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Digital Competition Expert Panel

The Rt Hon Philip Hammond MP
Chancellor of the Exchequer

The Rt Hon Greg Clark MP
Secretary of State for Business, Energy and Industrial Strategy

Dear Chancellor of the Exchequer and Secretary of State for Business, Energy and Industrial
Strategy,

Thank you so much for asking me to lead a review to make recommendations on changes to
competition and pro-competition policy to help unlock the opportunities of the digital
economy. | began the project with a firm conviction of the importance of the question and an
open mind as to the answers. An intensive process of evidence gathering, discussion and debate
has led the Panel to a set of conclusions about the path forward. These policies would create
substantial benefits for UK consumers, businesses trying to start up and scale up in the UK, and
greater predictability for the major digital companies. Effective implementation in the UK could
also serve as a model for the many governments around the world wrestling with these same
questions.

We believe the standard tools of competition policy, evaluating whether mergers can proceed
and whether antitrust action is warranted to remedy abuses by companies, can play a role in
helping to promote competition and the associated better outcomes for consumers and
innovation. To do so, competition policy will need to be updated to address the novel
challenges posed by the digital economy. Some of these updates can happen within current
powers, but legal changes are important to ensure that this job can be done effectively.

The biggest gains, however, will come from going beyond these tools to focus on policies that
actively promote competition, foster entry by new competitors, and benefit consumers. This will
entail a code of conduct for the most significant digital platforms, measures to promote data
mobility and systems with open standards, and expanding data openness. By working with
businesses and other stakeholders to set up predictable rules in advance, this can create a
regime that allows competition and innovation to thrive.

This report is the result of a fruitful collaboration. My fellow panel members Diane Coyle, Amelia
Fletcher, Philip Marsden and Derek McAuley brought invaluable expertise in economics, law and
computer science. The secretariat staff was tireless and greatly exceeded the high expectations |
had for the UK civil service under the leadership of Dominic Curran and including Mark
Anderson, Catherine Batchelor, Joe Downie, Tom Fish, Henry Smith, and Geoffrey Thornton.
Keldon Bester, Mitchel Gainer and Wilson Powell Il at the Harvard Kennedy School also
provided excellent research assistance. Government was co-operative throughout this review,
providing both support and ideas while giving us the space to make our own independent
recommendations. Finally, | hope you will indulge me in letting me thank my wife Eve Gerber
and children Henry, Louisa and Felix for putting up with my many trips to the UK and other
work in the course of this review.

Yours sincerely,
e
e

Jason Furman
Chair, Digital Competition Expert Panel
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Introduction from the Expert
Panel

The United Kingdom has an opportunity to seize the full potential of the digital
sector, increasing the benefits for consumers and fostering an even more vibrant
ecosystem for businesses. Competition should be at the heart of this strategy,
leading companies to produce better outcomes for consumers, helping new
companies enter and grow, and continuing to encourage existing companies to
innovate.

Some people argue that digital platforms are natural monopolies where only a small
number of firms can succeed, making competition impossible. The logical conclusion
of that view is utility-like regulation of the type used for electricity distributors.
Others believe there is already adequate competition and no policy changes are
needed to maintain it. We disagree with both views, seeing greater competition
among digital platforms as not only necessary but also possible — provided the right
policies are in place.

The biggest missing set of policies are ones that would actively help foster
competition. Instead of just relying on traditional competition tools, the UK should
take a forward-looking approach that creates and enforces a clear set of rules to limit
anti-competitive actions by the most significant digital platforms while also reducing
structural barriers that currently hinder effective competition. These rules should be
based on generally agreed principles and developed into more specific codes of
conduct with the participation of a wide range of stakeholders. Active efforts should
also make it easier for consumers to move their data across digital services, to build
systems around open standards, and to make data available for competitors, offering
benefits to consumers and also facilitating the entry of new businesses. Implemented
effectively, this approach would be more flexible, predictable and timely than the
current system.

The existing competition tools also need to be updated to more effectively address
the changing economy. Ensuring that competition is vibrant requires ensuring that
there are competitors. Merger control has long had this role and in the context of
the digital economy it needs to become more active with an approach that is more
forward-looking and more focused on innovation and the overall economic impact
of mergers. Even with clearer ex ante rules, ex post antitrust enforcement will remain
an important backstop — but it needs to be conducted in a faster and more effective
manner for the benefit of all of the parties.

Many countries are considering policy changes in this area. The United Kingdom has
the opportunity to lead by example, by helping to stimulate a global discussion that
is based on the shared premise that competition is beneficial, competition is possible,



but that we need to update our policies to protect and expand this competition for
the sake of consumers and vibrant, dynamic economies.

The work of the Expert Panel

The Digital Competition Expert Panel was established in September 2018. Our terms
of reference asked us to:

e consider the potential opportunities and challenges the emerging digital
economy may pose for competition and pro-competition policy, and to
make recommendations on any changes that may be needed

In particular, we were asked to examine:

e the impacts of the emergence of a small number of big players in digital
markets such as social media, e-commerce, search, and online advertising

e appropriate approaches to mergers, takeovers and anticompetitive practices
in digital markets

e Opportunities to enhance competition, to increase business innovation and
expand consumer choice

e how best to assess consumer impacts in ad-funded products and services
that are ‘free’ to consumers

Underpinning our approach is the written evidence we have taken, submitted by over
60 experts and stakeholders, and gathered through 11 round tables, and further
consultations with businesses, economists, lawyers, and UK and international
government departments and agencies.

Within a complex and often contested field, we have sought to undertake an
independent, expert-led assessment of the available evidence in order to provide
government with a reasoned judgement on the best way forward.

