace lending
across state lines, recognizing the near impossibility
of full compliance. Part III provides examples of cases
in which new entrants have successfully challenged
existing regulatory frameworks. In these cases, regu-
latory change reinvigorated competition to the ben-
efit of consumers. Finally, in Part IV, we suggest the
need for reorganization of the existing lending regu-
latory framework. The current bifurcated regulatory
framework increases costs to consumers, limits con-
sumer choice and insulates banks from competition.

. ONLINE MARKETPLACE
LENDING BENEFITS BOTH
UNDERSERVED BORROW-
ERS AND INVESTORS

In the past few years, marketplace lending has
emerged as an alternative to traditional bank lending.

In the wake of the 2008-2009 financial crisis, banks
tightened credit guidelines. This left many consum-
ers and small businesses without access to bank-is-
sued credit. Total consumer lending fell by 6.1 per-
cent between January 2009 and March 2010.* At the
same time that they tightened credit standards, banks
found themselves a safe haven for deposits even as
yields on those deposits plummeted.

The simultaneous tightening of credit stan-
dards and drop in yields created an opportunity for
new credit intermediaries to emerge. Marketplace
lenders filled this gap. In their initial incarnation,
firms such as Prosper and Lending Club enabled
lenders to fund loans to borrowers. They and other
alternative lenders simultaneously expanded the pool
of available credit and enabled yield-starved inves-
tors to obtain a positive rate of return on funds that
would have generated no return had they been left on
deposit at banks and other depository institutions.

Marketplace lenders differ from traditional
financial institutions in a number of ways. First, mar-
ketplace lenders often serve demographics that are
underserved by bank lenders. Marketplace lenders
have enabled “thin file” borrowers and small business
borrowers to access credit that traditional financial
institutions were unwilling to extend. Borrowers ren-
dered ineligible by traditional bank underwriting
models may find investors on online marketplaces
willing to finance their credit needs. Alternative un-
derwriting models may enable such lenders to extend
credit to thin file borrowers who would not qualify
for credit based solely on traditional underwriting
criteria such as FICO score.

Second, marketplace lenders rely on technol-
ogy to reduce the cost of connecting borrowers with
lenders. They use algorithms, rather than lending
officers, to screen borrowers, and they provide gran-
ular information about repayment risk to investors.
Further, many such platforms have eliminated un-
necessary or unwanted services associated with tra-
ditional lenders, such as branches and other physical
locations.5 Through better underwriting and more
efficient operations, marketplace lenders and other
lending platforms have lowered the cost of obtaining
loans and are able to offer borrowers credit on better
terms.
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Third, platform lenders offer value to inves-
tors. Marketplace lenders have enabled investors to
diversify their investment portfolios by investing
directly in individual loans. Even to the extent that
investors choose to fund pools of loans rather than
individual loans, marketplaces may be able to pass a
larger portion of the interest that those loans gener-
ate to the investors that fund their loans.6

ll. MARKETPLACE LEND-
ING ACROSS STATE LINES
TRIGGERS SIGNIFICANT
COMPLIANCE OBLIGA-
TIONS

In lending across state lines, marketplace lenders, like
other non-bank lenders and, indeed, all non-bank
providers of financial services, confront a complex,
unstable and fragmented regulatory regime. The reg-
ulatory thicket that surrounds the financial services
industry in the United States, particularly the lend-
ing business, is Byzantine. A firm that is considering
launching a product that provides liquidity to cus-
tomers must grapple with a long list of Federal laws
and regulations, including the Truth-in-Lending
Act,7 the Fair Credit Reporting Act,8 the Electronic
Funds Transfer Act,9 the Equal Credit Opportunity
Act,10 Regulation Z,11 and Regulation E12 (to name
but a few). Individual states have their own laws.
California, for example, regulates non-bank lenders
through the California Constitution,13 the Finance
Lenders Law14 and, in some instances, the Consum-
er Legal Remedies Act.15

How and whether any one of these laws or
regulations applies turns on a number of factors,
including the following: (1) whether the service is
provided for household use; (2) whether the service
provider is a bank (or other federal insured deposit
taking institution); (3) whether the service creates a
debt enforceable against the customer; (4) whether
the service involves a finance charge on a loan or a
“time-price” charge associated with a sale; (5) wheth-
er the service is associated with a prepaid account but
not a deposit account; and (6) whether the informa-
tion on which the decision to provide liquidity is col-
lected from the customer directly, third parties that

have a direct relationship with the customer, or third
parties that collect information from others about
the customer.

This body of law and regulation is also un-
stable. Regulators, courts, and, of course, legisla-
tures change the rules from time-to-time, and these
changes can have significant repercussions for indus-
try participants. The Second Circuit’s recent decision
in Madden v. Midland Funding, LLC,'® provides one
timely example. Madden arose from a dispute be-
tween a consumer and purchaser of debt owed by the
consumer to the bank that had issued the consumer
a credit card."” The consumer sued the debt collector
in New York state court alleging that the fees charged
by the debt collector exceeded the cap set by New
York usury law.'® The Second Circuit held that federal
preemption was not available to the debt collector in
collecting the debt pursuant to the terms of the loan
agreement because the debt collector was acting on
behalf of itself rather than the bank.” The court de-
flected criticism that its decision would undermine
the sale of charged-off debt by banks by arguing that
it “would not significantly interfere with any national
bank’s ability to exercise its powers under the [Na-
tional Bank Act].?°

Among other things, Madden illustrates that
the regulatory burdens and benefits are not evenly dis-
tributed in the lending space. On its face, the Second
Circuit’s decision creates a special privilege for banks
relative to non-banks. A bank purchaser of another
bank’s debt can, under the Second Circuit’s analysis,
invoke its ability to preempt state law to block a con-
sumer’s challenge to the fees collected by the second
bank based on the loan originated by the first. Most
non-banks not exercising the powers of a national
bank, according to the Second Circuit, have no such
right.21 Both of the publicly traded platform lend-
er, Lending Club and OnDeck, saw their valuations
decline relative to traditional lenders in the wake of
the decision, and commentators have attributed the
relative severity of the decline to regulatory risk.22

The existing regulatory framework for reg-
ulation of non-bank lenders is a patchwork of com-
plicated and overlapping state laws and regulations.
Each state sets a different maximum interest rate that
parties may contract for, and this rate may vary de-



pending on whether the credit will be used for per-
sonal, household or family purposes (i.e., consumer
credit) or for business purposes (i.e., commercial
credit). In many states, consumer and/or commer-
cial lenders may be authorized to charge interest
above a state’s usury cap if they obtain a state lender
license—a time-consuming and expensive process.
For example, a marketplace lender may contract with
a Utah-based borrower for any rate of interest with-
out a license.23 In Virginia, a lender must obtain a
lender license to offer consumer loans to Virginia
residents at interest above 12 percent per annum.24
In California, a license is required to engage in the
business of a finance lender, regardless of what inter-
est rates are offered.25

Lender license applications can also be quite
burdensome and appear designed to deter applica-
tions. The applications often require applicants to
submit background checks and fingerprints on all
persons owning or controlling 10 percent or more
of the lending entity, financial statements, and sure-
ty bonds. Nevada, for example, requires lenders to
maintain a physical office in the state—a requirement
that is particularly onerous for online lenders with no
physical location.26

[1l. TO AVOID STATE LEND-
ING LAWS, MARKETPLACE
LENDERS ARE FORCED TO
PARTNER WITH BANKS

To avoid this morass of state lending laws, a num-
ber of marketplace lenders have chosen to partner
with banks. A regulatory regime where the burden
of compliance is so high that companies are forced
to partner with competitor incumbents to provide
cost-effective products seems unequivocally prob-
lematic.

Both Prosper and Lending Club were, in their
original incarnations, fairly novel. They enabled in-
vestors to fund loans extended to individuals with-
out a traditional financial institution, either a bank
or licensed lender, serving as originator. Yet although
Prosper and Lending Club were serving as intermedi-
aries between borrowers and investors, neither used

the form that has dominated the consumer lending
business in the United States since the early part of
the Twentieth Century—i.e., a chartered financial in-
stitution such as a bank, credit union or thrift. And it
was not at all clear how either company thought that
it was complying with the raft of Federal and state
laws related to consumer lending.27

But times have changed. In the almost ten
years that have passed since Prosper got its start,
Prosper and Lending Club have almost complete-
ly reinvented their businesses. Today, both compa-
nies rely on banks to originate loans. Likewise, both
companies have jettisoned the direct investment ap-
proach. Under the model that both companies have
now adopted, investors no longer directly fund loans
to borrowers. Rather, the companies interpose inter-
mediaries that own the right to the receivables gener-
ated by borrowers, and those intermediaries then pay
investors based on the repayment history of borrow-
ers. Although the platforms offer investors far more
visibility into the performance of particular loans, the
structure of the relationship between investors in the
loans and borrowers is similar in form to traditional
securitization.28

Viewed through this lens, the “new” plat-
form lending businesses look pretty similar to “old”
consumer lending businesses. That is, a non-bank
contracts with a bank to help the bank acquirer bor-
rowers, underwrite those borrowers, service those
borrowers and manage the resulting portfolio for the
benefit of third-party investors. Although some of
the details have obviously evolved, the basic compo-
nents of the “new” platform-lending model should be
familiar to anyone who has followed the credit card
industry since General Motors offered the GM Re-
wards card in the 1980s.29 In fact, the 1996 Narra-
tives to the Office of the Comptroller of the Currency
handbook issued for the supervision of credit card
lending describes the component parts of a credit
card business in terms that mirror the relationship
between platform lenders, their bank origination
partners, consumers, and investors.30

Having chosen to partner with a state char-
tered bank for the origination of the loans, Lending
Club and Prosper have subjected themselves to regu-
latory supervision in more or less the same way that
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non-bank technology providers have been subjecting
themselves to regulatory supervision for decades.
The loans are bank products, and the banks that orig-
inate them are answerable to their regulators for the
financial performance of those loans as well as the
many regulatory issues that arise in connection with
the issuance of such loans. In short, Lending Club
and Prosper have achieved regulatory compliance by
relying on banks’ preemptive privileges.

IV. VARIED STATE AND FED-
ERAL REGULATION IN THE
AIRLINE, TELECOMMU-
NICATIONS AND TAXI IN-
DUSTRIES DEMONSTRATE
THE NEED FOR REGULA-
TORY REORGANIZATION

The fact that Lending Club and Prosper felt com-
pelled to partner with a bank to reduce the regulato-
ry burden should be understood as broad indictment
of that regulatory regime. In other industries where
new business models have challenged existing reg-
ulatory frameworks, the government has been will-
ing to revise the overarching regulatory framework
to ensure a functioning market. In the airline, tele-
communications, and taxi industries, for example,
existing regulations unfairly advantaged incumbents,
thus precluding competition. To ensure a function-
ing market, regulatory reorganization was necessary.

Prior to passage of the Airline Deregulation
Act of 1978 ("ADA”), airlines were heavily regulat-
ed by the Civil Aeronautics Board (“CAB”). The CAB
had jurisdiction to control route entry and exist of air
carriers, regulate fares, award subsidies, and control
mergers and inter-carrier agreements.” The inflexi-
bility of this federal regulation made it increasingly
difficult for carriers to comply. A number of studies
determined that economic regulation resulted in ex-
cessively high fares and a net economic loss to society
at large.”

In an effort to avoid this stringent federal
regulation, some carriers began investing in intra-
state travel—a market that remained outside of CAB

jurisdiction. Carriers operating in the unregulated
intrastate markets were able to offer lower fares to
consumers and avoid CAB regulation all together.*
As Lewis A. Engman, then chairman of the Federal
Trade Commission stated,

If you have any doubt that one conse-
quence of the CAB’s control over rates and
routes is higher prices, you need only look
at what happened some years ago in Cali-
fornia when Pacific Southwest Airlines, an

intrastate carrier not subject to CAB reg-
ulation or entry restrictions entered the
San Francisco/Los Angeles market with
rates less than half those being charged
by the interstate CAB certified carriers
TWA, Western, and United.>

Fares were 30 percent less for the unregulated intra-
state airlines in Florida.’®

Eventually, economists determined that eco-
nomic regulation in the airline industry was distort-
ing the efficient performance of the marketplace.
With leadership from Senator Edward Kennedy, Con-
gress eventually passed the ADA. The ADA rescind-
ed CAB’s authority over route entry and exist, airline
fares, and mandated that the CAB be dissolved by
1984. In essence, the government acknowledged that
there was a problem: consumers were poorly served
by a system that incentivized airlines to provide only
intrastate travel.

Similarly, the telecommunications faced sig-
nificant organization where state and federal regu-
lation were set up so as to encourage monopolistic
behavior. Prior to 1969, the telecommunications
industry was regulated as a lawful monopoly.*” Lo-
cal telephone service was provided by an operating
company of the AT&T-owned Bell System or by one
of approximately 1,600 independent telephone com-
panies. Long distance telephone service was provided
by the long Lines Department of AT&T in partner-
ship with the Bell operating companies.*®

In 1969, however, the Federal Communi-
cations Commission approved an application sub-



mitted by AT&T competitor MCI to construct and
operate a long distance telephone system between
Chicago and St. Louis.” Effectively, however, to pro-
vide long distance service, MCI would need to rely
on AT&T-owned interconnections and local distri-
bution facilities. Although MCI and AT&T attempted
to negotiate a permanent agreement regarding access
to this infrastructure, negotiations failed. Among
other things, MCI claimed that AT&T was unlawful-
ly denying it interconnections and that it was being
charged excessive and discriminatory prices for local
distribution facilities.** MCI filed suit. Shortly there-
after, the Department of Justice (“DOJ”) began an in-
vestigation.

Again, consumers were unable to bene-
fit from competition in the market. And again, the
government was forced to step in. After a protracted
lawsuit, AT&T settled with the DOJ. Among other
things, AT&T agreed to divest itself of the operating
companies that provided the local exchange service.
Challenging AT&T’s established monopoly, new en-
trant, MCI effectively transformed the existing reg-
ulatory paradigm, opening telecommunications up
to multiple providers and offering consumers greater
choice.

This trend—new business models threatening
existing regulatory frameworks—continues today. As
noted at the beginning of this article, Uber poses a
tremendous threat to the incumbent taxi industry.
While common carrier regulations are well inten-
tioned, these regulations were written in a time before
geolocation-enabled smartphones and ride-sharing
applications. They reflect and benefit regulatory con-
cerns associated with taxi service, not peer-to-peer
ride-sharing. Yet as consumers continue to use Uber’s
services and demand regulatory changes to support
Uber’s business, state governments have begun to re-
vise state utility laws to accommodate Uber—despite
taxi industry protests.

In California, for example, Uber was suc-
cessful in lobbying the California Public Utilities
Commission (“CPUC”) to create a new category of
regulated entities (“Transportation Network Com-
panies”) to cover peer-to-peer ride-sharing services.
Recognizing the value of Uber’s product, the CPUC
altered its regulatory framework, thus expanding the

market for transportation services and consumer
choice.

V. LEVELING THE PLAYING
FIELD BETWEEN BANKS
AND NON-BANKS

In the same way that new entrants have forced re-ex-
amination of the regulatory framework for the airline,
telecommunications and now, taxi industries, the ef-
fort of Prosper, Lending Club and countless others
to reinvent financial services should lead regulators
to re-evaluate the regulatory framework for that in-
dustry. The fact that Lending Club and Prosper have
effectively joined the club by partnering with incum-
bents does not give regulators in this industry a pass.

Banks have a vested interest in preserving the
regulatory status quo. Banks benefit from the com-
plexity, instability and fragmentation of regulation
in two ways. First, banks are incumbent providers
of services that others would like to offer, and as in-
cumbents, the complex and unstable regulatory re-
gime serves as a barrier to entry. Second, banks have
a unique ability to export the terms of the loans that
they offer from the states in which are chartered to
the states in which their consumers reside.*

There is no policy justification for giving
banks and other chartered financial institutions a mo-
nopoly on the ability to export contract terms from
one state to another. Although banks are subject to
prudential supervision, there is no discernable con-
nection between onsite government supervision to
protect against the systemic risks that massively lev-
eraged institutions create for the economy as a whole
and banks’ unique ability to exploit the efficiencies
associated with the common market. Exportation
of product terms is not a source or solution to the
systemic risks created by the enormous leverage that
lurks on bank balance sheets. In short, the risks that
uniquely justify much of the supervision of banks do
not also justify their sole ownership on exportation.
After all, the massive risks of leveraged institutions
simply are not present for online lending marketplac-
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es or other alternative lenders. To the extent that ex-
portation of product terms creates regulatory issues,
those regulatory issues fall in the realm of consumer
protection, and in the wake of the passage of Dodd-
Frank, that playing field has been largely leveled with
the creation of the Consumer Financial Protection
Bureau.

The bank monopoly on national contracting
is also a relatively recent creation. Until the mid-
1960s, the prevailing rule in U.S. courts when faced
with disputes about which law to apply to a lending
agreement—the law of the domicile of the lender or
the law of the domicile of the borrower—did not turn
on whether the lender was a bank or an unchartered
financial institution. Courts generally enforced the
law of the lender, rather than the borrower.* When
the prevailing judicial approach to conflict of laws
changed in the 1960s, banks sought new ways to en-
sure that their contracts could be enforced on a na-
tionwide basis, and courts eventually latched on to
the pre-emptive force of federal banking statutes. Al-
though non-banks cannot currently claim a similar
right, they could regain the ability to export terms if
courts simply reverted to the conflict rule that used
to apply to lenders regardless of charter—i.e., that the
law of the state of the lender, not the borrower, gov-
erns the relationship between the two.

VI. CONCLUSION

The broader point goes well beyond giving
non-banks the same ability to contract across state
lines as banks. In the financial services industry to-
day, as in the telecommunications and transportation
industries a generation ago, competition has essen-
tially been lost as a guiding regulatory principle. Reg-
ulatory compliance has become an economic moat
that existing providers are using to fend off disruptive
competition. Rather than looking for ways to force
upstarts to join with those incumbents, regulators in
this industry should look for inspiration in the exam-
ples of the past and find ways to level the regulatory
playing field. Leveling the playing field will ensure
greater consumer access to better financial products.
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ABSTRACT

Some new characteristics of competition in the Inter-
net industry, e.g., competition for attention, innovation
competition, cross-market competition etc., have brought
about new challenges and difficulties for the legal regu-
lation of competition. In virtue of the theoretical inno-
vation and the innovation of law applicability, Chinese
courts gave creative judicial responses in the scopes of
Anti-Unfair Competition Law and antitrust Law, clari-
fied the legal boundaries of competition and effectively
regulated competition in the online environment. Certain
trends and rules implicit in this kind of judicial responses
are worth noting.

The growth of the Internet industry in our coun-
try has become a new engine for the development of do-
mestic economy. The online technology has been updat-
ing rapidly; new products, new services and new business
models have been emerging uninterruptedly, impacting
existing models and established order of the traditional
commercial community, changing the structure of com-

mercial interests in the economy and the society. This pro-
cess is accompanied with the increasingly fierce competi-
tion in the Internet area and the continuous emergence
of new kind of competition that constantly challenge legal
boundaries. At the early stage of Internet development,
the challenge had mostly appeared to be the difficulties
in protecting online copyright. In pace with the matu-
rity and progress of the Internet technology, the scale of
e-commerce enlarges rapidly, new business models relying
on the Internet are emerging uninterruptedly, therefore
the mentioned challenge has expanded to areas such as
trademark protection, competition regulation, etc. in the
Internet. By examining specific cases, Chinese courts have
clarified and delimited competition rules on the internet,
filled the legal gaps, and thus, played an important role
in the regulation of competition on the Internet. First, the
paper describes the characteristics of competition on the
Internet. Second, it explores the special challenges this
kind of competition has brought to the judicature, and
third, the paper will analyze the creative judicial respons-
es to the challenge, and endeavor to reveal the trend and
the regular pattern in such judicial actions.
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I. BASIC FEATURES OF
COMPETITION IN THE
INTERNET AREA

A. Competition for attention

The expansion of information continues constantly
in Internet, whereas everyone’s time and energy are
limited and valuable. Hence, Internet users’ attention
has become a scarce resource. Each Internet service
provider tries to do its best to obtain customers’ at-
tention and to focus it on its product by virtue of its
particular tools, operations and services in purpose
to gain its business benefits through customers’ at-
tention.” There are two ways to turn customers’ atten-
tion into business benefits: 1) to develop value-added
services for interested customers and thus gain profit
and 2) to sell the gathered customers’ attention to a
third party that seeks this kind of resource. Baidu, for
instance, has gathered great amount of Internet users
via its search engine platform and then began to gain
business benefit by selling advertising or by offering
value-added services.

The competition to obtain customers’ atten-
tion in online environment has derived three subsid-
iary features. First, the zero price (or negative price)
competition. Internet service providers have found
in the competition of obtaining customers’ atten-
tion that the most effective way to attract customers’
attention is zero price, or even negative price. Zero
prices for basic services have become a mainstream
business model of Internet service providers. Recent-
ly, for instance, in areas of instant messaging, search,
social networks, security, e-commerce etc. all provid-
ers offer their basic services for zero prices. In some
areas of intensive competition providers prefer even
negative price competition by subsidizing customers
in order to continuously attract and maintain users’
attention. Second feature is the platform competi-
tion. In the online environment the operations and
services offered by the providers are increasingly
platform-related. Services, offered by Internet service
providers, turn to be the platform, connecting two or
more groups of different entrepreneurs who take part
of business via the platform; in this form of business
the benefit of one group of participants by joining
the platform depends of the scale and the develop-
ment of another group of entrepreneurs joining this

platform. Internet service providers who offer the
platform service will “create value by virtue of reduc-
ing the conflict between different participants of the
platform or lowering the transaction cost.” > Internet
service provider will continuously increase the user’s
dependence on their platforms and improve custom-
er stickiness by virtue of offering added particular
function that other platforms cannot propose or sup-
plying the function of better quality than that of oth-
er platforms. Third of these features is the motto “the
customer is the king.” Internet service providers pay
high attention to customers’ needs, constantly up-
date their products or offer new type of services, and
this way attempt to improve the users’ experience, to
enhance the attractiveness of their products and ser-
vices, and finally to keep customers.

B. Innovation competition

Given the new ways to disseminate information and
the speed to do so, Internet, to a large extent, pro-
vides endless resources and spaces to expand inno-
vation. The magic weapons in the competition are
rapid innovation and seize and keep customers as
soon as possible. In the area of Internet the focus of
innovation is shifting from traditional innovation of
technology and production to innovation of business
models, and the leading innovation factor is to shift
from a closed mode of innovation to an open one.
That is, innovation is no longer limited to the com-
panies’ development centers, but opened to the com-
munity, providers and end-users, and innovation is
carried out in accordance with customers’ demands
and ideas. No doubt that in online environments
the customer is the decisive factor for the survival of
the enterprise, creativity is the leading factor for de-
velopment of the enterprise. Competition in online
environments appears to be a dynamic competition,
where operators attempt to build their competitive
advantage by virtue of constant innovation. “The
period for leading enterprises of many industries to
keep their dominant position is getting shorter. En-
terprises resting on their dominant position and re-
vealing their former laurels will soon be replaced by
more innovative competitors.”* Meanwhile products
and services differentiation offered by different pro-
viders is becoming more relevant. Providers compete
for customers by offering different functions and user
experience.



C. Cross-market competition

Another obvious feature of competition in the area of
Internet is cross-market competition. Products and
services, offered by a typical network provider, are
mostly based on software and provided via Internet,
where the market entry threshold is not very high
and the cost of changing the scope of products and
services is relatively low. Thus, the network provid-
er can easily bring its existing customers into a new
area by adding services without customer churn, if
he has already obtained massive customer resource.
Therefore, in the area of Internet, service providers
who offer different products and services are used to
look at each other as competitors and do not stop to
compete for customers’ attention.

D. Huge impact

The scope, magnitude, breadth, and depth of impact
caused by competition behavior may expand unlim-
itedly and spread to the entire Internet environment
in a very short period of time; it is difficult to elim-
inate the result of such impact effectively. An Inter-
net service provider that faces intensive competition
could suffer customer churn for a couple of days, lose
its competitive advantage and even be forced to with-
draw from the market.

II. CHALLENGES BROUGHT
TO COURT BY COMPETITION
IN THE AREA OF INTERNET

The abovementioned characteristics of the competi-
tion in the area of Internet have brought about new
challenges to court, concerning at least three aspects:
changes of judicial functions; industry’s stronger ex-
pectation of reasonably determined legal rules; right
holders” higher requirements for the prompt and ef-
fective judicial relief.

A. Changes of judicial functions

It is often difficult for the law to timely respond to
changes, occurring when technology and business
models are developing dramatically. At the same time
it is also difficult for the administrative law enforce-
ment organs to promptly investigate the competi-
tive behavior in the area of Internet due to lack of
a clear basis for enforcement. The court is thus in-

evitably pushed to the forefront of solving disputes
of network competition. According to an incomplete
statistics report, Chinese courts have heard 126 cases
involving disputes of unfair competition in the in-
ternet industry as of October 2014.> These disputes
demonstrate the following characteristics: disputes
occur frequently and easily shift along with hot new
technology and revolution of business models; nu-
merous disputes occur due to new type of competi-
tive behaviors that are not yet clearly regulated by law
and are to be adjusted by applying the guidelines of
anti-unfair competition law; many disputes are tenta-
tive, i.e. the purpose of the litigation parties is not just
fighting the interests of the pros and cons, but rather
requiring the judiciary clear industry rules and code
of conduct; disputes between Internet service pro-
viders, spreading to disputes between traditional en-
terprises and Internet service providers, appear to be
intense competition for each one’s own interest. Thus,
it becomes a major issue for the courts to provide
proper administered judicial rules for new type of
competitive behaviors, to guide and regulate healthy
competition while resolving disputes. That means
that the justice must assume not only the functions
of legal performer of competition law, but also the
functions of competition policy/rule maker. Along
with implementing national strategy of establishing
an innovative country and accelerating the pace of
innovation-driven development, the role of compe-
tition policy is increasingly prominent. “The closer
the forefront of knowledge, the higher the complex-
ity and uncertainty”® The lower the accuracy and ef-
ficiency of industrial policy and the greater the role
and value of competition policy, the more urgent of
demands to maintain a healthy competitive environ-
ment. The actual situation requires justices to define
the legal boundaries of the legality of acts by virtue of
creative application of the law in every specific case,
“bridging the gap between law and constantly chang-
ing reality”’

To perform this function properly and to cre-
atively apply the law, the justice needs to be not only
proficiency in the spirit of the law and rules, but also
to have a deep understanding of the competition real-
ity in the area of Internet, knowledge of information
technology and a good understanding of the business
development model and innovation requirement. In
the process of dealing with some knotty disputes of
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competition in the area of Internet, the court, apply-
ing guidelines of Article II of the Anti-Unfair Com-
petition Law, has carried out certain exploration of
the standard of legitimacy of competitive behavior. In
Baidu, Inc. vs. Qihoo case of violation of robots proto-
col, the trial court, for instance, has put forward the
rule of procedures of “consultation-notice.”® In Baidu,
Inc. vs. Qihoo case of inserted standard, the trial court
has put forward the principle of “no interference in
case of non-public necessity” ° These explorations
have, to a certain extent, deepened the understand-
ing of the principle of Article II of the Anti-Unfair
Competition Law. These explorations have, of course,
sparked considerable controversy that demonstrates
a fact that a relatively broad social consensus is not
yet established in this area.’® The justice still has to
take a heavy burden and to embark on a long road
for properly shaping the rule of law, responding to
demands of market and uniting social consensus.

