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Over the last six decades,® millions of hungry Americans have pulled off the side of the highway,
walked past a glowing yellow sign, slipped into a red leatherette booth —frequently after midnight
— and stuck their forks into a Grand Slam breakfast. Indeed, Denny’s serves more than 12
million Grand Slam breakfasts a year, including more than 2 million after a Super Bowl promotion
that promised free breakfasts between 6am and 2pm the Tuesday after the game.2 The next
year they did it again with similar success. Likely fearing bankruptcy, they decided to stop the
promotion.3

Denny’s has an interesting history. The company was founded in 1953 in Lakewood California
as Danny’s Donuts. It quickly changed its name to Denny’s in order to avoid confusion with the
Los Angeles restaurant Coffee Dan’s.4# Denny’s signature Grand Slam breakfast, which consists
of eggs, sausage, bacon, and pancakes, was introduced in 1977 by its Atlanta restaurants in
honor of Hammerin’ Hank Aaron, who had broken Babe Ruth’s home run record at Atlanta-Fulton
County Stadium.>

Denny’s is profitable, with revenue of more than $500 million, operating income of $165 million,
and a healthy EBITA of $97 million.6 But it is hardly a monopolist. In fact, Denny’s has a market
share of under 5 percent of franchise Table/Full Service Restaurant sales, competing with the
likes of Applebee’s, Chili’'s, Olive Garden, Cracker Barrel, Cheesecake Factory, and Waffle
House.”

So why break up Denny’s? It is not because they bundle eggs, sausage, bacon, and pancakes
together, it is not because they force franchisees to purchase goods from them as a condition of
their franchise agreements, it is because they do these things and have a Return on Capital
Employed ("ROCE”) of 55 percent,8 well above alleged Google’s 40 percent return that both the
UK’s CMA, Fiona Scott Morton, and David Dinielli (Scott Morton & Dinielli) have argued
demonstrates the existence of market power.°

If the CMA and Scott Morton & Dinielli are correct that a ROCE of over 40 percent demonstrates
the exploitation of market power and justifies the breaking up of Google, so too it must justify
the breakup of the feared monopolist Denny’s.

Using Profitability as Evidence of Market Power under American Law

In both its Interim and Final Report on Digital Advertising, the CMA argues that the fact that a
firm has a ROCE above its cost of capital for a significant amount of time is evidence of market
power.

In that context, the CMA argues that, “[w]e have found through our profitability analysis that the
return on capital employed. . .[is] at least 40% for Google search.”10 Given that Google’s cost of
capital was about 9 percent, the CMA concluded that “[t]his evidence is consistent with the
exploitation of market power.”11 Scott Morton & Dinielli cite this conclusion as evidence that



Google earns a “supra-competitive price for the services provided by the Google-controlled
players in the ad tech stack,”12 ignoring, of course, that the CMA said nothing about Google’s
ROCE in ad-tech or display advertising.

Most antitrust lawyers are unfamiliar with the term ROCE (return on capital employed). It has
never been used by a court in any reported decision as sufficient evidence of market power.

But plaintiffs have tried to introduce profitability as a metric of market power in American courts,
only to be repeatedly turned down. As the Seventh Circuit stated in Blue Shield United of Wis. v.
Marshfield Clinic, “not only do measured rates of return reflect accounting conventions more
than they do real profits (or losses). . .but there is not even a good economic theory that
associates monopoly power with a high rate of return.”13 Another court noted: “The court is
unaware of any reported federal antitrust case in which a defendant's purported high rate of
return, by itself, established market power.”14 And yet another court held that “citing accounting
profits without more is unsatisfactory proof of monopoly profits, and in turn of monopoly
power.”15

This is in accord with commentators like Areeda & Turner who note that “real economic returns
on capital are difficult to measure and the proper methods of measuring economic profits are
much disputed.”16

Indeed, Frank Fisher & John McGowan wrote a seminal article in 1983 On the Misuse of
Accounting Rates of Return to Infer Monopoly Profits in the American Economic Review.1” As the
authors explain, “accounting rates of return, even if properly and consistently measured, provide
almost no information about economic rates of return,” which the authors define as “that
discount rate that equates the present value of its expected net revenue stream to its initial
outlay.”t8 This is because “only by accident will accounting rates of return be in one-to-one
correspondence with economic rates of return,” and “a ranking of firms by accounting rates of
return can easily invert a ranking by economic rates of return.”19

Another useful peer-reviewed article is Profitability Tests in Competition Law and Ex Ante
Regulation by Phillipa Marks & Brian Williamson.20 The authors conclude that ROCE is an
improper metric for competition analysis, “for both conceptual and practical” reasons.

