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What is the problem under consideration? Why is government action or intervention necessary?

The characteristics of some digital markets lead them to quickly tip in the favour of one, or a few, firms.
The market power held by a small number of firms is undermining effective competition, stifling growth
and innovation, and giving rise to consumer harms in these markets. Existing pro-competition tools, and
consumer protections, are not well suited to address the unique and novel challenges posed by these
complex, fast-moving digital markets. The proposed regime aims to tackle these issues by addressing
both the sources of market power, and the economic harms that result from the exercise of this power.
Government intervention is necessary as the concentration of market power and weak contestability in
these markets is unlikely to be rebalanced through market forces or existing regulatory tools.

What are the policy objectives of the action or intervention and the intended effects?

The overarching objective is to establish a new regime, promoting competition and competitive
outcomes, to further the interests of consumers in digital markets. This would be achieved through the
dual action of targeting the effects of the exercise of market power (i.e. consumer harms), and the
underlying sources of this market power (e.g. market characteristics that act as barriers to entry). This
would allow for harms to be remedied in the shorter term, and for market power to be effectively
rebalanced in the long term. The intended outcome is an improvement in consumer outcomes in digital
markets (including lower prices, higher quality, greater choice) and increased growth and innovation in
the digital economy.

What policy options have been considered, including any alternatives to regulation? Please justify

preferred option (further details in Evidence Base)

The policy options considered within this analysis were as follows:

e Option 0: Do Nothing (No new action)- The continuation of the current state of regulation -
including the recently established non-statutory Digital Markets Unit (DMU) and existing
Competition & Markets Authority (CMA) tools.

e Option 1: Alternatives to regulation - Self regulation by firms within digital markets and the
provision of information to consumers by government

e Option 2: A DMU with power to implement a code of conduct for firms with Strategic Market
Status (SMS firms) - A regulatory approach that would see the implementation of a dedicated
regulator for digital markets, within the CMA. This body would be able to enforce a set of principles
onto firms deemed to have substantial and entrenched market power providing them with a
strategic position.



mailto:dan.sillitoe@dcms.gov.uk
mailto:karandeep.gill@beis.gov.uk

e Option 3: A DMU with powers to implement a code of conduct and PCls for SMS firms only -
In addition to the powers outlined in option 2, the regulatory body would be granted the power to
implement pro-competitive interventions (PCls) onto firms with substantial and entrenched market
power providing them with a strategic position.

e Option 4: A pro-competition regime with powers to implement a code of conduct, PCls and
a merger regime for SMS firms only - In addition to the powers outlined in option 3, this option
would include a more stringent mergers regime for firms deemed to have substantial and
entrenched market power providing them with a strategic position.

e Option 5: A DMU with powers to implement a code of conduct and PCls for all firms in
digital markets - This option would extend the powers outlined in option 3 to all firms within digital
markets, not just those deemed to have substantial and entrenched market power providing them
with a strategic position.

The potential alternatives to regulation considered within this consultation IA were not deemed to be
suitable given the substantial market power currently enjoyed by large firms within digital markets. It is
unlikely that a non-regulatory approach, identified in this IA, would generate significant changes that
would be in line with the overarching policy objectives of promoting competition and competitive
outcomes.

Our preferred option at this stage is Option 3: A statutory DMU with powers to implement a code of
conduct and Pro-Competitive Interventions (PCls) on Strategic Market Status (SMS) firms only.
This is a regulatory option that would grant new powers in statute to the recently formed Digital Markets
Unit (DMU) to oversee and enforce a code of conduct and pro-competitive interventions on a small
number of the most powerful and strategically positioned digital firms that the DMU will designate with
Strategic Market Status (SMS). This option most closely aligns with identified policy objectives and is
expected to return the greatest value for money. Limiting this intervention to large firms, through the SMS
designation process, reduces the risk of over-regulating and of increasing the burdens on smaller firms.

The government is supportive of a dedicated SMS merger regime. However, a detailed policy position in
relation to the mergers regime is not proposed at this stage. Not including the SMS merger regime in the
preferred option, does not mean that the inclusion of this policy option is rejected.

Is this measure likely to impact on international trade and investment? Yes
. . Micro: Small: | Medium: | Large:
?
Are any of these organisations in scope” No No No Yes
What is the CO2 equivalent change in greenhouse gas emissions? Traded: Non-traded:
(Million tonnes CO: equivalent) N/A | N/A

Will the policy be reviewed? Yes. Date of post-implementation review TBC

I have read the Impact Assessment and | am satisfied that, given the available evidence, it represents a
reasonable view of the likely costs, benefits, and impact of the leading options.

Signed by the responsible Minister: Date: 21/06/21




Summary: Analysis & Evidence

Description: This option considers potential alternatives to regulation. Namely self-regulation by firms within digital
markets, and provision of information about digital markets to consumers in an effort to alter consumption

Policy Option 1

decisions.
FULL ECONOMIC ASSESSMENT
Price Base PV Base Time Period Net Benefit (Present Value (PV)) (Em)
Year 2019 | Year 2020 | Years Low: N/Q High: N/Q Best Estimate: N/Q
COSTS (Em) Total Transition Average Annual Total Cost

(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate
N/Q N/Q N/Q

Description and scale of key monetised costs by ‘main affected groups’
There is no formal quantification of costs for this option in this IA.

Other key non-monetised costs by ‘main affected groups’

Large firms: Any (potential) impacts on revenue as a result of agreed regulations as surplus may be
transferred from producers to consumers.

All firms: Costs of coordination for self-regulation.

Government: Cost of producing and distributing information to consumers.

BENEFITS (£m)

Total Transition
(Constant Price)  Years

Average Annual
(excl. Transition) (Constant

Total Benefit
(Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate
N/Q N/Q N/Q

Description and scale of key monetised benefits by ‘main affected groups’

There is no formal quantification of benefits for this option within this analysis.

Other key non-monetised benefits by ‘main affected groups’

There may be some benefit to consumers through a transfer from businesses to consumers as a result
of regulatory measures. However, it is deemed that this option would not be successful in returning
significant benefits. However, there could be some agreement between firms to limit certain
behaviours, which would result in a reduction in consumer harms relative to the counterfactual, bringing
about a wellbeing benefit in the short term.

Key assumptions/sensitivities/risks

Discount rate (%) N/A

The assessment of this option assumes that market power is significant enough that a non-regulatory
approach would not be sufficient to effectively change the behaviour of large firms in order to generate
long term change within digital markets.

BUSINESS ASSESSMENT (Option 1)

Direct impact on business (Equivalent Annual) £m:

Costs: N/Q

Benefits:

N/Q | Net:

N/Q

provisions only) £m:

Score for Business Impact Target (qualifying




Summary: Analys

is & Evidence

Policy Option 2

Description: The DMU, with new statutory powers, would be able to enforce a code of conduct for firms it

has designated with SMS.

FULL ECONOMIC ASSESSMENT

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (Em)

Year 2019 | Year 2020 | Years Low: N/Q High: N/Q Best Estimate: N/Q

COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)

Low N/Q N/Q N/Q

High N/Q N/Q N/Q

Best Estimate N/Q N/Q N/Q

Description and scale of key monetised costs by ‘main affected groups’
The indicative estimate for the potential annual cost of the DMU (including both one-off set up costs,
such as purchasing IT and initial recruitment processes, and ongoing operational costs, such as
salaries for employees) is presented as a wide range. The estimate for this option is between £4m and

£20m per annum.

There are also some indicative estimates of familiarisation and compliance costs borne by businesses,
based on our own assumptions, that we hope to refine and formalise using evidence gathered through
consultation. Our estimate of familiarisation costs is around £425k in the first year, with an annual

compliance cost estimate of £625k per designated platform per annum.

Other key non-monetised costs by ‘main affected groups’

SMS firms: Reduced profits (transfer to consumers)

BENEFITS (£m)

Total Transition
(Constant Price)  Years

Average Annual
(excl. Transition) (Constant

Total Benefit
(Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate N/Q N/Q N/Q

Description and scale of key monetised benefits by ‘main affected groups’
There is no formal quantification of benefits within this analysis. It is estimated that this option would

return short term wellbeing benefits through reducing the existence of consumer harms relative to the
counterfactual, as firms change their behaviour in order to comply with the code of conduct.

Other key non-monetised benefits by ‘main affected groups’
Non-SMS firms: lower costs associated with unfair treatment (e.g. exclusionary behaviour) by SMS

firms.

Consumers (including business and end users of digital markets): Reduced prices; Increased quality;
Increased choice; Reduced harm.

Key assumptions/sensitivities/risks

Discount rate (%) N/A

Use of powers - We assume that the DMU will use the powers granted to them in an effective and
proportionate way to achieve its objectives.
Efficacy of DMU powers - We assume that the new pro-competition regime will have a material impact
on competition and contestability within and across digital markets.
SMS compliance - We assume that SMS firms will comply with new regulations.