B. Difficulty of legal evaluation

The competition for obtaining customers’ attention,
innovative competition and cross-market compe-
tition with the retrofit of competition means in the
area of Internet leave a gray area where competition
bears the characteristics between legality and illegali-
ty that cause serious difficulty of legal evaluation. The
difficulty is reflected in the scopes of anti-unfair com-
petition and antitrust laws.

This difficulty is mainly reflected in two as-
pects of unfair competition. One of them is the prob-
lem of judging the competitive relationship. In civil
cases of unfair competition, the traditional theory
and practice of the anti-unfair competition law sets
the existence of competition between the plaintift and
defendant as the preconditions for relief of the plain-
tiff. In the online environment the real and strong
competition exist also between the operators of dif-
ferent products and services due to the competition of
obtaining customers’ attention, platform competition
and cross-market competition. Many victims of un-
fair competitive behaviors cannot be protected by law,
if the existence of competition (even direct competi-
tion) remains to be the precondition for legal remedy.
It is thus appears to be the theoretic and practical is-
sue the justice should address to re-identify the com-
petitive relationship and to re-define the competitive
relationship in anti-unfair competition law.

Another aspect of the difficulty mentioned
above is to judge the legitimacy of competitive be-
havior. Unfair competitive behaviors in the Inter-
net environment are carried out mostly by means
of the implementation of information technology
and often in the name of technological innovation
with powerful technical features. Operators tend to
defend their competitive behaviors on the excuse of
necessary measures to meet customers demands.
The competitive behavior of one operator usually
does not immediately have an impact on its com-
petitor, but it does through the customer as the in-
termediary, i.e. the customer’s interest is kidnaped
by the Internet service providers who exploit their
customers as a shield to fight their competitors for
their own business benefit. In comparison with tra-
ditional competition, competition in the Internet
environment is more neutral, at least on the surface;
its boundaries of legitimacy are blurred. Technolog-
ical and neutral features of competitive behaviors
make more difficult to define the subjective fault of
the operator and the economic effects on competi-
tion. Under certain conditions, the competitive be-
havior, though injuring the competitor, can enhance
consumer’s welfare or it might impact consumer’s
welfare for a short time, but can enhance consumer
welfare in the long term. The traditional anti-unfair
competition law simply defines the boundary of le-
gality based on the virtue of typical characteristics
of conducts. Such a method could not be used in
an online environment.'"The “technologization” of
competition increases the relevance and interdepen-
dence of competing operators: products and services
offered by one provider, inevitably relate to products
and services offered by other providers, and thus
will impact the business of the latter. The standard
of competition and business achievement is charac-
terized by competing for its own business results and
trying not to disturb others. Such standard increas-
ingly shows its drawbacks in judging the justification
of competition since it has wider scope of attack and
hampers free competition.!> Meanwhile, the inno-
vation in area of Internet is frequent, competition
is complex and evolving. It is thus difficult to form
commonly recognized business ethics timely. It is
increasingly difficult to seek an ethical consensus in
a fragmented, divided society. The moral evaluation
criteria, applied in traditional anti-unfair competi-



tion law, is fallen in straitened circumstances, it is
thus not an easy task for us to extract stable and clear
legal criteria.

Competition in the area of Internet also se-
riously challenges the applicability of antitrust law.
First of all, the difficulty in defining the relevant
market. The zero price competition and the platform
competition and other features of competition in
the area of Internet have brought about greater un-
certainty in defining the relevant market. Theorists
and practitioners are debating whether the free mar-
ket under conditions of zero price competition is the
relevant market in sense of antitrust law and how to
carry out Hypothetical Monopolist Test (“HMT”) in
this circumstance. Influenced by the platform effect
due to the existence of bilateral or multilateral mar-
ket, the market boundaries in the area of Internet are
characterized by the high ambiguity and thus far less
clear than that of traditional market. The widely ap-
plicable method for market definition in traditional
areas cannot therefore be directly applied to define
the relevant market in the area of Internet. Another
issue is the increasing difficulty to define the abuse
of dominant market position. Under the condition of
blurred market boundaries the market share has sig-
nificantly reduced its role of indicators, which used
to measure the enterprise market forces. The proba-
bility of miscarriage of justice will increase in case of
defining the dominant market position based solely
on market shares. It is hence an urgent issue, which
the justice must resolve, to improve the rationality of
definition of the dominant market position and the
abuse of dominant market position.

C. New demands of judicial relief

The competition in area of Internet is a far-reaching
behavior, it increases rapidly, is hardly eliminated so
that the survival of some enterprises will be threat-
ened. The characteristics of Internet competition have
proposed new requirements of the timeliness and ef-
fectiveness judicial protection. If the innovation and
fair competition of an enterprise cannot be promptly
protected, the enterprise might fall into the dilemma
of “won the lawsuit, but lose the market,” even if it
could ultimately succeed in the litigation. From the
point of view of judicial precedents the most serious
problems the Parties complain about are insufficient
compensation, delayed temporary remedial mea-

sures etc. Among more than 120 cases of disputes of
unfair competition in area of Internet, the amount of
highest compensation is RMB 5 million, only 4 per-
cent of the claim of the Party of this case.”” The case
of genuine “Kaixin001” had lasted more than one
year, the corporation, though had won the litigation
and got RMB 400,000 for compensation, had lost its
market share, eroded by its competitors, and had not
been able to reemerge. The function of judicial relief,
suffering great shortage in the timeliness and effec-
tiveness, cannot yet fully meet the demand of compe-
tition in area of Internet.

ITII. CREATIVE RESPONSES
AND ADJUSTMENTS FROM
THE JUDICIARY

A. Innovation and breakthrough of compe-
tition theory

The new characteristics of competition in the online
industry (e.g. competition for attention, cross-mar-
ket competition etc.) have redefined the competitive
relationships and the role of judicial relief in unfair
competition cases. Judicial precedents have to break
through the limitations of existing theories by resort-
ing to theoretical innovation. In Baidu Inc. vs. Unicom
Qingdao, Osun Network and others, for instance, the
appeal court held:

There exists competition between
Unicom Qingdao and Baidu Inc, insofar
as Unicom Qingdao has carried out the
commercial activity of poping-up ads
prior to the result of Baidu search. Thus,

Unicom Qingdao competes with the
paid search activity of Baidu, although
Unicom Qingdao (network provider)
and Baidu Inc. (provider of search ser-
vice) offer entirely different services. *

This definition has broken through the theoretic lim-
itation of direct competition and included indirect
competition. Summing up precedents, the Supreme
Court further points out in its justice policy: “the
competitive relationship should be correctly de-
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fined, i.e. among all competitors that take part in the
market and are impacted by the unfair competition.
Between them, there exists competitive relation-
ships, no matter if it is direct competition or not.”"
According to this justice policy, the competitive re-
lationship between operator A and other operators,
whose business is impacted by the competitive be-
havior of operator A, can be defined as such. In Heyi
Information Technology (Beijing) Co., Ltd vs. Security
Software Company Kingsoft Corp. about “Cheetah
browser shielded video advertising” the appeal court
had proposed two conditions to define a relationship
of competition: whether the behavior of the operator
can harm the interest of other operators; whether the
operator can gain actual or potential benefit by vir-
tue of this behavior. Meanwhile the trial court held
that the criterion to define a competitive relationship
does not rely on whether competitors are of the same
industry.'® It can clearly be seen that the position of
the trial court is actually the specific application of
the Supreme Court’ justice policy. To a larger extend,
competitive relationship means that the importance
of a competitive relationship is declining to find un-
fair competition. Moreover, trial courts do not even
carry out particular investigations of the competi-
tive relationship between the parties in many cases,
which means that the competitive relationship can
no longer be an obstacle to define unfair competition.
Thanks to the theoretical innovation the justice has
broken away with the legal predicament based on the
narrow understanding of competitive relationship,
and thus has met the characteristics of competition
in the online industry.

B. Adjustments of judging the fairness of
competitive behavior

Given the new features of competition on Internet
such as technicality, neutralization, and complexity
of the effect of interests, courts have proposed new
alternatives to judge the fairness of competitive be-
havior and new methodological adjustments.

First, the criteria of business ethics tend to
be objective. In the traditional commercial sectors,
business operators have formed commonly accepted
business ethics. These ethics become dominant in de-
termining the fairness of competition behaviors. “All
competitive behaviors, violating conventional honest
practices in commercial activities, constitute unfair

competition.”’” The justice policy of the Supreme
Court points out:

Any action, even if it is not forbidden by
a particular provision of the anti-unfair
competition law, can be regulated in ac-
cordance of the provisions of the appli-
cable principles, if such action can be de-

fined as unfair by harming the legitimate
rights and interests of other operators
and violating the principle of good faith
and commonly accepted business ethics,
and the fair competition order cannot be
maintained without ceasing such action. '*

Meanwhile, to prevent generalization and
subjectivity of moral judgment, the judicial practice
defines the business ethics as “standards of behavior,
generally recognized and accepted in specific busi-
ness areas, its objectivity is embodied in its common
acceptance and commonality” ' The criterion of
business ethics continues to play an important role in
the definition of fairness in the new type of competi-
tion in Internet. Nevertheless, the commonly accept-
ed business ethics of Internet business is still at the
stage of formation and development due to the in-
novation and rapidly developing competition in this
area. The court has to seek a more objective form of
business ethics when applying the business ethics as
the standard of the competition fairness evaluation.
In the cases of “QQ Guards” and “Robots Protocol,”
the courts had considered the industry standards and
self-regulation in Internet as an important origin of
the criteria for discovery and definition of standards
of conventional industry behaviors and commonly
accepted business ethics.?® The standard of behavior
is the means of administration, whereas self-regula-
tion is the means of self-management of operators
in the industry, both means do not exactly accord to
commonly accepted business ethics. Therefore, the
courts emphasizes that it is necessary “to rely on the
judgment of their legality, impartiality and objectiv-
ity, (the mentioned) relevant means can be taken as
references for defining standards of conventional in-
dustry behaviors and commonly accepted business
ethics in Internet.” *!



Second, evaluating the effect of competitive
behavior has become more important in the judg-
ment of its fairness. The objectivity of business eth-
ics in Internet is getting more difficult because of
the technicality and neutralization of competitive
behavior. Therefore, courts began to pay attention
to the evaluation of the effect of the competitive be-
havior and seek to justify the fairness of the behavior
by assessing the impact of the behavior on the legal
interest protected by competition law. In the case of
“Cheetah browser shielded video advertising,” the
civil court had investigated and analyzed the harm
that Heyi Information Technology (Beijing) Co., Ltd
has suffered due to the behavior of “Cheetah browser
shielded video advertising” based on the behavior’s
perspective effects, and assessed the long-term im-
pact on the interest of customers and public interest.
Then came to the conclusion that the behavior of
“Cheetah browser shielded video advertising” consti-
tuted unfair competitive behavior.2

More cases demonstrate a new mode of
evaluating the fairness of behavior: the judgment is
carried out on the basis of comprehensive evalua-
tion of the impact of competitive behavior on the
interest of competitors, the interest of customers
and the public interest of society. The analysis of
the harm that the operator suffers as the result of
competitive behavior is set to be the logical starting
point. For the operator’ interest is the object, direct-
ly protected by the anti-unfair competition law. All
concerned cases have considered the impact on op-
erators through competitive behavior. The customer
is the object of competitive behavior that bears the
result of competition and accepts the market prod-
ucts; it is therefore the final aim of justice to enhance
consumers welfare. It should be an integral part of
the judgment of fairness of competitive behavior to
consider the impact of competitive behavior on the
customers’ interest with respect of enhancement of
consumers welfare and their fundamental benefit.
The customers’ interest is itself multilevel and rela-
tive due to differentiation of consumer groups and
their divergent interests. Trial courts have been pay-
ing attention to this issue and assessing the different
interests of consumers with different weights. Trial
courts have been following more closely the influ-
ence of competitive behavior on the right of cus-
tomers to know and to choose; to harm this type of

customers’ interest will more likely be confirmed to
constitute unfair competition. Present judicial prec-
edents demonstrate that the positive customer expe-
rience and other kind of customers’ interest that can
be resolved via the market do not have a significant
impact on evaluating the fairness of competitive be-
havior. On this basis, many judicial precedents have
investigated the impact of competitive behavior on
the public interest of society and analyzed wheth-
er this kind of behavior could harm the healthy
mechanism of market competition. The method of
comprehensive evaluation of negative and positive
results is very close to the principle of rationality for
antitrust analysis; it indicates the integration and
interoperability of the anti-unfair competition law
and the antitrust law.

Third, the trend of multi-angle evaluation.
Because there is no conflict between criteria of mor-
al evaluation and criteria of evaluation of competi-
tion result, the nationality and persuasiveness of the
evaluation result will improve if the fairness of com-
petitive behaviors is inspected under various angles,
e.g. moral evaluation, efficiency competition, prin-
ciple of proportionality, assessment of competitive
effects etc. The typical cases of application of this
method are “QQ guards” and “Cheetah browser
shielded video advertising.”

C. Innovation in application of antitrust law

The competition in the Internet industry obviously
differs from the competition in traditional areas. The
logic of analysis and method, widely applicable for
monopoly behaviors in traditional areas, cannot be
applied directly in the Internet industry. The justice
has carried out targeted adjustments and innovation
in accordance with the competitive features on the
Internet.

First, innovation in the analysis of abuse
of dominant market position cases in the Internet
industry. In the traditional antitrust law there are
three patterns of analysis of abuse the dominant
market position: patter 1 “relevant market-market
power- competitive effects (R-M-C)”, for which the
definition of relevant market is the insurmountable
starting point of analysis of the monopoly. Pattern
2 “market power - competitive effects (M-C)”, for
which the starting pint of analysis is the definition
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of market power that can be tested and verified by
virtue of direct or indirect evidence. Under this pat-
tern of analysis the definition of relevant market can
be circumvented. Pattern 3 “behavior - competitive
effects (C-C)”.

For traditional antitrust judicial cases, pat-
tern 1 is currently the leading pattern of analysis
in European and American courts, whereas pat-
tern 2 is rarely applied in practice, and pattern 3
has not yet been applied. In Internet, the boundar-
ies of relevant market are obscured even more due
to the competition for customers’ attention, the
platform competition and cross-market competi-
tion. Thus, the justice should keep the necessary
caution when applying R-M-C patter and apply the
two latter patterns as the preferred tool of analysis.
Chinese courts have carried out valuable attempt
in this relation. In Qihoo 360 Technology Co Ltd
vs. Tencent computer system Co. Ltd. of abuse the
dominant market position, the trial court, in an
in-depth investigation of the relevant market con-
cerned and analyzing the market power of Tencent
in this market, had come to the conclusion that
Tencent company does not possess the dominant
market position. Yet the trial court did not cease
the investigation and analysis at this point, but had
further evaluated the actual or potential effect of
the respondent monopolistic behavior on the mar-
ket competition and had carried out the final judg-
ment on this basis.”® For this method of analysis of
the relevant market, the market power and the ef-
fect of competitive behavior are considered related
and referenced factors, but not separate stages of
analysis; the rationality of the definition is thus im-
proved due to a cross-verification of all mentioned
factors. For this method of analysis, these three
patterns can be flexibly chosen in accordance with
a particular case. The C-C pattern could be chosen
when it seems to be difficult to define the relevant
market and the market dominant position, thus the
relevant market could lie beyond a clear definition.
The caution should be kept in finding the indicator
effect of market share on the basis of features of
online competition even when the relevant market
and market share are defined by using the former
two patterns. In this case factors such as market
entry, market behavior and economic results be-
come the focus of attention.

The competition in circumstance of In-
ternet is highly dynamic, the boundaries
of relevant market are thus far less clear
than that in traditional areas, the indi-
cator effect of market share in this case
should not be overvalued, more attention

should be paid to those factors such as
market entry, market behaviors of oper-
ators and their influence on the competi-
tion etc. which can help to determine the
facts and evidence of dominant market
position.*

Meanwhile trial courts have applied more
flexible methods to analyze various factors with re-
spect to the particularities of the competition in In-
ternet: when defining relevant market of goods and
services of relative platform features, possessing cer-
tain but not very close substitution, such products
and services could be involved in consideration of
the influence on the behavior of hypothetical mo-
nopolist, no matter whether they can be included in
the scope of relevant market or not. When determin-
ing the dominant market position, the analysis of the
result of competition should not be abandoned even
after certain preliminary conclusions, the consider-
ation of the result of competition and the verifica-
tion of the accurateness of judgment of the dominant
market position should be carried out further.

Second, adjustment of Hypothetical Monop-
oly test (“HMT?). In Qihoo 360 Technology Co Ltd vs.
Tencent computer system Co. Ltd., the trial court had
explored the applicability of HMT in the online in-
dustry and the method of its specific application. The
trial court held that, as a method to analyze relevant
market, HMT has universal applicability, yet the par-
ticular analysis by means of HMT should be carried
out in dependence of the area of market competition,
concerned in the specific case, and the relevant data
that can be obtained. Competitors in the area of In-
ternet pay more attention to quality, services, inno-
vation etc., but not price. Customers have very high
price sensitivity, so to them, it would seem a great
change of the features of products and the business
model, if free products or services would have turned
to paid ones. The HMT in terms of price increment is



thus not fully applicable in area of Internet, yet the al-
ternative forms of this method, e.g. HMT on the basis
of quality degradation, could still be applied.

Third, innovation in the method of analyz-
ing relevant market and market power, related to
multi-sided platform cost-free for users. Economists
usually apply the method of conversion analysis for
defining relevant market of platform products or ser-
vices for charge-free users by regarding the charge-free
basic services as the investment for platform products
with the purpose of converting the market of platform
product to common and paid single market.® This
method, though simple and convenient, might not only
exaggerate the influence of platform competition, but
also to certain extent neglect the connection and inter-
action of both ends of the platform; it is hence neither
scientific nor accurate. In Qihoo 360 Technology Co Ltd
vs. Tencent computer system Co. Ltd. the trial court did
not apply this method of analysis, but, had investigated
whether the features of platform competition can affect
the definition of relevant market based on “whether
the competition between online platforms, competing
for customers’ attention and advertisers, totally steps
over the boundary determined by the features of prod-
ucts or services and thus imposes sufficiently strong
competitive constraint on operators,. The trial court
had chosen the free instant messaging service as the
criterion to define the relevant market because of the
absence of exact empirical data that could prove that
platform competition has imposed sufficiently strong
competitive constraint on operators, as well as in case
that the competitive behaviors involved in litigation
occur mostly at the free users’ end. At the same time,
the trial court did hot neglect the influence of platform
competition by taking it in proper consideration when
defining market position and market power. We see
that the trial court has flexibly applied the new meth-
od of analysis for specific case when economics is not
yet able to supply any more persuasive pattern of anal-
ysis for relevant judicial cases. The revelation is: for
platform-related products or services there is no fixed
pattern of analysis, the relevant market and dominant
market position should be determined depending on
each specific case. What the court has to do is to take
into consideration features of platform and the interac-
tion of both ends of the platform, and then accurately
identify the actual or potential competitive constraint
the operators can face.

Fourth, advocate for an objective and ef-
fect-oriented method of analysis. The antitrust action
follows closely whether the respondent monopolistic
behavior will distort and destruct the healthy, orderly
and energetic competition mechanism. Such action
“has involved in itself neither moral content nor eth-
ic law, appropriately designed for business.”* In the
antitrust case the important thing is industry reality
and economic rationality, the moral thinking must
thus be avoided. One should search the original sin of
monopoly merely in competition result and econom-
ic reality. In Qihoo 360 Technology Co Ltd vs. Tencent
computer system Co. Ltd. the trial court did not car-
ry out any moral evaluation of “either-or” and other
behaviors of Tencent, but had focused on the effect
of the respondent monopoly behaviors. After a com-
prehensive evaluation of the actual and potential pas-
sive and positive results that these behaviors caused,
the court came to the conclusion that such behaviors
were legal. In this process, the trial court had followed
the method of investigation that especially focuses on
a specific industry and in a specific behavior. In other
words, to investigate a specific behavior of a specific
industry with respect to the characteristics of the re-
spondent monopoly behaviors and its impact on the
competition, to consider in detail platform effect and
network effect on each specific case, and thus to more
accurately determine the impact of behavior on the
competition.

Fifth, the creative combination of legal judg-
ment and economic analysis. The analysis and judg-
ment of legality of the monopolistic behavior usually
relies on the economic analysis, yet the ultimate de-
cision will be carried out by the judge. The economic
analysis only makes available different tools for the
proper legal judgment; the judge cannot thus transfer
the right to rule to economists. Therefore the judge
should creatively combine the legal judgment and the
economic analysis in the antitrust case by properly
applying the conclusion of economic analysis for im-
proving the accuracy of legal judgment of monopoly
behavior. In Qihoo 360 Technology Co Ltd vs. Tencent
computer system Co. Ltd. the trial court, analyzed
whether the acquisition costs of mobile terminal
equipment constituted an obstacle for including the
mobile instant message service in the relevant mar-
ket. In doing so, it considered that for the customer
who possesses both mobile terminal device and a PC,
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the acquisition costs of mobile terminal equipment
had already become sunk costs. This fact cannot be
changed due to any current or future decision of the
provider, the acquisition costs cannot any way influ-
ence on the customer’s choice between mobile termi-
nal device and PC as the preferred equipment for in-
stant message. Thus, the court came to the conclusion
that acquisition costs of mobile terminal equipments
will not constitute any obstacle for including the mo-
bile instant message service in the relevant market in
this case. This is a typical example of applying eco-
nomic commonsense in a specific case.

According to economists, the trial court has
carried out even more professional price-related
analysis determining whether social network Weibo
and instant message can be included in the same rel-
evant market.” This is an example of combination of
economic analysis and legal judgment. For a correct
and reasonable application of economic analysis, the
methodological errors should be prevented and the
limitation of data and constraint of conditions should
be properly considered. A judge should break away
from arrogance and prejudice when applying the
method of economic analysis and adopting a con-
clusion. It is important for justice that the judge, be-
sides the necessary economic knowledge, maintains
the principle of “effect first” In other word, the judge
should follow closely the actual or potential effect
of respondent monopoly behaviors on competition,
and in doing so, adequately apply the economic anal-
ysis and stay away from possible methodological er-
rors, limitation of data and constraint of conditions.
The more realistic, more rational and more accurate
conclusion of the legal identification of monopolistic
behavior can finally be drawn as long as the essence
of the monopolistic behavior that causes actual or
potential negative effect on the competition will be
grasped. The result of the economic analysis based on
direct evidence will be verified pursuing to the “effect
first” principle. This could explain the judicial action
in Qihoo 360 Technology Co Ltd vs. Tencent comput-
er system Co. Ltd., where the trial court, applying an
economic analysis, investigated whether the monop-
oly’s actions will exclude or restrict competition on
the basis of almost all testimonies related to the effect
of its behaviors.

I'V. CONCLUSION

From the point of view of interpretation and applica-
tion of substantive law, the analysis abovementioned
demonstrates that the justice has creatively respond-
ed to the competitive behaviors in an online envi-
ronment. It also clarified legitimacy boundaries of
competitive behaviors, and thus effectively regulated
competition on Internet. Some responding measures
and innovation of applicable judicial methods has
had a profound influence on international justice.
Yet, needless to say that there are a lot of shortcom-
ings of the responding measures and methods men-
tioned, e.g., there are many misunderstandings, even
mistakes in dealing with the correlation between
anti-unfair competition law and antitrust law with
respect of applying the substantive law. There exist
more or less specious and vague criteria for judging
the legitimacy of competition; the economic analysis
of monopolistic behavior and the assessment of the
competitive effects are not yet well skilled; the lack of
timely and effective judicial relief seriously impacts
and limits the fully implementation of judicial effi-
ciency. A further improvement is to be planned in the
future judicial practice.
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The 3Q case and the
abuse of dominance
analysis under China’s
Anti-Monopoly Law

By YONG Huang & XIN Zhang'

On March 20, 2013, the Higher People’s Court of
Guangdong Province gave its judgment on the case
of abuse of market dominance of Beijing Qihoo Tech-
nology Co., Ltd. (“Qihoo”) vs. Tencent Technology
(Shenzhen) Co., Ltd. and Shenzhen Tencent Computer
System Co., Ltd. (collectively referred to as “Tencent”)
and dismissed all the plaintift’s claims. On October
8, 2014, the Supreme People’s Court made a second
trial on the case and held that in the first instance
judgment the facts ascertained were basically true,
the application of law was correct and the trial result
was appropriate, thereby it judged to reject the appeal
and maintained the original verdict.

Anti-Monopoly Law of the People’s Republic
of China took effect and began to be implemented on
August 1, 2008. Qihoo vs. Tencent monopoly dispute
is the first case of abuse of market dominance in an-
titrust civil litigation, also the most notable case in
the field. This case was ruled by the highest courts so
far in the antitrust civil disputes, the court of first in-
stance was the Higher People’s Court of Guangdong
Province and the judgment on appeal was made by
the Supreme People’s Court with the vice president of
the Supreme People’s Court as presiding judge. The
analytical method and logic applied by the first in-
stance court and the appeal court in the proceedings
as well as the application of the Anti-Monopoly Law

and determination of specific legal points embodied
in the judgment will have important guidance, signif-
icance and profound influence. Meanwhile, this case
was heard and judged publicly to the highest degree
so far with part of the contents of the trial broadcast-
ed on live by television and other online media. The
publicity embodied by the two courts during the pro-
ceedings is unprecedented, which in turn helps, on
the one hand, to further develop the Chinese concept
and culture of competition and, on the other hand,
provides guidance for potential plaintiffs and defen-
dants in civil litigation in the future.