Further, Grout (2001) examined the history of cases reviewed by the UK Monopolies and Mergers
Commission (“MMC”) (a predecessor to the UK Competition and Markets Authority) under the
UK Fair Trading Act. This analysis found that, “[a]verage rate of return on capital employed has
been 44%, with an average of 45% for cases where there was an adverse finding and 41% for
those where there was no adverse finding. Looking at cases where the primary concern was
potential monopoly pricing the figures are 61%, 67% and 48% respectively. For cases where the
primary concern was abuse of vertical integration the figures are 52%, 54% and 51%."21

Significantly, Grout found that “across all cases there is no statistical relationship between
profitability and the Commission’s finding.”22 This casts real doubt on ROCE’s usefulness as a



metric for determining whether a firm has market power. But even if ROCE were a reliable proxy
of market power — which it isn’'t — Google’s alleged 40 percent ROCE, as alleged by the CMA, is
below the level historically found by UK Competition regulators in monopolization cases.

Regulating Google as a Utility

While ROCE has been questioned as a proxy for market power in antitrust analysis, it is a
commonly used statistic in regulated industries, most specifically in utilities regulation. For
example, under Texas regulation, when establishing a utility's rate, the Public Utility Commission
of Texas is required to set a rate that would allow “the utility a reasonable opportunity to earn a
reasonable return on the utility's invested capital used.”?3 See also 49 U.S.C.A. § 10704 (the
Surface Transportation Board should set a price that allows for “a reasonable and economic
profit or return (or both) on capital employed in the business”).

Imposing a cap on appropriate profitability creates perverse incentives for firms. Consider a firm
that has a 39 percent ROCE who is considering two possible investments: one has an uncertain
return that if it succeeds would bring tremendous benefits to consumers, the second has a
certain return that consumers regard with some level of indifference. Imagine that if the first
succeeds, it brings ROCE over 41 percent, thus exposing the firm to ex post regulation as a
monopolist. But if it doesn’t succeed, then it brings ROCE to well under 40 percent. Imagine
that if the second succeeds, it does not impact ROCE at all. Under a regulatory regime that
penalizes achieving a ROCE above 40 percent, the second is preferable because it has less
execution risk, and does not create the risk of the firm being declared a monopolist. But this
result sacrifices the possibility of tremendous benefits to consumers and interferes with a
company’s normal business calculus of whether to engage in welfare enhancing endeavors. And
if there is no disproportionate return for a successful investment that balances the cost of an
unsuccessful one, then there is no incentive to make big bets on future innovation.

As Dennis Carlton noted, “Capping prices (and hence returns on investments) will, among other
drawbacks, generally deter risky but economically desirable investments. This is hardly a
prescription for innovation and economic growth. . .The more the law limits a firm’s anticipated
profit from bringing a product successfully to market, the lower the incentive to do so in the first
place.”24

This points to the real problem with using profitability as a rationale for antitrust enforcement,
namely, that its true aim is to turn Google into a regulated utility. That suggestion may sound
farcical to the millions of people who detest the slow, plodding, and expensive public utilities that
serve them gas, electricity, cable, and landline phones, and love the fast, innovative, free, and
constantly improving services of Google. But sad to say, it is the very objective of many of
Google’s adversaries, who are themselves utilities. In a House Judiciary hearing involving Google,
Congressman Steve King stated: “And one of the discussions that I'm hearing is ‘what about



converting the large behemoth organizations that we’re talking about here [e.g. Google] into
public utilities.”25

Do we really think it’s a good idea to turn Google into a public utility? Anybody who has waited
days for the cable, telephone, or power company to respond to a service complaint knows
firsthand that utilities are routinely slow to respond to consumer demand. For example, Comcast
has regularly showed up last in the “customer service hall of shame.”26 More than 1 in 4
surveyed customers rate Comcast service as “poor.”27 One survey ranked Comcast as America's
most hated company.28 The fiber-optic television business of AT&T is also one of the lowest
ranked companies in customer service, with reports of “inadequate call centers” and “providing
customers with a window of time for home visits” that “often forces them to take time off work”
due to the long windows.29

Do we really believe that the best way to level the playing field is to have it take just as long for
Google to answer a search query as it takes for Verizon to send a technician to fix your phone
line? Consider that according to the American Customer Satisfaction Index, Google is one of the
most loved companies in the world. They are innovative and responsive to consumer demand.
They invest billions of dollars to improve search and make ads increasingly relevant.