The approach has been to review the evidence with an open mind, sift and weigh
which interpretations better fit the facts, and which policy proposals provide the most
convincing route to addressing the issues found. This has involved judgement and the
conclusions reached will inevitably and rightly provoke further debate. The Panel has
been able to develop this assessment drawing on its members’ interdisciplinary mix of
expertise, drawn from economics, law, computer science and competition policy.

The general propositions that guide our recommendations

Our policy recommendations are based on the following general propositions:

1 The digital economy is creating substantial benefits. The digital economy has
benefited consumers by creating entirely new categories of products and
services. Many of these products and services are high-quality with low
prices, in many cases a monetary price of zero. It has also benefited
businesses by lowering the cost of starting a business and scaling up through
cloud computing, access to platforms, and digital comparison tools. In some
areas this has facilitated greater competition, enabling more entry of new
businesses, growth of existing businesses, and facilitating multi-homing and
digital comparison tools that allow users to make better-informed choices to
switch between businesses or use multiple platforms simultaneously.



In many cases, digital markets are subject to “tipping’ in which a winner will
take most of the market. Digital markets vary greatly so no general rules
apply to all of them. But in many cases tipping can occur once a certain scale
is reached, driven by a combination of economies of scale and scope;
network externalities whether on the side of the consumer or seller;
integration of products, services and hardware; behavioural limitations on
the part of consumers for whom defaults and prominence are very
important; difficulty in raising capital; and the importance of brands.

Concentration in digital markets can have benefits but also can give rise to
substantial costs. A large part of the reason for the emergence of one or a
small number of dominant firms is that it is more efficient and thus better
for consumers or businesses. That may be because a firm grows because it
offers better, more innovative products or provides integration that benefits
consumers. It also may be because it is more efficient to have one firm with
substantial scope of network benefits instead of many firms. But
concentration can have substantial downsides as well. It can raise effective
prices for consumers, reduce choice, or impact quality. Even when
consumers do not have to pay anything for the service, it might have been
that with more competition consumers would have given up less in terms of
privacy or might even have been paid for their data. It can be harder for new
companies to enter or scale up. Most concerning, it could impede innovation
as larger companies have less to fear from new entrants and new entrants
have a harder time bringing their products to market — creating a trade-off
where the potential dynamic costs of concentration outweigh any static
benefits.

Competition for the market cannot be counted on, by itself, to solve the
problems associated with market tipping and ‘winner-takes-most’. Many of
the dominant technology companies of the past seemed unassailable but
then faced unexpected competition due to technological changes that
created new markets and new companies. For example, IBM’s dominance of
hardware in the 1960s and early 1970s was rendered less important by the
emergence of the PC and software. Microsoft's dominance of operating
systems and browsers gave way to a shift to the internet and an expansion
of choice. But these changes were facilitated, in part, by government policy —
in particular antitrust cases against these companies, without which the
changes may never have happened. Today, network effects and returns to
scale of data appear to be even more entrenched and the market seems to
have stabilised quickly compared to the much larger degree of churn in the
early days of the World Wide Web. Moreover, to the degree that the next
technological revolution centres around artificial intelligence and machine
learning, then the companies most able to take advantage of it may well be
the existing large companies because of the importance of data for the
successful use of these tools. New entry may still be possible in some
markets, but to the degree that entrants are acquired by the largest
companies — with little or no scrutiny — that channel is also not operative.

Government policy and regulation also has limitations. Policy change and
enforcement can be slow and unpredictable, which is even more costly than
normal in rapidly evolving technology markets. Government and regulators
are at an enormous informational disadvantage relative to technology



companies. Like consumers, they can also be subject to behavioural biases.
Regulators may be captured by the companies they are regulating. Any
approach to policy needs to be mindful of these downsides and make sure
that it is designed to encourage competition, while increasing the speed and
predictability of enforcement.

The Panel believes that competition policy should be given the tools to tackle new
challenges, not radically shifted away from its established basis. In particular, policy
should remain based on careful weighing of economic evidence and models.
Consumer welfare is the appropriate perspective to motivate competition policy and a
completely new approach is not needed. This approach is flexible and can take into
account broader considerations than price, narrowly defined, and also include choice,
quality and innovation, among other areas. We have developed a set of policy, legal
and regulatory proposals that would help achieve these goals.

Our proposals

Our central conclusion is that digital markets will only work well if they are supported
with strong pro-competition policies that open up opportunities for innovation, and
counter the forces that can lead to high concentration and a single winner.

Solely relying on merger and antitrust enforcement can create delays and uncertainty
that can be bad for large incumbents and small entrants alike. Neither is well designed
for the intensive and ongoing work that needs to be done to facilitate competition
and entry through making it easier for consumers to move and control their data, and
for new digital businesses to interoperate with established platforms. An approach
that uses these pro-competition tools can make it easier for new businesses to enter
digital markets, give more predictability to all companies about the rules and
standards that apply, spur innovation and provide consumers with higher quality and
greater choice.

This is why the Panel is recommending the establishment of a digital markets unit,
given a remit to use tools and frameworks that will support greater competition and
consumer choice in digital markets, and backed by new powers in legislation to
ensure they are effective.

This unit would have three functions. First, it would develop a code of competitive
conduct, with the participation of stakeholders. This would be applied only to
particularly powerful companies, those deemed to have strategic market status’, in
order to avoid creating new burdens or barriers for smaller firms.

Second, the digital markets unit would be charged with enabling greater personal
data mobility and systems with open standards where these tools will increase
competition and consumer choice. Some companies are already making substantial
efforts in this regard, like the Data Transfer Project that includes Microsoft, Google,
Facebook and Twitter. In some cases the obstacles to interoperability are technical, in
some cases due to lack of co-ordination; but in other cases the obstacles are due to
misaligned incentives as such interoperability might have broader benefits but to the
cost of the dominant companies. Email standards emerged due to co-operation but
phone number portability only came about when it was required by regulators. Private
efforts by digital platforms will be similarly hampered by misaligned incentives. Open
Banking provides an instructive example of how policy intervention can overcome
technical and co-ordination challenges and misaligned incentives by creating an



adequately funded body with the teeth to drive development and implementation by
the nine largest financial institutions.