Both the plaintiff and the defendant of this
case are two of the most influential Internet indus-
try companies in China. The antitrust dispute be-
tween them caused wide and hot debate at home
and abroad inside and outside the industry. Two trial
courts faced enormous challenges on aspects such
as marked definition, competition analysis and legal
defense due to Internet industry’s characteristics of
short development history, strong competitive dy-
namics and involvement of complex and novel issues
such as innovation and high tech. This case involved
multiple market segments and multiple behaviors.
Both parties argued for their own opinion and hired
economists to support their claims that increased the
complexity of the case. The legislation of China’s An-



ti-Monopoly Law has been in forced for 13 years and
its main provisions are formed on the base of relevant
mature legislations and enforcement policies from
the United States and Europe as well as a compara-
tive study of Chinese legal system. The Anti-Monop-
oly Law covers the main areas of competition law in
the structure with provisions expressed in principle,
while in civil litigation practice there are no prece-
dents for further reference. This requires, on the one
hand, that the court as law enforcement party, and
the litigants and lawyers as the counterparts in an-
titrust civil litigation, apply the Anti-Monopoly Law
strictly, and on the other hand, to take full advantage
of competitive harm theory to achieve the purposes
and objectives of the Anti-Monopoly Law and civil
litigation. Accurately grasping legal points and pro-
posing relevant ideas are crucial.

Qihoo, the plaintiff of the case, claimed that
Tencent, the defendant of the case, abused its dom-
inant market position which involved 3 legal points
of the Anti-Monopoly Law: firstly, whether the de-
fendant has dominant market position in the relevant
market; secondly, whether the defendant conducted
abuse behavior; thirdly, whether the defendant has
any contestable situation. The plaintift respectively
proposed its claims with regard to the aforementioned
issues and provided the corresponding evidence; and
the defendant’s litigation strategy mainly was to re-
fute the plaintift’s claims point to point and to raise
a plea at the same time. During the trial of the first
instance and the second instance, the courts analyzed
and sorted out the claims and defenses raised by the
parties as well as both parties’ evidence to identify the
contents with significance under the Anti-Monopoly
Law. Just on the text of the verdict, the first instance
verdict was over forty-four thousand words, and the
second instance verdict up to over seventy-four thou-
sand words with the reasoning and argument section
more than thirty thousand words. These huge data
not only suggests the courts’ ability and attitude to
undertake professional analysis on antitrust cases but
also fully explains the complexity of the case.

As noted above, the period of Chinas An-
ti-Monopoly legislation and enforcement is short and
the relevant system has not really formed. For the
court, this dispute occurred in the Internet and high-
tech field involving worldwide difficulty of innova-
tion, and the determination of market dominance

and the identification of abuse behavior that must be
resolved in abuse cases involve complex market and
economic analysis with strong specialty and consid-
erable difficulty. During the trial course of the case,
the judge read the analysis report submitted by bilat-
eral expert witnesses including foreign economists,
heard expert testimony and the testimony and debate
on the economics research results of the parties, and
analyzed and commented on such testimony and de-
bate in the verdict and made professional judgment
on substantive issues.

First of all, in the determination of Tencent’s
market dominance, the Supreme People’s Court re-
turned to the essence of market dominance, integrat-
ing relevant factors and investigating whether Ten-
cent, under the existing conditions of competition,
has the ability to increase service price, reduce the
quality of service, hinder market entry and delay in-
novation. To do so, the Supreme People’s Court re-
ferred to the international influential competition law
precedent and competition harm theory, in addition
to the evidence and claim on Tencent’s market share
submitted by both parties. This involved the trade-off
between competition effectiveness and efficiency, re-
flecting the Court’s trial thought of not being bound
by theory but putting more emphasis on the actual
state of the market.

All along, the competition law theorists have
hold questioning attitude to the views of market
share as the only standard for enterprises’ market
dominance. Sullivan and Grimes points out in the
discussion of market control and market share:

Enterprises with large market share
might have a small amount of market
control, while enterprises with small
market share might have greater market

control. For example, if the market with
low barriers to entry and the company’s
products are often replaced by other
market products, the market control of
a company even with 90 percent market
share is quite limited.?

Supreme People’s Court’s consideration on
market share and other factors in the trial coincide
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with the theoretical developments. Such consider-
ations have an important significance and value in
changing, rapidly growing Internet industry mo-
nopoly disputes. This is because in such industry the
determination of an enterprise’s market dominance
only based on its market share often goes awry. Dy-
namic characteristics of the competition in the mar-
ket involved, the variability of competitive factors
and the variability rate not only make market share
figures show dynamic characteristics, but also may
fail to reflect the market forces and the market posi-
tions of enterprises. Aware of this, the Supreme Peo-
ple’s Court strengthened the intensity and depth of
the analysis on other relevant factors. For example,
on the analysis of market entry, referring to the dis-
cussion on Microsoft/Skype’ case by European Com-
mission, the Supreme People’s Court finally reached
its conclusion after deep and empirical analysis on
issues such as “customer stickiness” and network ef-
tects based on case facts and lots of research data.

Secondly, the verdicts of the two courts took
tully into account the characteristics of the Internet
industry. As described above, compared to other in-
dustries especially traditional industries, the Internet
industry has distinctive features such as more in-
novation, a highly dynamic environment and con-
tinuous evolution, which will inevitably lead to its
competitive factors changing rapidly. In traditional
industries, price is an indicator reflecting competitive
dynamics and dynamic level and also the key point
for law enforcement agencies to consider and ana-
lyze. In the Internet industry, however, operators’ on-
line products are often for free, and even with con-
sumer subsidies (such as “Didi taxi” and “Kuaidadi
taxi” software operators in the initial market launch
of their software had spent a lot of costs of subsidize
the users in order to seize market share). As a result,
prices lost its function as market force indicators in
cases involving the Internet industry. In addition,
competition in the Internet industry also shows sig-
nificant cross-border competition feature. Although
operators’ core business may be different or even be-
longs to different fields, due to online provision of
their products and/or services operators may have
competitive relationship. In this case, for example,
one of the parties provides instant communication
products and services, the other provides solutions
in computer security field. According to the charac-

teristics of Internet industry, the courts chose to in-
corporate an industry professional analysis, combine
industrial analysis with economics analysis, consider
the platform competition theory in the Internet in-
dustry and fully explain and demonstrate such theo-
ry in the verdict so that the final outcome of the trial
truly reflected the actual state of competition on the
Internet.

Thirdly, in the trial of this case, in addition
to the application of the provisions and analytical
thought of abuse of market dominance under the
Anti-Monopoly Law, the courts dealt with the partic-
ularity of the case that provided a viable solution for
future antitrust judicial practice. For instance, during
the trial of the second instance, with regard to both
parties’ claims on the content of the first instance
verdict, the Supreme People’s Court pointed out that
the boundary of the relevant market in this case may
blur and the definition of the relevant market was
the tool not purpose for assessing operator’s market
power and competition effect of the alleged monopo-
listic behavior. Thus, the Supreme People’s Court did
not obsess with the boundary issue of the relevant
market, it fully evaluated enterprise’s market power
and the anti-competition effect of the accused behav-
ior based on the detailed analysis of the actual and
potential substitutable products with the definition
of relevant market as evidence, and finally reached
the conclusion that fitted with the actual state of the
market. Such practice coincided with the direction
where international antitrust enforcement thoughts
and development are progressing. For example, the
new version of the Horizontal Merger Guidelines
responds to the new requirements for competitive
analysis due to the new changes in the market today.*
It clearly points out that the relevant market does not
need to have a clear boundary, reduces the empha-
sis on the relevant market and market concentration,
and strengthens the analysis of harm to competition.

It should be noted that the courts’ process of
definition of the relevant market in this case has dis-
tinct specific case characteristics that should neither
be construed as a principle or rule, nor be applied
rigidly in future cases. Furthermore, it should not be
misread that the definition of the relevant market is
becoming dispensable. The trial thought of combin-
ing law principle and rules with the industry involved
and the individual case is in favor of the conclusion



of judgment truly reflecting the actual state of com-
petition in the industry. However, if the methodology
is rigidly construed and applied to a specific case, we
will deviate from the nature and objectives of An-
ti-Monopoly Law enforcement. Take the definition of
the relevant market for instance, in most traditional
industries, the relevant market and market share are
still important indicators reflecting enterprise’s mar-
ket power and the competition effect of its behavior.
In an antitrust lawsuit, even if the parties have direct
evidence to prove the effect on competition of the
alleged conduct, the analysis of the definition of the
relevant market and market share are still indispens-
able.

The actual state of competition in the Internet
industry has great confusion. The competitive struc-
ture is usually embodied as oligarchs split state; and
in practice, “rapidly evolving technology can some-
times render market power transient in high-tech
markets,” the intensity of competition in the indus-
try and the cruelty of competition means may also be
unmatched by traditional industries. Internationally,
the actual complex state of competition in this indus-
try derived from theory of competition specifically
applicable for the industry. Even the application and
development of this competition theory often be-
comes the object of questioning and controversy. The
meaning of the judgment of the Supreme People’s
Court is that it specifies that like other economic ev-
idence, the determination of the relevant market and
market share is just one of the factors for determining
market dominance which complies with the require-
ment of the Anti-Monopoly Law. Meanwhile, for the
Internet industry, highly dynamic due to technolog-
ical innovation, its boundary of the relevant market
is inevitably blurry, the comprehensive consideration
of all factors affecting competition is very important.

The Anti-Monopoly Law and its enforce-
ment in China are still new things especially in the
early stage of Anti-Monopoly Law enforcement and
relevant judicial practice has great room for devel-
opment. Qihoo vs. Tencent as well as Ruibang Yong-
he vs. Johnson ¢ Johnson % as the first cases of mo-
nopolistic agreement % laid a solid foundation for
the development of judicial practice. The reasoning
of the court, combining theory and practice, verified
by experience and empirical judgment % as well as
the court’s attitude of flexibility on issues of specific

case characteristics and verification and supporting
its conclusion through various channels % reflect the
combination of Anti-Monopoly Law and reasoning
to prevent the judicial practice from deviating from
the basic objectives of the law and becoming a tool of
rigid application. In addition, China’s Anti-Monopo-
ly Law is applied by both its enforcement and court
of justice. Justice has great significant implications
for Anti-Monopoly Law enforcement. According to
the State Council’s authorization, three administra-
tive authorities are responsible for Anti-Monopoly
Law enforcement, and in the more than six years of
the implementation of the Anti-Monopoly Law they
have dealt with a large number of cases with some
influential case included. The clarifying of some prin-
ciples and rules in judicial practice could become an
important reference for Anti-Monopoly Law enforce-
ment. The trial thought and attitude will enhance the
transparency of Anti-Monopoly Law enforcement
and will promote a better interaction between An-
ti-Monopoly Law enforcement and court of justice.
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Relevant Market
Definition and
Market Dominance

Identification in 3QQ War

By HUANG Wei' & HAN
Guizhen?

I. INTRODUCTION

The appellate dispute between Qihoo 360 Technology
Co. Ltd. (“Qihoo”) and Tencent Holdings Limited (“Ten-
cent”) regarding Tencents allegedly abuse of market
dominance was the first antitrust case ever tried by the
China Supreme People’s Court (“CSPC”) and was also
the longest-ever hearing held by CSPC so far, lasting for
over 28 hours. CSPC issued a 113-page, 74,000-char-
acter, “textbook-like” ruling (“3Q War final ruling”).
In this judgment, CSPC made a pithy exposition on
relevant market definition, market dominance identi-
fication, and the relationship between these two. As the
attorneys representing Tencent in the appeal and in the
hearing, we would like to, incorporating both domestic
and overseas relevant findings, provide an elaboration
and necessary summarization on the following issues
referred to in this ruling: the allocation of evidence ad-
ducing burden in relevant market definition, the role of
“Hypothetical Monopolist Test” (“HMT”) in relevant
market definition, the “Most and Important Rule” nec-
essarily applied in Substitution Analysis, and the accu-
rate view on the role of market share in finding market
dominance from a dynamic competition perspective.

II. RELEVANT MARKET DEFI-
NITION ISSUES

A. Finding Abuse of Market Dominance
Solely Based on Direct Evidence without a
Clear Delineation of Relevant Market Only
Applies in Exceptional Situations, Which
Shall Not Be Regarded as Universal

In accordance with Article 2 of the “Guidelines on
Relevant Market Definition” (“Guidelines”) issued by
the Anti-Monopoly Committee of State Council, rel-
evant market definition is generally the starting point
to analyze competition activities, and is an important
step in antitrust enforcement. In abuse of dominance
cases, relevant market definition is generally consid-
ered as the beginning and the prerequisite of finding
whether a business operator holds a dominant posi-
tion in the relevant market and whether its conducts
constitute abuse of market dominance. In “3Q War
final ruling,” CSPC raised a pivotal point on defining
relevant market as:



In the trials of abuse of market domi-
nance cases, defining relevant market is
the tool to evaluate the business opera-
tor’s market power and the impact casted
by the alleged monopolistic conducts to
competition, however, defining relevant
market itself is not the goal. Even without
a clear delineation of relevant market, a
business operator’s market position and
competitive effects of the accused con-
ducts could be evaluated through direct
evidences showing the precluding or hin-
dering effects rendered to competition.
Hence, not every abuse of market domi-
nance case needs an explicitly and clearly
defined relevant market.’

CSPC’s aforementioned holding in such a
significant case, “the first Internet anti-monopo-
ly case in China,” raised heated discussion on ne-
cessity of relevant market definition in all sectors
of society. As such, an accurate comprehension
of relevant market definition in cases of market
dominance will directly affect the fundamental
litigation strategies and trial logic in future cases.
As scholar Mr. Liu Xu pointed out in his article
posted after the first trial:

In face of the disputes on relevant mar-
ket definition, relevant experiences from
German and the European Union could
be taken as reference, i.e. in the relevant
market where instant messaging software

QQ belongs to, Tencent’s market dom-
inance can be assessed and concluded

through the structural characteristics of
the business operator and the suspected
conducts exercised irrespective of com-
petitive constraints.*

Furthermore, the “Unilateral Effects Theo-
ry” emerged in 1980s in the United States also raised
certain doubts on the function of market definition.
“Unilateral Effect Theory” believes that a merger

between firms selling differentiated products may
enable the merged firm to profitably raise the price
above competitive level without losing clients. Thus,
as long as the merged entity has diminished market
competition through its unilateral conducts, it could
be concluded against the merger without defining the
market.’

Back to “3Q War final ruling” itself, CSPC
discussed relevant market definition issues under the
first specific issue on “whether the first trial court’s
omission to define a definite market constitutes fail-
ure in finding basic facts” in the first focus of dispute
“how to define the relevant market in this case” The
CSPC’s basic perspective of analysis rests on whether
the people’s court is obligated to explicitly and pre-
cisely define the relevant market during the trial in
abuse of market dominance cases. Hence, CSPC’s
conclusion that “not all cases of abuse of market dom-
inance require an explicitly and precisely defined rel-
evant market,” is addressing the people’s court ruling
on abuse of dominance cases, not the plaintift” obli-
gations.

CSPC’s above holding aims to clarify the re-
sponsibilities and role of people’s court in ruling on
abuse of dominance cases, and thus held that first
trial court’s omission to define a clear boundary of
relevant product market did not amount to failure to
achieve a clear basic facts finding. In the meantime,
CSPC followed the traditional analytical approach of
ruling on abuse of market dominance cases. That is,
firstly it defined the relevant market in this case as
the instant messaging service market in Mainland
China; secondly based on this definition, CSPC an-
alyzed whether Tencent held a dominant position
in this market and whether its conducts constitut-
ed abuse of market dominance. As seen from the
above, even if CSPC clearly pointed out the obscure
nature of relevant market boundary in this case, it
still strived to define the relevant market in this case.
As such, CSPC is particularly prudent “to assess the
accused business operator’s market position and the
potential market effects of the alleged monopolistic
conducts based on direct evidence, demonstrating
the effect of precluding or hindering competition.”
Except for extremely special situations, market dom-
inance shall not be directly found without defining
relevant market.
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B. Plaintiff Shall Bear the Burden of Proof
to Define Relevant Market

CSPC has clearly pointed out in its “3Q War final rul-
ing” that, “in abuse of market dominance cases, the
party claiming others of abusing market dominance
shall bear the burden of proof for defining the rele-
vant market”® Pursuant to Article 8 of Provisions of
the Supreme People’s Court on Several Issues Con-
cerning the Application of Law in the Trial of Civil
cases Arising from Monopolistic Conducts:

Where the monopolistic act sued falls
under any of the acts of abusing market
dominant position as prescribed under
Paragraph 1 of Article 17 of the Anti-Mo-

nopoly Law (“AML”), the plaintiff shall
bear the burden of proof to show that the
defendant is dominant in the relevant
market and has abused its market dom-
inant position.

Thus, in abuse of market dominance cases,
plaintiff assumes the burden to adduce evidence to
define relevant market. Where plaintiff is intended to
accuse others of abusing market dominance, it shall
delineate the relevant market boundaries clearly.
If plaintiff failed to perform an explicit and precise
market definition, it may assume unfavorable results
due to failure of adducing supporting evidence. As
commonly known, relevant market definition is not
an easy task, demanding massive evidence, funda-
mental data, industry reports and economic analysis,
sometimes even large scale investigations. Doubtless-
ly, this process is extremely time and effort demand-
ing. Should the burden of proof for relevant market
be assigned to people’s court, it is not only ground-
less in law, but it is also inefficient and unreasonable.
Imagine, if a plaintift is allowed to launch an abuse of
market dominance lawsuit with an arbitrarily defined
relevant market or even a probable or vague relevant
market definition, and shifts the burden of prudently
defining relevant market to the people’s court, it will
undoubtedly waste judicial resources, and may also
lead to random or wanton attacks launched by en-
tities against their competitors wielding such abuse
of market dominance lawsuits. As such, the healthy
market competition will be harmed deeply.

Though U.S. academics has been gradually
questioning the functions of relevant market defini-
tion, the courts still hold on to the plaintift’s respon-
sibility of defining a relevant market in “monopoli-
zation” or “attempted monopolization” cases, and
would reject a case that fails to define relevant mar-
ket correctly. For instance, in Carl E. Person v. Google
Inc., the U.S. District Court for the Northern District
of California, San Jose Division (“San Jose Division
Court”) took the view that “in order to make out a
claim for attempted monopolization or monopoliza-
tion, a plaintiff must define the relevant market’... [t]
he ‘search advertising market” thus is too narrow to
constitute a relevant market for antitrust purpose.”®
Hence, San Jose Division Court dismissed the mo-
nopolization and attempted monopolization claims
presented in the first amended complaint.’ In appeal,
the U.S. Court of Appeals for the Ninth Circuit af-
firmed and agreed with San Jose Division Court’s
opinions.

C. The Basic Approach for Defining Rele-
vant Market is Still Substitution Analysis,

and HMT Shall Be Regarded as Necessarily
Complementary

CSPC has clearly held in “3Q War final ruling” that,
“as an analytical approach for defining relevant mar-
ket, HMT is universally applicable.”* This holding has
led to divided understandings among antitrust prac-
titioners and scholars. We take the view that, under
the Guidelines and the practical application of HMT
by CSPC in “3Q War final ruling,” HMT as a relevant
market definition method, does not have universal
applicability. It shall only be applied when “the mar-
ket scope of business operators is unclear or hard to
ascertain” CSPC’s holding of the universal applica-
bility of HMT mainly refers to its analytical function,
which could be applied to the complimentary side of
a two-sided Internet market as well. The differentia-
tion in market feature and competition factor would
not hinder the application of HMT.

First, in accordance with Article 4 of Guide-
lines, “the definition of a relevant market shall mainly
be based on the consumers’ demand analysis. When
competitive constraints on operators’ acts resulting
from supply-side substitution are similar to those re-
sulting from demand-side substitution, supply-side
substitution shall also be taken into account.” Article



7 of Guidelines, summarizing approaches to define
relevant market, stipulates:

There is no exclusive method for defining
a relevant market. In the antitrust law
enforcement practice, different methods
may to be used in accordance with the ac-
tual situation. In defining a relevant mar-
ket, demand-side substitution analysis
may be carried out according to factors
such as product characteristics, intended
use, pricing pattern, and supply-side sub-
stitution may be carried out if necessary.
If the market scope within which opera-
tors compete with each other is vague or
undefined, the relevant market may be
defined on the basis of the analytical the-
ory of “Hypothetical Monopolist Test”
(see Article 10 hereof).

Article 10 further specifies “[t]he hypotheti-
cal monopolist test is an analytical theory for defining
a relevant market. It can help resolve any uncertainty
which is likely to occur in the definition of a relevant
market” Therefore, according to China’s current reg-
ulations on HMT, this method is not a general way
or a main approach for market definition. HMT may
only be used as an approach to resolve uncertain-
ties in market definition when the relevant market
boundary is unclear or hard to determine.

Second, substitution analysis should be con-
sistently applied in relevant market definition, where
the demand-side substitution should be the primary
approach and supply-side substitution the comple-
mentary. Such view can be seconded by the Shanghai
High People’s Court’s ruling of the vertical monopo-
ly agreement disputes between Johnson & Johnson
and Beijing Ruibang. Shanghai High People’s Court
pointed out in its judgment that “HMT is a quanti-
tative measurement based on the underlying prin-
ciple of substitution analysis. Substitution analysis
is still essential. If relevant market could be clearly
defined by employing demand-side substitution and
supply-side substitution analysis, there is no need to
employ HMT anymore.”"! Notably, CPSC did not ap-
ply HMT formally in its 3Q War final ruling. CSPC
referred to HMT only in its analysis of mobile text,

email and geographic market. For instance, “if an
instant messaging monopolist lowers the quality of
instant messaging to a certain extent, it is unlikely for
adequate users to switch to paid mobile text as substi-
tute” Thus, CSPC actually applied the demand-side
substitution and supply-side substitution analysis as
main approach to define relevant market. In case that
substitution analysis could clearly delineate relevant
market in the instant case, HMT is no longer needed.

D. Substitution Analysis Shall Hold on to
“Majority and Important” Rule

Demand-side substitution analysis is the primary ap-
proach for defining relevant market. Most of the oth-
er methods are improvements or particularizations
to demand substitution analysis. In defining relevant
market, we shall first consider how to accurately
comprehend and apply demand substitution analysis.
In 3Q War antitrust suit, the involved instant mes-
saging products simultaneously differentiated from
and overlapped with Weibo, SNS, email, mobile text
in respect of attributes and usage. To accurately apply
demand-side substitution analysis in order to achieve
a clearly delineated relevant market boundary is not
an easy task, which also constitute one of the focuses
of disputes in the appeal. We take the view that CSPC
established “majority and important rule” under de-
mand-side substitution analysis in its application of
demand-side substitution analysis to define relevant
market, i.e. to analyze whether there are adequate us-
ers who would regard a specific good as alternative
goods or regard a certain territory as alternative ge-
ography territory based on the core demand of ma-
jority users and from the perspective of the key attri-
butes of goods.

1. Demand-side Substitution should be Analyzed
on the Demand of the Majority of Users

As specified in the Guidelines, demand-side substitu-
tion determines the substitutability of different prod-
ucts from the perspective of consumers based on fac-
tors such as their needs regarding functionality and
usage, recognition of quality, affordability of prices,
difficulty in accessing the products, etc. In antitrust
litigation and enforcement, to determine consumers
and their scope would directly influence the bound-
aries of relevant market. Demand-side substitution
analysis should start with the users of targeted prod-
ucts, i.e. users demanding the products subject to
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accused monopolistic conducts. As further clarified
in CSPC’s 3Q War final ruling, relevant market defi-
nition should be based on the key characteristics and
core functionality of the targeted products demand-
ed by the majority of users.

In 3Q War final ruling, CSPC firstly started
with the targeted products by pointing out that the
Tencent QQ instant messaging (“IM”) service related
to the accused monopolistic conduct is an integrated
IM service, which is capable of proving three types
of communication functions (text, audio, and video).
In analyzing whether the non-integrated IM service
should be included in the relevant product market
in this case, CSPC underlined that text communi-
cation is the most frequently used function by 93.2
percent of users after comparing the integrated and
the non-integrated IM service in respect of product
characteristics, accessibility and functionality. Thus,
text communication function is an important func-
tion favored by most users. As such, it concluded
that non-integrated IM service is a close substitute
of most integrated IM services. The relevant mar-
ket definition in this case, was held to be Mainland
China. Although tens of millions of users all over the
world were affected by Tencents “choose one from
two’, CSPC held most users demanding Tencent QQ
were in mainland China. Hence, it inspected the rele-
vant geographical market from the targeted Mainland
China IM service market, and concluded the relevant
geographical market of 3Q War antitrust case as the
Mainland China market.

2. Relevant Product Analysis should be based on
Most Users’ Preference and Options in respect to
Product Characteristics and Functionality.

The substitutability of different products should
be determined from the perspective of consumers;
the majority users’ preferences and options towards
product characteristics and functionalities should be
concerned when comparing product characteristics,
accessibility, functionality, etc., in order to determine
whether the majority of users regard a certain product
as a close substitute to the targeted product.

In the 3Q War final ruling, the CSPC, in addi-
tion to analyzing the text communication preference
of most users in analyzing integrated and non-in-
tegrated IM service, also determined the issue of
whether SNS and Weibo should be included as part

of the relevant product market for this case. CSPC
ultimately concluded, based on user statistics reports
issued by China Internet Network Information Cen-
ter (“CNNIC”) and iResearch Consultancy, that for
the majority of users, IM service, SNS, and Weibo
served different purposes. SNS and Weibo users were
found to have a broader purpose, focusing more on
social functions such as friend connection, informa-
tion sharing, profile demonstration, and friendship
development, etc.; SNS and Weibo are more notable
by their social nature. Therefore, from the perspec-
tive of the majority of users’ demands, the relation-
ship between IM service and SNS or Weibo was held
to be complementary rather than substitutive.

3. Product Characteristics and Pivotal Functions
Are Key Criteria for Determining the Close Substi-
tutability between Products

The attributes and functions of different products are
not necessarily and completely different. The prod-
ucts included in the considerations to determine the
scope of the relevant market must have some overlaps
in respect of attributes, functions and usages. Hence,
in assessing the substitutability between different
products, the essential and pivotal attributes should
be distinguished from the non-essentials and should
be the focus of the analysis.