BUSINESS ASSESSMENT (Option 1)




Direct impact on business (Equivalent Annual) £m:

Costs:

N/Q

Benefits:

N/Q

Net:

N/Q

Score for Business Impact Target (qualifying
provisions only) £m:




Summary: Analysis & Evidence

FULL ECONOMIC ASSESSMENT

Policy Option 3 (preferred option)

Description: The DMU, with new statutory powers, would be able to enforce a code of conduct, and pro-
competitive interventions for firms it has designated with SMS.

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (Em)

Year 2019 | Year 2020 | Years Low: N/Q High: N/Q Best Estimate: N/Q

COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)

Low N/Q N/Q N/Q

High N/Q N/Q N/Q

Best Estimate N/Q N/Q N/Q

Description and scale of key monetised costs by ‘main affected groups’

The indicative estimate for the potential annual cost of the DMU (including both one-off set up costs,
such as purchasing IT and initial recruitment processes, and ongoing operational costs, such as

salaries for employees) is presented as a wide range. The estimate for this option is between £5m and
£25m per annum.

There are also some indicative estimates of familiarisation and compliance costs borne by businesses,
based on our own assumptions, that we hope to refine and formalise using evidence gathered through

consultation. Our estimate of familiarisation costs is around £845k in the first year, with an annual
compliance cost estimate of £1.25m per designated platform per annum.

Other key non-monetised costs by ‘main affected groups’

SMS firms: Reduced profits (transfer to consumers)

BENEFITS (Em)

Total Transition

Average Annual

Total Benefit

(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate N/Q N/Q N/Q

Description and scale of key monetised benefits by ‘main affected groups’

There is no formal quantification of benefits within this analysis. In addition to the short-term wellbeing
benefits outlined in option 2, it is estimated that this option would return more significant, long term,
benefits through an increase in competition within and across digital markets. The addition of PCls
should target the sources of market power and facilitate more effective competition against

incumbents.

Other key non-monetised benefits by ‘main affected groups’
Non-SMS firms: lower costs associated with unfair treatment (e.g. exclusionary behaviour) by SMS

firms.

Consumers (including business and end users of digital markets): Reduced prices; Increased quality;
Increased choice; Reduced harm; Increased innovation; Increased economic activity.
Non-market participants: Positive spillovers to adjacent, dependent sectors (e.g. increased revenues to

press sector).

Key assumptions/sensitivities/risks

Discount rate (%) N/A




Use of powers - We assume that the DMU will use the powers granted to them in an effective and
proportionate way to achieve its objectives.

Efficacy of DMU powers - We assume that the new pro-competition regime will have a material impact
on competition and contestability within and across digital markets.

SMS compliance - We assume that SMS firms will comply with new regulations.

BUSINESS ASSESSMENT (Option 1)

Direct impact on business (Equivalent Annual) £m: Score for Business Impact Target (qualifying
provisions only) £m:

Costs: N/Q Benefits: N/Q | Net: N/Q




Summary: Analysis & Evidence

Description: The DMU, with new statutory powers, would be able to enforce a code of conduct, pro-
competitive interventions for firms it has designated with SMS. Firms with SMS would also be subject to
a separate, more stringent, mergers regime.

FULL ECONOMIC ASSESSMENT

Policy Option 4

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (Em)

Year 2019 Year 2020 | Years Low: N/Q High: N/Q Best Estimate: N/Q

COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)

Low N/Q N/Q N/Q

High N/Q N/Q N/Q

Best Estimate N/Q N/Q N/Q

Description and scale of key monetised costs by ‘main affected groups’

The indicative figure for the potential annual cost of the DMU (including both one-off set up costs, such
as purchasing IT and initial recruitment processes, and ongoing operational costs, such as salaries for
employees) is presented as a wide range. The estimate for this option is between £7.5m and £38m per
annum.

There are also some indicative estimates of familiarisation and compliance costs borne by businesses,
based on our own assumptions, that we hope to refine and formalise using evidence gathered through
consultation. Our estimate of familiarisation costs is around £930k in the first year, with an annual
compliance cost estimate of £1.38m per designated platform per annum.

Other key non-monetised costs by ‘main affected groups’
SMS firms: Reduced profits (transfer to consumers)

BENEFITS (Em)

Total Transition

Average Annual

Total Benefit

(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate N/Q N/Q N/Q

Description and scale of key monetised benefits by ‘main affected groups’

There is no formal quantification of benefits within this analysis. In addition to the short- and long-term
impacts outlined in the options above, this option would go further to reduce anti-competitive behaviour
by large firms, result in further improved competition, and a reduced ability for firms to act in anti-
competitive ways in the future.

Other key non-monetised benefits by ‘main affected groups’

Non-SMS firms: lower costs associated with unfair treatment (e.g. exclusionary behaviour) by SMS
firms.

Consumers (including business and end users of digital markets): Reduced prices; Increased quality;
Increased choice; Reduced harm; Increased innovation; Increased economic activity.

Non-market participants: Positive spillovers to adjacent, dependent sectors (e.g. increased revenues to
press sector).

Key assumptions/sensitivities/risks Discount rate (%) N/A




Use of powers - We assume that the DMU will use the powers granted to them in an effective and
proportionate way to achieve its objectives.

Efficacy of DMU powers - We assume that the new pro-competition regime will have a material impact
on competition and contestability within and across digital markets.

SMS compliance - We assume that SMS firms will comply with new regulations.

BUSINESS ASSESSMENT (Option 1)

Direct impact on business (Equivalent Annual) £m: Score for Business Impact Target (qualifying
provisions only) £m:

Costs: N/Q Benefits: N/Q | Net: N/Q




Summary: Analysis & Evidence

Description: A DMU with powers to implement a code of conduct and PCls for all firms in digital markets
FULL ECONOMIC ASSESSMENT

Policy Option 5

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (Em)

Year 2019 | Year 2020  Years Low: N/Q High: N/Q Best Estimate: N/Q

COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant (Present Value)

Price)

Low N/Q N/Q N/Q

High N/Q N/Q N/Q

Best Estimate N/Q N/Q N/Q

Description and scale of key monetised costs by ‘main affected groups’
There is no indicative figure for the potential annual cost of the DMU for this option. The assumptions
underpinning the estimates for the cost of regulation only extend to SMS firms. It is reasonable to
assume that the cost would be significantly greater given the significant widening of scope.

There are some indicative estimates of familiarisation and compliance costs borne by businesses,
based on our own assumptions, that we hope to refine and formalise using evidence gathered through
consultation. Our estimate of familiarisation costs is around £1.27m in the first year, with an annual
compliance cost estimate of £1.25m per designated platform per annum.

Other key non-monetised costs by ‘main affected groups’

SMS firms: Reduced profits (transfer to consumers)

BENEFITS (Em)

Total Transition
(Constant Price)  Years

Average Annual
(excl. Transition) (Constant

Total Benefit
(Present Value)

Price)
Low N/Q N/Q N/Q
High N/Q N/Q N/Q
Best Estimate N/Q N/Q N/Q

Description and scale of key monetised benefits by ‘main affected groups’

There is no formal quantification of benefits within this analysis. This option contains the code of
conduct and PCls, meaning that the impact would be similar to that outlined within option 3. The
extended scope of this option could mean that the scale of these impacts could be greater. However,
there is a possibility that extending the scope to more firms would add to the burden experienced by
small firms, and therefore limit their ability to take advantage of the positive impacts on competition.

Other key non-monetised benefits by ‘main affected groups’
Non-SMS firms: lower costs associated with unfair treatment (e.g. exclusionary behaviour) by SMS

firms.

Consumers (including business and end users of digital markets): Reduced prices; Increased quality;
Increased choice; Reduced harm; Increased innovation; Increased economic activity.
Non-market participants: Positive spillovers to adjacent, dependent sectors (e.g. increased revenues to

press sector).

Key assumptions/sensitivities/risks

Discount rate (%) N/A

Use of powers - We assume that the DMU will use the powers granted to them in an effective and
proportionate way to achieve its objectives.
Efficacy of DMU powers - We assume that the new pro-competition regime will have a material impact
on competition and contestability within and across digital markets.
SMS compliance - We assume that SMS firms will comply with new regulations.




BUSINESS ASSESSMENT (Option 1)

Direct impact on business (Equivalent Annual) £m:

Costs:

N/Q

Benefits:

N/Q

Net:

N/Q

Score for Business Impact Target (qualifying
provisions only) £m:
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Background

1. The digital sector! contributed over £150 billion to the UK economy in 2019.2 The sector’'s economic
contribution has grown rapidly, increasing by almost 30% since 2010, outpacing most other sectors.
It has driven opportunity, productivity, and creativity across the economy. The various markets that
comprise the digital sector have played a significant part in delivering huge benefits for businesses,
citizens, and the economy.