Third, the digital markets unit would be able to advance data openness where access
to non-personal or anonymised data will tackle the key barrier to entry in a digital
market, while protecting privacy.

Our recommendations also update merger policy to protect consumers and
innovation, preserving competition for the market. Central to updating merger policy
is ensuring that it can be more forward-looking and take better account of
technological developments. This will require updated guidance about how to
conduct these assessments based on the latest economic understanding, and updated
legislation clarifying the standards for blocking or conditioning a merger. We believe
that the correct application of economic analysis would result in more merger
enforcement. This would be welcome given that historically there has been little
scrutiny and no blocking of an acquisition by the major digital platforms. This
suggests that previous practice has not had any ‘false positives’, blocking mergers that
should have been allowed, while it may well have had ‘false negatives’, approving
mergers that should not have been allowed.

Merger control can only address the use of acquisitions to expand the scale and scope
of the incumbent digital companies but cannot address their existing scale and scope.
Doing this requires antitrust policy. There is nothing inherently wrong about being a
large company or a monopoly and, in fact, in many cases this may reflect efficiencies
and benefits for consumers or businesses. But dominant companies have a particular
responsibility not to abuse their position by unfairly protecting, extending or exploiting
it. Existing antitrust enforcement, however, can often be slow, cumbersome, and
unpredictable. This can be especially problematic in the fast-moving digital sector.
That is why we are recommending changes that would enable more use of interim
measures to prevent damage to competition while a case is ongoing, and adjusting
appeal standards to balance protecting parties” interests with the need for the
competition authority to have usable tools and an appropriate margin of judgement.
The goal is to place less reliance on large fines and drawn-out procedures, instead
enabling faster action that more directly targets and remedies the problematic
behavior.

As a Panel we have not been asked to consider wider social questions around digital
markets and our recommendations do not specifically address privacy, harmful online
content and other issues. However, it is clear that well-functioning competitive digital
markets have the potential to develop new solutions and increased choice for
consumers, where privacy and quality of service can be differentiating factors. The
digital markets unit could also work with others to secure wider policy goals, using its
technical expertise, engagement with markets and competition-first approach to solve
problems.

Clearer principles, rules and standards can support and enhance competitiveness and
success in the global economic arena. For example, the UK is a leader in global
banking in part thanks to its regulatory environment. The UK is a great place to start a
FinTech company in part because of Open Banking, and the approach of the Financial
Conduct Authority and the Payment Systems Regulator. Applying similar regulatory
principles can improve the economic environment in the UK for digital start-ups and
scale-ups while creating more predictability for large incumbent firms.



Many digital policies would ideally be globally co-ordinated and enforced. In practice
this is often not feasible. If policy cannot be fully co-ordinated, then countries can at
least learn from each other to work out how best to preserve and expand the
enormous benefits economies around the world have gained from the digital sector
and take advantage of the great additional potential that it still has. Global dialogue
and sharing of ideas and co-ordinating on merger enforcement and other policy
actions would help. Global leadership can also play an important role by developing
and demonstrating improved models to approach policy. The UK's long tradition of
rule of law, a business-friendly environment, and expert independent enforcers and
regulators give it the potential to play this global leadership role by adopting the
recommended strategic approaches and specific actions put forward by the Panel.
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Summary and rationale for
recommendations

The Panel believes that greater competition in digital markets would create benefits
for consumers, that competition is currently insufficient with winner-takes-most
dynamics in many markets, and that competition is possible with the right set of
policies. The introduction presented the Panel’s high-level thinking on the context
for its recommendations and the full set of evidence and conclusions is set out in
the report, especially Chapter 1 on the benefits and challenges in digital markets.

Building consumer choice and competition into digital markets
A pro-competition approach

The central conclusion of the review is that competition in digital markets should be
sustained and promoted through a new approach, alongside the core conventional
competition tools of merger control and antitrust enforcement. Chapter 2 sets out
how.

The challenges to effective competition in digital markets do not come about solely
because of platforms’ anti-competitive behaviour and acquisition strategies. Their
network-based and data-driven platform business models also tend to tip markets
towards a single winner. To make competition effective requires policy that changes
that dynamic and creates space for businesses to start, compete and grow
alongside and around the big platforms.

This can be achieved through a pro-competition approach that sets rules and
standards to change how a digital market works and creates new opportunities for
competition, innovation and consumer choice. To deliver this, the report calls for a
new digital markets unit with capabilities and resourcing to deliver greater
competition, backed by new powers to set and enforce competition-enhancing
rules.

Strategic recommendation A: To sustain and promote effective
competition in digital markets, government should establish and resource
a pro-competition digital markets unit, tasked with securing competition,
innovation, and beneficial outcomes for consumers and businesses.

Functions to boost competition and choice

The report describes three functions for the digital markets unit that will deliver more
effective competition.



First, agreeing and setting out upfront a code of conduct to complement antitrust
enforcement with a clearer and more easily applied set of standards that define the
boundaries of anti-competitive conduct in digital markets. Establishing such rules can
give all businesses, including the large platforms, clarity on the rules, rather than
relying on antitrust judgements that can be hard to apply beyond the specifics of an
individual case. Where disputes do arise, a code of conduct can resolve them and
enforce solutions more rapidly

Recommended action 1: The digital markets unit should work with industry and
stakeholders to establish a digital platform code of conduct, based on a set of core
principles. The code would apply to conduct by digital platforms that have been
designated as having a strategic market status.

Second, the report describes a powerful set of tools that the digital markets unit
should use to give consumers greater effective choice over their digital services,
allowing new opportunities for competition where there are currently closed systems.