In 3Q War final ruling, CSPC recognized that
though SNS and Weibo shared some common attributes
with IM services, (e.g., Internet-based, online-notice of
status, user profile management, free service, etc.) they
still differ significantly in important attributes. When
analyzing functions and purposes of SNS, Weibo and
IM, the first instance court incorrectly overlooked the
key difference between the former two groups of open
communication, targeting mass users, and IM service’
focus on bilateral private communication or internal
communication among small groups. Thus, the court
overstated the social nature of IM service. In analyz-
ing whether mobile text messaging, emails should be
included in the relevant market definition, CSPC con-
sidered that “more importantly, IM service is free, while
mobile text messaging is paid service”; “email differs in
key functions and attributes with IM services, email
does not have the instant nature of communication,
neither does it have the function of notifying user on-
line status, while the instant nature of communication
is the most essential and most-focused function of IM
service by users.”*?



In determining whether the relevant prod-
uct market should be defined as Internet application
platforms, CSPC gave an adequate consideration on
the integrated nature of different Internet application
platforms, i.e. almost all of them provide comprehen-
sive Internet service and overlapped with each other
to some extent. However, “the key issue is whether the
mutual competition between Internet platforms on
user attentions and advertisers have completely sur-
passed the boundaries decided by product or service
attributes and imposed sufficiently strong competitive
constraints on business operators.”"* CSPC pointed out
“the competition between Internet platforms on user
attentions and advertisers are based on the core prod-
ucts or services they provide”* The core products or
services provided by these Internet platforms differs
significantly in natures, characteristics, functions, us-
ages, etc. These differences lead to the possible distinc-
tion in the main user groups and advertisers they may
compete for, which ultimately determined the relatively
big difference in business models, targeted user groups,
subsequent market products, etc.

How to accurately apply demand-side sub-
stitution analysis is a key and complicated issue in
antitrust enforcement and litigation. CSPC had an
adequate application of demand substitution analysis
in its 3Q War final ruling, and established an import-
ant analytical approach in demand-side substitution
analysis— “most and important” rule. This rule fo-
cuses on the most users’ preferences and options on
relevant products’ core functions, and grounds on the
core and pivotal attributes of products to analyze the
substitutability between different products. This rule
will undoubtedly have an important and far-reaching
impact on future antitrust practices.

II1. IN INTERNET DOMAIN, A
BUSINESS OPERATOR’S MAR-
KET DOMINANT POSITION
SHALL NOT BE DECIDED SOLE-
LY BASED ON ITS MARKET
SHARE IN RELEVANT MARKET

In the traditional cost-price oriented competitive
market, a business operator’s dominant power and

position in the relevant market can be reflected
through quantitative and visual market share data,
and this kind of quantitative market power data pro-
vides important guidance to determine whether this
business operator possesses a market dominant po-
sition. However, market share is only a preliminary
standard, if at all, but not a decisive standard in mar-
ket dominance evaluation. As the case may be, sever-
al other specific elements shall also be taken into con-
sideration. For example, stability of a certain market
share in the relevant market, a comparison between
business operators’ market shares in the same rele-
vant market, the business operator’s pricing behavior,
the intellectual advantage, the diversity of the relevant
products, etc. In particular, attention shall be paid to
the peculiarities and situations of competition in the
relevant market, and core competition factors for the
business operators.

More generally, even if a business operator
possesses a market share lower than the specific data
stipulated by law, the possibility of holding a market
dominant position in the relevant market cannot
be simply excluded. As stated by Mr. Lars-Hendrik
Roller from the European Commission, Directorate
General for Competition, in “China Antitrust Law
Seminar” in 2005:

According to European Union laws and
judicial precedent, if a business opera-
tor possesses 50 percent or more market
share in relevant market, market domi-
nance will be presumed. However, based
on our current law enforcement prac-
tices, for some specific cases, a business
operator possessing less than 50 percent
market share in relevant market can still
be found holding market dominance.
Therefore, when we were having internal
discussion of the trends of policies, for
market dominance evaluation, we be-
lieve that we would lay less stress on mar-
ket share in future.”

On the other hand, if a business operator pos-
sesses a market share that is higher than the threshold
stipulated by law, it would not necessarily be found
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as having market dominance, and analysis should be
made on a case-by-case basis. As mentioned by Mr.
Makan Delrahim from the U.S. Department of Jus-
tice in “China Antitrust Law Seminar” in 2005:

In market power evaluation, if a business
operator’s possession of market share
reaches or surpasses 60 percent or 70
percent in relevant market, U.S. law ex-
ecutors would evaluate whether it holds

market dominance. Nevertheless, even
if a business operator has more than 70
percent market share in relevant market,
market dominant power cannot be easily
presumed, market situations shall also be
carefully analyzed.'

In 3Q War antitrust lawsuit, Tencent’s alleged
abuse of market dominance occurred in emerging
Chinese Internet industry, in which the foundation
Internet service is free. Therefore, Internet service
providers compete with each other more on aspects
like quality, service maintenance, and innovation,
rather than price. CSPC pointed out in the 3Q War
final ruling that,

The competition in Internet environment
is highly dynamic, therefore the boundary
of relevant market is far less clear than that
of in traditional industry. Consequently,
the indicative function of market share of
a specific business operator shall not be
overestimated, and more attention should
be paid to the concrete facts and evidence
demonstrating the difficulties of entry bar-
riers, the behaviors of business operators,
and the impacts on market competition,
that would be helpful for the evaluation of
a business operator’s market dominance
power in relevant market; in instant com-
munication domain, business operators
keep creatively competing with each oth-
er to provide better quality, services, user
experience, and the innovation period for
such products is relatively short.

Thus, in Internet industry, market share itself
cannot accurately reflect the dominant power and
position of a business operator in a competitive rele-
vant market. Even though the CSPC concluded that
for the market for both personal computer and cell
phones instant messaging service, Tencent possessed
more than 80 percent market share, the CSPC still
ruled that Tencent did not possess market dominant
position in the aforementioned markets. This deci-
sion was made after evaluating the difficulty for oth-
er business operators to enter in the relevant market,
reviewing Tencent’s market behaviors, considering
the competition constraints developed through In-
ternet platform competition and in light of the highly
dynamic and innovative characteristics of the Inter-
net industry.

While studying European and American an-
titrust law enforcement practices, it is seen that even
in the European Union, where the law enforcement
standard is comparably stricter, the understanding of
the European Commission and European courts re-
garding evaluation of market dominance in relevant
market on the basis of market share of the business
operator have been constantly evolving, and have
been increasingly cautious. In 2011, as the European
Commission pointed out in the opinion decision for
the proposed Microsoft/Skype concentration,

Market shares only provide a limited
indication of competitive strength in
the consumer communications services
markets. Consumer communications
services are a nascent and dynamic sec-
tor and market shares can change quick-

ly within a short period of time...market
shares are not the best proxy to evaluate
the market power of providers of con-
sumer communications services and they
only give a preliminary indication of the
competitive situation in these dynamic
markets."”

Accordingly, the European Commission believed
that the concentration would not constrain compe-
tition even though, after Microsoft’s acquisition, the
market share in the subdomain video call would ex-



ceed 80-90 percent. When the case was appealed, the
General Court of the European Union stated in the
judgment:

The consumer communications sector is
a recent and fast growing sector which is
characterized by short innovation cycles
in which large market shares may turn
out to be ephemeral. In such a dynamic

context, high market shares are not nec-
essarily indicative of market power and,
therefore, of lasting damage to compe-
tition which Regulation No 139/2004'
seeks to prevent.'

In some U.S. antitrust lawsuits targeting relevant
Internet companies, it is observed that market dom-
inance can be found solely based on market shares
in the relevant market. In American Online v. Great-
Deals.Net et al, the Judge of the U.S. District Court
for the Eastern District of Virginia, Alexandria Di-
vision pointed out that, “to determine whether there
is a high probability of success in monopolizing the
market, courts often consider the relevant market
and a participant’s ability to lessen or destroy compe-
tition in that market.”® In Emigra Group LLC v. Frag-
omen, Del Rey, Bernsen ¢ Loewy, LLP, et al, the Judge
of the U.S. District Court, S.D. New York stated that,
“market power can persist only when entry barriers
- market circumstances, governments, or the defen-
dants - block rivals’ entry or expansion. And the lack
of significant entry barriers can defeat a monopoli-
zation claim, even in the fact of a defendant’s high
market share”

IV. EPILOGUE

In order to apply and improve Chinese Anti-Monop-
oly Law, in addition to efficient and effective inves-
tigations performed by enforcement agencies, the
people’s court also needs to professionally and pru-
dently administer the law and develop AML judicial
practices. Only in this way can the development and
improvement of Chinese AML be jointly promoted.
In the 3Q War final ruling, CSPC expressed its opin-
ions on identifying the relevant market and evaluat-
ing market dominance, specifically for the Internet
industry. This 3Q War final ruling not only integrated

experiences from Europe and America antitrust law-
suits, but it also fully considered and relied on Chi-
nese development practice. Hence, CSPC rendered a
proper ruling in accordance with Chinese antitrust
enforcement practice. After this ruling, Chinese an-
titrust judicial litigation and enforcement investiga-
tion will be profoundly influenced.
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The First Antitrust
Decision By The Chinese

Supreme People’s Court
Qihoo 360 Vs. Tencent

The Chinese Supreme People’s Court issued its
first antitrust judgment in Qihoo 360 v. Tencent on
October 16, 2014. In affirming a lower court ruling
in favor of defendant Tencent, the Court addressed
the question of market definition and market power
in the context of dynamic platform-based businesses
in which products are provided for “free”. It is one of
the most influential cases in the 65-year history of the
Supreme Court according to the People’s Court Daily.

CPI gathered leading antitrust lawyers and
economists to discuss the implications of the Tencent
judgment for antitrust in China and for Internet-
based cases in other jurisdictions. The webinar was
held on 16 December 2014.

Professor D. Daniel Sokol moderated a discussion
with Antonio Bavasso, Dr. David S. Evans, Willard
Tom, and Dr. Vanessa Yanhua Zhang. Evans and
Zhang, with Global Economics Group, advised
Tencent and submitted testimonay to the Chinese
Supreme People’s Court. Bavasso is a partner
at Allen & Overy in London and Will Tom is a
partner at Morgan Lewis in Washington D.C. and
former General Counsel of the US Federal Trade
Commission. Danny Sokol teaches at University
of Florida Law School and is Senior Of Counsel to
Wilson Sonsini Goodrich & Rosati.

The following is a transcript of the webinar.

Daniel Sokol:

Welcome to the CPI webinar,
“The First Antitrust Decision
by the Chinese Supreme Peo-
ples Court, Qihoo 360 versus
Tencent” I am Professor Daniel
Sokol. With me are a number of
excellent panelists who are go-
ing to provide analytical insights
into this historic decision.

First we have David Evans,
Chairman of the Global Eco-
nomics Group. David has pro-
vided economic advice on a wide
range of industries but has spe-
cial expertise on platform based
businesses, which some of us
know of as two-sided markets.
David currently teaches eco-
nomics and antitrust at the Uni-
versity of Chicago Law School
where he is a lecturer and at Uni-
versity College London where
he is a visiting professor and is
co-founder and co-director of
the Jevons Institute.

Let me also add, David contrib-
uted a brilliant chapter to the
Oxford Handbook of Interna-
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Vanessa Zhang:

tional Antitrust Economics, Volume 1 which is out as of this month which I edited. I
encourage people to take a look at it for what was really a wonderful piece of scholarship
and background.

Dr. Vanessa Yanhua Zhang specializes in economic analysis and competition policy at
Global Economics Group, where she heads the China practice. Dr. Zhang has taught
regulation and antitrust economics to graduate students at Renmin University of
China. She also serves as the editor of the Asia Antitrust Column at Competition Policy
International. Together, David and Vanessa worked as the economic consultants in this
case for Tencent. Their insights as a result are highly appreciated.

Also joining us on the law side are two distinguished lawyers. The firstis Antonio Bavasso.
Antonio is co-head of the Global Antitrust Practice in Allen & Overy. He advises clients
on all aspects of competition law, practicing primarily in London and Brussels. In
addition to his work at the law firm, Antonio also teaches the EU competition law course
at UCL, and along with David, is the co-founder and co-director of the Jevons Institute.

Joining us from the United States is Will Tom. Will is a partner in Morgan Lewis’
antitrust practice in Washington, DC, and former General Counsel of the Federal Trade
Commission. This is one of a number of senior positions that Will has held at both the
Federal Trade Commission and the Department of Justice Antitrust Division. Over his
career, Will has been very active on antitrust IP matters. Specific to China, Will was very
active in the development of outreach efforts to China while at the FTC.

With those introductions, let me just note we have a historic case. There are a number
of issues that we're going to discuss about abuse of dominance in China. We'll discuss
platforms, high tech industries, economic analysis and reasoning by the court.

I think that maybe what we could do is start with Vanessa. Who are these companies?

Thank you, Danny. So let me give you a brief introduction of those two companies in this
case. Tencent is the largest instant messaging software producer or provider and offers
various free services. Those free services include the instant messaging platform, which
also called QQ, Weibo, which is a micro-blogging platform, online games, online securi-
ty software, social network services, search engine and e-commerce.

Tencent makes profits from selling advertising to companies that want to reach Tencent
users, selling virtual products or items for its online gaming services, charging its users
for the bundled SMS packages, providing mobile games and charging for other mobile
value-added service such as the mobile books.

As its main product, QQ has 340 million monthly users in November 2010 and 452
million monthly users as of April 2013 according to iRresearch.

Let’s turn to the other company, Qihoo 360. Qihoo is the largest Internet security software
provider. And it also provides free services such as online and mobile security software, a
web browser and a game platform with the games developed by third-party game developers.


https://global.oup.com/academic/product/the-oxford-handbook-of-international-antitrust-economics-volume-1-9780199859191?cc=us&lang=en&

Daniel Sokol:

Will Tom:

Daniel Sokol:

David Evans:

Qihoo 360 makes profit from selling advertising and providing web game services. Its
main product is called 360 Safeguard. It had 275 million monthly users in November
2010 and 444 million monthly users as of April 2013. So that’s the basic background of
the two companies. Danny.

Thank you. Well, ultimately in order to have a decision we need to have a legal claim.
Will, I wonder if you might walk us through what is the legal issue here? What's the alle-
gation?

Put very simply, the war started when Qihoo publicly claimed that Tencent QQ instant
messenger invaded users’ privacy and configured its security software to block QQ. In
response, Tencent called on users to make an either/or choice between QQ and Qihoo’s
360 software, and announced that it would block users who have installed 360 from us-
ing QQ. It also bundled the default installation of its own security software with QQ
upgrades.

Through governmental intervention, compatibility was quickly restored, but Qihoo sued
Tencent under Article 17 of the Anti-Monopoly Law, claiming that the either/or choice
made to users was an abuse of a dominant market position.

We're going to get into the details in just a little bit. The question for those listening is as
follows - what are the key ramifications for the decision for Chinese antitrust? David, I
wonder if you could take a first stab at this?

Thanks, Danny and thanks Will and Vanessa for that introduction. I think there are
three important ramifications. None of them really have to do with the abuse of domi-
nance claim, which I don’t think anyone really took very seriously. The court probably
could have just bounced the case based on just looking at some of the details of the claim
and the effects.

So the importance of the decision is really on market definition and market power
analysis and how the courts are approaching that. There are really three things.

First, the court adopted what I think is a very modern approach to market definition
and the analysis of market power. It said that market definition, and I'm using my own
words here, but I think it characterizes it pretty well, that the market definition is really a
guide and that it isn’t necessary to establish rigid boundaries in doing a market definition
analysis. So it didn’t get stuck in the rigid market definition approach that is still used in
the European Union and it used to be pretty common in the US as well.

It also found related to that that market share is really just one metric for assessing
monopoly power and a metric that actually ought to be used with considerable care. So
the Chinese Supreme Court isn’t going to obsess about market share statistics. And that
makes the Chinese approach similar to the approach that many economists and antitrust
scholars have advocated and that got incorporated into the 2010 DOJ/FTC merger
guidelines. So that’s the first point.

A second point is that the Chinese Supreme Court and the intermediate court recognized
the importance of two-sided platforms, two-sided markets, in conducting a sound
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Daniel Sokol:

Antonio Bavasso:

antitrust analysis. Interestingly they followed the approach that the ECJ more or less
took in the recent Cartes Bancaires decision, and that’s really that the two-sided platform
issues should be dealt with in the analysis of market power and effects rather than in
market definition. But nonetheless, they took two-sided platforms seriously and made it
clear that that needed to be part of the analysis.

Here’s third thing. You know you always like decisions where you won better than those
where you didn’t win and I obviously come from that bias. But if you read the decision,
it's clear that in their very first case the Chinese Supreme Court is very comfortable
dealing with advanced topics in antitrust. You know you can quibble with various things
that they do, but I think overall the decision reflects a highly nuanced understanding of
antitrust concepts. They were able to get into SSNIP test and hypothetical monopoly
tests and all sorts of relatively advanced topics in antitrust. And, again, whether you
agree with them or not, it does seem to be an impressive first showing for the court.

Thank you, David. First of all, let me start by saying I agree with you entirely that this
is not an easy first case. I think the Supreme People’s Court really did a fine job. But we
have legal experts from two other important jurisdictions and I thought maybe to get
their thoughts. Antonio, you haven't had a chance to chime in yet. And I thought espe-
cially since David did bring up Commission cases and EC law more broadly, and given
that you teach exactly these things in addition to practice it, I thought we would start
with you.

Thanks, Danny. Yes. I think this judgment is extremely interesting. First of all, my high
level reaction is that the Supreme Court went very deep, as David said, into the facts. I
don’t know if this is a function of the legal test of the Supreme Court is applying. Per-
haps they have more leeway to do so under the standard that is applied in China. But it
is impressive how detailed their analysis is about the economic evidence and how com-
fortable they seem to be to analyze and come to a view on advanced topics of antitrust
economics.

Four high-level points that jump off at me about this judgment.

The first one is when you read the judgment and compare to the intermediate decision,
they do appear to do market definition analysis which is fairly focused on a functional
distinction between the products. And they explicitly say that the markets that business
people refer to may provide clues, but cannot replace a rigorous relevant market analysis.
I'm obviously looking at an English translation of the judgment.

But then, and this is my second point, having defined the market rather narrowly, they
don’t get stuck in that narrow market definition. Rather they do look at the question of
dominance in a much more economically-minded way than what we are used to in many
other jurisdictions. Therefore, as David said, they don’t attribute an excessive importance
to market shares, notwithstanding what appear to be some fairly constraining limits
coming from the Chinese legislation about market shares. Effectively even though they
look at dominance starting from a fairly narrow market definition they look also at the
effect of the behavior and, most interestingly, they infer from the lack of effect that there
is probably not a dominant position at play here. So the effects analysis loops back into
whether there is a dominant position in the first place.



The third that struck me is that The Supreme Court venture quite confidently into an
analysis of entry and consider what are the effects of entry onto the behavior in question.
Perhaps we can explore that later on during this seminar.

Fourthly, the last interesting point here, which differs from the practice that is developing
(particularly in Europe), is that they stress very clearly that the burden of proving an
abuse of dominance rests with the party alleging the abuse of dominance and not with
the party that is alleged to have breached the relevant legislation through an abuse of
dominance. And that is, again, procedurally very important point.

Daniel Sokol: Thank you, Antonio. So to recap, there are three major findings that David brought up.
Number one, market definition is a guide but is not necessary to establish rigid bound-
aries. Number two, market share is just one metric for assessing monopoly power and
should be used with care. And number three, while two-sided platform issues might not
be relevant at the market definition stage, they can be considered in analysis of domi-
nance.

Antonio then added a number of additional points to add clarity to the decision from a
European perspective. Will, we would turn to you. It’s been a while since a high-tech
issue has come before the US Supreme Court. Since Actavis last year. What are your
thoughts from the US perspective on this case?

Will Tom: Well, like the other speakers on this panel, I was really quite impressed. I did think
that the opinion displayed quite a lot of sophistication both about the purpose and the
techniques of the market definition. It understood that a hypothetical monopolist test
was not a mechanical exercise but rather a means to assess the ability of the defendant to
exercise market power. And it really, as Antonio said, delved pretty deeply into the facts
specific to each proposed substitute in the course of its market definition, and went be-
yond market share to consider factors such as ease of entry and the impact of innovation.

I'm not sure it would be quite right to call its approach a functional analysis in the sense
that if you delved into the old US Supreme Court law, it had talked about whether to
define markets on the basis of what products are functionally substitutable, and rejected
that approach because the mere fact of offering the same function doesn't really tell you
very much about what would happen in the event that a party or parties actually tried to
exercise market power. And I think this opinion really did focus on the right issue, which
is the thought experiment that the hypothetical monopolist test is supposed to offer. If
a hypothetical monopolist in the proposed market tried to exercise market power, what
would happen? And so the court went beyond functional substitutes and looked at, for
example, whether single function IM services would actually constrain the behavior of
suppliers of comprehensive services. And I'm not sure it would have included those
companies as participants in the market had it not been for its conclusion that such
companies were rapid entrants into providing full function services.

Similarly, in looking at whether mobile instant messaging services should be included in
the market, it really looked not just at the functional characteristics or whether they were
functional substitutes, but it also to what barriers, such as equipment acquisition costs,
would inhibit rapid substitution in the event of an exercise of market power. So from
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a US perspective, this is very close to how we would think about market definition and
market power. Maybe for the same reason that David being on the winning side of the
case says, boy, this is great, being an American lawyer and having an American approach
to what market definition and market power is all about it strikes me that this is a really
good decision because it’s so close to the way we think about things.

Will, that’s incredibly helpful and particularly if you talk about different frameworks for
thinking this through as an American. I'm actually going to try a different framework
here. David and Vanessa, you were the economic experts for Tencent. How did that
work in a Chinese context? You've had significant experience as experts in Europe, in
the United States, in Latin America. What's it like working as economic experts in the
Chinese context?

Well, let me start, Danny, by taking that and then turn it over to Vanessa, who obviously
was closer to the Chinese teams we were working just because the language of the case
was obviously Chinese. Let me answer that just to give a flavor of this for both the US and
European audience. While the Supreme Court and the Intermediate Court were willing
to take oral testimony, my involvement in this was on the paper. So the submission of
expert evidence in this by both parties and the interplay was really by the submission of
reports. And if you looked at the English version of those reports, they would look very
much like a US expert report or a white paper that you would submit to the European
Commission laying out arguments and evidence. In that sense what we did was very
similar to what we do in the US and Europe with the exception that unlike the US there
wasn’t necessarily the kind of cross examination that you have here.

For an American, for an English speaker, it was obviously an interesting experience
because eventually everything needed to be done in Chinese. Just in terms of how
we ended up doing the case, we initially worked in English, but then as things got far
enough along and I was kind of comfortable with the arguments from my perspective, we
switched to Chinese and I relied on Vanessa to tell me where changes were being made
and so forth.

So that’s the perspective from my standpoint. I think Vanessa can give you probably a
closer perspective from the standpoint of Chinese national acting as an expert in China
before the courts there.

Yes. Working on the antitrust litigation case in China has been very challenging. And
it demands seamless integration of the international experts and a global team with the
local counsels. Often time we have to work closely with the litigation team on the ground
and with full understanding of the specificities of internet industry in China, market
characteristics and modern industrial organization theory as well as the litigation strate-
gy. So it doesn’t just demand the interpretation of culture and language differences, but
also demands full experience of products and services involved and the related theory
that has been applied in the case.

So if we take a bigger picture of the court system in China, academic credentials have
been highly regarded. And academic publications are one of the most important criteria
for economic experts in antitrust cases in China. Chinese judges, especially the judges



from the Supreme Court and the provincial courts such as high courts in Beijing,
Shanghai and Guangdong, have various training programs throughout the year. And
they have the opportunity to interact with international scholars and the practitioners on
the development of modern economic theory and anti-trust practice. Therefore they dare
to take further steps into the analysis and carry out rigorous reasoning before making a
decision. Yeah, that’s basically our understanding on how the case has been worked out
in China.

00:25:58

David Evans: The other thing I would just add to that, Danny, and the thing that may surprise some
people, is the Chinese Supreme Court, unlike - well, some would argue our Supreme
Court and certainly unlike the European Court of Justice, the Supreme Court is interest-
ed in basically rehearing or hearing additional factual evidence. So at the Supreme Court
level it was possible to submit not only new reports but also new arguments. And thats a
feature of the Chinese system that’s certainly unlike my experience in the US and Europe.

Daniel Sokol: Thank you both. Just as an aside, Vanessa, I've participated in one of those training pro-
grams for Chinese judges. I thought that the judges were incredibly sophisticated, asked
great questions and really cared about getting things right. I wish in other jurisdictions,
including my own home jurisdiction, judges were nearly that eager to learn.

I do want to move on to a substantive question, Vanessa, maybe that you could answer.
The security software was free. This is sometimes a very difficult concept for judges to
understand. The fact that the software was free, did that pose any complication for the
court and how did the Court handle it?

00:27:27

Vanessa Zhang:  Yeah, you are right, Danny. It indeed posed complication for the court. First of all, the
court acknowledged the “free” nature of the two companies’ business models. They found
that Internet service providers use free basic services to attract mass users, then leverage
those users in value-added services and advertising to make profits. In turn, Internet
companies promote their free services by those profits. That’s a prevailing business mod-
el of the Internet industry. That’s also why Internet service providers compete on quality,
services and innovation, etc.

Therefore, when defining the relevant market, the court realized there is a limit of using
the traditional Hypothetical Monopoly Test (HMT) into the Internet-based instant
messaging (IM) service. So the court didn't fully take into account the price increase,
but suggested a modified version by accepting a significant change over quality. In other
words, it didn’t use SSNIP test (small but significant and non-transitory increase in price)
but accepted the test with small but significant and non-transitory decrease in quality. It
is also called SSNDQ test by the court. Being aware that quality decrease could not be
easily assessed and the quality data is not available, the court suggested qualitative but
not quantitative hypothetical monopoly test with decrease of quality.

In the analysis the Court actually relied on product characteristics, function, quality,
how difficult to acquire such a product, and other relevant factors to assess the demands
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substitution. And they also realized that, when it is necessary, supply substitution should
also be applied. Therefore, the Court analyzed substitution between instant messaging
and Weibo, SNS, mobile text messaging and email. At the end, the Court made a
conclusion that relevant market is IM service market in China.

Thank you. I guess now that we've heard about how things worked in China, Will, any
reactions that you might have based on your experiences?