2019 American Customer Satisfaction Index3©
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As a public utility, Google would have had little incentive to innovate beyond the two or three
seconds it took to return a search years ago. But instead, as a private company with the ability
and incentive to make free-market business decisions, it invested billions of dollars to return
searches in milliseconds.



The reason utilities are disliked is because they have less incentive than non-utilities to improve
service or transform their business models, indeed, their upside is limited. They try to squelch
disruptive business models rather than develop them.

But of course that is what critics of Google such as Comcast and AT&T actually want. Because it
is easier for them to bring Google's level of investment, innovation, and service down to their
level than for them to rise to Google’s.

This is the teaching of the economics literature on regulatory capture and public choice. This
literature also explains that, in general, the threat to competition posed by lobbying attempts to
enact public restraints to raise rivals’ costs and harm competition are more pernicious than their
private sector counterparts (i.e. private ordering) or reliance on existing and more flexible laws
(like antitrust). This is because this form of rent-seeking does not have offsetting procompetitive
virtues, and regulations that distort (or even destroy) competition are more insulated from
market forces that would otherwise protect consumers.31

A Request for Analytical Rigor

If having a ROCE over a cost of capital of 9 percent is evidence of market power, then Google
has a lot of company. Indeed, according to YCharts, more than 3,500 equities have a ROCE over
9 percent. These companies include Domino's Pizza with a ROCE of 87 percent and Yum Brands
with a ROCE of 57 percent.

One might quickly observe that Denny’s, Domino’s, and Yum Brands have something in common
other than the quality of their food. They are all franchises and as a result do not put up
significant capital for their business. Thus, it makes sense that these companies would have low
costs of capital and high returns. But that does not make them monopolists.

But if ROCE isn’t a one size fits all metric of market power, then why do we think that it indicates
that Google has market power? And if it doesn’t, why use it at all?

Indeed, one of the fundamental tenets of the scientific method is that tests be disprovable. If the
hypothesis that ROCE is an indicia of market power, then one could look through all 3,500
equities with a ROCE over their cost of capital, and determine whether it is, in fact, a statistically
significant relationship between ROCE and market power. If there is, great. If not, stop using it.

Funny Math

Taking a step back, it is striking that the case against Google completely lacks the rigor of a
typical antitrust case. How is Google expected to dominate the digital advertising market where
it faces strong and growing rivals in Facebook and Amazon?



Net Amazon, Facebook and Google Ad Revenues in the US,

2019 & 2020
billions, % change and % of total digital ad spending

2019 2020
Google $41.80 $39.58
—9% change 14.6% -5.3%
—% of total 31.6% 29.4%
Facebook $29.95 $31.43
—5% change 26.1% 4.9%
—% of total 22.7% 23.4%
Amazon $10.32 $12.75
—9% change 39.4% 23.5%
—% of total 7.8% 9.5%

Note: includes advertising that appears on desktop and laptop computers as
well as mobile phones, tablets and other internet-connected devices, and
includes all the various formats of advertising on those platforms; net ad
revenues after companies pay traffic acquisition costs (TAC) to partner sites
Source: eMarketer, June 2020
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Indeed, according to the CMA, “Facebook (including Instagram) is by far the largest supplier of
display advertising, accounting for more than half of display advertising expenditure.”33 How can
Google be a monopolist if there is another firm that has a larger market share? There is no
offense for shared monopoly, at least not in the United States.

The idea that YouTube has market power is also based upon funny math. Scott Morton & Dinielli
claim that YouTube’s market share in display is “up to 10%,” and that Facebook and Instagram
have much higher shares of digital video than YouTube.34 But then they argue that YouTube
does not compete with Facebook,35 which means that an advertiser such as Ford would not
advertise on Facebook or Instagram instead of YouTube. Maybe that’s true. Maybe.