Personal data mobility means agreeing common standards to give consumers greater
control of their personal data so they can choose for it to be moved or shared
between the digital platform currently holding it and alternative new services. By
making this easy, consumers could, for example, move across to a new social network
without losing what they have built up on a platform, manage through a single
service what personal data they hold and share, or try out an innovative digital service
that uses their information in a new way. Open Banking has shown the potential for
data mobility to provide new opportunities to compete and innovate in this way.

Similar competitive opportunities could be created through developing more systems
based on open standards. Open standards lie behind the internet itself, email, and
other services where innovation and competition have flourished on the basis of a
common interoperating core.

Data mobility and open standards are tools with great potential to secure greater
competition. Where these solutions are not voluntarily agreed, deciding whether and
how to require data mobility or open standards in a digital market will take
engagement, expert skills, and careful analysis by the unit to decide when they will be
proportionate and effective.

Recommended action 2: The digital markets unit should pursue personal data
mobility and systems with open standards where these will deliver greater competition
and innovation.

Third, the central importance of data as a driver of concentration and barrier to
competition in digital markets is a key theme of the evidence gathered by the review.
There may be situations where opening up some of the data held by digital businesses
and providing access on reasonable terms is the essential and justified step needed to
unlock competition. Any remedy of this kind would need to protect personal privacy
and consider carefully whether the benefits justified the impact on the business
holding the data. But the ability to pursue data openness is an essential tool for the
unit.



Recommended action 3: The digital markets unit should use data openness as a
tool to promote competition, where it determines this is necessary and
proportionate to achieve its aims.

How to make the digital markets unit work

Chapter 2 also outlines the capabilities, powers and approach that would enable the
digital markets unit to carry out its role effectively.

The role of the unit would have important links to functions and expert skills within
the Competition and Markets Authority (CMA) and The Office of Communications
(Ofcom). The unit could be an independent body linking to both, or it could be a
function of either. Its role also links to other potential functions currently under
consideration to tackle separate but related issues such as harmful online content, the
relationship between digital platforms and the news media, and open data in
regulated utilities. Finally, the unit would need a strong relationship with the
Information Commissioner’s Office, as the UK's data privacy regulator. Government is
best placed to reach a decision in the round on the best set of institutions to tackle
these issues while avoiding a cluttered regulatory landscape for businesses.

Whatever the institutional format, co-operation and consultation with business and
other stakeholders will be essential. The unit will be most effective if its functions are
designed and delivered through participation, balancing the interests of major
platforms and newer and smaller tech companies to ultimately benefit the consumer,
and translating this into codes and standards that can be understood and used. At
the same time, it is clear that a voluntary approach would be insufficient — businesses
natural incentives do not line up with delivering these functions. So it will need new
regulatory powers, beyond those currently in statute, to set solutions.

1

Recommended action 4: The digital markets unit should co-operate with a wide
range of stakeholders in fulfilling its role, but with new powers available to impose
solutions and to monitor, investigate and penalise non-compliance.

The review has also considered how to focus interventions by the digital markets unit
and define where they can be imposed. The scope should be kept narrow, to minimise
the burden of compliance on smaller businesses and in markets where competition
will work effectively without intervention. It will also need to flex with time, as new
digital markets arise and existing ones tip to a winner or diversify with new entrants. A
good approach that combines these would be to define and periodically assess which
companies hold a position of enduring market power, and limit mandatory solutions
to these.

Recommended action 5: To account for future technological change and market
dynamics, the digital markets unit should be able to impose measures where a
company holds a strategic market status — with enduring market power over a
strategic bottleneck market.

Finally, it is clear that the digital markets unit will have a key role in the new economy.
The opportunity is huge, but to succeed in boosting competition, market-driven
innovation and consumer choice in complex and evolving markets will need significant
resourcing, leadership, and technical, economic and behavioural expertise.



Recommended action 6: Government should ensure the unit has the specialist skills,
capabilities and funding needed to deliver its functions successfully.

Digital markets unit

Code of conduct

|
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Data mobility and
open standards

Data openness

Digital markets

Optimising the competition system for a digital world

While an ex ante approach to building competition into digital markets can do much,
refreshing and strengthening core competition policy for digital markets is also
essential. Chapter 3 makes a set of recommendations on how to make more effective
use of existing powers, and what new ones are needed to address gaps.

7

3 functions

The CMA is in a strong position to lead international action. It is able to consider any
anti-competitive merger or conduct where the companies involved provide services in
the UK, even if headquartered elsewhere. It is an authority respected internationally,
with growing data capability.

The review is recommending a number of changes. Some can be done within the
existing legal framework; but the Panel’s full recommendations, and the full
associated benefits, require additional targeted legislation. In all cases these changes
should be applied universally rather than carving out digital markets as a distinctive
system. The changes proposed are particularly relevant for issues seen in digital
markets, but they are likely to be beneficial where similar challenges occur elsewhere.

Decisions on digital mergers

The CMA is responsible for identifying and blocking anti-competitive mergers. The
largest digital companies have made extensive use of mergers, as their market shares
have grown. Acquisitions have included buying businesses that could have become
competitors to the acquiring company (for example Facebook’s acquisition of
Instagram), businesses that have given a platform a strong position in a related
market (for example Google's acquisition of DoubleClick, the advertising technology
business), and data-driven businesses in related markets which may cement the
acquirer's strong position in both markets (Google/YouTube, Facebook/WhatsApp).



Over the last 10 years the 5 largest firms have made over 400 acquisitions globally.
None has been blocked and very few have had conditions attached to approval, in the
UK or elsewhere, or even been scrutinised by competition authorities.