Well, I guess the first reaction is looking at the difference between generalist courts and
specialist courts. It is interesting to see how much in tune this court and this decision
was with standard international antitrust thinking which in some sense shouldn’t be sur-
prising because unlike our judges, by and large, these judges go to training programs at
which Professor Sokol will teach them how to think about these issues. And he’s obvi-
ously a very good teacher.

So that’s -

Let me add, by the way, that Will, and for that matter David, have both been gets lecturers
in my class. So I outsource the teaching to the more effective teachers.

Thanks, Danny.

Yeah. And unlike in the Internet market, the advertising is free and the service is expen-
sive. So you've had your free advertising, Danny. So that’s reaction number one. And,
you know we all know that there are advantages and disadvantages to specialist courts.
But here I think it was a clear advantage. Secondly, I think the point about dealing with
the fact that the services were free; it was interesting to see how seamlessly the court
handled that. Again, by focusing on what is the purpose of this exercise. The SSNIP test
isn’t some set of commandments handed down on stone tablets, but rather it is a tool to
understand whether this defendant could really do something bad in the marketplace.
Is there really a capability to illegitimately exercise power? And so it didn’t get hung up
on, you know what are the mechanics of modeling a 5 percent increase in price when 5
percent of 0 is still 0?2 But rather it did the kind of thought experiment that a hypothet-
ical monopolist test was invented to do. Namely if this defendant, which was accused
of handing consumers an all-or-nothing choice or if you will, exclusive dealing or tying,
however you want to characterize it, is it really capable of implementing a harm to the
marketplace by so going? And if you think about the required bundling or tie-out if you
want to call it that, as a kind of decrease in quality, the court asked itself whether the facts
made it plausible for market power to be exercised that way. And when it went through
the possible constraints on that behavior, it pretty readily concluded that market power
could not be exercised despite high market share. So, again, I thought it handled the
issues pretty well.

Thank you Will. Antonio, does this look similar or different based on your European
perspective?



Antonio Bavasso: A bit of both: in the sense that on the one hand the Court had to grapple with the ques-
tion on market definition and the analysis of impact of decreases in quality. Interested
in David and Vanessa’s view, but I thought that analytically the Court got a little stuck in
not following what the intermediate court had done, i.e. drawing an analogy between the
decrease in quality and the potential increase in price (given that conceptually the way to
estimate the decrease in quality could be done by assuming increase in price).

On the other hand - and so in common with many courts - they had to come to terms
with market definition. Where the approach is very different is that The Supreme Court
then goes to the effects analysis and uses its findings on the effects to conclude that the
behavior in question does not constitute an abuse of dominant position. And in fact is
on that basis, to conclude that they alleged infringer does not hold a dominant position
in the first place.

That is a very different from analysis that would typically be carried out by — a European
Court. A European Court would not typically call into question the finding of a dominant
position based on the effects of the behavior of the allegedly dominant firm. In Europe
there is much more of a two-stage approach. We define the market to determine where
is the dominant position; we then look at the alleged abuses. We never go back to call
into question the dominant position, which is probably one of the reasons why some
judgments — not all of them do not make an awful lot of economic sense.

Daniel Sokol: Thank you for your honesty about your perceptions of some of the decisions. I actually
want to take a step back, because I think it would be helpful for those in the audience to
understand. Vanessa, what was Tencent’s share in what the court defined as the relevant
market?

Vanessa Zhang:  Yes. It depends on the calibration of the market share. And the Court has noticed in the
decision that it would be effective usage time, effective usage frequency and active users.
The data that has been used in the case is from iResearch. But iResearch only provides
the PC-based data, which does not include the mobile-based data. So if we take monthly
effective usage time as an example, Tencent’s share exceeds 80 percent among the PC-
based instant messaging service providers. That’s also shown in the decision.

Daniel Sokol: I'm glad you raised that. Because then it leads to a much more important question. If
the answer is around 80 percent, maybe, David, I could throw this in your direction. The
court agreed that Tencent was not dominant. So why is it that the court dismisses this
market share evidence that looks quite significant on its face at least?

00:38:58

David Evans: Yeah. No, it’s very interesting. So they - part of it is what Antonio described, which is
sort of the backward looking from the effects. But there’s also what I would characterize
as kind of a forward-looking analysis as to whether Tencent was capable of doing bad
stuff. And there it really came down to their view of dynamic competition in this sector
in China. So they recognized what we would call leapfrog competition--not their term—
but essentially leapfrog competition where firms are constantly introducing new features
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to create products that are better than the other guy’s products. And where are firms that
are basically forced to do that if they want to keep their position. And that Tencent in fact
is forced to do that if it wants to keep anything like the share that it has. My recollection is
they gave the example of Microsoft’s instant messaging service, which, of course, is very
successful out of China, collapsing in China because of the perception that its quality was
not only not that good but also that it had declined.

The court also, as Antonio and Will pointed out, placed a lot of weight on the fact of
entry and the possibility that entry could discipline the large players. Then finally, they
recognized this the broad competition between the platforms, the internet platforms
in China, and that what these companies are really trying to do is to acquire people’s
attention in order to monetize it in some other way. That was kind of a driving force
between the competition that was taking place. So it was that kind of analysis of the
realities of market competition, at least in my reading, that led them to not place a lot of
weight on the static share statistic.

So this leads to a broader question. How much of the analysis is really dependent on
the fact that this was an internet industry? And maybe with this question I'll return to
Antonio and Will. Antonio, do you want to maybe walk us through whether or not this
is highly dependent on the particular industry?

Well, I don’t know if it’s dependent on the internet industry. I think it is generally de-
pendent on what the court perceives to be the characteristics of this industry. And the
importance that innovation plays in this sector and in these markets generally. But I
wouldn’t infer from that that the impact of this precedent is limited. I think that a similar
analysis is equally applicable as a matter of principle in all sectors where innovation can
lead to what David called leapfrog entry and development. It seems to me that the court
thinks that that type of analysis is central to any finding of dominance and rightly so. So
that approach is rooted in the characteristics of the particular market, but is equally ap-
plicable to those markets which display similar characteristics.

Will? Any additional thoughts?

I very much agree with Antonio that this is not unique to internet industries but rather
is a function of the specific market being analyzed and that the broad principles would
apply to any markets. You can imagine lots of internet markets in which there really is
the kind of degree of lock-in and barriers to entry that would make it possible to exercise
market power. Just as you can imagine lots of brick and mortar industries in which rapid
entry is possible. And we've had lots of cases in highly traditional markets in which high
market shares were not deemed to confer market power because entry was easy.

So I think it is very fact-specific at the level of the individual market. But principles are
broadly applicable. I guess the other thing I would add here is I do think that the court
was reasonably disciplined in treating the issues of market definition, market power, and
anticompetitive effect or abuse separately. And so I may disagree slightly with Antonio
on this point. The emphasis on lack of market power despite the high market share was
really based more on the ease of entry I think than on the lack of effect. And while there
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was certainly a section of the opinion that dealt with whether one could infer market
power from the ability of defendant to engage in this conduct, and the court rejected
that possibility, it was focused on whether one could make that inference and not the
other direction of rebutting the existence of market power simply from the fact that this
particular conduct didn't have an effect.

Thank you, Will. You raise a number of important points that there have potentially
broader implications. So I thought as the last question, in fact, I'd focus on that. What
is the relevance of this decision in cases in other jurisdictions? If, in fact, there is any
relevance. I don’t know. David, why don't I start with you?

Yeah. I think there are three things. Obviously I don’t know all the decisions out there,
but at least from what I've seen, this appears to me to be one of the most important de-
cisions concerning the analysis of fast moving internet markets. You know the other
one that comes to mind is the European Commissions decision approving Microsoft’s
acquisition of Skype. So even though the precedential value isn’t necessarily just about
the internet industries, I think it is a particularly good analysis of those kinds of markets.

Second, it confirms the importance to the analysis of multi-sided platforms in antitrust.
And it really is one of the two high court decisions now that recognized the concept
and uses it in the analysis. The other one, of course, is the European Court of Justices
decision, in September 2014, in Cartes Baincaires. Thats two high courts now - one
in Europe and one interestingly in China-- that has adopted the multi-sided platform
approach explicitly in a decision.

And third, since we're all doing advertising here, my personal favorite, it recognizes the
importance of the work I've done on attention markets--where firms compete in a variety
of ways to capture scarce attention from consumers and then monetize that attention
through advertising or other means. And that’s the framework that I brought to the
expert opinion in the case. They seemed to have picked up on that in the analysis.

Those are the three things that I would mention. The one other point that I guess I'll
make if I have some liberty on this, Danny, just to respond to — maybe to respond to Will
and to Antonio and to raise a question. It does occur to me that, you know one of the
interesting aspects of what happens to courts is sort of a path dependence issue. The fact
that the Chinese courts are beginning their development of cases by having two cases
that focus on Internet industries is interesting. You wonder whether the dynamics of
antitrust law would be different if like the Europeans had started with a dynamic industry
rather than bananas. I think it is interesting that the Chinese are starting their analysis
of antitrust with these dynamic industries. That may itself have some impact on how
antitrust evolves over there. Anyway, just kind of a random thought.

That’s all very helpful. Vanessa, you've spent a lot of time working in China, but you were
trained at Toulouse. You live in the United States primarily. You also are truly a world
citizen and understand a number of different jurisdictions. What do you think the im-
pact might have on any of these other jurisdictions?
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Yeah. We have seen, and probably the other panelists have already raised this comment,
this is the first antitrust case ruled by the Supreme Court of China. And it’s also the most
significant antitrust case which has set up the standard for analyzing the abuse of domi-
nant cases in China.

Given the fast growing Chinese internet market, there might be more and more
competition issues which might not have taken place in the other jurisdictions. So it
would be a good example for a national supreme court to take into account rigorous
economic analysis and to apply the modern industrial organization concepts into the
decision. On one hand, China is trying to learn experience and lessons from its peers
and trying to get in line with the international best practice in antitrust enforcement. On
the other hand, China is also contributing to the international antitrust community with
its own experience and dares to adopt the cutting-edge economic theory such as two-
sided market theory into the antitrust analysis, which also improves our understanding
of competition issues in innovation-driven industries. That’s a couple of my thoughts.

Will?

I guess I'm going to step away from the importance of this decision in terms of the eco-
nomics of it and the antitrust analysis and step back to the question of institutions and
the interplay of different voices on the international stage. I think one of the most sig-
nificant impacts is that China will have to be taken seriously as a major contributor and
thinker in this area. It is assuming a place among equals. So I think that’s one thing to
think about and the implications of that.

A second point is that, of course the courts in China, at least so far, have spoken only in
the context of private disputes. So it will be interesting to watch the other governmental
institutions in China and see whether you see a similar degree of care and sophistication.
Because the executive branch, if you will, is also assuming a place among equals in
the international enforcement community, and because you do not, at least as yet, see
the kind of unification of those institutions that flow from the fact that in the US, for
example, the agencies have to prove their cases in court. I think the dynamic in China
may be somewhat more complex.

But I think that, regardless, you're seeing a tremendous globalization of antitrust and it
really underscores the importance of dialogue among both the enforcers and the courts
to achieve some degree of consensus about how to approach these issues.

Antonio, I leave the last word with you.

I think the point that David made about what he calls path dependency, which lawyers
would probably call the value of precedents, is one of the most interesting ones to my
mind. Its true that we perhaps need to distinguish the judicial setting, the judgment
which represents a fine example of decision making from the administrative enforcement.



Daniel Sokol:

The point that I find fascinating is that when China adopted an antitrust regime, it
looked at European rules. Inevitably, as a result, it inherited a certain degree of “path
dependency” is the presumption relating to market shares that found their root in cases
such as United Brands and so on. So they’ve inherited a little bit of that baggage. But with
this judgment the Supreme Court makes the most of being as a new kid on the block of
judicial enforcement, the Supreme Court raises the stakes by adopting a very interesting
judgment which does away and doesn't absorb into their judicial system all the fallacies
and rigidities that have developed over the years; the rigidities coming from precedents
that judges in Europe need to deal with. This is a new start with a very interesting and
in many respect I would say innovative approach to those issues. So I think that the
Judgment it’s to be saluted as a great achievement judicially.

Excellent. Again, this is Daniel Sokol, Professor of Law at the University of Florida and
Senior Of Counsel at Wilson Sonsini. I want to thank all of our participants: David Ev-
ans of Global Economics Group, University of Chicago and University College London;
Vanessa Yanhua Zhang of Global Economic Group and Renmin University; Antonio
Bavasso of Allen & Overy and University College London; and Will Tom of Morgan
Lewis. Thank you all very much for your participation.
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Net Neutrality: an
EU/US Comparison

By Martin Cave & Ingo Vogelsang 1

ABSTRACT

Net neutrality has been an issue which has preoccu-
pied consumers, firms and regulators over the past de-
cade. It concerns the financial and qualitative terms on
which unaffiliated content and application providers
(CAPs) may have their content delivered by the local
access provider or ISP. The paper discusses the terms of
this debate in the European Union and the US. Broad-
ly the same view is taken in each jurisdiction of an-
ticompetitive conduct by ISPs, such as discriminatory
blocking of rival content, but the question whether ISPs
should be entitled to make differential charges to CAPs
for different tiers of delivery services, though nominally
resolved in each jurisdiction, remains in dispute. The
basic economics underlying this conflict are exposed,
and intermediate solutions are examined.

|. INTRODUCTION

The recent net neutrality (“NN”) proceed-
ing before the U.S. Federal Communications Com-
mission (“FCC”) has been the most commented
proceeding in the FCC’s 80 year history. Almost 4
million comments were received on the proposed
rulemaking issued by the FCC in May 2014.1 Thus,
the net neutrality issue must be ranked as one of the
most prominent regulatory topics of our time. It also
could mark a reversal in the almost secular trend to-
wards deregulation in the telecommunications and
communications sector. Net neutrality in its strictest
form means that no termination fees for the access of
content and applications providers (“CAPs”) to end

users, no quality of service differentiation (“tiering”)
with and without pay, no degradation of traffic, no
blocking, throttling, and exclusive contracts would
be allowed.

The following first brings out the differences
in the NN policy debate between the United States
and Europe and then concentrates on paid prioriti-
zation or tiering as the most controversial remaining
issue in both regions.

Il. WHERE THINGS HAVE
GOT TO IN THE U.S. AND
EUROPE

A. United States

The U.S. Federal Communications Commis-
sion (“FCC”) started formulating a net neutrality
(“NN”) policy in 2005 at a time when it was otherwise
pursuing a deregulatory path towards the incumbent
network operators that are the main Internet service
providers (“ISPs”). Over the last ten years, both un-
der Republican and Democratic leadership the FCC
has persistently continued to pursue NN obligations
on the ISPs, first (2005) in the form of an Internet
Policy Statement without legal powers, then in a 2008
order against Comcast’s policy of throttling P2P ser-
vices, then in a 2010 Open Internet Order, and as of
yet finally in the February 2015 order “Protecting
and Promoting the Open Internet”? The earlier or-
ders were struck down by federal courts, because the
FCC lacked the necessary authority to establish com-
mon carrier obligations on ISPs that were classified as
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“information service” providers. Whether the newes
order will withstand court challenges that are already
lined up remains to be seen.

In its latest order the FCC takes a totally new
approach by assuming authority mainly based on two
sources. Following a suggestion by the January 2014
Federal Court of Appeals of the DC Circuit® the first
source is the FCC’s general authority under Section
706 of the 1996 Telecommunications Act, which is
about providing incentives for advanced telecommu-
nications capability. The second and more substan-
tial authority is based on the application of Title II
of the Communications Act to the Internet. This is
a clear reversal of old FCC policy. For years the FCC
had “backed itself into a corner™ by interpreting ISPs
as providers of “information services” rather than of
“telecommunication” (FCC 2002 for cable modems
and 2005 for all fixed broadband access services).’
Under the Telecommunications Act of 1996 the FCC
has ample authority to regulate telecommunication
services but little or no authority to regulate infor-
mation services. By switching ISPs from information
services to telecommunications the FCC would un-
der Title II gain the necessary authority but, at the
same time, may be seen as contradicting its own
longstanding legal interpretation. The FCC now con-
siders broadband Internet access service (“BIAS”) as
a telecommunications service with add-ons that can
be information services.

Under the telecommunications provisions
of Title II the ISPs become common carriers. At the
same time, many other regulations would apply that
seem to be inadequate for ISPs. The FCC is therefore
forbearing from most of the Title II regulations and,
under a light touch approach, only applies a limited
set of rules. Specifically, the FCC requires brightline
nondiscrimination rules that were already part of
the previous NN orders. However, this time the FCC
goes further in the direction of a purer form of NN
than in the previous NN orders. In the 2010 order
there had been partial exemptions for reasonable
network management, for mobile services and for
special services that could be given priority. In con-
trast, under the 2015 order no tiering will be allowed
at all, not even for special services that could be given
priority under certain circumstances under the 2010
rule. In addition, ISPs for mobile services are covered
similarly to fixed line services. They can only receive

some more flexible treatment under the reasonable
network management exception,” which remains in
place but has become more specific than before.

THE FCC’S BRIGHTLINE NN
RULES NOW INCLUDE:

@

No blocking.?
No throttling.’

@

@

No paid prioritization.'

No unreasonable interference:!!

®

@

This is a catchall for any newly emerging
or not yet discovered discriminations.

@

Extensive transparency

The blunt prohibition of paid prioritization
(tiering) came only late in the game along with the
FCC’s switch to the Title II classification of ISPs.
FCC’s proposed NN rulemaking of Spring 2014 in-
dicated that the Commission was leaning toward
relying exclusively on Section 706 and that it would
have allowed paid prioritization if “commercially rea-
sonable” The subsequent strict denial of paid priori-
tization comes as a particular surprise to economists,
who find quality differentiation for different consum-
er tastes or for different Internet applications a natu-
ral business response that comes closer to customer
needs than an “onesizefitsitall” approach.' It may,
however, come closer to the views expressed by the
Internet community. Maillé and Tuffin call the NN
approach the “idealistic and humanist” view, which
they contrast with the “economic” view against such
NN policy.”” The former view also comes out in the
FCC’s emphasis on the open Internet as a “platform
for speech and civic engagement.”'¢

In justifying its prohibition of paid prioriti-
zation, the FCC maintains that “the threat of harm
is overwhelming” and therefore exceeds any benefi-
cial effects.'” It also notes that there are no “practical
means to measure the extent to which edge innova-
tion and investment will be chilled” by paid prior-
itization."”® Contrary to the other NN requirements,



there is no exemption from the paid prioritization
prohibition for reasonable network management.”
The only remaining ways open for paid prioritiza-
tion are (1) a waiver request (which must demon-
strate “some significant benefit but no harm™ or (2)
the structuring of a service that it is outside “broad-
band Internet access service”?! The latter currently
includes, for example, telephone services. The FCC
acknowledges that some large edge providers (CAPs)
can assure themselves priority services outside the
ISP offerings but accepts that as inevitable.*?

The FCC views the main NN issues as largely
independent of the level of ISP competition, as long
as consumers.” In that case, ISPs fulfill a gatekeep-
er function between edge providers and consumers.
Mobile operators in particular can be an edge provid-
er’s only consumer access.*

B. Europe

It is often remarked that Europe lags behind the Unit-
ed States in the timing and the intensity of its con-
cerns about net neutrality. A number of hypotheses
have been advanced to explain this, including:

The notion of the Internet as an open

networks or local loops with their re-
tail rivals, in the United States such
mandatory access progressively came
to an end from 2004.%¢ Thus, in 2006,
telecommunications incumbents ac-
counted for only 48 percent of retail
broadband lines in the then 25-E.U.
Member, the remainder being distrib-
uted among a variety of unbundlers,
one or more cable companies, and oth-
ers. Thereafter the incumbents’ share
continued to fall. In the United States,
by contrast, the period of the NN de-
bate saw, after 2003, the strengthening
of the duopoly in most areas between
a single telecommunication company
and a cable company, with the cable
company, often Comcast, in a position
of increasing strength. As a result, in
the United States, for connections of
25Mbps, 75 percent of Americans have
only one provider.”

The early aspects of the European discussion

and democratic space for innovation
and the exercise of the right of free
speech had much greater resonance in
the United States, the land of the Inter-
net’s birth, than in Europe.

The United States had different com-
petition and regulatory arrangements
than Europe in at least two significant
respects. First, the ability in the Unit-
ed States to impugn the conduct of a
dominant or monopoly firm was more
limited, and second, a ruling of the
U.S. Supreme Court (Trinko) disap-
plied competition law in certain case
where a regulation was in place.”

Most importantly, the fixed broadband
retail market structure in the United
States was much more concentrated
than in Europe. Whereas incumbent
ISPs in the European Union were al-
most everywhere obliged to share their

of NN exhibited a phenomenon which has continued
to this day: of the three bodies involved in the pro-
cess of lawmaking in the European Union, the Eu-
ropean Commission, the European Parliament and
the Council of Ministers (the Member States’ govern-
ments)? - it has been the Parliament which has made
the running over NN proposals. Since a large degree
of agreement between Parliament and Council is re-
quired to pass a law, the restricting factor has been,
and still is, the Council. The stance of the European
Commission on NN was initially unworried: if there
were a problem for any country, it was the United
States, not Europe with its pervasive access-based
broadband competition; or if there were a problem in
Europe, it was one which measures to improve trans-
parency would resolve.” In 2010, European Com-
missioner Kroes observed, a propos of NN, that “I
will not be someone who comes up with a solution
first and then looks for a problem to attach to it. I am
not a police officer in search of a busy corner”*

Turning to the European NN legislation that
has been enacted to date, the major instrument was

87



88

the 2009 revision of the set of Directives that formed
the European regulatory system for electronic com-
munications services coming into effect in 2003.
Though the term NN is not used, the proposition that
“access competition + transparency on data manage-
ment = preservation of network neutrality” is clearly
enshrined. Thus, two changes were made within the
Directives:

Obligations were placed upon ISPs to
be more explicit about the network
management policies they employed.
And national regulatory authorities
(“NRAs”) were expressly given power
to specify measurement parameters.

NRAs could, subject to an oversight
process, impose minimum quality
standards on broadband suppliers if
they had significant market power
(“SMP”) or dominance.

While, in a 2012 report, BEREC (the new-
ly created College of NRAs in Europe) collected
evidence of large scale throttling and traffic man-
agement, noting that at least 20 percent of mobile
customers were denied access to VoIP services,” it
noted that new transparency rules had come into
force in 2011, and observed that general European
competition law provisions were already in place
to deter and punish anticompetitive actions taken
by ISPs in their dealings with non-afhiliated content
providers.*

Was this optimism enough to end the Euro-
pean NN debate? It had already become clear that
it was not. Two Member States reacted forcefully to
events in their domestic markets. With some of the
highest capacity broadband networks in Europe and
sophisticated users, the Netherlands was an early
flashpoint. In April 2011, the Dutch legislature had
amended the telecom law to enshrine a very strict
NN obligation. Similar legislation was adopted in
Slovenia, which only became law on 1 January 2013.%

In 2013, the Commission proposed a major
reformulation of the regulatory regime, known as
“Connected Continent” and designed to achieve a

single market in telecommunications. This includ-
ed a section on rights of end-users with a subsection
proposing:

“The obligation on providers to provide
unhindered connection to all content,
applications or services being accessed by
end-users — also referred to as Net Neu-

trality while regulating the use of traffic
management measures by operators in
respect of general internet access. At the
same time, the legal framework for spe-
cialised services with enhanced quality is
clarified**

While the Connected Continent passed and
was even strengthened by amendments in its first
Parliamentary reading in 2014, it was overtaken by
the expiry later in that year of the mandates of both
the Parliament and of the Commission. Meanwhile
the Council remains hostile to the core NN propos-
al that prohibits or severely circumscribes opportu-
nities for CAPs to pay ISPs more for priority trans-
port.

In the end, the elements concerning on NN
and one other matter are all that remains of the Con-
nected Continent proposals. The situation is compli-
cated by the new Commission’s intention to conduct
a wider review of regulation. When the new propos-
als were initially unveiled in May 2015, they merely
expressed the hope that a uniform regime would be
established in Europe by passage of the remaining
Connected Continent proposals.”

On June 30 2015, the solution agreed be-
tween the Council and the Parliament, subject to for-
mal ratification by each body, was announced, with
the claim that the new rules are “the strongest in the
world” On one hand, it is asserted that “there will
be no paid prioritisation of any content or service or
category of content or service’; on the other hand,
the supply of specialised or innovative services “like
IPTV, high definition videoconferencing or health-
care services like telesurgery” can be exempted “on
condition that they do not harm the open Internet
access.””® The Netherlands government immediately



objected that the new rules admitted price discrimi-
nation by the back door, and commentators suggest-
ed that they contained ambiguities that would have
to be resolved by Member States’ regulators and
courts.”

How the situations in the United States and
the European Union have changed over the past few
months can be seen by the fact that one of us in a
recent survey that was finished in August last year
expressed the view that the European Union would
end up with stricter NN regulations than the Unit-
ed States. Currently, in spite of the EC’s own claim,
the opposite result seems to prevail but, at least in the
United States, the courts may still have the last word
and reverse this assessment.

[ll. THE TIERING QUESTION
AT THE HEART OF THE NN
DEBATE

Introduction

On anumber of NN issues a basic consensus seems
to exist between the U.S. and E.U. policies. These in-
clude a prohibition of blocking, throttling and un-
reasonable discrimination, affirmative transparency
requirements and an exemption for reasonable net-
work management. However, as the previous section
has demonstrated, the most controversial paid prior-
itization or tiering aspect of the NN debate remains.
Not surprisingly, it follows the flows of money among
the parties, notably the legitimacy of payments levied
by ISPs on CAPs for the delivery of their content to
end-users.

The totality of such flows are represented by
the arrows in figure 1. End users, notably households,
buy broadband services from (in this case duopolis-
tic) ISPs. They also buy content and other services di-
rectly with content and application providers (CAPs),
some of which are vertically integrated with ISPs, for
example acting as providers of managed IPTV ser-
vices. CAPs also receive revenues from advertisers,
and end-users “pay” for such content by exposing
themselves to advertisements.

Figure 1.
ADVERTISERS
CONTENT AND
APPLICATIONS @ P11 | END
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(CAPs) @ 1sp2 L
ADVERTISERS

Note: arrows denote financial flows.

Under these arrangements, unless pre-existing
strong market power is reduced, end-users are likely to
end up paying in one form or another for everything; if
they do not, supply will dry up. CAPs and ISPs are thus
both suppliers of complements and rivals for the end
users’ dollar.