2. Beyond their contribution to the economy, digital technologies play an increasingly important role in
our everyday lives. They are re-defining the way we work, access information and news, and stay in
touch with loved ones. The widespread reliance on digital services, further intensified by the Covid-
19 pandemic, demonstrates the substantial benefits they offer. Ensuring that digital markets remain
dynamic and competitive, so that they continue delivering these benefits, is central to the
government’s ambition to drive growth and build a world-leading digital sector.

3.  However, where digital markets® were previously characterised by innovative start-ups competing
vigorously for the market, some have now become increasingly concentrated with the same large,
global tech companies. The International Monetary Fund (IMF), for example, found that market
power in the tech industry has increased significantly between 1995 and 2016, including an increase
of over 30% in markups (i.e. firms’ “prices” over marginal costs) and an increase over 10% in
concentration, globally.* There is now a growing consensus — in the UK and internationally — that this
unprecedented concentration of power amongst a small number of tech companies is undermining
effective competition, restraining growth and innovation, and causing harm to the consumers that rely
on them.

4. In 2019, the Digital Competition Expert Panel (‘The Furman Review’)°® concluded that some digital
markets can be prone to ‘tipping’ in the favour of a small number of companies, and that this can lead
to consumer harm. The Furman Review report proposed a new pro-competition regime for these
digital markets, and its six strategic recommendations — including to establish a new Digital Markets
Unit (DMU) — were accepted by the government in 2020.

5. Since the Furman Review, reports and recommendations from governments, regulators, and experts
in the UK and around the world® have contributed towards international momentum on the need for
action in digital markets (see Annex A). Other jurisdictions globally, including the EU and the US, are
now moving quickly to introduce measures to address competition concerns in digital markets.

6. In November 2020, the government announced that the DMU will be established within the CMA
from April 2021, to build on the work of the Digital Markets Taskforce and begin to operationalise key
elements of the new pro-competition regime. This will be a non-statutory arrangement until its
functions and objectives are finalised in statute.

7. Implementing a new pro-competition regime, to be overseen by the newly established DMU, aligns
with the government's commitment in the Plan for Growth to design regulation which supports
innovation, to help unlock the full potential of digital services and bring benefits to all regions and

' DCMS Sectors Economic Estimates 2018 (2020), p11, defines the ‘digital sector’ in accordance with the definition
developed by the OECS using the UN Standard Industrial Classifications (SICs). The definition includes a series of
sub-sectors that mainly create value through the direct use of digital technologies.

2 DCMS, Sectors Economic Estimates 2019 (provisional) Gross Value Added, December 2020.

3 The treatment of the definition of digital markets for the purpose of this IA is outlined in paragraphs 12 and 13.

4 IMF, Rising Corporate Market Power: Emerging Policy Issues. March 2021.

For the purposes of this analysis, the IMF define the technology industry as industry ICB = 9 (“Technology”) and its
subsector ICB = 953 (“Software & Computer Services”). Markups are firms’ prices over their marginal costs as
estimated by the IMF.

5 Digital Competition Expert Panel, Unlocking Digital competition, Report of the Digital Competition Expert Panel,
March 2019.

6 For example: CMA, Online platforms and digital advertising market study, July 2019; Digital Markets Taskforce,
Advice of the Digital Markets Taskforce, December 2020; EU Commission, EU Digital Services Act Package,
December 2020; US House Judiciary Subcommittee on Antitrust, Investigation of Competition in Digital Markets:
Maijority Staff Report and Recommendations, October 2020; and, Stigler Committee on Digital Platforms: Final
Report, September 2019.
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communities.” This also complements a wider range of initiatives related to digital markets such as
the Online Harms White Paper,® and the National Data Strategy.®

The government has outlined the proposed approach to establishing a new pro-competition regime
for digital markets to be overseen by the DMU, and is publicly consulting on this from July 2021 to
October 2021. This includes proposals for the final legislated form, objectives, and powers of the
DMU. The consultation also seeks views on the introduction of a separate merger regime for SMS
firms.10

This consultation-stage |IA provides evidence and analysis to support the government’s case for
intervention, accompany the consultation, and help guide consultation responses. The IA outlines the
problem under consideration, and evaluates, at a high level, the options for the scope and powers of
the statutory DMU and the pro-competition regime it will oversee.

10. Through the consultation process, we intend to gather evidence to further develop the analysis of
impacts of interventions. As the shape of the regime is finalised, and further evidence is gathered,
the appropriate level of impact appraisal will be undertaken. We intend to provide a more detailed
qualitative and, where possible, quantitative assessment of impacts in the final IA.

11. To this end, we have included questions throughout the IA (and summarised in Annex D) to seek
views on the assumptions used and inviting further evidence on potential impacts.

The Case for change

Problem under consideration and rationale for intervention

12. The scope of the Digital Markets Unit (DMU) will likely be focused on ‘digital activities’. A wide range
of activities can be classified as ‘digital’, and the government is seeking views in the consultation on
what activities should be included within its regulatory perimeter. Government is also considering the
potential for overlap with the regulatory remits of existing regulators such as Ofcom and the ICO, and
the way in which bodies can work together in order to maintain an effective and proportionate
regulatory landscape. We consider the implications of different scopes, including capturing a broad
range of digital activities, in the options appraisal of this IA.

13. Existing literature has typically focussed on the challenges posed by a subset of digital markets
described as 'digital platform markets'.’ There is no consistent or legal definition for 'digital
platforms'. However, for the purpose of this IA, and in line with the Furman Review, '? we use the
term ‘digital platform markets' to describe markets that display a unique combination of
characteristics that make them prone to ‘tipping’ (see ‘Market characteristics’ section below), and
where firms use information and communication technologies to facilitate interactions between
multiple users (often, but not exclusively, on opposite sides of the market), such as Search Engines
and Social Media.'® As discussed in the following sections, it is markets with these characteristics
that tend towards concentration and for which the existing competition regime is not best placed to
address competition concerns. Therefore, as outlined in the consultation, it is these markets that
should be the focus of the DMU. ' In the consultation, the government is exploring the merits of

" HM Treasury, Build Back Better: our plan for growth, March 2021.

8 Department for Digital, Culture, Media & Sport and Home Office, Online Harms White Paper, April 2019.

° Department for Digital, Culture, Media & Sport, National Data Strateqy, (updated December 2020).

10 Government consultation: A new pro-competition regime for digital markets, July 2021. [henceforth ‘consultation
document’]

" For example: Unlocking Digital competition, Report of the Digital Competition Expert Panel (‘The Furman
Review’), March 2019.; Stigler Committee on Digital Platforms: Final Report, September 2019.

12 European Commission, Digital Single Market: Online Platforms, May 2018. via The Furman Review, p22, March
2019.

13 ‘Consumers’ in digital platform markets can sometimes be used to collectively refer to both business users and
end users (i.e. households), since both can be consumers of multi-sided digital platforms. For this reason, in this I1A
we attempt to differentiate ‘business users’ from ‘end users/consumers’ where relevant.

14 See consultation document Part 3 paragraphs 55 - 59, p.17-18.
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focusing the DMU's remit on ‘digital platform activities’, but acknowledges there may be a risk of
unintentionally excluding some markets and firms given the legal ambiguity of this term. The
definition for digital platforms we have set out here is not widely agreed upon, and its use within this
IA is not intended to cut across the government's consultation on the appropriate scope and
regulatory perimeter of the DMU.

14. There are three key drivers of weak competition leading to suboptimal outcomes for consumers’® in
some digital markets, such as digital platform markets:

i. Market characteristics - The unique combination of fundamental market characteristics
inhibits the ability of potential rivals to enter and/or grow, thereby undermining effective
competition. Hence these markets, such as digital platform markets, tend to ‘tip’ towards one,
or a few, extremely powerful firms.6

ii. Firms’ anti-competitive behaviour - These powerful firms have the ability, and sometimes the
incentives, to exploit their market power by engaging in anti-competitive behaviour, often to the
detriment of consumers.

iii. Ineffective regulation - The existing ‘ex-post’ regulatory system can be slow and backward-
looking, and so is not optimal for fast-moving digital markets. Even once harm has been
identified, traditional competition remedies are not always effective at remedying harm or
preventing/deterring future offences.

These three ‘theories of harm’ (which we address in turn in the following subsections) suggest these
markets tend towards concentration, giving rise to poor consumer outcomes, and that neither the free
market (i.e. self-correction), nor regulators with their existing pro-competition tools, will rectify the
poor outcomes if these markets are left as they are. Change is therefore needed to correct
underlying market failures, remedy harms, and unlock the benefits of open and dynamic competition.

Market characteristics

15. Table 1 below outlines that some digital markets, specifically digital platforms markets, have a unique
combination of specific structural features that distinguish them from other markets.

Table 1: Characteristics of digital platform markets

Characteristics | Description Explanation / Impact
Network Value of a service to Some digital markets exhibit network effects, where users get
effects (direct | each userincreases as | more value from the service as the total number of service
and indirect) the total user base users grows.
increases

Direct network effects: The value to users on the same side of
the market increases as the number of users on that side
increases (E.g. social media platforms, such as Facebook, are
more valuable to individuals when more of their friends are also
using them).