Decisions on whether to approve mergers, by the CMA and other authorities, have
often focused on short-term impacts. In dynamic digital markets, long-run effects are
key to whether a merger will harm competition and consumers. Could the company
that is being bought grow into a competitor to the platform? Is the source of its value
an innovation that, under alternative ownership, could make the market less
concentrated? Is it being bought for access to consumer data that will make the
platform harder to challenge? In principle, all of these questions can inform merger
decisions within the current, mainstream framework for competition, centred on
consumer welfare. There is no need to shift away from this, or implement a blanket
presumption against digital mergers, many of which may benefit consumers. Instead,
these issues need to be considered more consistently and effectively in practice.

Strategic recommendation B: Merger assessment in digital markets
needs a reset. The CMA should take more frequent and firmer action to
challenge mergers that could be detrimental to consumer welfare through
reducing future levels of innovation and competition, supported by
changes to legislation where necessary.

In part the CMA can achieve this through giving a higher priority to merger decisions
in digital markets. These cases can be complex, but they affect markets that are
critically important to consumers, providing services that shape the digital economy.

Recommended action 7: The CMA should further prioritise scrutiny of mergers in
digital markets and closely consider harm to innovation and impacts on potential
competition in its case selection and in its assessment of such cases.

The largest digital companies conduct a high volume of acquisitions. It is voluntary
whether they notify the CMA of the merger. Requiring digital companies that hold a
strategic market status to make the CMA aware of their intended acquisitions will
allow the CMA to determine in a timely manner which cases warrant more detailed
scrutiny.

Recommended action 8: Digital companies that have been designated with a
strategic market status should be required to make the CMA aware of all intended
acquisitions.

To assess mergers in digital markets and reach decisions in the best interests of
consumers, competition authorities can draw upon the significant progress made in
recent years in analysing factors particularly relevant to determining whether mergers
in digital markets will benefit or damage competition and consumers. The report
identifies a set of changes that should be made to the Merger Assessment Guidelines
that determines how mergers are considered.

Recommended action 9: The CMA's Merger Assessment Guidelines should be
updated to reflect the features and dynamics of modern digital markets, to improve
effectiveness and address underenforcement in the sector.

These changes to how the CMA administers the merger regime as it stands are
important. But no other competition authority internationally has had significantly



greater success in identifying and preventing future harm to competition or
consumers in digital markets. The review recommends a further, legislative change to
the merger regime to provide a better and firmer legal basis for decision-making.

At present, merger assessment only considers how likely a merger is to reduce
competition. If a substantial lessening of competition is more likely than not to result,
a merger may be blocked. Although in many situations this is a reasonable approach,
it does not adequately allow the scale of any harm (or benefits) to be accounted for
alongside their likelihood as they would be in economically sound cost-benefit
analysis.

For digital mergers, this can be a crucial gap. For example, take a large platform
seeking to acquire a smaller tech company based on an attractive innovation that
gives it a real chance of competing for consumers. For the sake of the example,
assume that if the companies merge, there would only be a modest efficiency benefit.
But if the smaller company would otherwise have become a serious and innovative
competitor, the resulting competition would have generated far greater consumer
benefits. The Panel is concerned that, under the system as it stands, the CMA could
only block the merger if it considered the smaller company more likely than not to be
able to succeed as a competitor. This is unduly cautious.

The report recommends that assessment should be able to test whether a merger is
expected to be on balance beneficial or harmful, taking into account the scale of
impacts as well as their likelihood. This change would move these merger decisions to
a more economically rational basis, and allow big impacts with a credible and
plausible prospect of occurring — critical in digital markets — to be taken properly into
account.

Recommended action 10: A change should be made to legislation to allow the
CMA to use a 'balance of harms’ approach which takes into account the scale as
well as the likelihood of harm in merger cases involving potential competition and
harm to innovation.

Tackling anti-competitive conduct in digital markets

The second arm of competition policy is antitrust enforcement. The CMA and other
competition authorities are tasked with protecting consumers and businesses from
collusion and anti-competitive conduct. In particular, where a business dominates a
market, a stronger set of legal standards apply to prevent that dominance being
abused.

Where digital markets are liable to tip to a single dominant company, this provides an
important set of tools to protect competition. The tools and frameworks within
existing antitrust law are appropriate — and where they have limitations, a pro-
competition approach will provide better solutions. The key weaknesses of antitrust in
digital markets are instead that it has been used very infrequently and cases have
moved too slowly.

Strategic recommendation C: The CMA’s enforcement tools against anti-
competitive conduct should be updated and effectively used, to help them
play their important role in protecting and promoting competition in the
digital economy.




Looking back at past decisions provides a way for competition authorities to learn
from experience. The CMA does so effectively with merger decisions. For abuse of
dominance, however, there are few cases in digital markets to consider. Examining the
evolution of markets where cases that were considered but not brought may,
however, provide retrospective lessons to inform when and how abuse of dominance
could be more effectively applied in future

Recommended action 11: The CMA should perform a retrospective evaluation of
selected cases not brought and decisions not taken, where infringements were
suspected or complaints received, to assess how markets have subsequently evolved
and what impact this has had on consumer welfare.

Where antitrust cases may take years to resolve, the CMA can impose interim
measures to restrain a suspected anti-competitive practice, if those affected by it
would otherwise be significantly harmed. This is particularly important in digital
markets, where cases are likely to be complex but markets can move fast and tip to a
winner before a final decision is reached. The CMA has been given expanded powers
in this area, but has not yet used them. Current CMA procedures and administrative
rules make interim measures difficult to use. This should be addressed.

Recommended action 12: To facilitate greater and quicker use of interim measures
to protect rivals against significant harm, the CMA's processes should be
streamlined.

The ability for an affected company to appeal a decision or an interim measure is a
vital safeguard of their rights, and a check on the quality of CMA decision-making.
Appeals processes need to strike a balance between protecting those affected by any
unjustified decision and ensuring that CMA powers can be exercised effectively to
protect those who would be left exposed by underenforcement or undue delay. This is
particularly important for digital markets. Cases may necessarily involve a degree of
expert judgement as to the future effects of a practice, be particularly complex, and
be addressing issues in markets where underenforcement or undue delay could cause
irreversible harm to competition.