In the NN debate, there are three fundamental-
ly different ways in principle in which monetary flows
between CAPs and ISPs can be defined and modelled:*

They can be prohibited, or confined to ap-
plication in the minor exceptional cases
known as specialised services; this prohi-
bition (or confinement) lies at the core of
the continuing NN debate.

They can be subject to negotiation be-
tween the parties; this will likely gener-
ate a set of tiered rates at different quality
levels corresponding to different levels
of priority. The outcome of such negoti-
ations will depend, among others, on the
market power exercised by the negotiat-
ing parties. In this version, in deference to
the status quo, a basic “best efforts” rate is
usually assumed to be available at a zero
price (but this is not necessarily the case).

They can be set in a regulatory manner, as
a regulated termination rate, in the same
fashion as voice termination rates are set
by regulators in the context of a “calling
party pays” pricing regime, however with
a potential differentiation for different
Quality of Service (“QoS”). The simplest
but not the only way of doing this is to set
a single, uniform positive rate.
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It is worth pointing out that, in relation to
broadcasting platforms, there are ample precedents
for negotiation between content providers and pro-
viders of platforms such as cable and satellite compa-
nies. And the resulting money flows can go in both
directions, as shown in figure 1. Thus, a provider of
run of the mill “commoditised” content might pay
for inclusion on a platform, while the platform might
pay a provider of key content to offer its services. In
other words, the issue is not confined to ISP/CAP re-
lationship alone.

It is also important that, in the case of ad-
vertiser supported content, there is no direct way in
which the content provider can provide a monetary
benefit to end-users to exploit its services;* the only
thing it can do to benefit them is to reduce the adver-
tising content. Such a transfer to end-users payment
can, however, be accomplished via the ISP. Thus we
find advertiser supported Facebook in some coun-
tries paying mobile operators not to count time spent
on Facebook as part of the subscriber’s data allow-
ance.”!

A. Economic modelling

A number of authors have applied the standard tools
of economic analysis to evaluate the effects of the
above noted options, and we report the results of
some of them.*? The models adopted can be either
“static”, which in this case normally means ignoring
the effects on investment, or “dynamic” - taking ef-
fects on investment into account. As usually happens,
the greater realism of the dynamic models tends to
spoil the clearer and more intuitive results of the stat-
ic models.

One of the earliest and most transparent
models is due to Hermalin and Katz.*’ They operate
with an ISP structure that is either monopolistic or
duopolistic, while CAPs differ in the quality of ser-
vice that they require. In effect the three options not-
ed above are considered: a uniform QoS at either a
zero or a uniformly positive price; and a menu of dif-
ferentiated service levels at different prices. Indirectly
mandating a uniform quality excludes certain pro-
viders, generating an effect on end-users welfare that
is probably negative. This effect is most pronounced
when the imposed price is zero.

This confirms a widely derived and unsur-

prising result that when end-users have different
tastes (or different applications for the same user),
their welfare can be enhanced by being able to pay
different prices for different products in the market
place. But work by others has shown the possibility
of a counterexample. Economides and Tag introduce
into a different model the impact of an externality
in the content market.* They suppose that multiple
advertiser supported CAPs dealing with a monopo-
ly (alternatively, duopolistic) ISPs. The choice is be-
tween having a zero or nonzero termination charges.
But they differ from Hermalin and Katz by supposing
that end-users gain a benefit from the simple “avail-
ability” of additional CAPs, even if they do not use
them. This they call a “crossgroup externality” And
they show that if these externalities are high enough,
then in both a monopoly and a duopoly ISP setting,
NN can generate more end-user welfare than allow-
ing positive payment for CAPs to ISPs. As before, this
corresponds with economic intuition: if more CAPs
confer a large enough benefit on all end-users, then
this effect might outweigh the detrimental impact on
variety noted by Hermalin and Katz. However, no ev-
idence is cited for the presence of the externalities.

Within the Hermalin/Katz model for the NN
result to hold, externalities would have to apply at
the margin reached under a non-NN policy. Given
the apparent low entry barriers for most CAPs, and
their observed proliferation, one might think that the
benefits offered to non-consumers by the “option” of
even more of them might be quite small. However,
some CAPs actually are confronted with substantial
entry barriers and - like Google, Facebook or ESPN
- command market power. The Hermalin/Katz mod-
el does not seem to capture, for example, exclusive ar-
rangements between such CAPs and ISPs that could
lead to Internet fragmentation, and that could hap-
pen in particular under ISP competition.

When we enter the looking glass of dynamic
economic models, the mapping between assumptions
and results gets more complex. As an illustration, the
well known 2010 model of Choi and Kim assumes a
single ISP which either levies no charge on either of
the two assumed CAPs, or auctions a higher quali-
ty channel to one of them.* In their particular set-
up, they discover that it is impossible to state which
regime yields the larger ISP investment, though NN
encourages more investment by the CAPs. Oth-



er models are specified differently. At least some of
them find NN less conducive to ISP investment than
its opposite.*

What can we conclude from this? Simple, or
even complex, economic models are not by them-
selves a reliable guide to economic policy. However,
the static models do indicate: i) that a restriction like
NN on freedom of contract has the potential to dis-
tort end-user choices, which ii) it might be expedi-
ent to do in the presence of large externalities. This
predisposes us to be sceptical of outright NN tiering
prohibitions and to favour the permission of nego-
tiation for service differentiation in the absence of
other cogent reasons to follow this course. But there
is another potential factor — the presence of market
power exercised by ISPs. This could open the door to
both exploitative and exclusionary conduct — over-
charging of CAPs (and ultimately of end-users) and
discrimination against CAPs not affiliated with an
ISP. At the same time the article cited in endnote 44
indicates that adverse effects from not enforcing NN
could be more common under ISP competition than
under monopoly. The example of mobile services,
where competition and widespread NN violations
coexisted, could confirm this.

That this has resonance with the public is
shown by the fame and widespread viewing on You-
Tube of a diatribe in mid 2014 by John Oliver against
the now abandoned Comcast Time Warner cable
merger, which would have created a superISP and
which encouraged a flood on opposing comments to
the FCC.*

However, Joshua Gans*® has shown that even
with an NNstyle prohibition on charges levied by
ISPs on CAPs, the same exercise of dominance by
the ISP can result simply via the ISP’s charges to its
own customers.* That is, the ISP, sitting as in figure 1
at the heart of the two-sided market involving CAPs
and end users, can build in content based price dis-
crimination into its charges to end users, and thereby
extract the same amount of surplus from end-users
as they would from CSPs. To prevent them from do-
ing this, restrictions on ISPs’ charges to end-users
(“strong net neutrality”) must be imposed as well.

Moreover, Gans argues that not even com-
petition among ISPs can prevent CAPs from being
short-changed. This arises because the ultimate mo-

nopolists (in the form of singlehoming broadband
bottleneck customers) are the end-users. Competi-
tion forces ISPs to maximise their upstream monop-
oly rents but then transfer them to end-users, via a
waterbed effect. As Gans writes (informally in his
blog): “that means that content providers get stuffed
even when there is net neutrality regulation.”

B. Assessment

We have argued - probably uncontroversially - that
tiering is the most durable and important extant eco-
nomic issue in the NN debate. Because it hinges on
the whole gamut of NN considerations, from the de-
sirable degree of product differentiation to the best
way to control market power, it is inevitably very
complex, and may require compromise among objec-
tives. In particular, if there are concerns about the use
of market power by ISPs, then it is sensible to build
into the regime a means of managing this risk.

The extreme approaches we have identified in
our discussion range are a full NN policy encompass-
ing no charging of among CAPs, and the application
to the relevant transactions between CAPs and ISPs
of nothing beyond the two regions’ competition laws.

In the United States, the FCC’s path is clearly
set on the strict NN approach (subject, of course, to
appeal to the courts). In Europe, the matter is more
fluid, with major differences between the Parliament
and Member States, while the European Commission
pursues its own chosen objectives, one of which is to
have a uniform regime to support the Digital Single
Market.

In these circumstances, it may be fruitful to
examine intermediate solutions. Starting for conve-
nience from the NN end of the spectrum, one such is
the making of exceptions to the “no price and product
differentiation” rule. These already feature in the de-
bate. In the United States, they are known as “special
services” and parsimoniously defined as “using some
form of network management to isolate the capacity
used by these services from that used by broadband
Internet access services.” In Europe, they are known
as specialised services, and their proper extent is still
one of the subjects of sometimes-heated debate.”!

The best that can be said for this approach
is that if differentiation is advantageous, it is likely
(but not certain) that even a small amount of it in
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key areas is better than none. But if the exceptions
were confined to such things as emergency services,
driverless cars and critical health applications, and
if exceptions stop short of the bulk of commercial
Internet transactions, the difference from pure NN
might be small.

A broader departure from NN would be to
impose certain ex ante restrictions on the transac-
tions which ISPs could enter into with CAPs. These
would bear some similarity with prohibitions under
the competition laws of the two regions, but could
be tailored to meet the circumstances of the case in a
way that competition law cannot, and would be dis-
tinguished both by their ex ante nature and by the
different enforcement mechanism which would be
entailed.

The logic of this approach is to impose some
restrictions on the individual negotiations between
ISPs and CAPs. One main argument against allow-
ing such paid prioritization is that monitoring and
evaluating it on an individual basis is cumbersome
and almost impossible. But pre-specified prioritiza-
tions based on generally available and transparent
criteria are an alternative. If different applications
have different QoS requirements then one should be
able to design prioritization that is nondiscrimina-
tory in the sense that it is available to all who want
to pay for it. This would both reduce transactions
costs for parties and reduce enforcement costs. A
possible way of doing this could be to require that
an operator proposing any QoS deviation from the
best-effort Internet (which would first have to be
defined) would have to formulate a tariffed offerings
available to all customers. Such a tarift would have
to contain a QoS description and a price schedule.
The QoS description and potential warranties may
be difficult, but that would also hold for negotiated
outcomes.

The advantage of negotiated outcomes is that
the ISP and the CAP have to find common QoS crite-
ria that are verifiable. Under a tariffed version the ISP
would have to come forward with a tariff notification
to the regulator. In a stronger version of the rule, this
would be subject to prior regulatory approval via an
open process. While the price schedule would be at
the discretion of the ISP, it should follow some re-
strictions that would prevent discrimination against

small users. For example, a monthly fixed fee of a
million dollars would exclude all small users, while
a high usage fee would be neutral. An alternative to
a usage fee could be pricing based on the capacity
of lines used. The presence of notified tariffs would
make it easier to enforce, for example, prohibitions
on margin squeezes when the ISP was also a content
provider.>

The next step in the interventionist progres-
sion puts considerably more detail on the setting of
charges. This takes us into the territory of the regulat-
ed “termination model’, where the level of charges on
the CAP to be levied by the ISP are set by a regulatory
process. To avoid the problem of a single quality of
service, they could allow differentiation of this key
attribute.”

In our view, this could involve crossing the
Rubicon from territory, in which certain negotiat-
ing behaviours and price structures are forbidden
or “proscribed”, into the territory in which detailed
prices and commercial arrangements are “prescribed
or imposed.” Yet the lack of intrusive regulation of the
latter kind in data termination (as distinct from voice
termination) is widely seen as one of the foundations
of the success of the internet. Its practical substitute
has been a flexible regime of peering and paid peer-
ing which operates in the shadow of competition law
(including merger control), and has delivered results
which are not perfect but satisfactory or better.”* It
has to be kept in mind, however, that this system
evolved among large backbone networks that succes-
sively admitted smaller networks to the club. Howev-
er, this may not work for small CAPs relative to large
ISPs. Nevertheless, famously, the economist George
Stigler is said always to have advised his business cli-
ents to seek to get themselves regulated: this was the
reliable path to long term excessive profitability. The
enthusiasm of some ISPs for the regulation of data
termination [check source] should thus give us pause
before adopting this proposal.

Where has this discussion taken us? We have
three fundamental options for governing transac-
tions between ISPs and CAPs. The strict NN proposi-
tion is to prohibit any such payment and with it, any
quality differentiation. Absent a special reason such
as powerful externalities, this looks likely in compet-
itive circumstances to be welfare reducing.



In contrast, wholly unregulated ISP/CAP
transactions might fare well in a world with control-
lable market power and few significant externalities.
If the latter abound and/or are large some interfer-
ence may be warranted. If the ISP sector were rid-
dled with ineradicable market power, where tiering
is concerned then even strict NN might be an n-th
best outcome. (As noted above, we suspect that this
may explain the more favourable view of NN taken
in the United States than Europe, where broadband
markets appear to be more competitive).

We have suggested that it may be fruitful to
search for a solution which lies in the middle ground
between the extremes of NN and wholly unregulated
ISP/CAP transactions. We do not endorse the impo-
sition of a model of regulated differentiation termi-
nation charges, but suspect that less intrusive form
of intervention can both reduce transactions and en-
forcement costs and place a limit on, and make more
transparent, any use of market power by an ISP.

IV. CONCLUSIONS

Content Service Providers (CSPs) need access to sin-
glehoming end-users via ISPs that own the access
networks. NN characterizes a termination monopoly
issue, but is nonreciprocal. There are two apparently
simple regulatory options for resolving the NN issue
and potentially many complex regulatory options.
The two simple policies are (a) no net neutrality reg-
ulation, meaning that ISPs are free to discriminate
against CSPs, as long as they do not violate competi-
tion law, and (b) strict net neutrality regulation for-
bidding ISPs to discriminate in any way against CSPs
(common carrier approach). In contrast, a complex
policy would allow discrimination against CSPs
based on specific criteria (case-by-case). It turns out
that the simple policies are not simple after all. Spe-
cifically, under no net neutrality regulation the use
of competition law may itself pose complex issues.
In addition, competition law has a hard time dealing
with specific externality issues raised by NN. These
include internet fragmentation, the dirt road fallacy,
and externality issues occurring in competitive en-
vironments. In contrast, under strict NN regulation
ISPs may circumvent NN via (a) network manage-
ment, or (b) peering with content providers disguised

as ISPs (Netflix). Strict NN regulation may then be
less constraining on ISPs than it first appears. How-
ever, it may discriminate against small CSPs (which
cannot disguise as ISPs).

The two apparently simple policies have gen-
erated heated political controversies. Adopting one
of them will leave large sections of the population
and business community unsatisfied. This, at least
from a political perspective, calls for a compromise,
which would mean a more differentiated and thus
more complex policy. In contrast to the simple pol-
icies, a complex policy would allow discrimination
against CSPs based on specific criteria. This opens up
many different policies and is likely to entail intricate
design and monitoring issues. We suggested as an in-
termediate policy located between no and strict NN
regulation to allow tiering based on publicly available
tariffs that differentiate the various offerings.

The NN discussion is likely to stay alive for
a while. The FCC Order is under appeal, while the
European outcome has the appearance of being ir-
resolute and inconclusive. New developments on NN
evolve through the impact of firms like Google (and
now Verizon) operating on both sides of the CAP/
ISP street. Also, the implications of the much higher
level of encryption which is now taking hold every-
where will affect the NN discussion.
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State Created Barriers to
Exit: The Example of the

Acquisition of Alstom by
General Electric

By Nicolas Petit '

ABSTRACT

This paper seeks to understand the competitive impact
of State restrictions to Me&»A transactions that target
domestic corporations. In the economic literature, a
rich body of papers has examined the impact of State
restrictions in terms of market access, international
trade and FDI. In contrast, the consequences of State
restrictions in terms of economic competition remain
poorly understood. To discuss the competitive effects of
State restrictions to M&A transactions that target do-
mestic firms, the present paper offers a case study of the
takeover of the French company Alstom by the U.S. con-
glomerate General Electric (“GE”) in 2014, and of the
measures adopted by the French Government to under-
mine it. This case is interesting. Unlike in the conven-
tional scenario where Government intervention leads
to prohibit the transaction, the Government interfer-
ence did not kill the GE/Alstom transaction. Rather, in
GE/Alstom, the French Government re-engineered the
initial transaction. In lieu of an “absorption” of Alstom
by GE as initially envisioned, the parties were forced to
seal an “alliance.” Our case-study shows that State in-
terference may influence the competitive conditions in
the market. In particular, we advance a counterintui-
tive idea. While the traditional market access literature
would lead to envision State interference as a form of
measure that protects the domestic firm, we show that
State interference can also harm the domestic firm. In

particular, in the case in point, the French Government
measures may have locked Alstom behind exit barri-
ers, by preventing it to leave the energy markets it pur-
ported to quit. We review empirical data to test our
hypothesis. In practical terms, we believe our findings
are interesting, because the literature on failed indus-
trial projects suggests that Governments are often bad
at making exit choices. This should be kept in mind,
at a time where proponents of strong industrial policy
agendas are increasingly vocal. Moreover, our analysis
may have implications for antitrust policy. As much as
entry barriers, barriers to exit prevent the emergence
of competitive markets and are thus a concern for an-
titrust agencies. Additionally, State interference with
Me>A risk undermining the efficacy of merger control
systems, in depriving antitrust agencies’ ability to nego-
tiate remedies that remove competition concerns.

I. INTRODUCTION

This paper seeks to understand the competitive
impact of State restrictions to Merger & Acquisi-
tions (“M&A”) transactions that target domestic
corporations. In the economic literature, a rich
body of papers has examined the impact of State
restrictions to M&A in terms of market access, in-
ternational trade and Foreign Direct Investment
(“FDI”). In contrast, the consequences of State



restrictions in terms of economic competition re-
main poorly understood.

To discuss the competitive effects of State restric-
tions to M&A transactions that target domestic firms,
the present paper offers a case study of the takeover of
the French company Alstom by the U.S. conglomerate
General Electric (“GE”) in 2014, and of the measures ad-
opted by the French Government to undermine it. This
case is interesting. Unlike in the conventional scenario
where Government interference thwarts the transaction
- the aborted purchase of UK. AstraZeneca by U.S. Pfiz-
er in 2014 is a case in point — the Government interfer-
ence did not kill the GE/Alstom transaction. Instead, in
GE/Alstom, the French Government re-engineered the
transaction. In lieu of the initially planned “absorption”
of Alstom by GE, the Government forced the parties into
the sealing of an “alliance.”

Our case-study shows that State restrictions
may influence the competitive conditions in the mar-
ket. In particular, we advance a counterintuitive find-
ing. While the traditional market access literature
envisions State restrictions as measures that protect
home businesses, our case study shows that the State
interference can harm the domestic firm. In the case
in point, the measures taken by the French Govern-
ment may have trapped Alstom behind exit barriers,
by preventing it to leave the energy markets it sought
to quit. We review empirical data to test our hypothe-
sis. Additionally, we observe that a barrier to exit may
have been imposed on GE, as well as on all prospec-
tive investors in the French economy. This barrier to
exit may be, however, of lesser height than the one
imposed on Alstom.

In practical terms, our findings are interest-
ing, because the literature on failed industrial proj-
ects suggests that Governments often make bad exit
choices. This should be kept in mind, at a time where
industrial policy activists are increasingly vocal.
Moreover, our analysis may have implications for an-
titrust policy. As much as entry barriers, barriers to
exit prevent the emergence of competitive markets.
Additionally, State interference with M&A under-
mines the efficacy of merger control systems, depriv-
ing antitrust agencies” ability to negotiate remedies
that remove competition concerns.

The structure of the paper is as follows. Sec-
tion I provides a description of the initial transaction

and of the reaction of the French Government. Sec-
tion II describes the transactional effects of Govern-
ment interference, by undertaking a before-and-af-
ter analysis that compares GE’s initial bid of April 30
with the second bid eventually accepted on June 19
by Alstom under Government insistence. Section III
uses the framework of the “competitive neutrality”
literature to assess the competitive impact of State
intervention in GE/Alstom. Section IV suggests that
a better approach to understand the impact of State
restrictions consists in framing the issue in terms
of barriers to exit within the meaning of industrial
organization (“IO”) and business strategy literature.
Section V reviews some observed stock market data
to test the hypothesis that State interference in GE/
Alstom has created a barrier to exit detrimental to
Alstom. Section VI concludes that approaching those
State restrictions in terms of barriers to exit — rather
than in terms of barriers to entry as conventionally
done in the market access literature - refines the un-
derstanding of the large welfare costs associated with
such measures, and should be of assistance to both
academics and practitioners in the fields of industrial
and antitrust policies.

II. INITTIAL GE/ALSTOM DEAL

On April 23,2014, Bloomberg leaks that GE is in talks
to buy Alstom’s for approximately $13 billion.> GE is
a century old American firm founded by Thomas
Edison, with worldwide activities in energy, finance,
aerospace, pharmaceuticals, etc. It is the 4™ largest
U.S. firm. Alstom is a French industrial group, ac-
tive in energy and transport (primarily rail). It is five
times smaller than GE (in revenue). The press often
describes it as a “national champion.™

The news electrifies the French government.’
GE’s acquisition is perceived as a threat for the 9,000
Alstom workers on French territory.®

On April 30, 2014, GE confirms its intention
to acquire Alstom Thermal, Renewables, and Grid
businesses for EUR 12.5 billion. For GE, this acqui-
sition - the largest in GE’s history - is an opportu-
nity to gain scale in energy as utilities move to gas
fuelled power plants,” particularly in Europe.® For
Alstom, the sale of its energy assets will yield cash.
With it, Alstom can pay down its heavy debt, and re-
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position on transport, the segment with the highest
growth potential.

But for the French government, GE’s offer re-
mains “not acceptable A twin strategy is followed
to undermine GE’s plan. First, with the support of
German politicians, the Government solicits a count-
er-offer from Siemens. Siemens, who is the main ri-
val of Alstom and GE, is invited to play the knight in
shining armor.

Second, on May 15, the Government expands
the text of an existing regulation that subjects for-
eign investments to prior ministerial authorization.
The new text now covers investments from non-E.U.
firms in energy, transport and electronic communi-
cations if the interests of the State are at stake.' If GE
is ever to acquire Alstom, it will have to demand min-
isterial approval, and may be imposed conditions."

Weeks of negotiations follow. GE and Sie-
mens will both revise their offers. Siemens will offer
to team up with Mitsubishi Heavy Industries and Hi-
tachi to create an “alliance” with Alstom. In this vari-
ant, the French government would take a 10 percent
minority stake in Alstom.

But on June 19, GE, Alstom and the French
government sign a protocol. GE will acquire the en-
tirety of Alstom Energy for EUR 12.35 billion. In turn,
GE will set up an “alliance” with Alstom, through three
joint ventures (“JVs”): (i) a 50/50 JV in renewable en-
ergies; (ii) a 50/50 JV in grid; and (iii) a 80/20 JV in
steam turbines for nuclear power plants and for the
French market. Importantly, Alstom will use the pro-
ceeds of the sale to invest EUR 2.5 billion in the JVs.

The nuclear JV is subject to specific arrange-
ments. The Government will benefit from a preferred
share and corporate governance rights — a veto - to
protect the national interest, in particular on nuclear
plant security and technology.

In addition, GE commits to sell its transporta-
tion’s signaling business to Alstom, and to enter into
a global rail alliance with GE. Finally, GE will add
1,000 employees in France in the next 3 years (subject
to penalty of EUR 50,000 per job and a cap of EUR
50 million) and keep the headquarters (“HQs”) for
Grid, Hydro, Offshore, Wind and Steam in France.
On June 21, Alstom’s board of Directors recommends
GE'’s offer.

In parallel, the French government has been
in talks for the purchase of a stake in Alstom. On
June 22, Bouygues Telecom, the owner of 29 per-
cent of Alstom shares, accepts to lend 20 percent of
them (including voting rights) to the French Govern-
ment. Bouygues also accepts to sell, for a period of 20
months, its shares to the French government at a pre-
agreed price. With this share, the French Govern-
ment will be the main shareholder in Alstom, though
not with a majority.

On November 5, the restructured deal is for-
mally approved by the Minister of the Economy.

III. RESTRUCTURED
GE/ALSTOM DEAL

In this section, we seek to circumscribe the exact
perimeter of the transaction following State inter-
ference, as a prior to assessing its impact on market
competition. We, thus, compare the contours of the
GE/Alstom transaction before and after State inter-
vention. We consider side by side GE’s initial offer of
30 April and GE’s eventual offer of June 19.

This “before-and after” analysis is uneasy be-
cause the terms of the final offer are secret. To over-
come this difficulty, we have retrieved evidence from
other sources, such as corporate governance docu-
mentation, rating agencies reviews and financial an-
alysts’ reports. Those sources shed light on the final
perimeter of the transaction, post Government in-
tervention. We review, in turn, the following items:
transaction price (A), transaction structure (B),
transaction scope (C) and additional issues (D).

A. Transaction Price

Under the first GE bid, GE was to acquire the entire-
ty of Alstom’s energy activities in cash for a price of
EUR 12.5 billion. Under the updated offer of June 19,
the price of the proposed acquisition remained the
same, for a total of EUR 12.5 billion.

B. Transaction Structure
1. Data

In a speech of June 20, the French Minister of the
economy gave his own before-and-after analysis. He
explained that GE’s initial plan consisted in the “ab-



sorption” of Alstom’s Energy activities. With Gov-
ernment interference, the offer was arguably restruc-
tured. According to the Minister of the economy,
under the June 19 offer, GE and Alstom will form a
“partnership of equals,” a “durable ... alliance” in the
energy business."

Those statements deserve to be qualified.

According to our data, the scope of
the said “alliance” in the June 19 protocol
seems to cover only certain of Alstom’s
energy assets, not all of them. In partic-

ular, the concept of “alliance” obfuscates
that GE will acquire the entirety - in oth-
er words, will absorb - the “core Thermal
assets” of Alstom (e.g. fuel, coal and gas),
as explained in GE 2Q Earnings.

In 2014, those assets represented revenues of
$10.1 billion.” The alliance negotiated under French
government influence only covers the three JVs that
will be formed in “Renewable” energies (hydro + off-
shore); smart energy “grids” and “strategic activities”
(e.g. turbines for nuclear equipment for the French
market).!

In addition, the three JVs are structured in
such a way that GE seems in sole operational control
of the JVs, despite an equal distribution of owner-
ship in two of the JVs (50/50). In its Q2 2014 Results
Earning Conference Call, Steve Bolze, a Vice Presi-
dent at GE declared: “the deal economics remain the
same [...] GE will have operational control in these
joint ventures” He further added “in each JV, GE
has control, will appoint the Chief Executive Officer
(“CEQ”) and expects to consolidate. Alstom will have
standard minority governance rights.”*> Industry an-
alysts confirm this. In its June 25 Credit Opinion on
Alstom, the rating agency Moody’s affirmed that “The
potential new Alstom would focus on its transporta-
tion activities while its energy joint ventures would
be managed by GE”*® And Standard & Poor’s shares
a same understanding. In a comment ofJuly 7, 2014,
it declared that “GE will provide operating manage-
ment and liquidity support to the JVs. Alstom’s in-
volvement will be limited to the abovementioned
initial equity contribution.”"” If confirmed, this data

hints that GE will hold de facto sole control over the
energy JVs, much like in the initial April 30 offer.