Scott Morton & Dinielli’'s argument is that ads on user generated videos on YouTube are more
similar to ads on feature movies and network television shows on Hulu than they are to ads on
user generated videos on Facebook, Snapchat, or Instagram. If this statement were true, it would
need to be supported by actual empirical evidence, estimated cross-elasticity of demand, not
just a bald assertion of fact.

Why are We Ignoring these Statistics?

If we are to use obscure statistics such as ROCE as evidence of market power, should we not
also consider the following statistics as well?

What about the fact that Google takes a lower share of publisher revenue than its rivals?
Contrary to the exaggerated claims of some alleging Google’s fees account for 70 percent of ad
spend,36 Google in reality charges a combined 31 percent,37 which is lower than CMA’s industry
wide estimates of 35 percent.3® According to the CMA, Google’s product specific fees are



“comparable” or “similar” to its competitors’ fees.3® Further, the CMA Final Report found that
the evidence that they reviewed “does not indicate that Google is currently extracting significant
hidden fees.”0 If higher prices are consistent with the existence of market power, as Scott
Morton & Dinielli argue, then lower (non predatory) prices are consistent with its absence.

Or consider Scott Morton & Dinielli's allegation that Google has an “insurmountable data
advantage.”41 But how is this consistent with the observation that Google’s share of online
advertising spend is shrinking, while Facebook’s and Amazon’s are growing? If Google has such
a large data advantage, an advantage that nobody in the world will ever be able to match, then
shouldn’t it follow that all advertisers would flock to Google and spurn data-poor Facebook and
Amazon? And yet, all have substantially higher growth rates than Google.42

Or take the fact that Scott Morton & Dinielli misleadingly claim that “Google pays no ‘traffic
acquisition costs’ because it needn’t pay any publisher for access to the ‘eyeballs’ that will see
or interact with the ads it helps place.”#3 YouTube has disclosed that it pays over 50 percent of
its revenue to creators.#4 With revenue of over $15 billion, this would imply an estimated $8
billion paid to creators.#> In contrast, much of Instagram and Facebook’s inventory generates
no payments to content creators; for example, Instagram recently offered partners, but only 200,
the ability to monetize via IGTV.46 Seems odd for a firm with market power to distribute its rents
for no good reason.

So let’s get the argument straight. Google — a company that is beloved by consumers — charges
less than rivals, returns billions to consumers, and is growing slower than Facebook and Amazon
is @ monopolist. Or at least so say the utilities who are detested by their customers and haven’t
had a game changing innovation in decades.

Conclusion

While the title of this article is intended in jest, a rumored antitrust case against Google is not,
and neither is the damage to our faith in competition law caused by the use of funny math put
forward by firms who would rather use the political process to regulate rivals rather than invest
in innovations to beat them.

Antitrust is an incredibly important tool for modern economies — it is one of the most important
differentiators between advanced growing economies and corrupt kleptocracies. As Dr. Santiago
Levy Algazi has noted, rigorous competition policy “can make the difference between ‘crony
capitalism’ and healthy institutions and markets.”47

Indeed, experience has taught us that robust and undistorted competition produces substantial
benefits for consumers and society as a whole by promoting growth, spurring innovation, and
facilitating the efficient allocation of resources. It has also taught us that competition law and
policy is most effective when it focuses exclusively upon competition and consumer welfare



rather than attempting to achieve simultaneous goals, some of which may be in conflict with
others.

The truth is that when the government is asked to balance competing interests, it must make
choices as to the relative importance of various constituencies and interests. This balance is
discretionary and inherently a political calculation and therefore is ripe for political interference.
As a result, we are all better off when the singular objective is consumer welfare as measured by
product quality and price, as evidenced by careful and rigorous econometric analysis, internal
documents, and deposition testimony.

But that’s not what we see here. We see an investigation in which guilt is assumed instead of
proven. We see an investigation used for fundraising purposes.4® We see dominant incumbents
seek to restrain the investments and product innovations of disruptive companies. And we see
the use of statistics that would seem to direct the conclusion that we should break up Denny’s
before they gobble up the world.



* The author represents Google and would like to thank Tal M. EImatad and Koren W. Wong-Ervin for their invaluable comments
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