The competition framework would be improved for digital markets by focusing
appeals on testing the reasonableness of CMA judgement, that procedure has been
appropriately followed, and that decisions are not based on material errors of fact or
law — a standard more closely relating to that of judicial review. As a counterpart to
this change, the CMA's structures for antitrust cases should enhance the role of the
independent members of its decision-making panels, to safeguard decisions against
the potential for executive overreach.

Recommended action 13: The review applied by the Competition Appeal Tribunal
to antitrust cases, including interim measures, should be changed to more limited
standards and grounds.

Recommended action 14: The government should introduce more independent
CMA decision-making structures for antitrust enforcement cases, if appeal standards
are changed.

Capabilities and focus to support digital competition

In order to carry out these vital functions, the CMA needs access to appropriate digital
information. Where there are any gaps in current powers, they should be filled.



Recommended action 15: The government should ensure those authorities
responsible for enforcing competition and consumer law have sufficient and
proportionate information gathering powers to enable them to carry out their
functions in the digital economy.

Similarly, the CMA has been active and effective in using its consumer law powers to
protect consumers in digital markets. This can support competition aims and should
be continued, with consideration given if there are gaps in current powers.

Recommended action 16: The CMA should continue to prioritise consumer
enforcement work in digital markets, and alert government to any areas where the
law is insufficiently robust.

There are more specific ways that digital technologies could negatively affect
competition and consumers. There has been significant analysis and debate around
whether there is increased potential for collusion where prices are set using
algorithms. Digital markets could also support greater use of personalisation, in
particular personalised pricing, where companies use their data-driven insights into
consumers to set prices according to the individual’s willingness to pay. Such
personalisation can be beneficial, allowing companies to serve more customers and
price fairly and efficiently, but in some cases it can be abused. At present, it is hard to
predict whether greater use of algorithms will lead to algorithmic collusion or
personalised pricing in future, and there is no evidence that harmful personalised
pricing is widespread. But these are areas with potential to move fast, where it will be
important to stay alert to potential harms.

Strategic recommendation D: The government, CMA and the Centre for
Data Ethics and Innovation should continue to monitor how use of
machine learning algorithms and artificial intelligence evolves to ensure it
does not lead to anti-competitive activity or consumer detriment, in
particular to vulnerable consumers.

Finally, the third chapter of the report discusses the operation of the digital advertising
market. This is a key component of the digital market ecosystem, providing the
revenue-generating side of many platforms. Digital advertising is increasingly driven by
the use of consumers’ personal data for targeting. This in turn drives the competitive
advantage for platforms able to learn more about more users’ identity, location and
preferences. The market operates through a complex chain of advertising technology
layers, where subsidiaries of the major platforms compete on opaque terms with third
party businesses. This report joins the Cairncross Review and Digital, Culture, Media
and Sport Committee in calling for the CMA to use its investigatory capabilities and
powers to examine whether actors in these markets are operating appropriately to
deliver effective competition and consumer benefit.

Strategic recommendation E: The CMA should conduct a market study
into the digital advertising market encompassing the entire value chain,
using its investigatory powers to examine whether competition is working
effectively and whether consumer harms are arising.




An agenda for international leadership

The review's main focus has been on increasing competition in the UK's digital
markets. Acting here will be beneficial for UK consumers, the tech sector and the
economy as a whole. It can also give the UK a basis to lead international action.

Competition policy is already an international strength for the UK, with capable,
respected enforcement and a legislative framework that allows a wide range of
potentially anti-competitive mergers to be examined. By implementing the approach
set out in this review, the UK can also lead on solutions to issues that competition
policy is grappling with across advanced economies. Given the international nature of
many digital markets, leading international co-ordination in these areas will also be
beneficial for businesses, allowing solutions to be established and adopted that work
across national boundaries. Chapter 4 describes the set of actions that the UK can
take a lead on advocating and developing internationally.

Strategic recommendation F: Government should engage internationally
on the recommendations it chooses to adopt from this review,
encouraging closer cross-border co-operation between competition
authorities in sharing best practice and developing a common approach to
issues across international digital markets.

Recommended action 17: Government should promote the UK's existing
competition policy tools, including its market studies and investigation powers, as
flexible tools that other countries may benefit from adopting.

Recommended action 18: The UK should use its voice internationally to prevent
patent rights being extended into parts of the digital economy where they are not
currently available.

Recommended action 19: Government should support closer co-operation between
national competition authorities in the monitoring of potential anti-competitive
practices arising from new technologies and in developing remedies to cross-border
digital mergers.

Recommended action 20: To ensure platforms and businesses have a simple
landscape in which to operate, government should encourage countries to consider
using pro-competition tools in digital markets. As part of this work, government
should work with industry to explore options for setting and managing common
data standards.



Chapter 1

The benefits and challenges of
digital markets

1.1

1.2

1.3

Digital technology is providing substantial benefits to consumers and the
economy. But digital markets are still not living up to their potential. A set of
powerful economic factors have acted both to limit competition in the market
at any point in time and also to limit sequential competition for the market in
which new companies would overthrow the currently dominant ones. This
means that consumers are missing out on the full benefits and innovations
competition can bring.

Some of these economic factors are common to many markets, digital and
otherwise. Some are natural, unchangeable and even desirable — like
consumers benefiting from economies of scale. But some are the result of
deliberate choices by the major platforms, including choices about
acquisitions, standards, access to data and other practices, that could be
remedied by effective policies that would unlock more of the potential for
competition.

This chapter provides an overview of the benefits and challenges of digital
markets, focusing on diagnosing the challenges to competition. The Panel
believes that with the right policies, competition would be both possible and
desirable, a topic that is discussed in Chapters 2 and 3.