On top of all this, the alliance seems tempo-
rary.”® In his presentation to investors, Steve Bolze ex-
plained that “Alstom would have the right to sell its
shares in the JVs to GE at a price that would return
Alstom’s investment + [...]." According to him, “the
timing of those out puts are slightly different, grid and
renewables more in the three to four year timeframe;
for the nuclear and French steam JV, more in the year
5,6, 7 timeframe.” The existence of a “put option” (read
sale option) was later confirmed in Moody’s Credit
Opinion, where it was mentioned that “As part of the
envisaged transaction with GE, Alstom will benefit
from a put option with regard to its three joint ven-
tures with GE valued at EUR 2.5 billion, which should
provide Alstom with additional liquidity if and when
the option is exercisable”” The German investment
tund ProfitlichSchmidlin Fond UI even reported that
“Some statements of the management of Alstom show
that the company actually intends to exercise the put
options”® And GE has similarly written that it “ex-
pect[ed] to consolidate” in the JVs.*!

2. Assessment

If the above data is to be believed, then there is no sig-
nificant difference between the before world - GE’s
absorption offer of April 30 - and the after world -
GE’ alliance offer of June 19. GE will immediately take
over the core thermal energy activities of Alstom. In
relation to the remaining energy assets (energy tran-
sition and strategic assets), three JVs will be formed.
However, GE will retain full operational control in
these JVs. They are therefore not real “joint ventures”
in legal terms, for there is no “joint control”*

There is one key difference between the before
and after world though. Alstom will not sell all its as-
sets immediately to GE. It will retain a stake in all
JVs (equal to an amount of EUR 2,5 billion). And this
share benefits from a “put option” Analysts tend to
believe that Alstom will exercise it. Overall, if one as-
sumes analysts to be right, this makes the transaction
look more like a progressive absorption of Alstom’s
energy by GE, than a “durable” alliance.

C. Transaction Scope

The April 30 offer was exclusively about energy. In
the June 19 offer, the transaction has been enlarged to
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transport. GE has committed to sell to Alstom its rail
signaling products and solutions, as well as to enter
into a cooperation agreement in rail (to ensure coop-
eration in purchasing, commercialization, develop-
ment, production, etc.). This transaction is valued at
approximately EUR 600 million.

D. Others

A key difference between the initial and the latest offer
is a GE commitment to add 1,000 employees in France,”
with financial penalties up to EUR 50,000 per job
non-added.”* This commitment is enforceable through
an independent auditor and financial penalties.

In addition, GE has committed to establish
HQs decision-making in France for Grid, Hydro,
Offshore wind and Steam.

A last difference between the two offers re-
lates to corporate governance rights in the third JV
(nuclear activities worldwide and steam turbines in
France) and the structure of capital (80/20). In this JV,
the French Government will hold a preferred share
(veto) as well as other corporate governance rights on

specific issues that relate to security and nuclear plant
technology in France.

E. Summation

This before-and-after analysis was a prerequisite to
understand the true magnitude of the Government
interference in GE/Alstom. It shows that the Govern-
ment interference has only slightly changed the na-
ture of the transaction (contrary to what was said in
the press). All of Alstom’s Energy business will be op-
erationally controlled by GE in the short term.* Most
of it — the core thermal assets — will be financially ab-
sorbed upon closing. The rest will be absorbed in a
proximate future, if Alstom exercises the put options
(which it is poised to do).

The main impact of Government interven-
tion has been to enlarge the scope of the initial offer
to transport (see table 1). Under the April 30 offer,
Alstom has an option to purchase GE’s rail signaling
business for EUR 600 million. Beyond this, the dif-
ferences between the April 30 and June 19 offers re-
late to employment, HQs and corporate governance
rights in the third joint venture.

BEFOR R
GE full control of all assets, EUR 8.7 Bn
Th 1 GE full control, 50/50 JV in steam and nuclear
erma EUR 8.7 Bn GE full operational control
and put option
50/50 JV
R ol GE full control, GE tull operational COl’lt.I‘Ol
enewable EUR 1.8 Bn and put option
50/50 JV
. GE full operational control
Grid GE tull control, and put option
EUR 3.7 Bn
GE to sell rail signaling to Alstom
Transport None
EUR 600 million
1,000 jobs and some HQ)s in France +
Other None | Government rights in steam and Nuclear JV

Table 1: Before and after analysis of the GE/Alstom transaction



IV. “COMPETITIVE NEU-
TRALITY” ASSESSMENT OF
GE/ALSTOM

Now that we understand what the French Govern-
ment changed to the transaction, it is easier to assess
the impact of its interference on market competition.
To examine this question, we first use the framework
offered by the growing body of literature on “compet-
itive neutrality” (A). In line with this framework, we
review the competitive effect of Government inter-
vention on GE (B) and on Alstom (C) side by side.

A. Competitive Neutrality

In recent years, Western international organizations
such as the OECD or UNCTAD have devoted an in-
creased attention to the policy principle of “competitive
neutrality”” The concern that underpins this principle
is to avoid that as a result of State intervention, some
government business activities “enjoy net competitive

advantages over their private sector competitors.”*

The concept of competitive neutrality was ini-
tially developed in Australia in the 1990s to address
the distortive effects caused by Government business
enterprises operating in commercial environments,
in competition with private operators.”’ It seeks to
provide a “level playing field” for all firms, wheth-
er they are government or private operators. It has
gained traction when the U.S. Government pledged
to promote it in international trade.’® Since then,
competitive neutrality frameworks have been rolled
out across the globe and in particular in Asia and
India where State Owned Enterprises (“SOEs”) are
prominent in the economy.”

In the competitive neutrality literature, the
focus is often placed on the distribution of preferen-
tial advantages to State-owned enterprises, and the
symmetrical distribution of disadvantages on their
privately owned competitors. A 2011 OECD work-
ing paper takes, however, a wider approach, and
lists “government preferential treatment to privately
owned champions” as one of the two most commonly
heard concerns from businesses regarding compet-
itive neutrality.”> The working paper gives examples
such as concessionary finance, the raising of regula-
tory barriers to competitors, or a favorable treatment
in public procurement transactions.

In this section, we rely on this extensive defi-
nition,” and assess the French Government’s interfer-
ence under the framework of competitive neutrality.**
We examine whether in relative terms, this gave rise to
the distribution of net competitive disadvantages to GE
(B), and of net competitive advantages to Alstom (C).

B. General Electric

From GE’s standpoint, the Government interference
is not competitively neutral. Instead of disbursing
a net amount of EUR 12.35 billion for the entirety
of Alstom’s energy business, GE’s acquisition is aug-
mented because it will have to disburse EUR 12.35
billion initially, and it may then rebuy Alstom’s EUR
2.5 billion investment in the JVs under put options.
Of course, GE has sole control over those assets, re-
gardless of the put options. This notwithstanding, the
revised structure of the deal is more complex that the
one initially planned. Moreover, the exercise of the
put option may not be seamless, for the French gov-
ernment is poised to take a stake of Alstom’s capital.

In addition, GE’s acquisition is encumbered
by a variety of additional costs which include an
enforceable commitment to increase the workforce
by 1,000 employees; the creation of several HQs on
French territory; the sale of its rail signaling opera-
tions; the inability to dispose immediately from all of
Alstom’s assets; and additional corporate governance
concessions.

Finally, GE incurred negotiation costs to se-
cure Government approval (hiring of lawyers, of
public relation agents, etc.), and its business opera-
tions might have been slightly disrupted. In the press,
it was reported that J. Immelt, GE’s CEO, had to make
three visits to France in less than two months.*

With this background, it can be said that
Government interference raised the acquisition costs
of GE, without making it impossible though.*

C. Alstom

It is unclear that Government interference has at all
benefited Alstom - as might have been intended.
Firstly, the main beneficiary of GE’s concessions in
terms of employment, HQs and corporate gover-
nance is the Government, not Alstom. Those advan-
tages or benefits can thus be left out of the competi-
tive neutrality assessment.
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Secondly, the option to buy GE’s rail signaling
division and the cooperation agreement in rail possi-
bly marks a competitive improvement for Alstom.”
But this improvement cannot be examined in abso-
lute terms. The EUR 600 million that Alstom will pay
may well have received better alternative uses. For
instance, Alstom may have preferred to use the EUR
600 million to pay down (some of) its heavy debt or
to return (some) cash to shareholders. Furthermore,
the M&A market may have offered to Alstom better
opportunities in transport than the purchase of GE’s
rail signaling activities.”®

Moreover, and more importantly, Alstom’s
commitment to invest EUR 2.5 billion in the three
JVs delays the entry into effect of its intended repo-
sitioning strategy as a “pure player” in transport, the
area with the highest strategic potential.*® Until the
expiry of the put options, billions of useful EUR for
Alstom will remain sunk into non-strategic JVs.*

In brief, in so far as Alstom is concerned,
State interference yields ambiguous results. On the
one hand, Alstom will acquire GE’s signaling busi-
ness, and GE is under a duty to sell that will pressure
down the acquisition price for Alstom. On the other
hand, a significant amount of the cash that Alstom
could have used to redeploy in transport will stay fro-
zen in the JVs. This increases the repositioning costs
for Alstom.*

D. Conclusion

The “competitive neutrality” framework is not entire-
ly helpful. It is indeed fraught with the well-known
difficulties that affect all distributional assessments.
As a result, we do not find a clear-cut, typical case
of Government intervention that harms the foreign
firm and advantages the domestic competitor. Both
GE and Alstom face increased costs as a result of Gov-
ernment intervention. On the one hand, the French
Government intervention inflicts on GE a cost that
consists in training 1,000 additional employees, as
well as a number of other concessions, including HQ
localization and governance-related ones. On the
other hand, Alstom is not free to sell its failing ener-
gy assets as it sees fit, and it must commit to reinvest
EUR 2.5 billion in energy JVs.

In addition, GE’s and Alstom’s costs are dif-
ficult to measure, and in turn compare. As far as GE

is concerned, the financial costs imposed by Gov-
ernment interference are essentially linked to the
commitment to recruit 1,000 employees, which can
be roughly estimated to EUR 50 million (the cost of
the total penalty if GE does not comply). The cost
imposed by this commitment depends however, on
a counterfactual conjecture, for GE may well have
decided, in the counterfactual world, to increase the
workforce in France. Beyond this, most costs are
transaction costs (e.g. governance obligations) whose
effect is complex to gauge in quantitative terms. The
training costs associated to labor contracts constitute
sunk costs* that are notoriously difficult to recoup.*
Finally, it is difficult to measure the cost inflicted on
GE by virtue of the obligation to sell its signaling
business to Alstom (in particular, the reduced sale

value that GE will extract, given that it is forced to
sell).

The same is true of Alstom. The main effect of
Government interference is to inflict an opportunity
cost on Alstom, which envisioned repositioning op-
portunities in transport. This cost is uneasy to quan-
tify. It could be thought of as being roughly equiv-
alent to the interest rates to be paid on the money
market, in exchange for borrowing EUR 2,5 billion.

With this background, there is no clear ev-
idence that the Government intervention in GE/
Alstom has altered competitive neutrality by distrib-
uting advantages to the domestic firm and disadvan-
tages to the foreign one.

V. BARRIERS TO EXIT AND
MOBILITY

In this section, we submit that the competitive effects
of the Government interference can be better ap-
proached through the lenses of the traditional Indus-
trial Organization (“I0”) and business strategy liter-
ature. In particular, the somewhat under-researched
concept of barriers to exit may provide a good ex-
plainer of what happened in GE/Alstom. Though ab-
stract, the framework provided by IO and business
strategy literature is exempt of the distributional
measurement difficulties that arise when one puts
the competitive neutrality canvass into practice. We
first quickly review the economic literature on exit



barriers (A), and then discuss GE/Alstom under this
framework (B).

A. Literature Review

In the IO literature, barriers to exit are generally treat-
ed as an indirect form of barrier to entry. As most IO
textbooks put it, if it is costly to exit an industry, there
are less incentives for entry. Put differently, a bar-
rier to exit is a barrier to entry, when entry has not
taken place.*” This finding has, however, been both
formally and empirically discredited by Rosenbaum
and Lamort, who show that while entry and exit are
part of the same market process, they are not causally
interrelated.*

The “contestable markets” theory makes a
more thorough discussion of barriers to exit.*’ In
brief, the theory contends that as long as markets are
perfectly contestable, then welfare is optimized re-
gardless of industry structure (monopoly, oligopoly
or perfect competition).”® Importantly, for markets
to be perfectly contestable, and in turn optimal, exit
must be “absolutely costless™

The main barriers to exit identified in IO liter-
ature are sunk costs, i.e. costs that cannot be avoided
if a firm exits a market (even if amortized and treated
as flow). This covers, for instance, workforce training
costs or advertisement campaigns. Those costs are
considered sunk, for the improved skills of employ-
ees or advertising campaign are not directly salvable
or reusable in case of exit.

Similarly, asset specificity is a common-
ly mentioned barrier to exit. A firm that has built a
manufacturing plant that is highly specialized for a
given production will not be able to sell those assets

easily to other buyers in another industry.”

Strategic commitments can also play as a bar-
rier to exit. A firm that builds a plant with a large
capacity in advance of others may try to make a cred-
ible commitment to stay in the market.”® Through
this non-exit commitment, the committing firm can
deter entry. Gilbert shows that sunk costs can serve
as a commitment by incumbent firms not to exit the
industry.”

Exit barriers have also been studied in the
business strategy literature. Porter and Harrigan
explain that “exit barriers” — the wording is distinct

from IO scholars - are adverse strategic, economic
and emotional factors that keep — or “trap” - firms
competing in business even though they earn low
or negative returns.” Harrigan explains that when
exit barriers exist, timely extraction of a firm from a
business can be delicate. She adds that barrier to exit
can be deemed to be high if exit is discouraged when
prices are below costs.*

Moreover, business strategy scholars advance
the closely related concept of “mobility barriers.”>
Firms may experience problems moving from one
group of firms within an industry that has peculiar
structural features, to another group of firms with
distinct characteristics. Take for instance a group of
multi-product firms selling homogeneous goods in a
vertically integrated industry. Mobility barriers would
include difficulties for one firm in developing imper-
fect substitutes, complexities in reducing the product
line width, or hurdles in vertically disintegrating.

In welfare terms, the costs of exit barriers are
implicitly and unquestionably admitted in the IO lit-
erature. Most authors take for granted that the freer
market exit, the more competitive the market. Instead,
IO scholars have investigated other descriptive issues,
such as how exit takes place in declining industries.
Fudenberg and Tirole, for instance, show that in oli-
gopolies, firms with high costs exit first. This lends
credence to the efficiency of free exit.* In contrast,
Ghemawat and Nalebuft illustrate that in declining
oligopolies, large firms exit first.” Other papers have
sought to explore proximate issues, such as the plant
closing strategy of exiting firms.*® This line of research
has been complemented by empirical studies.”

Despite their distinct “frames of reference’,
“private-oriented” business strategists have actually
come closer than “social-oriented” IO scholars to ar-
ticulating the welfare costs of barriers to exit. In a
broad study devoted to exit barriers in both declining
and non-declining industries, Harrigan explains that
“strategic and economic exit barriers frequently deter
firms from making the types of timely and friction-
less exits that are assumed to be possible in economic
theories of competition”® In turn, this has a number
of detrimental effects. She observes that “relatively
inefficient single-business firms may bloody an en-
tire industry before conceding to retire if their exit
barriers are high”* And she importantly notes that
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due to exit barriers, technological progress is imped-
ed, as old-fashioned technologies do not give way to
newer ones.*

Interestingly, some authors have examined
the effects of exit barriers on technological invest-
ment. Tin et al. recall that investment in technology
is a driver of long-term growth, and then insist on
the necessity to maintain good exit opportunities for
the funding of investments in technology.** Entrepre-
neurs and venture capitalists must indeed entertain a
credible prospect to sell their firms to managers once
technology is adopted. While those papers insist on
the features of equity and stock markets in that re-
spect, those findings can be extrapolated to the M&A
market in general.

B. Application to GE/Alstom

The concessions given by GE and the costs imposed
on Alstom fit well within the above concepts. As ex-
plained previously, GE committed to create 1,000
jobs and to locate several HQs in France. Those com-
mitments fall neatly within the IO concept of barriers
to exit. Labor costs are a well-documented form of
sunk costs. Moreover, those costs are often deemed
to constitute barriers to exit, because lay-offs often
face resistance in the form of political intervention
or legal disputes (all the more so in labor intensive
industries, like steel).® Finally, the various HQ com-
mitments can be analogized with a Government-im-
posed “strategic commitment” to keep plants and op-
erations on French territory.

In so far as Alstom is concerned, the costs
imposed by Government intervention are probably
even higher. Here, the business strategy literature
seems more relevant. In particular, the concept of
“mobility barrier” suits the effects of Government in-
tervention on Alstom. The sunk EUR 2.5 billion stake
in non-strategic JVs retards Alstom’s repositioning
strategy in transport. Moreover, without going as far
as arguing that this “traps” Alstom in a loss-making
market, the EUR 2.5 billion stake may undermine its
ability to pay down debt, to return cash to sharehold-
ers, and possibly to undertake a more profitable, al-
ternative strategy.

Lastly, the regulation that subjects foreign
investments to prior ministerial authorization (“the
regulation”) elevates a transversal exit barrier in all

sectors where a firm “activities [...] are essential to
preserve France’s interests in terms of public policy,
public security or national defense”®® In short, the
regulation makes domestic firms’ exit deals condi-
tional on Government approval. With this, more-
over, comes a bargaining process with Government
institutions, which is likely to feature a certain degree
of media exposure and negative publicity. Managers
from domestic firms may well delay purported exit
strategies for fear of such measures.*’

Of course, the regulation specifies an exhaus-
tive list of those national interests.”® But the early
practice in GE/Alstom suggests that the French Gov-
ernment makes an extensive, and rather unpredict-
able interpretation of the scope of the regulation. The
French Government deemed Alstom, a 99 percent
privately owned firm, a “national champion” or a
“strategic firm” worthy of protection by virtue of the
fact that Alstom was once under State control (un-
til 2006); that Alstom’s main clients (and revenues)
are large SOEs, in utilities notably; and that Alstom
entertains industrial partnerships with SOEs (for in-
stance, Areva).”” Under this approach, virtually any
firm that once had the State as a client or supplier,
that once was granted a subsidy, or that once had
the State as shareholder, can be deemed a “national
champion” whose exit ought to be prevented. Clearly,
this is likely to create a source of uncertainty for in-
vestors. And in welfarian terms, this unpredictability
should be thought of through the lenses of the litera-
ture that documents a negative impact on uncertain-
ty over investments.”

To conclude, it ought to be noted that if barri-
ers to exit are to be understood as indirect barriers to
entry, this may have indirect positive effects for GE/
Alstom.”" After all, both companies are in the market.
If the existence of the regulation increases entry costs
for other possible entrants, then the merged GE/
Alstom is shielded from competition. This, however,
remains a concern from a consumer welfare stand-
point, for consumers will face a market that is not
subject to the competitive threat of entry.

VI. MARKET DATA

Our argument that Government interference raised a
barrier on the exit or mobility of Alstom is primarily



qualitative. So far, we have assumed that Government
interference imposed a burden on Alstom through
the changed transaction structure, because the new
structure was different from the original one. In turn,
this relied on the implicit assumption that the initial
transaction was from Alstom’s perspective the opti-
mal one.

We have sought to verify this on the basis of
market data. To that end, we have retrieved data on
Alstom’s equity valuation (share price) in Bloomberg
between January 6, 2014 and January 6, 2015. We try
to observe the evolution of Alstom’s equity between
April 23,2014 when the initial transaction was leaked
to the market and June 19 when the Government re-
structured deal was publicized. The red arrow shows
that the initial GE offer was well received by the mar-
ket, with a +36 percent spike in the price of Alstom’s
share. This tends to confirm our proxy that Alstom’s
initial plan was the optimal one. The green circle, in
turn, corresponds to the Governments June inter-
vention. It shows a concomitant decrease of Alstom
equity by almost a half. With this, one may conjec-
ture that State interference dissipated by almost a half
the positive April effect. Lastly, we denote with an or-
ange circle the formal authorization of the deal by the
Government in November. Again, this coincides with
yet another decrease of Alstom’s equity valuation.

This data tends to suggest that Government
interference may have harmed Alstom, as conjec-
tured in the previous section. That said, this observa-
tion must be interpreted with utmost caution. Mar-
kets, and in particular, equity markets are fallible.”?
Moreover, we are well aware that our proof is at best
conjectural, and that many other factors that cannot
be controlled for may causally explain the evolution
of Alstom’s equity.

VII. THEORETICAL AND
PRACTICAL RELEVANCE

Our reading of the State interference in GE/Alstom as
a measure that elevates exit barriers has four theoret-
ical merits, which are discussed in turn.

A. Contribution to the Literature on Regu-
latory Barriers

The main finding of this paper is that the Govern-
ment interference in GE/Alstom gave rise to exit and
mobility barriers. In and of itself, this finding will
enrich the scant literature on State-induced exit and
mobility barriers. Only a few studies have to date
been devoted to such barriers. Harrigan, one of the
most prolific author on exit barriers, only mentions



them in passing, noting succinctly that “Govern-
mental policies intended to maintain employment
levels such as “state ownership” of facilities [...] can
be exit barriers”” In our review of the literature, we
also found a study by Lee, Peng and Barney which
examines bankruptcy laws that delay exit can affect
the potential for entry.”

Beyond this, however, the literature does not
seem to pay much attention to legal or regulatory exit
barriers. The IO and business strategy papers are in-
deed primarily centered on the firm and their man-
agers, and often neglect to apprehend the importance
of the regulatory environment. This is unfortunate,
for many such barriers seem to exist in the day-to-
day economy: restrictions to secondary trading; pro-
hibitions on the resale of licenses, authorizations, and
special rights; labor laws and protective trade union
statutes; etc.

B. Beyond Entry Analysis

As surmised previously, in the international trade
theory literature, many State restrictions on market
access are envisioned in terms of “market entry.””> In
other fields, like welfare economics or entrepreneur-
ship, the focus is also primarily placed on entry.” In
contrast, in the economics literature, the impact of
such restrictions on “exit” remains little researched.”

This focus on entry is unfortunate. First, in
the GE/Alstom case, GE’s market entry could not
possibly be hampered, for GE has already been pres-
ent for decades in Europe and in France with its own
production capacities. In other words, State restric-
tions to the acquisition of domestic capital do not
necessarily raise barriers to entry.

Moreover, this, one only envisions the socie-
tal costs of FDI restrictions myopically by looking at
one side of the story, e.g. the situation of the foreign
entrant whose market access is hampered. Howev-
er, this misses the forest for the trees, e.g. the costs
possibly inflicted upon the domestic firm, whose
entry belongs to history, and who may be “trapped”
in the market by virtue of State action. Moreover,
the obsessive focus on entry deterrence also omits
to consider the situation of foreign entrants who
overcome the entry barrier in exchange for unre-
coverable sunk concessions that limit their ability to
exit in the future.

In our view, the notion of exit barriers gives
a fuller, more complete account of the competitive
costs of Government intervention. It is our submis-
sion that when assessing the impact of State mea-
sures of the kind found in GE/Alstom, policy makers
should systematically review them through the lenses
of the theory of exit and mobility barriers, in addition
to thinking of them as entry impediments.

C. Exit Choices and Industrial Policy

In recent economic literature, a growing body of in-
fluential authors has called for a “rejuvenation” of in-
dustrial policy measures. Stiglitz, Lin and Monga ar-
gue that Governments can play an instrumental role
in sponsoring market players where externalities and
public goods issues occur, such as in the market for
the production of knowledge.”

Rodrik, however, recalls the usual caveat
against industrial policy: such measures “are often
derided because they may lead to picking the losers
rather than the winners.”® Nevertheless, he believes
that this is a necessary evil that should not distract
Governments from engaging into such programs.*
Rather, Governments should focus on trying “to min-
imize the costs of the mistakes when they do occur”™!

However, while this would literally entail
phasing out mistaken industrial programs, this is un-
likely to happen. As Seabright explains, once they have
sponsored a project, Governments are notoriously bad
at making exit choices and do not like to shut down
costly industrial ventures. In his words, “politicians,
responding to well-understood electoral and lobbying
pressures, are reluctant to close projects.” The empir-
ical literature on public project disasters brings myri-
ads of examples of this.* In a seminal book, Myddelton
reviewed six large British government quasi-commer-
cial twentieth-century projects that all “went wrong.”**
Key examples were the Concorde aircraft, the Channel
Tunnel and the Millenium dome. On the Concorde,
from the 1960s, the UK. government reviewed the
project every six months. There were regular increases
in the cost estimates. This notwithstanding, the Con-
corde was left in operation up until 2003. Eventually,
“Concorde’s costs, kept secret for years, totaled £9,600
million, an overrun of 300 percent in real terms. The
aircraft took thirteen years to design and build, twice
as long as planned.”®



It is against this backdrop that the concept of
State-induced barriers to exit proves useful. Much
like with perfused, loss-bleeding industries who keep
on receiving State subsidies, the elevation of exit bar-
riers around a strategic firm may just symptomatize
a degree of Government reluctance to pull the plug
on a failed project. And since it is a less costly — and
possibly less unlawful - measure than net State subsi-
dy, such initiatives may be more attractive to Govern-
ments, in particular in dire fiscal times.

As Seabright indicates “allowing projects to
fail and disappear is a very important part of inno-
vation and productivity growth in a modern indus-
trial economy.”*® The elevation of Government exit
and mobility barriers is in direct opposition with
this idea, and should thus be discouraged. There
are, indeed, numerous examples of large, strategic
organizations that successfully responded to deep
economic crisis with repositioning strategies. In the
early 1990s, for instance, IBM was in a dire financial
situation. It undertook a dramatic change in strate-
gy, by leaving the very competitive desktop markets,
to refocus on business applications.*” Similarly, Er-
icsson made a successful move from mobile hand-
sets towards the provision of “turnkey” wholesale
network solutions for telecoms operators. Those
success stories should inform Government choices,
when they contemplate forcing a strategic firm to
stay in an industry that it wants to quit.