Indirect (or ‘cross-side’) network effects: The value of the
service to users on one side of the market increases as a new
user on a different side joins the network (E.g. the value to
retailers of selling on an e-commerce platform, such as
Amazon, increases as more end users use the platform).

These effects reduce the incentive for business users and end
users (collectively ‘consumers’) to switch to rival platforms, or

15 See footnote 13 on defining consumers in digital platform markets.

16 Katz and Shapiro, (1994), Systems Competition and Network effect, Journal of Economic perspective. These
authors define “tipping” as “the tendency of one system to pull away from its rivals in popularity once it has gained
an initial ‘edge’.

In some digital markets, even if the incumbents do not engage in any “strategic” behaviour, there is a tendency to
grow and gain a persistent market power (M. Motta, 2019).

15




‘multi-home’ with several smaller platforms, making new entry
challenging and hence reducing market contestability.

The use and
importance of
data

Data is essential to the
business models of
digital platforms. They
collect, store and use
(monetise) user data

Services in digital platform markets are often free at the point of
consumption for end users. However, rather than pay monetary
costs, users pay to access a service with their data (‘data
costs’) which is then monetised by firms. The collection of data
by firms allows them to personalise user experiences and target
their product offering (e.g. advertising), increasing the value of
the service to both business and end users. This allows a
feedback loop to form, where the largest incumbents use their
ever-increasing access to data (which can be described as ‘data
monopolies’'”) to further entrench their advantage over rivals
who do not have the same access.

Economies of
scale

Average costs decrease
with size due to low/zero
marginal costs

With high fixed set-up costs and low marginal operational costs,
large firms benefit from economies of scale. This gives a
natural market power to incumbent firms and can act as a
barrier to entry/expansion for potential entrants.

Economies of
scope

Average costs decrease
as firms increase the
variety of goods and
services supplied

Due to the transferable nature of the valuable technology and
data digital firms use, they can often easily operate across
several markets. By diversifying their offering in this way, firms
can benefit from economies of scope that new entrants in any
one market cannot immediately rival.

Ecosystems /
Vertical
Integration

Ecosystem: A network of
complementary products
or services spanning
different markets

Vertical integration: the
presence of one firm at
multiple stages of the
supply chain in which it
operates

Some firms have built large ‘ecosystems’ of integrated
complementary products and services around their core service.
These products and services are designed to interoperate with
one another such that users are kept on their network.

In some cases, these ecosystems can span different stages of
the supply chain as large digital firms become vertically
integrated (e.g. an e-commerce platform that sells its own retail
products on its platform). This can give rise to conflicts of
interest and the potential for these firms to leverage their power
in one activity, to undermine competition in other stages of the
chain.

The interaction of these features with economies of scope also
strengthens a firm’s prevailing market power.

Global reach

Although the nature of
markets may differ
slightly across countries,
digital markets are not
subject to geographical
constraints

The nature of digital platforms means they are not constrained
by physical location and can be used simultaneously by
consumers all around the world (globally non-rivalrous). This
allows firms to gain large, global customer bases. This
characteristic amplifies economies of scale, data collection, and
network effects.

Consumer
decision
making and
power of
defaults

End consumers make
decisions quickly, and
they have immediate
impacts.

Default positions are
powerful due to ‘default
bias’ and ‘status quo
bias’.

Digital platform markets are increasingly fast-moving, and
decisions at the click of a button have immediate impact. End
users have also developed a reduced tolerance for delay
leading to ‘default behaviour’ (a propensity to accept whichever
default option is presented to save time), and are prone to
‘status quo bias’ (a preference for remaining with the existing
option even where this is not the rational choice). For example,
consumers may be more likely to accept the default search
engine on a new computer they have purchased.

17 Power to the People: Independent report on competition policy (‘The Penrose Review). February 2021.
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This reduces the likelihood of users switching to new/rival firms’
services, even where they might offer better value.

Information Firms collect significant | Firms collect significant amounts of personal data from end

asymmetries amounts of information users, which they monetise. Users are often unaware of how
on users, leading to much data they are giving away and how it is being used. If
asymmetries they can users had knowledge of the magnitude of their ‘data cost’, and
leverage its value to firms, they might demand a better return in

exchange or else switch to rival services.

16.

17.

Many of the features detailed in table 1 are not necessarily undesirable in their own right. For
example, economies of scale provide a beneficial cost efficiency, and ecosystems can offer a
seamless digital experience for end consumers. However, they can act as barriers to entry/expansion
and undermine effective competition. As a result of their cumulative effect, the ‘winner takes most/all’
dynamic is accentuated. As such, some digital markets, such as digital platform markets, are prone
to ‘tipping’ quickly in the favour of one, or a small number of, extremely powerful firms. '8

This ‘tipping’, and the subsequent lack of market contestability'®, can give rise to harm and
undesirable outcomes for consumers and society in two key ways:

i.  Once the market has tipped, and ‘winners’ (incumbent firms to whom the market has tipped)
are shielded by the barriers to entry/expansion, they can behave somewhat independently of
competitive pressures. This freedom to act with little threat of losing market share to rivals or
new entrants can be described as ‘market power’.?° Market power is not inherently bad, and
can sometimes be the deserved reward for ‘winning’ a market on merit (e.g. through
investing in R&D to develop a superior product). However, excessive and entrenched market
power is an indicator of market failure, particularly when the market power results from anti-
competitive behaviour, is incontestable by new entrants, and is exploited to the detriment of
other market participants (e.g. consumers).

ii. New entrants are unable to overcome the ‘incumbency advantage’ that barriers to entry
provide, even when their offering could lead to an improvement in consumer or societal
outcomes. For example, a start-up with a high-quality, innovative service and more efficient
(lower unit cost) operations might still struggle to compete with a data-rich incumbent
boasting a vast user network across its self-preferencing ecosystem of services.

Incumbents’ anti-competitive behaviour

18.

19.

Large incumbents in some digital markets face limited competition and benefit from substantial
market power. When these firms exert their market power in the pursuit of supernormal profit, it can
often result in suboptimal outcomes for consumers, the economy, and our society.

There is an increasing body of evidence, both in the UK and internationally, that some of the largest
tech companies are exploiting their market power in a way that is causing persistent material harm to
their business and end users, and to our society. Evidence of some of these harms (e.g. reduced
quality, higher prices, reduced choice, and reduced innovation) is outlined in the ‘Evidence of harm’
section below.

18 See for example, Unlocking Digital Competition: Report of the Digital Competition Expert Panel (‘The Furman
Review’), 2019.

Or Digital Markets Taskforce, Advice of the Digital Markets Taskforce, December 2020.

19 Contestability refers to the threat of challenge by new entrants. In theory, incumbents can feel competitive
pressures even where existing competition in the market is relatively weak, providing potential competition for the
market, or contestability, is sufficient.

20 Market power is typically measured in relation to the prices ‘powerful’ firms are able to charge. In the context of
digital services that are often free at the point of consumption, this price-related definition of market power is more
difficult. However, we consider the ability to freely alter non-price characteristics, often to the detriment of
consumers, as similarly indicative of market power in this context.
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20.

21.

This exploitation of market power can often include the use of anticompetitive practices. Most
commonly, though not exclusively, these practices can be categorised as either:

e Exclusionary behaviour - conduct by a firm with the intention of preventing competitors from
entering, growing, or remaining active in a market.

¢ Exploitative behaviour - conduct by a firm to extract additional rents at the expense of other
market agents - typically consumers - who are reliant on it. Unlike exclusionary abuses which
harm consumers indirectly by reducing competitive offerings in the market, exploitative abuses
directly harm consumers.

Some types and examples of exclusionary behaviours include:

e Exclusivity - powerful firms can take advantage of their critical position in the market (for
example, as the main distributor to their vast user network) to make their purchase or distribution
conditional on the supplier not dealing with its competitors, or dealing preferentially with itself
ahead of other competitors.

Case Study: Amazon e-books - Most Favoured Nation clauses

The European Commission investigated potentially anti-competitive 'Most Favoured Nation' (MFN)
clauses in contracts between Amazon and e-book suppliers in the European Economic Area.
Through these clauses, Amazon required suppliers to inform it of any more favourable terms they
were offering to other retailers, and to also make these available to Amazon. The case was settled

with commitments.
Source: European Commission, 'CASE AT.40153 E-book MFNs and related matters (Amazon) ™’

e Self-preferencing - with their market power often including strategic control over routes to
market, firms can preferentially supply other divisions of their own corporate group. This is
common where firms are also active in related, adjacent markets, such as where firms have built
ecosystems. In these instances, the firm can leverage their position in one market to provide
access advantages to its own products in the adjacent markets and foreclose competitors.

Case Study: Google Search - Comparison shopping

The European Commission investigated Google's use of its Google Search platform to direct users
to its own comparison-shopping service over those of competitors. The outcome of this
investigation was a fine of €2.42 billion to Google for abusing its market dominance in Search.