Introduction

1.4

1.5

1.6

Digital technology is transforming much of the economy. The combination of
computing power, big data, networked processing and cloud-based systems
has created entirely new markets and opened up an array of opportunities
across existing industries.

Within the digital economy, markets based on platforms that connect
different groups of users have played a prominent and distinctive role. Online
search, social media, digital mapping and other applications frequently
provide consumers with services at no monetary cost while often matching
them with advertisement content based upon their interests and
characteristics. Digital marketplaces and price-comparison websites link sellers
with customers.

A distinctive feature of these digital platform companies is the reach and scale
of the services they offer. Globally, Facebook has over 2.3 billion active users,’

1 According to Facebook Newsroom it had 2.32 billion monthly active users globally as of 31 December 2018.



https://newsroom.fb.com/company-info/

and in the UK'in 2018, it was visited monthly by 95% of the adult internet
audience. For Google, the figure was 99%.% The UK population spent around
4 billion hours online per month in 2018, of which more than 1.4 billion
hours were spent on Facebook and Google sites combined.?

1.7 Having companies operating at such scale and across multiple digital markets
delivers substantial benefits for consumers and the UK economy. At the same
time, this scale, combined with a unique set of market features, also presents
challenges for competition and traditional competition policy.

1.8 Competition is a process of rivalry between firms seeking to win consumers’
business. It is the process at the heart of the market economy and has been
hugely successful in delivering growth and rising living standards in the UK
and many other economies around the world.

1.9 Competition creates incentives for firms to strive to provide what consumers
want, thereby ensuring that prices stay low and that goods and services are a
high quality, with variety to match varying consumer tastes. Competitive
markets are also key in driving productivity, compelling firms to make the best
use of their resources, allocating market share and resources to the most
productive firms, and creating an incentive for both incumbent firms to
innovate over time and innovative new firms to enter.*

1.10  This dynamic, innovative aspect of competition in the digital economy is of
particular interest to the Panel. Ensuring innovation continues at the pace the
digital economy has previously delivered it is central to the Panel’s desire to
make the most of the benefits digitalisation offers to the UK economy and to
address the challenges it may also bring.

1.11  This chapter summarises these benefits and challenges in the following
sections:

¢ the benefits brought by the digital economy

o distinctive features of digital markets

¢ evidence of concentration in digital markets

¢ the causes of concentration in digital markets

e persistent dominance and market power

e the impacts of limited competition for consumers

1.12  The chapter then concludes by highlighting important areas of public interest
that overlap with this review.

2 Ofcom, Communications Market Report, 2018. Report cites data from Comscore MMX Multi-Platform, March 2018, UK.

3 Comscore MMX Multi-Platform, June 2018, Desktop age 6+, Mobile age 18+, UK.

4 CMA, Productivity and competition: A summary of the evidence, July 2015.
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The benefits brought by the digital economy

Consumer benefits

1.13

The widespread use of digital services is a testament to their popularity and
the benefits they offer. In the UK, 76% of internet users report using a search
engine every day or almost every day, and 95% of users report usually finding
what they are looking for. Half of UK internet users visit a social network site
each day, and more than a sixth visit an online market place each day.

According to research published in 2018, a typical adult in the United States
values digital services for which they frequently pay no monetary price such as
internet search engines, email, and digital maps, at several thousand dollars a
year. Access to video streaming and e-commerce were each assigned lower,
but still significant values.® There is no reason to suppose UK consumers value
these services any less. The fact that these services are used so frequently and
valued so highly, while being provided at no monetary cost to hundreds of
millions of consumers worldwide, strongly suggests that the consumer welfare
benefits from the digital economy are large.

Efficiency and growth

1.15

The digital revolution is a powerful driver of growth for the UK and global
economy. Innovative businesses in competitive markets drive this success,
delivering the combination of private and public benefits that have
characterised the modern market economy.

The provision of online platforms and intermediary services has delivered
efficiencies and improvements in the matching of buyers and sellers around
the world. These services have lowered the barriers posed by geography and
imperfect information, making possible economic exchanges and utilising
individuals” and companies’ assets in ways previously impossible. By improving
this matching process, online services are increasing the value of economic
activity and leading to more efficient use of resources, undoubtedly to the
benefit of consumers.

According to the industry body Tech Nation, the digital technology sector
contributed nearly £184 billion value added to UK economy in 2017, up from
£170 billion in 2016, and is expanding 2.6 times faster than the rest of the UK
economy. The number of jobs in the digital sector reportedly rose at 5 times
the rate of the rest of the economy in 2017.’

The 12 most digitally intensive industries collectively account for 16% of
domestic output, 10% of employment (nearly three million people), and
around a quarter of total UK exports.®

The contribution of the major digital platforms to these positive economic
trends is significant. For example, enterprises selling on Amazon Marketplace

5 TNS opinion and social survey at the request of the European Commission, Special Eurobarometer 447 Report — Online Platforms
April 2016.

6 Brynjolfsson, Eggers, and Gannamaneni, Using massive online choice experiments to measure changes in well-being, National

Bureau of Economic Research, Working Paper 24514, April 2018.

7 information-age.com article summarising Tech Nation 2018 report.

8 Tech UK, The UK digital sectors after Brexit, January 2017.



http://ec.europa.eu/information_society/newsroom/image/document/2016-24/ebs_447_en_16136.pdf
https://www.nber.org/papers/w24514.pdf
https://www.information-age.com/tech-nation-2018-report-uk-tech-faster-economy-123471982/
https://www.techuk.org/insights/news/item/10086-uk-tech-sector-is-a-model-for-global-britain

employ more than 85,000 people in the UK, with UK businesses achieving
more than £2.3 billion of exports in 2017.°

Innovation

1.20  Digital companies invest large sums in research and development. Chart 1.A
shows that Amazon, Alphabet (the parent company of Google),® Microsoft
and Apple all featured in the top 10 companies for global spending on
research in 2018, with Facebook not much further behind in 14th.""'?These
high levels of investment in research and innovation will deliver significant
benefits for these businesses, their consumers, and society as a whole.