D. Bargaining with Government and Anti-
trust Policy

Antitrust agencies across the world are in charge of
policing market competition. This mission generally
includes the ex ante scrutiny of M&A transactions.
In 2015, more than 200 countries had merger control
regimes. As a result, hundreds of M&A transactions
are reviewed each year by antitrust agencies. Some
are prohibited. Most are cleared. Often, the remedy
in problematic merger cases consists in negotiating
divestitures with the parties or concessions of other
sorts (including pricing, licensing and other commit-
ments). Keeping the ability of antitrust agencies to
extract remedies that allay competition concerns is
of critical importance for the maintenance of com-
petitive markets.

So far the effects of Government interference

on merger policy have been little researched.® In the-
ory, if State interference leads to the early abortion of
a merger that would be subsequently deemed anti-
competitive by the antitrust agency, then there is no
problem. In fact, this will save administrative costs
for antitrust agencies. Conversely, if State interfer-
ence reins in a pro-competitive merger that would
be subsequently cleared by the antitrust agency, then
there is no effect either because the merger control
system does not seek to promote, encourage or fab-
ricate pro-competitive mergers, just to prevent the
consummation of anticompetitive ones.

However, what has been perhaps less clearly
understood is the effect of State interference of the
kind observed in GE/Alstom, where the transaction
is conditioned on certain commitments. This type
of interference may impact on the effectiveness of
merger control systems for a simple reason: the ear-
ly bargaining process that takes place between the
parties and Government may pre-empt the amount
of concessions that the parties are ready to make,
leaving little for antitrust agencies to obtain from
the parties if competition concerns appear. To take a
graphic example, GE’s board may be reluctant to of-
fer divestments to solve antitrust regulators’ concern,
having been previously coerced to divest their signal-
ing business under State interference. In other words,
prior State interference may exhaust the amount of
concessions that antitrust agencies can obtain. It risks
turning the parties in non-cooperative spirit at the
later stage of merger scrutiny by the antitrust agen-
cies. This, in turn, exacerbates the risks of antitrust
prohibition, while competition concerns could have
been solved with remedies (type I error). An alterna-
tive is that having decreased the maximum amount
of potential concessions that the parties can offer, the
Commission will end up accepting under-fixing rem-
edies (type II error).”

In my opinion, this risk of remedy fatigue
additionally legitimates that antitrust regulators take
an interest in prior Government intervention, and
possibly unwind the conditions imposed previous-
ly. In addition to raising exit (and mobility) barriers,
that constitute a typical antitrust concern, such re-
strictions call into question the very effectiveness of
antitrust institutions. In the E.U., a legal instrument
exists to this effect. Article 21 of the merger control
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regulation imposes on Governments to notify the
conditions imposed on mergers to the E.U. antitrust
agency.”

VIII. CONCLUSION

This case-study has examined the impact of the
French Government intervention in the acquisition
of Alstom by GE. It shows that State interference has
only marginally altered the initial M&A transaction
negotiated by GE and Alstom. GE will absorb most if
not all of Alstom’s energy activities.”

In addition, it suggests that while State inter-
ference may be innocuous in transactional terms, it
may be more harmful from a competitive perspective.
In particular, the Government-attempted reshaping
of the initial offer may have restricted competitive exit
and/or mobility opportunities for both firms.** This is
interesting, because the problem with State restric-
tions to foreign M&A may therefore not lie where the
literature on competitive neutrality believes it is, e.g.
advantaging the local firm at the expense of the for-
eign one. Instead, the Government intervention may
just have been neutrally anticompetitive, by degrad-
ing competitiveness across the board.

With this background, Government interfer-
ence of the kind found in GE/Alstom should also be
approached from the IO and business strategy per-
spectives. In particular, the notion of barriers to exit
helps understands the cost of government interfer-
ence with M&A transactions that involve domestic
champions. Competitive exit is a crucial feature of
well-functioning markets. Academics, policy makers
and practitioners from all sides — industrialists, anti-
trust advocates, etc. — should keep this in mind when
thinking about such measures.
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Microsoft after

Fifteen Years

Keith N. Hylton

. INTRODUCTION

United States v. Microsoft Corp. (Microsoft I11)* is now
fifteen years old, and that I would write such a long
introduction to a reprint of significant portions from
the opinion is a sign its significance has not died out.
Just the opposite, I think it will become more signif-
icant in the near future, and not only because of its
impact on U.S. antitrust law. The decision lays the
groundwork for international enforcement of anti-
trust in high technology markets, at least as we have
come to know them, and this is likely to continue to
be significant for the foreseeable future.

As for U.S. law, it has become increasingly
clear that Microsoft 1II is the second most import-
ant monopolization decision after Learned Hand’s
United States v. Alcoa.’ To be sure, Alcoa must and
will always be the most important Section 2 opinion
because it sets the foundational principles for mod-
ern (post-1945) monopolization law. Judge Hand
overturned a doctrinal framework that had induced
a passive approach to antitrust enforcement against
dominant firms and replaced with a framework that
enabled and encouraged aggressive antitrust enforce-
ment.* Microsoft has had a comparatively limited im-
pact,’ but it clarifies and updates the monopolization
standard and constrains judges, and in these senses
fundamentally alters the law from Alcoa.

In addition to the comparison with Alcoa, I
will emphasize aspects of the case that cannot easily
be gleaned from reading the opinion. I will not focus
on the economics, a topic that has received ample at-

tention.® Instead, I will emphasize strategic decisions
of the parties involved — Microsoft, the Justice De-
partment, the courts — and especially the human frail-
ties that drove this litigation forward and made it the
public spectacle that it was. Most importantly, I will
emphasize the aftermath of the decision - specifical-
ly, its effects on antitrust enforcement and doctrine.
Microsoft III has provided the template for modern
antitrust enforcement in technology markets, and its
legacy cannot be evaluated without taking into ac-
count its enormous impact on international antitrust.

Il. THE LITIGATION: A QUICK
SUMMARY

The Department of Justice’s antitrust litigation
against Microsoft began as a rather narrow and tech-
nical complaint about the firm’s licenses with origi-
nal equipment manufacturers — makers of computer
hardware such as personal computers and laptops.’
Microsoft required these firms to pay a license fee for
every unit they sold, whether or not the unit incor-
porated Microsoft’s operating system. The efficiency
rationale for this is easy to see: software being easy
to copy, and Microsoft’s system being nearly ubiqui-
tous at the time, it was more efficient for Microsoft
and the original equipment manufacturer to assume
that each unit had Microsoft’s system installed rather
than set up a costly monitoring and verification sys-
tem. Still, the agreement had the effect of impeding
rival operating systems; if the equipment manufac-
turer was going to have to pay for the Microsoft oper-
ating system whether he had installed it or not, then
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why would he consider installing a rival system? This
dispute, known as Microsoft 1} ended quickly with
a consent decree in which Microsoft agreed to stop
seeking the per-processor license in its contracts.

Even this “preliminary skirmish,” to use the
description of Page and Lopatka,’ reveals much about
the core economic issues in the Microsoft litigation.
The per-processor license agreement had an efficiency
rationale, but it also posed a risk of harm to consum-
ers by excluding competition. Rule of reason analysis
would require consideration of both effects. It is pos-
sible that consumers were better off under the agree-
ment because of the substantial costs of monitoring.
These straightforward and yet empirically uncertain
tradeoffs between efficiency and consumer harm
would continually reappear in the Microsoft and re-
lated spin-oft antitrust cases following Microsoft I.

Justice’s litigation against Microsoft soon
mushroomed into a more complex case centering on
Microsoft’s contractual and technological integra-
tion of its Internet browser with its operating system.
First, Justice tried to enjoin, as a breach of the terms
of the consent decree from Microsoft I, Microsoft’s
contractual requirement that original equipment
manufacturers that license its operating system also
license its browser. District Judge Thomas Penfield
Jackson sided with Justice and issued an injunction,
but it was overturned by the D.C. Circuit Court of
Appeals with a stern rebuke in Microsoft I1."°

The technological integration case, Microsoft
I11, was initiated in Judge Jackson’s court shortly be-
fore the decision in Microsoft II. The disadvantaged
rival in both cases was Netscape, the maker of a once
popular stand-alone Internet browser. This time the
Justice Department framed its case on a broader
plane and expanded it, after hiring David Boise to
manage the litigation, to include a smorgasbord of
additional charges.

The core theory of the complaint was that Mi-
crosoft had suppressed the development of “middle-
ware” as a competitive threat to its operating system
monopoly. Middleware, a product category defined
by Justice for its case against Microsoft, consisted of
software applications that could, in theory, develop
into substitutes to an operating system. Netscape and
Sun’s Java were offered as examples of such middle-
ware, and also victims of Microsoft’s anticompetitive

conduct. In addition to this core theory, Justice aug-
mented its complaint to include various contractual
provisions with original equipment manufacturers,
Internet service providers, software firms, Apple, In-
tel, and others that allegedly suppressed competition,
again all to maintain Microsoft's dominance in the
operating system market. Boise, working with state
attorneys general, set up a veritable ecosystem of con-
sultants, many paid through the offices of the state at-
torneys general, who spent countless hours combing
through Microsoft’s contracts to find provisions that
could be cast as anticompetitive.!!

Judge Jackson found Microsoft guilty of vi-
olating Section 2 for maintaining its operating sys-
tem monopoly and for attempting to monopolize the
browser market, and of violating Section 1 for tying
the browser to the operating system. He ordered the
company to be split into an operating system com-
pany and a software applications company. The D.C.
Circuit upheld the finding that Microsoft had mo-
nopolized the operating system market, reversed the
attempted monopolization holding, and remanded
the decision on tying.

The trial was not time-consuming as antitrust
cases go; Judge Jackson had put the case on a 76-day
fast track resulting in detailed factual findings that
greatly constrained the discretion of the D.C. Circuit
to overturn the central findings of illegality. Still, the
trial, and the events leading up to it, seemed to take
much more time because of the unusual media atten-
tion the case had garnered.'

lll. HUMAN FRAILTIES AND
LITIGATION

Perhaps the main reason the trial captured so much
attention was its narrative of the rise of the Bill Gates
Empire. Justice presented a case about a fellow who
had engaged in perpetual and intense battles with
competitors over every scrap of turf, and seemed al-
most paranoid in managing Microsoft’s strategy. He
had made himself the richest man in the world, as
a result of his persistently anticompetitive conduct."
Now he had gone too far, and the law would cut him
down to size; a familiar theme in literature. This sim-
ple narrative was barely beneath the surface in public
descriptions of the case, and was surely the reason it
captured so much attention as the trial progressed.



Moreover, the Bill Gates narrative not only
captured the public’s attention, it also helped pro-
pel the litigation forward, as Page and Lopatka have
noted.' It fueled lobbying efforts directed toward en-
forcement agencies, and eventually became the core
of the government’s case against Microsoft; the part
that appealed directly to the basic human tendency
to see disputes in moral colors, as good versus evil.

Along with the manufactured Gates narra-
tive, there were some genuine sensational events
played out in the litigation that were both worthy of
attention from artists and at the same time important
in driving the litigation. In addition to the dramatic
rise and downfall theme, there is the conflict between
human frailty and the demands of judging, captured
in three important vignettes.

The first vignette involves District Judge Stan-
ley Sporkin, and illustrates the behavioral tendency to
attribute improper motives and to seek punishment,
even when no personal profit - and only personal
loss — can result from it.”” Frustrated with the passive
position he was forced to take as a judge reviewing an
antitrust settlement under the Tunney Act, Sporkin
castigates Justice for not prosecuting Microsoft for
other bad deeds, and refuses to approve the settle-
ment in the first litigation involving the per-proces-
sor licenses. In response, the D.C. Circuit disquali-
fied him from hearing the case.'®* However, the clash
between Sporkin’s view and Justice’s would be short
lived. He had a firmer grasp of the ultimate prosecu-
tion narrative than Justice did at that time. Sporkin’s
view that this was a story of good against evil would
become the prosecution narrative in Microsoft III.
In addition, Sporkin’s diatribe surely signaled to Jus-
tice that there was a broader attack on Microsoft that
might be persuasive to some judges.

The second vignette, involving Richard Pos-
ner, illustrates obstacles that status perception can
create in the dispute resolution process. Judges, as
humans, are status conscious, and the perception of
high status generates an expectation of deference.!”
When the expected deference is not forthcoming,
conflict arises. Posner was tasked by Judge Jackson
with mediating a settlement before trial got under
way. But the mediation process was severely hobbled
by the state attorneys general, who kept upping their
demands as Justice and Microsoft came closer to a

set of terms on which they could agree. Posner did
not see this as a case of good versus evil, but found
himself in the unusual position, as a judge, of hav-
ing to persuade a litigant in his court (the state at-
torneys general) that his stance on the relevant legal
and policy matters should prevail. Like Sporkin, he
was hemmed into a passive position, not by the law,
but by the nature of the role he had accepted as me-
diator. The settlement talks broke down, with Posner,
according to a whispered account, exposing his frus-
tration with the state attorneys general by referring
to them as “assholes” in his last conference call with
them.

First and Gavil,'® unfairly in my view, pin
the blame on Posner for the mediation breakdown,
when the efficient cause was the conduct of the state
attorneys general. But there is an element of truth in
First and Gavil, given that Posner had stepped into
a position that was inconsistent with his perceived
status as judge and reputation as the country’s lead-
ing authority on antitrust law. A mediation specialist
would have been more successful; unburdened by the
status perception of a judge, he would have pushed or
cajoled the parties to make whatever tradeoffs were
necessary to close the deal whether or not those con-
cessions were consistent with what the law or reason-
able economic judgment required. In other words,
if Posner had not been the initial mediator, the trial
in Judge Jackson’s court probably would have been
avoided.

The final vignette in this series illustrating the
conflict between judging and human emotions in the
Microsoft litigation involves Judge Jackson. It was
revealed after the trial that he had spoken unchari-
tably about Microsoft to reporters to whom he had
granted interviews about the case, even as the trial
was proceeding.” His remarks indicate that he had
fully absorbed Sporkin’s personification thesis that
this was a battle between good and evil,*® and evil
could carry out its designs in many unexpected ways
unless sternly shackled. Unlike Sporkin, Jackson was
not forced into passivity; he could use findings of fact
to bind the hands of an appellate court. The opportu-
nity to do so had been amply provided Boise’s team,
hoovering up, partly through their reticulated system
of consultants, mounds of anecdotes, contractual
provisions, and emails that could be cast as reflect-
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ing an anticompetitive intent. And Jackson knew that
he might face an appellate panel, like that in Micro-
soft II, deeply skeptical of the core theory of Justice’s
case. The result was his heavily fact-based opinion
finding numerous anticompetitive acts coupled with
no evidence in the record of any corresponding pro-
competitive justifications offered by Microsoft. Still,
the core of the case was Microsofts technological
integration decision, and this is the aspect that still
carries a unique reverberation through antitrust en-
forcement today.

IV. LEGACY AND AFTERMATH

In Microsoft III, the D.C. Circuit upheld Jackson’s
finding that Microsoft had violated Section 2 of the
Sherman Act by unlawfully maintaining its monop-
oly in the operating system market. Microsoft’s un-
lawful maintenance actions consisted of technologi-
cally integrating its browser into its operating system,
obstructing the development of an independent Java
platform on the Microsoft operating system, and
using restrictive licenses with original equipment
manufacturers and other firms. Justice had skillful-
ly presented numerous actions falling under these
categories as part and parcel of an overall scheme to
exclude the development of competition in the oper-
ating system market.

In a statement of the legal stan-
dard that reflects perhaps the most im-
portant legacy of Microsoft I1I, the D.C.
Circuit said that if the plaintiff establish-
es an anticompetitive effect, and if the

defendant establishes a nonpretextual
procompetitive justification, the burden
would lay with the plaintiff to prove that
the anticompetitive harm outweighed
the procompetitive benefit.

Applying this balancing test, the court found
that Microsoft had violated Section 2 through sever-
al acts, the most important of which was the tech-
nological integration of Internet Explorer with the
Microsoft operating system. However, the court also
reversed Jackson’s finding that Microsoft had violat-
ed Section 1 by “tying” the browser to the operating

system.

Viewed in economic terms, the Section 2 and
Section 1 decisions on integration are inconsistent.
We are talking about the same facts — a unilateral
decision by Microsoft to integrate the browser with
the operating system. If the antitrust laws rest on a
solid economic foundation, simply changing the la-
bel from Section 2 to Section 1 should not lead to a
different result. If the existence of several efficiencies
might justify a court in finding that, under Section
1 tying law, the integration of the browser with the
operating system was not unreasonably anticompet-
itive, then the very same efficiencies should point to
the conclusion that under Section 2 monopolization
law, integration was not anticompetitive. Whatever
one thinks of the merits of the decision, it is a glar-
ing example of the need for consistent principles in
antitrust. The same set of facts should not generate
entirely different answers from the court depending
on the label or the pleading strategy of the plaintiff.
More inconsistencies are revealed as you look more
closely at the Section 2 holding.

However, the broader legacy of Microsoft 111
has nothing to do with its inconsistencies. The broad-
er legacy consists of two counterbalancing features
of the decision: one providing a gloss on the judge’s
scope of authority under the Sherman Act that is cir-
cumscribed in comparison to the framework of Alcoa,
and the other its application of the balancing test to a
matter of technological product design, an apparent
volte-face from Microsoft I and preexisting law.

On the circumscribing effect of Microsoft I1I,
return to Judge Hand’s Alcoa decision, which estab-
lished the modern legal standard under Section 2.
Hand held that a dominant firm violates Section 2
of the Sherman Act when it acquires or maintains a
monopoly through means not attributable to luck,
or superior skill, foresight, and industry. In addition,
Hand held that although the law punishes conduct
that monopolizes, the mere act of setting a price or
producing as a monopolist should be considered a
violation of the antitrust laws because it was equiv-
alent in economic effect to a group of firms setting a
common, cartel price. Hence, the premise that mere
size was not unlawful, adopted in a string of early Su-
preme Court Section 2 cases, served mainly as a rule
for channeling prosecutorial resources rather than a



foundational position on the proper scope of the stat-
ute’s prohibitions. Lastly, Hand held that efficiency
was one of several ends sought by the statute, but by
no means the most important, and that Congress in
enacting the statute assumed that efficiency could be
sacrificed in order to obtain a more atomistic market
and political structure.

In combination, these three propositions of
Alcoa give the judge enormous power and discretion
under the statute to engage in economic and, to some
degree, social engineering, all under a set of loosely
connected legal principles. A judge need not worry
about the efficiency consequences of his decision;
it was his prerogative, under the law, to determine
the structure of the market, so long as his vision was
consistent with that of the statute’s framers. Judges
would not passively let economic forces determine
outcomes under the statute, but would control those
forces through the statute.

Microsoft II1, in comparison, represents a sea
change in the judiciary’s view of its authority under
the statute.

The Microsoft III doctrine as-
sumes that efficiency is a central concern
of the statute, and instructs judges to bal-
ance efficiencies against anticompetitive

harms in determining whether the stat-
ute has been violated. The judge is not
permitted to subordinate efficiencies to
other concerns, such as economic or po-
litical atomism.

The balancing test of Microsoft III is a fur-
ther constraint on the discretion of the judge. The
non-passive acquisition test of Alcoa put few con-
straints if any on the judge’s discretion to find that a
certain course of conduct by a dominant firm violates
the statute. Alcoa itself is an example of this nearly
boundless discretion: Hand found Alcoa in violation
of Section 2 because it had acted too aggressively in
entering and supplying new geographical markets
and product niches — conduct that could easily serve
to illustrate the sort of superior foresight and indus-
try that was in theory immunized under Hand’s in-
terpretation of the statute. In contrast to the non-pas-

sive acquisition standard of Alcoa, the balancing test
of Microsoft III enables the defendant to offer proof
that its conduct introduced efficiencies or procom-
petitive benefits to consumers.

All of this is progress because it brings some
measure of consistency and predictability to Section
2 law and enforcement. The Justice Department is
less likely, going forward, to bring cases that clearly
violate the Microsoft III test because of the presence
of substantial efficiencies created by the defendant’s
conduct.”! Courts are far less likely to cite Alcoa for a
ruling that cannot be justified on efficiency grounds.

The other substantial part of Microsoft 111 leg-
acy is its application of Section 2 to a case of tech-
nological integration. This is obviously of great im-
portance for the future because much of modern
technology involves the integration of various con-
ceptual functions, mainly through the use of soft-
ware. Phones have become computers, and cars are
rapidly becoming computers too.

Microsoft IITs application of the balancing test
to a dominant firm’s decision to technologically inte-
grate two functions has gone a considerable distance
toward obscuring or at least seriously compromising
two established doctrines of antitrust law: limitations
on a dominant firms duty to deal, and the general
policy exempting technological integration from the
test of Alcoa. The limitations antitrust law puts on a
dominant firm’s duty to deal are best articulated in the
Supreme Court decisions Trinko* and linkLine.® As
between the two, Trinko provides the more nuanced
treatment of the doctrine in this area. Justice Scalia,
in Trinko, held that Verizon’s reluctance to aid rival
phone service providers in their efforts to connect to
its telecommunications infrastructure did not violate
Section 2 because there was insufficient evidence that
Verizon’s actions were motivated solely by intent to
exclude competition. LinkLine expands on Trinko’s
holding by articulating a general rule that a domi-
nant firm does not have a general duty to deal with
a rival. The lesson of the two cases is that in the ab-
sence of evidence of a specific intent to exclude com-
petition, the dominant firm has no duty to aid a rival
under Section 2 of the Sherman Act. Evidence that
the dominant firm had an efficiency motivation that
might justify its exclusionary act should be sufficient
under Trinko to avoid a finding of a specific intent to
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exclude. Certainly, the absence of a duty to deal with
a rival implies that a court should not apply a balanc-
ing test to the evidence suggesting exclusion when ef-
ficiencies are present. But this clashes with Microsoft
I1I, where there were obvious efficiency justifications
for the technological integration, detailed with admi-
rable care in the court’s analysis of the technological
tying issue, and yet the court asserted that it would be
appropriate to balance anticompetitive harms against
efficiencies.

The other strand of antitrust compromised by
Microsoft I1I is the doctrine that technological tying
(or integration) does not violate the antitrust laws in
the absence of evidence indicating a specific intent to
exclude competition.”* One might view this as a rath-
er artificial rule given that contractual tying has been
subject to the antitrust laws for a long time. Why dis-
tinguish technological and contractual tying?* Why
not treat tying of any sort under a common legal test?
The reason for distinguishing technological and con-
tractual tying is to remain consistent with the gen-
eral maxim, recognized in many antitrust opinions,
that courts are not authorized by the Sherman Act to
serve as regulatory agencies.” Judges are not empow-
ered by the statute to oversee product design, pricing,
and output decisions. However, applying a balancing
test to technological tying puts courts precisely in the
position of regulating product design.

These decisions on the duty to deal and tech-
nological tying have had an enormous impact on an-
titrust enforcement in the United States and globally.
The theories adopted by the D.C. Circuit in Micro-
soft III were adopted by the European Commission
in its decision on Microsoft’s integration of its media
player,” leading to a requirement that Microsoft offer
for sale in Europe a version of its operating system
that did not technologically incorporate the media
player. The European Commission is obviously free
to adopt its own antitrust laws, but Microsoft III of-
fered a blueprint for antitrust enforcement theories
in the technology industry, and permitted Europe’s
antitrust regime to avoid the obvious scrutiny that
would accompany the adoption of antitrust doctrines
noticeably inconsistent with American law.

The seemingly never-ending entanglement
of Google with the European antitrust authorities is
also, somewhat ironically, derivative of Microsoft II1.

The irony here is that Google sought early to distance
itself from Microsoft by adopting “Don’t Be Evil” as
a marketing theme, a not-so-subtle reference to the
antitrust troubles of Microsoft. Now there are allega-
tions that Google may have engaged in evil practices
analogous to those condemned in Microsoft I11. Goo-
gle’s entry into vertical search services (restaurants,
hotels, etc.) put it into direct competition on its own
search platform with other firms that had specialized
in vertical search “sub-platforms” (e.g. Yelp). The ri-
val sub-platforms claim that Google distorts or biases
its rankings process to push them below Google’s own
sub-platforms, just as Microsoft allegedly made it dif-
ficult for rival applications such as Netscape to com-
pete against Microsoft applications on its own plat-
form (the operating system). Arguments have been
made to distinguish Google from Microsoft — such as
that competition is only “one click away” in the case
of Google - but the general features of the antitrust
problem are the same in the two cases. The doctrine
of Microsoft III applies rather easily to Google’s con-
duct toward the rival sub-platforms. The FTC applied
the doctrine and closed its investigation of Google af-
ter concluding that the efficiencies likely outweighed
the anticompetitive harms. The European Commis-
sion has not reached a similar conclusion, and is less
likely to do so because of its more skeptical view of
the weight that should be accorded to efficiencies.”®
However, at this time the Google search-bias case
in the European Union meanders on with no clear
resolution. At the same time, the Russian antitrust
authorities have found that Google violated their an-
titrust laws by selling the Android platform in Russia
with some of its own software applications bundled
by default.””

I predict that Microsoft III will continue to
have a greater effect on developing international
antitrust enforcement as time passes. Integration of
software functionality is now the most prominent
type of technological innovation observed. Although
the number of software patents awarded has declined
recently as a result of Alice Corp. v. CLS Bank Inter-
national,® a large share of new patents are software
related - indeed, in 2011 new software patents out-
numbered other types of new patent.”’ As many of
new software-integrated products hit the markets
and travel internationally, the disputes generated in
Microsoft I1I will reappear. Local software firms will



argue that the maker of the platform - whether a
smart phone, a smart car, or a smart shirt — should
have a legal duty to enable the local firm to install its
software on the platform without facing anticompet-
itive obstacles.

In the end, Microsoft III has delivered a rather
strange legacy. On one hand, it has jettisoned the be-
wildering language and nearly unfettered judicial dis-
cretion of the Alcoa standard, replacing it with a more
predictable and constraining doctrine. That is an un-
ambiguously desirable change. On the other hand, its
holding on technological integration has unleashed a
wave of antitrust constraints in the technology sector
that has become especially foreboding for American
firms that have a global reach, and promises to be-
come much knottier in the future as software inte-
grated products multiply. In other words, Microsoft
IIT has bound the hands of American judges, and at
the same time encouraged international enforcement
authorities, and the protectionist factions who lobby
those authorities, to pick apart American technolo-
gy firms once they venture from home. While it is
unlikely that the international antitrust attacks will
drastically reduce innovation incentives in the Unit-
ed States, they are likely to remain a significant drag
for years to come.”
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