Source: European Commission Press Release: Commission fines Google €2.42 billion. June 2017.22

o Refusal to deal - at its extreme, self-preferencing can result in a ‘refusal to deal’, where firms
refuse to supply downstream rivals with key inputs, or upstream rivals with key distribution to
market. For example, large firms benefit from large networks of existing users. By constraining
the interoperability of smaller, nascent platforms with their own, these large firms limit access to
their wide user base. As they are deprived of consumers and visibility in the market, this makes it
harder for smaller firms and new entrants to compete.

Case Study: Facebook, Vine and APIs

In 2013 Twitter acquired video sharing platform, Vine. Prior to the acquisition, Vine users were able
to find friends they already knew on Facebook through its ‘Find Contacts’ feature. However,
following Vine’s acquisition by Twitter, Facebook removed Vine's access to this API. In doing so,
Facebook was able to degrade users’ experience of Vine and reduce the platform’s competitive
threat. Vine was discontinued by Twitter in 2016.

Source: CMA Market Study (p.141)

22. Exploitative behaviour is often framed in the context of monopolists charging ‘excessive’ or ‘unfair’

prices to its consumers who have few alternatives to which they can switch consumption. In many

21 European Commission, CASE AT.40153 E-book MFNs and related matters (Amazon). May 2017.
22 European Commission Press Release: Commission fines Google €2.42 billion for abusing dominance as search
engine by giving illegal advantage to own comparison shopping service, June 2017.
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digital platform markets, where end users enjoy a service that is free at the point of consumption, this
phenomenon is less obvious. However, business users are still prone to exploitative pricing, and
firms can and do exploit end users through various non-price aspects.

23. Some examples of types of exploitative behaviour in digital platform markets include:

Degrading quality of service - End users of digital platforms typically ‘pay’ for the service with
their attention and data. Increasing the number of adverts served to users relative to organic
content, whilst maintaining the same price (‘data cost’), degrades the service's price/quality ratio.
Decreasing the quality of a constantly-priced service could be argued as exploitative.

High prices for business users - Business users (e.g. advertisers and third-party retailers)
typically have to pay to use digital platforms. Therefore, they can be subjected to exploitative
prices, and will often pass higher prices through to their own consumers.

Discriminating between customers - Firms can use data to uniquely tailor the experience of
each consumer, meaning they are more able to offer differing prices or services. This can
sometimes be deemed an exploitative practice as certain consumers, or consumers in certain
circumstances, will inevitably be faced with a ‘worse’ service or higher price. For example, social
media platforms can tailor ad load by user, such that end users assessed to have a higher
tolerance for advertising are shown more adverts.

24. Firms can also learn and exploit the behavioural biases of end consumers:

End users are prone to behavioural biases that can be exploited by firms. They can use choice
architecture to nudge users towards outcomes that benefit themselves but may not necessarily
be in the user's own best interest. For example, users are prone to ‘default bias’ and ‘status
quo bias’, meaning they are less likely to switch away from the default search engine on an
internet browser.?® This means dominant cross-market firms could leverage their high market
share in the browser market to direct traffic to their own search engine.

Firms’ ability to influence user decision-making through choice architecture is amplified by the
asymmetry in information between the two parties. Large firms collect and hold a lot of
information about users, but users are far less informed regarding their interaction with firms
and how their data is used.

Ineffective regulation in digital platform markets

25. The existing regulatory system is not equipped to quickly and effectively assess, address and
prevent anticompetitive practices and harm.

26.

Traditional regulatory tools are not well suited to quickly identifying and remedying competition
concerns in digital platform markets. ‘Ex-post’ regulation, which refers to intervention following a
finding of abuse of market power, can mean a long time lag between harms first being experienced
and remedies being implemented. As a result consumers can often experience prolonged,
irreversible harms. As digital platform markets are prone to tipping quickly, this delay can have
significant long-term implications on competition.

Case Study: U.S. v Microsoft

In 1996, the US Department of Justice received a complaint about Microsoft regarding its internet
browser, Internet Explorer, in relation to Microsoft leveraging its monopoly power over operating
systems into the browser market. The main antitrust complaint was not officially filed until 1998 and
then took more than four years to finally conclude all court procedures. During this entire period from
1996 to 2002, Microsoft’s share of the browser market rose from less than 20% to above 90%.
Although Microsoft’'s market share declined again after the conclusion of the case, this did not help
Microsoft’s initial competitors, such as Netscape which lost most of its market share between 1996
and 2002.

23 CMA, Online platforms and digital advertising market study Appendix H: default positions in search, July 2019.
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Source: Sean Ennis, ‘U.S. v Microsoft: Where did the time go?’ CCP Working Paper 21-05, UEA. (2021)%*

27. Forinstance, the CMA has powers to monitor and intervene in markets through its markets regime,
including to impose a wide range of structural and behavioural remedies. Since these tools were not
designed with fast-moving digital markets in mind, they are not currently well equipped to deal with
the unique challenges these complex markets pose. For example, the prevalence of digital
ecosystems that span multiple adjacent markets can often require intervention with a focus that is
wider than a single market. Equally, markets prone to quickly tipping and to rapid technological
change may require a more proactive and dynamic approach to regulation than can be achieved
through static studies and one-off interventions.

28. It can also be difficult for regulators to effectively assess and prove breaches of competition law in
digital platform markets given their novel and rapidly evolving nature, and the opaque business
models of large platforms. For example, in relation to digital mergers, under the current system there
needs to be more than a 50% likelihood of a ‘substantial lessening of competition’ before remedial
actions can be undertaken. This threshold could be difficult to prove for early development
acquisitions where their ability to challenge the acquirer in the future is uncertain.

29. Even once harm and a breach of competition law have been established, traditional regulatory
remedies are not always effective at remedying harm or preventing future repeat offences. There
exists limited robust, systematic evidence of the effectiveness of fines and other remedies as a
deterrent in digital markets. There is also a risk that powerful firms may see regulation as something
to mitigate against, rather than promoting 'fair' behaviour or deterring ‘harmful’ behaviour.

Case Study: E.U. v Google Search

The European Commission case against Google Search was opened 9 years after the harm first took
place and took a further 3 years to conclude. The largest fine imposed by the Commission to date
was approximately £3.9bn on Google in 2018 - equating to just 4% of Alphabet’s (Google’s parent
company) 2018 revenue. As allegations of anticompetitive practices persist, particularly in other
jurisdictions,? it is possible that previous sanctions have not proved effective deterrents.

Sources: European Commission (2018)%8
CMA analysis of Alphabet 10-K forms 2018, CMA Market Study Appendix D (2019)

24 Ennis, S. (2021). "U.S. v. Microsoft: Where did the time go?" CCP Working Paper 21-05, UEA.

2y.s. Department of Justice, Justice Department Sues Monopolist Google For Violating Antitrust Laws, October
2020.

26 Antitrust: Commission fines Google €4.34 billion for illegal practices regarding Android mobile devices to

strengthen dominance of Google search engine (2018).
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30. Once markets tip, and by the time breaches of competition law have been proved, it is difficult for
competition to be rebalanced with existing regulatory tools. Therefore, ex-post regulation is akin to
‘shutting the stable door after the horse has bolted’,?” and is unlikely to impact the market power
already well-established by some incumbents.

27 Andreas Mundt, President of the Bundeskartellamt. Statement on the Amendment of the German Act against
Restraints of Competition: “In future we will be able to prohibit big tech companies from engaging in certain types of

conduct much earlier and, so to speak, shut the stable door before the horse has bolted”, January 2021.
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The case for a new digital mergers regime

The specific case for a new, distinct digital mergers regime is considered separately here. Policy
proposals in this area are not yet as developed as in other areas considered, and so an SMS mergers
regime does not form part of the preferred option in this IA. However, the government is supportive of
a dedicated SMS merger regime. Hence, it is important to outline the issues with the current regime
and rationale for intervention to inform, and invite useful information through, the consultation process.