Chart 1.A: Top 15 companies for global spending on research and development
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1.21 UK tech companies have received over £5 billion in venture capital funding
since June 2016, which is more than France (£1.55 billion), Germany (£2.15
billion) and Sweden (£644 million) combined. Recent figures also show that
the UK leads the way in Europe for funding into fast growing sectors such as
artificial intelligence, cyber security and FinTech.™

1.22  Companies such as Uber and Zipcar in transportation, Airbnb in hotel and
hospitality, and Deliveroo and Uber Eats in takeaway food delivery, are just a
few examples of firms that have each used digital technology to innovate
within areas of existing service provision. Growing user numbers suggest these
transformative changes are hugely popular with consumers.

9 Amazon, press release on increased UK investment, October 2018.

10 For simplicity, this report generally refers solely to Google from here onwards.

11 PwC 2018 Global Innovation 1000 study data for the companies with the highest spending on research and development in
2018.

12 Data on UK R&D spending was not available to the Panel.

13 PwC 2018 Global Innovation 1000 study, values are R&D Expense of public companies during the last fiscal year, as of June 30,
2018.

14 Figures from London and Partners with reference to data from PitchBook 2018.
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1.23

Technologies such as artificial intelligence and machine learning are
increasingly being adopted by businesses both within the digital economy and
beyond. In healthcare, artificial intelligence is being used to collect and
evaluate patient data and drive improvements in diagnostics and treatment,
while in the energy industry, behavioural algorithms are being used to improve
energy efficiency using smart thermostats and lighting. Such developments
can continue to bring benefits to consumers and competition in the form of
lower costs for suppliers, better service, better product availability, and an
improved customer experience.

Distinctive features of digital markets

1.24

1.25

1.26

1.27

The Expert Panel was tasked by the government ‘to consider the potential
opportunities and challenges the emerging digital economy may pose for
competition and pro-competition policy.”’” Digital technology is permeating all
aspects of our lives. Firms in all sectors are increasingly using technology and
the internet, for example for payment systems, online sales, communications,
online cloud services, and advertising. Similarly, many firms that are widely
identified as operating primarily online also need to cross over into traditional
operating methods, such as having physical shops or distribution systems.

Over time, more firms are likely to transition to using digital systems and
technologies in place of traditional methods. For example, many retailers that
have physical stores are increasingly strengthening their online presence as
technology and consumers’ preferences evolve. Just as a company can sell
groceries and financial services at the same time, a company can also operate
in both the digital and non-digital economy simultaneously. The use of digital
technology by itself does not necessarily change the fundamental way in
which competition operates.

The Panel has not sought to define the digital economy, and has instead
interpreted its terms of reference by looking at areas where the intensive use
of digital technology is central to the business models of the firms that
operate primarily within them and where this raises challenges for
competition. Online platform markets and companies with significant
accumulations of data have been of particular interest in this regard.

The Panel has not extensively examined markets for production or creation of
digital technology products, such as video games or computer-aided industrial
design. In some cases, it has been appropriate to consider how positions in
markets for smart phones, smart speakers, or virtual reality headsets may
contribute to a wider anti-competitive strategy. Many of the specific
recommendations in this report, especially those in Chapter 3, are not limited
to any particular sector but would likely be particularly relevant for digital
platform companies.

Online platform markets

1.28

Online platforms are central to the digital economy, and to the Panel’s
interests within this review. One helpful definition states that online platforms
‘share key characteristics including the use of information and communication

15 DCEP terms of reference.
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1.29

1.30

1.31

technologies to facilitate interactions (including commercial transactions)
between users, collection and use of data about these interactions, and
network effects which make the use of the platforms with most users most
valuable to other users’. '® Online platforms can be strong drivers of
innovation, and the services they provide to consumers are frequently free at
the point of use.

Examples of activities falling within this description include online search
engines, social media and creative content outlets, online marketplaces,
platforms for the collaborative economy, price comparison websites, and app
stores. The digital advertising market, as a key funding stream for many of
these platforms, has also been in scope of the Panel’s review.

Several of these markets, despite the major differences in the types of goods
or services they offer, have a number of common and distinctive features that
pose unique challenges for competition and pro-competition policy. Many are
dominated globally by one or two of the same 5 large digital companies:
Amazon, Apple, Facebook, Google and Microsoft. These firms were notably
the top 5 most valuable companies in the world during parts of 2018."7

This persistent concentration amongst a small number of firms is a result of
several economic features of these markets, as well as in some cases behaviour
of the incumbents. These factors are discussed later in this chapter.

Zero monetary price to the consumer

1.32

1.33

1.34

1.35

Services provided by online platforms are frequently provided to the consumer
at no monetary cost. For example, individual consumers are not charged a fee
directly for searching the internet, connecting with friends on social networks,
or accessing sellers through online marketplaces. As will be discussed
subsequently, the absence of a monetary price that can be measured provides
a challenge for traditional competition policy analysis.

Online services that have no monetary price are funded through commissions
paid by business users of platforms, or through advertising. For example,
sellers on Amazon or providers on price comparison sites pay commissions
and sites such as YouTube sell advertising space. Consumers themselves also
create value for the platforms, for example by creating content.

Where commissions are paid, these may ultimately be passed through to
consumers in the prices they pay for goods and services, for example, for
products purchased online, or for taxi rides through ride hailing apps.

For services funded through advertising, consumers will pay through provision
of their data — which has value to advertisers and developers of new services.
Many platforms are often described as operating in the attention market,
whereby they provide valued services i