31. The extensive merger activity of the large digital firms may be seen as another anti-competitive
behaviour. Large digital firms take part in a number of mergers and acquisitions, the effects of
which on competition can be difficult to evaluate but are widely considered to be contributing to the
entrenched market position of the largest digital firms in a way that is harmful to competition.

e  Google, Amazon, Facebook, Apple and Microsoft (GAFAM) together purchased close to 300
companies over the last five years.?® However, only 2% (7) of these transactions were
investigated, either by the CMA or the European Commission.?® Over the same period, none
of these mergers were notified voluntarily to the CMA and of those that were investigated,
none were blocked.

e Itis now argued that some of these mergers may have had unforeseen long-term impacts on
competition, consumer welfare, and innovation. Through mergers, the powerful digital firms
can further entrench their dominant market positions, raise barriers to entry and expansion,
and expand their digital ecosystems by creating a ‘moat’ around their core services. For
example, though cleared by competition authorities at the time, it is now suggested that the
acquisition of Instagram by Facebook in 2012 may have deprived the social media market of
the positive effects of two separate services competing over time.20

e Mergers and acquisitions can drive positive outcomes where knowledge/resource sharing
and other synergies yield efficiencies and innovations. However, it has been proposed that
some acquisitions of smaller companies may have been deliberate ‘killer’, or ‘reverse Killer’,
acquisitions aimed at neutralising competitive threats before they could grow, or at reducing
innovative efforts in markets.3! 32

e Although it can be difficult to prove that ‘killer acquisitions’ occur and are under-enforced, US
authorities are currently investigating the actions of GAFAM firms in relation to previous
mergers, including Facebook's acquisition of Instagram and WhatsApp.33 34

e As well as directly discontinuing innovative projects, ‘killer’ and ‘reverse-killer’ acquisitions
can distort the incentives for new entry and innovation. This is because innovators and their
investors understand that the biggest payoff is through creating something that complements
the status quo, that is then bought-out by a large firm (known as ‘entry for buyout’), rather
than by seeking to disrupt or replace incumbents. Some investors in the US have indicated
that they avoid funding entrepreneurs or companies that compete directly or indirectly with
dominant firms in the digital economy.3> These dynamics may not result in the optimal form of
investment or innovation to maximise consumer welfare.*¢

Case Study: Google/Waze price increase following acquisition

In 2013 Google purchased mapping service Waze. Since completing the Waze acquisition,
Google has reportedly come to capture 81% of the market for navigation mapping services. For
years, Google offered a free tier of its Maps API, incentivising developers to build their apps with
Google Maps. In 2018, however, Google Maps introduced a single “pay-as-you-go” pricing plan
for the core mapping APIs, which dramatically reduced the number of free Maps API calls a firm
could make. Developers stated that the change amounted to a price increase of 1,400%.

Sources: US House Judiciary Subcommittee report, p.239 (2020).

32. There may historically have been underenforcement against merger and acquisition activity in
digital markets. This is important as merger control allows for ex-ante intervention and the
prevention of harm before it arises, as opposed to other forms of regulation. As mentioned above,
ex-post regulation can only be used once harm (e.g. higher concentration, lesser competition) or
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anti-competitive behaviours has been proved and after firms have already established dominant
positions, meaning markets are not working well for consumers and society.

33. The Furman Review and the CMA’s Digital Markets Taskforce raised concerns about the scale and
type of acquisitions made by the large digital firms.3” A few past mergers in particular have since
been suggested to have had a negative effect on competition in the UK (e.g.
Google/Doubleclick),3® with a review by consultancy LEAR finding that competition authorities in
the past have ignored important theories of harm in transactions involving digital markets (including
the Facebook/Instagram and Google/Waze transactions).® In recent years the CMA has been
more active in opening investigations into GAFAM mergers and pursuing forward-looking theories
of harm (e.g. Google’s acquisition of Looker and Facebook’s acquisition of GIPHY). This
demonstrates growing understanding amongst regulators that merger activity by the most powerful
digital firms should be more closely scrutinised. Internationally, there have also been significant
policy proposals to reform merger control, including of large digital firms.4°

34. Despite the recent increase in scrutiny by the CMA of mergers involving large digital firms, there
are certain limitations to the current merger system, designed in a pre-digital age, that may affect
the CMA’s ability to review and intervene effectively in potentially harmful mergers.

Limitations of the current merger regime for assessing mergers involving large digital firms

35. An overview of the current merger system: The UK merger regime is voluntary*! and features
two jurisdictional tests. Broadly, these may be met when two businesses ‘cease to be distinct’ and
either i) the target business has UK turnover of £70 million or more, or ii) the acquirer and the

28 BEIS analysis of MergerMarket data. 296 completed transactions during this period (January 2016 — December
2020).

29 Prior to 1 January 2021, the European Commission would have had exclusive jurisdiction over certain cases
instead of the CMA. The cases included in the count are: Microsoft/LinkedIn, Apple/Shazam, Microsoft/Github,
Amazon/Deliveroo, Google/Looker, Google/Fitbit, and Facebook/GIPHY.

30 ys House Judiciary Subcommittee on Antitrust, Investigation of Competition in Digital Markets: Majority Staff
Report and Recommendations, October 2020.

31 Killer acquisitions’ describe acquisitions, typically by larger firms of smaller firms, done with the intention to
discontinue the target’s innovative projects and pre-empt future competition.

‘Reverse Kkiller acquisitions’ describe acquisitions, with the intention of adopting the target firm’s innovations. These
are considered detrimental to competition as the acquirer ‘kills’ its own organic innovation in favour of absorbing a
developed technology, depriving consumers of potential future competition between two innovative services.

32 Deller, Doan, Mariuzzo, Competition and innovation in digital markets, p.24. 2021. Report by University of East
Anglia Centre for Competition Policy on behalf of BEIS. 2021.

33 Documents presented in Congressional hearing, and discussed in this Wired article: The Facebook and Amazon
Documents That Captivated the Hearing. July 2020.

34 US House Judiciary Subcommittee on Antitrust, Investigation of Competition in Digital Markets: Majority Staff
Report and Recommendations, pp 150-160, 164-165. October 2020.

35 US House Judiciary Subcommittee on Antitrust, Investigation of Competition in Digital Markets: Majority Staff
Report and Recommendations, October 2020.

36 Deller, Doan, Mariuzzo, Competition and innovation in digital markets, p.24. 2021. Report by University of East
Anglia Centre for Competition Policy on behalf of BEIS. Published alongside consultation and Impact Assessment.
37 A new pro-competition regime for digital markets — Advice of the Digital Markets Taskforce (CMA135),
December 2020 (the Taskforce Advice). Details of the SMS merger regime proposals are set out in Appendix F.
Unlocking Digital Competition — Report of the Digital Competition Expert Panel, March 2019 (the Furman Review).
38 CMA Market Study, p 20. July 2020

39 LEAR consulting, via Stigler Center, Competition in Digital Markets: A Review of Expert Reports. October 2020.

40 There is a substantial overhaul of US merger control proposed by Senator Klobuchar in the Antitrust Law
Enforcement Reform Act 2021. Senator Hawley has recently introduced a different bill that would ban all mergers
by firms with a market value greater than $100 billion, a measure that would effectively block the five largest US
digital firms from making any acquisitions. (Reuters article, 13 April 2021). Similarly the European Commission has
recently indicated a tougher stance on digital mergers including introducing reporting requirements for gatekeeper
firms, and wider use of the Article 22 referral mechanism.
41 Although the CMA has the discretion to ‘call in’ mergers for investigations if these are not voluntarily notified to it.
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36.

37.

target supply or procure 25% or more of a certain type of goods or services in the UK and there is
an increment to this ‘share of supply’. The CMA's merger process has two phases — the first being
a shorter review to assess whether the merger has a ‘realistic prospect’ of resulting in a substantial
lessening of competition (SLC), and the second being a longer, in-depth review to assess whether
the merger results in an SLC on the balance of probabilities (i.e. more likely than not). At the end of
the second phase, the CMA has the power to block a merger or to require remedies if it believes
the merger raises competition concerns. The CMA may also accept remedies in lieu of referring a
case to an in-depth review if suitable solutions are offered by the merging parties.

Limitations to the CMA'’s ability to review: There is a risk of potential limitations to the ability of
the CMA to review certain transactions if they do not meet one of the two jurisdictional tests. This
may be more common due to the nature of mergers undertaken by large digital firms, which often
involve small newly established firms and purchases outside of the core markets of the acquirers,*?
meaning:

e Targets generating low (or zero) revenues in the UK will not be captured by the current (£70
million) turnover test. This could include, for example, businesses that may have recently been
established, businesses with many active users in the UK who access the service for free, or
businesses who are expanding and yet to monetise.

e The share of supply test may fail to capture vertical or conglomerate merger activity because of
the requirement for the merger to result in an increase in the market supply. The large digital
firms often make acquisitions in new areas where there may not be a direct overlap with their
current offering, or invest early before a target business has developed and expanded its
offering to compete head-on.*3

Limitations to the CMA’s ability to intervene: The targets of the large digital firms tend to be
young and fast-growing and operating in nascent markets. As such, developments are often
uncertain or unpredictable, especially when there is likely information asymmetry between the
authority and the merging parties. This poses particular challenges when assessing the
competitive impact of these mergers (e.g. in relation to the appropriate counterfactual to the
merger or how competition might develop). These challenges may make it difficult to prove it is
‘more likely than not’ (the current legal test at the in-depth review stage) that a substantial
lessening of competition would arise. This means even in cases where the expected potential harm
is very high (as may be common in digital markets involving services used by millions of
consumers and businesses) the CMA is unable to block a merger because it is not considered
likely enough.** Over time and across multiple mergers, this tendency towards clearance could be
resulting in significant harm.

42 | ear Consulting (2019) analysed the publicly disclosed acquisitions carried out by Amazon, Facebook and
Google between 2008 and 2018. They found that most transactions occurred outside of the acquirer’s core market
and that targets are typically very young firms (four-year-old or younger in nearly 60% of cases).

43 Lear Consulting (2019) analysed the publicly disclosed acquisitions carried out by Amazon, Facebook and

Google between 2008 and 2018. They found that most of transactions had a non-horizontal nature (with a limited
definition of the core business), and that targets were typically very young firms (four-year-old or younger in nearly
60% of cases).

44 Furman Review (2019), Unlocking Digital Competition, paragraph 3.87, and CMA Digital Markets Taskforce
Advice, Appendix F, paragraph 132.

24



https://www.learlab.com/publication/ex-post-assessment-of-merger-control-decisions-in-digital-markets/
https://assets.publishing.service.gov.uk/media/5fce706ee90e07562d20986f/Appendix_F_-_The_SMS_regime_-_a_distinct_merger_control_regime_for_firms_with_SMS_-_web_-.pdf
https://assets.publishing.service.gov.uk/media/5fce706ee90e07562d20986f/Appendix_F_-_The_SMS_regime_-_a_distinct_merger_control_regime_for_firms_with_SMS_-_web_-.pdf

38. Finally, any merger may currently be completed without notification as the UK regime is voluntary.

This can cause significant issues where integration takes place prior to the CMA investigating a
merger, resulting in increased burdens on both the CMA and the merging parties, particularly if
these needs to be unwound. This is particularly acute for digital mergers, where the commercial
value of the target often lies in its key staff, IP or data which could be relatively easily transferred to
the acquirer at the point of completion. This means that if the transaction is later deemed anti-
competitive, the harm to consumers could have already taken place, and the integration could limit
the effectiveness of the potential remedial actions available to the CMA.

Evidence of harm

39. Market power in many digital platform markets is concentrated amongst a few firms:

e Google generated over 90% of UK search advertising revenues, and Facebook generated over
50% of UK display advertising revenues, in 2019.4°

e Approximately one third of all UK e-commerce transactions went through Amazon in 2019.4¢ The
Furman Review suggests it is likely that Amazon is dominant in a meaningfully distinct sector of
online retail - particularly for relatively low-value and/or homogenous products.4’

e 99% of smartphones worldwide run either Google or Apple operating systems.“ In the app
market these two companies control app developers’ access to billions of end consumers.

40. As outlined above, market power is not inherently bad. For example, a firm’s high market share may

41.

be indicative of more efficient operations, a novel business model, or innovations that are popular
with consumers. However, evidence suggests the exploitation of substantial, entrenched, and
relatively incontestable market power by these firms has led to material harms for consumers. The
following evidence on poor outcomes that have been observed in digital platform markets is drawn
from several sources, including the CMA's market study into digital advertising, international reports
into app stores, and a survey of UK retailers that use third party e-commerce platforms.

Reduced quality:

e In digital advertising markets, end users are exposed to an increasing volume of adverts at the
expense of organic content. Ad impressions per hour on Facebook rose from 40-50 in 2016 to
50-60 in 2019. Over the same period, ad impressions per hour increased 200% on Instagram.4°

e In the app store market, app developers claim that the user experience is worsened by both
Apple and Google’s interoperability restrictions and mandatory in-app purchase systems. For
example, Match Group indicated they are unable to offer customer support services, or smooth
payment, subscription, and refund processes.%

42. Higher prices:

e The prices charged by firms with market power for digital advertising are significantly higher than
those of their competitors. For example, Google's revenue per search is 30-40% higher than Bing
for identical search queries.®' Even when controlling for the perceived higher quality of
advertising, analysis of price-bid ratios still finds that Google extracts 10-30% more surplus from
advertisers than Bing.%? It is likely that increased advertising costs are passed through to
households in the form of higher prices in sectors that make heavy use of digital advertising (e.g.
hotels, travel, consumer electronics, insurance).®?

45 CMA, Online platforms and digital advertising market study, July 2019.

46 Edge by Ascential report, via UK Tech News. December 2019.

47 The Furman Review, p 30. March 2019

48 Dutch Authority for Consumers and Markets (ACM), ‘Market Study into Mobile App Stores’, April 2019.
49 CMA, Online platforms and digital advertising market study, p 313. July 2019.

50 Match Group response to Digital Market's Taskforce call for information. 2020.

51 CMA, Online platforms and digital advertising market study, pp 313-314. July 2019.

52 CMA, Online platforms and digital advertising market study Appendix Q, p Q24. July 2019.

53 CMA find 100% pass-through to be a reasonable assumption as:
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e Apple and Google charge some app developers up to 30% commission for in-app purchases.
This has been described as “excessive” relative to the 1-5% typically charged for payment
processing services (e.g. 2.9% by PayPal). These fees are typically passed on to end users. For
example, a monthly Spotify Premium subscription for EU users is €9.99 on Spotify’s website, but
€12.99 on the Apple App Store.%* The EU Commission has sent Apple a Statement of Objections
in relation to how its App Store rules have distorted competition in the music streaming market.®

43. Lack of control over, and poor return for, data collection:

e The CMA market study detailed how end users receive ad-funded services such as search and
social media for free in exchange for their attention and data, which firms monetise, resulting in a
trade-off between data privacy and access to a service. In a more competitive market, firms might
compete for user data by offering improved quality (e.g. a better service with fewer ads), better
privacy terms (e.g. requiring less data or giving users greater control over data collected), or even
negative prices (e.g. rewarding users for their data and attention).5®

44. Reduced innovation:

e Inits market study into digital advertising, the CMA suggests that Google and Facebook are
insulated from competitive threats, leaving them with reduced incentives to innovate both in their
core and adjacent services. They also present evidence that both firms prevent new entry and
expansion by potential disruptors by constraining interoperability and acquiring nascent firms. As
a result, these markets suffer from reduced innovation, meaning less choice for consumers in the
long-term.

e Evidence from the US House Judiciary Subcommittee and Dutch Authority for Consumers and
Markets (ACM) market study suggests that both Apple and Google's in-app purchase systems
and self-preferencing deter entry into the app market and stifle competing developers, depriving
end users of potential new, innovative apps.5” %8

Case Study: Google and Apple revenue-sharing agreements

In October 2020, the US Department of Justice filed an antitrust lawsuit against Google, targeting
its revenue sharing agreements with companies like Apple in exchange for default search positions
on its devices. Since the lawsuit, Apple has announced the development of its own rival search
engine. This suggests the payments to Apple, estimated at $8-12bn annually, had previously been
restraining competition and innovation.

Sources: US Department of Justice (October 2020)°°
Financial Times, ‘Apple develops alternative to Google search’ (October 2020)%°

45. Poor terms for business users:

e Amazon’s terms, fees and treatment of third-party sellers have been described as “bullying
tactics” in the US House Judiciary Subcommittee report. Similar negative experiences were
reported in a survey of UK retailers who sell on third-party e-commerce platforms. Respondents
that used Amazon marketplace were more likely than users of other platforms to experience

1. digital advertising is a variable cost for advertisers, and
2. empirical research suggests pass through is generally 100% in markets with many competitors, which
describes many markets reliant on digital advertising.

See: ‘Cost pass-through: theory, measurement and potential policy implications, a report prepared for the Office of
Fair Trading’, RBB Economics, February 2014
54 Dutch Authority for Consumers and Markets (ACM), ‘Market Study into Mobile App Stores’, April 2019.
55 European Commission, Antitrust: Commission sends Statement of Objections to Apple on App Store rules for
music streaming providers. April 2021.

56 CMA, Online platforms and digital advertising market study, p8. July 2019.

57 US House Judiciary Subcommittee on Antitrust, Investigation of Competition in Digital Markets: Majority Staff
Report and Recommendations, p99. October 2020.

58 Dutch Authority for Consumers and Markets (ACM), ‘Market Study into Mobile App Stores’, p104. April 2019.
59 United States Department of Justice, Justice Department sues monopolist Google for violating antitrust laws:
Google Complaint, October 2020.

60 Financial Times, Apple develops alternative to Google Search. October 2020.
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issues with restrictions on communication or resolving disputes (53%), and suspension or
removal of products/accounts (51%). 73% of businesses disagreed that they can influence or
amend the terms and conditions on Amazon.®’

e Business users of e-commerce platforms often must endure harms due to a lack of viable
alternatives or high switching costs. Around one third of respondents to the survey disagreed that
if the terms and conditions on their main platform are changed to the detriment of their company,
they can easily switch to a different online platform.52

e Amazon has also been accused of abusing its dual role as a marketplace, and a retailer on the
marketplace, to avoid the normal risks of retail competition. The European Commission found
that Amazon uses non-public business data of third-party sellers to calibrate its own retail offers
and business decisions.® While it could be argued this constitutes Amazon injecting healthy
competition into the relevant product markets, the fees it charges third-party sellers
simultaneously drives a wedge between their and Amazon’s prices. This reduces the likelihood
third-party sellers will be able to compete.

Case Study: Amazon Books

Using Amazon’s online fees calculator, UCL'’s Institute for Innovation and Public Purpose finds the
platform takes 22% of third-party book sellers’ revenue as fees. This does not include VAT
charges, service fees, or the monthly £25 ‘Professional Seller’ subscription fee without which
sellers are not eligible for crucial ‘Buy Box’ status (it is estimated that 82% of sales go through the
Buy Box). Clearly, even a third-party seller that would otherwise be able to compete on price with
Amazon’s own retail offerings, would now have to contend with an additional 22% in costs.

Sources: UCL IIPP ‘Theorising and Mapping Modern Economic Rents’ (2020).
The Booksellers Association response to Taskforce Call for Information (2020)

Policy objectives
46. The objective of government intervention is to establish a new pro-competition regime, to be
overseen predominantly by the Digital Markets Unit (DMU), to promote competition and competitive
outcomes to further the interests of consumers in digital markets. By addressing both the sources of
market power, and the economic harms that result from the exercise of this power, the pro-
competition regime will improve consumer outcomes and drive growth and innovation in the digital
economy.

47. Intervention should lead to a regulatory regime that can deliver improvements in market outcomes,
including:

e Lower prices - Decreases in price and non-price costs for digital market users, which may
also be passed through as lower consumer prices in industries reliant on digital markets.

e Higher quality - Improved quality of services/features in digital markets leading to
increased consumer satisfaction.

e Greater choice for consumers - Increase in number and variety of services/features
available to consumers.

e Increased innovation - For example: Increases in R&D expenditure by incumbent firms,
increased rate of change in product offerings in digital markets, greater number of
successful and disruptive new entrants. In turn leading to greater choice and quality of
products available to consumers.

81 IFF Research, Retailers' Experience of Using Digital Platforms Survey conducted on behalf of BEIS. 2021.
62 |
Ibid.

63 EU Commission Statement of Objections to Amazon, November 2020.
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48.

The full list of specified indicators of success, against which policy options have been appraised, are
fully detailed in Annex B.

Analytical approach to Impact Assessment

49.

50.

51.

52.

53.

54.

As per the Regulatory Policy Committee guidance,® where policy decisions will not be finalised until
a later stage, impacts of the proposal are uncertain, and evidence/data is limited, the analysis in this
IA is predominantly qualitative in nature.

We do refer to quantitative analysis of consumer detriment to demonstrate the potential scale of
benefits that may result from intervention. We also provide some indicative cost estimates, where
feasible. However, quantifying the expected impacts of the options is not proportionate or possible
yet, for two main reasons:

i. Whilst regulators can be guided by government objectives, it is at their discretion to use the
regulatory powers granted to them. This leads to uncertainty on their future actions and
subsequent impact.

ii. The proposals represent a novel approach to regulation in unique, dynamic, and relatively young
markets. Even when considering the most likely regulatory actions, impacts can change based on
the reactions of firms and consumers in these markets. This is also difficult to predict as causal
data are limited.

As the shape of the new regulatory regime is finalised, and with further evidence, we intend to
provide a more detailed qualitative and, where possible, quantitative appraisal in the final IA.
Throughout the following sections of the |IA, we have included questions (summarised in Annex D) to
seek views on the assumptions used and invite further evidence on the potential impacts.

The main aim of the consultation-stage IA is therefore to present a compelling case for intervention,
and a high-level assessment of policy proposals to help inform consultation responses and evidence
gathering in support of the final |A, and the following sections in particular:

e Case for intervention: Evidence in the preceding sections demonstrates that there is a lack of
competition in some digital markets, which can lead to harms for prolonged periods. This makes
a strong argument for government intervention to rebalance competition in these markets and
deliver improved outcomes for consumers.

e Options appraisal: Current indicative estimates of costs, descriptions of the scale of benefits, and
policy objectives are used to appraise options. The policy option that is most aligned with
objectives, and is most likely to deliver greatest benefits relative to costs, is the 'preferred’ option.

The direct costs of the pro-competition regime’s operations are presented as a broad range, relative
to the indicative scale of potential benefits, to illustrate that the case for intervention is not particularly
sensitive to the potential cost of the regulator. However, as with estimates for compliance and
familiarisation costs, these costs are illustrative only, and are not intended to anticipate any future
decisions on funding.

Proposals for a new mergers regime for SMS firms are treated slightly distinctly from other policy
options in this IA. We have set out the specific rationale for a dedicated mergers regime in the ‘case
for change’ section above. The government is supportive of a dedicated SMS merger regime.
However, as detailed policy proposals for the mergers regime are not yet fully developed, we do not
include the SMS merger regime in the preferred option, but equally we do not formally 'reject’ its
inclusion at this stage. The government will use evidence collected during the consultation process to
develop its proposals in relation to the merger regime.

64 RPC, (2019), RPC case histories — assessment and scoring of primary legislation measures, scenario 2 in the
primary legislation guidance.
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Policy options considered

Components of options

55.

56.

57.

58.

59.

Aside from non-regulatory measures (Option 1), the regulatory options considered vary along two
dimensions:
e The scope of regulatory intervention (i.e. only firms with SMS vs all firms within digital
markets), and
e The powers granted to the regulator (i.e. components of the regime that are included).

Table 2 shows how each option varies in these two dimensions.

Details of the proposed components that may comprise the pro-competition regime are listed below.
How many and which of these are included varies by policy option considered. These constitute the
various ‘tools’ that may make up the toolkit that the DMU could be given the power to implement in
order to achieve its objectives. How the DMU implements these tools, and the specific details of its
regulatory interventions, would vary on a case-by-case basis in response to the specific firm, market,
and circumstances. The government is still consulting on the appropriate design of these proposed
components/tools, hence some of the details below may be subject to change.

Strategic Market Status (SMS) designation: SMS would be a mechanism for ensuring that the new
regime is appropriately targeted at a small number of digital firms that have substantial and
entrenched market power providing them with a strategic position, and so where the risk of harm is
greatest. For a firm to be included in the regime, and therefore subject to a code of conduct and/or
PCls, the DMU would be required to assess whether it meets a set of criteria that qualify it as having
‘Strategic Market Status’ and so being formally designated as an SMS firm. Although the government
is still seeking views on the proposed SMS test in consultation, it would broadly consider whether the
firm has, in at least one digital activity, i) substantial market power, ii) entrenched market power,%%
and iii) whether this market power provides it with a strategic position.®® Rather than set quantitative
thresholds for designating SMS, the DMU would be responsible for formally assessing if a firm meets
these criteria using a range of qualitative and quantitative evidence (in line with approaches to
assessment of market power typically used in existing competition law). See Part 3 of the
consultation document for further detail on the proposed SMS designation process.®”

code of conduct: An enforceable set of objectives and principles, with accompanying explanatory
guidance, to govern the behaviour and activities of SMS firms. The code would seek to promote
three overarching objectives of: fair trading, open choices, and trust and transparency. The aim of the
code is to manage the harmful effects of substantial and entrenched market power, by setting out
how firms with SMS are expected to behave, and thus protecting end consumers and businesses. It
will offer clarity to users and firms with SMS, influencing their behaviour in advance and preventing
negative outcomes before they occur. For example, it should prevent practices such as unfair
leveraging of market power, exploitation of consumers, exclusionary behaviour towards competitors,
and restriction of consumer choice. If SMS firms are not already compliant with principles set out in
the code, they would be subject to code orders and interim code orders imposed by the DMU that
would specify required conduct changes. See Part 4 of the consultation document for further detail
on the proposed code of conduct.58

Pro-Competitive Interventions (PCls): Specific behavioural and structural measures imposed on
SMS firms, which complement the code of conduct, to tackle the underlying root causes of market
power. These transformational measures would aim to address fundamental features of digital

65 ‘Entrenched’ means market power is well-established, long-standing, and unlikely to change in the foreseeable
future.

66 A strategic position is one where the effects of the firm’s market power are likely to be particularly widespread or
significant. For example, the firm may be a crucial access point for customers.

67 See consultation document Part 3 paragraphs 60 - 78, p.18-23.

68 See consultation document Part 4 paragraphs 79 - 101, p.24-31.
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60.

markets that can act as barriers to entry and expansion, and lead to markets ‘tipping’ (see Table 1:
Characteristics of digital platform markets above), thus encouraging longer-term changes to the
structure of markets and the conditions for dynamic competition. When markets are made more
contestable, competitive pressures should naturally drive the market towards reduced harm and
better consumer outcomes (e.g. lower prices, higher quality, greater innovation, and more consumer
choice). Following an investigation into a suspected adverse effect on competition that the DMU
concluded could not be appropriately addressed through the code of conduct, it would be able to
impose proportionate PCl measures on SMS firms through enforcement orders. Examples of types of
measure that may be implemented through PCls include data-related interventions (e.g. personal
data mobility, mandated data access), interoperability and common standards, consumer choice and
defaults interventions, and certain separation remedies (e.g. data or operational separation). See
Part 5 of 