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Motivation

Justice Department Files Lawsuit Challenging AT&T-
Time Warner Deal

m In 2018, AT&T (owner of DirectTV) made a $85.4 billion bid for
Time Warner (owner of channels such as CNN, HBO, TNT).

m The U.S. DOJ blocked this vertical merger.

m Argument: AT&T will be able to hinder its rivals by raising the cost
of Time Warner's channels.

m Central to the DOJ: CNN, HBO, TNT were not only “popular” but
had some “special property:” they were “must-have” channels.
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Motivation

“..At trial, much time was spent debating the “must-have” status of
Turner’s programming content. According to the Government, dis-
tributors literally “must-have” Turner’s content in order “to compete
effectively” (...) Defendants countered that the term “must-have”
is simply a marketing phrase used to mean “popular” and, similarly,
that Turner content is not actually necessary to allow distributors to

operate their business successfully.”

Judge Richard Leon - 17-2511 USA v. AT&T, et al. (RJL) (2018)
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Motivation

m However, as Judge Richard Leon (the judge presiding the trial)
noted:

m Even if we agree that these channels were special...

® ...it is not obvious that they will make the merger more
anticompetitive.

m Reason?

m Anything that makes a channel “special,” makes it special both
before and after the merger.
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Motivation

m In this paper, we seek answer to the following questions:

(1) Are there intrinsic product characteristics that could make a vertical
merger involving its upstream supplier more anticompetitive?

(2) If so, does the analysis depend on whether distributors are single- or
multi-product retailers (and consumers one-stop shop)?

(3) How can we identify problematic products?
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Outline

Motivation
The Model

Mergers without Synergies

Mergers with Synergies (I won't have time for this)
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Pre-Merger Environment

m Two unrelated products k = A, B.
m Supplier of A: single firm M. Cost: ca per-unit.
m Supplier of B: fringe of competitive producers. Cost: cg
per-unit.
m B should be interpreted as “all other products.”

m Two Downstream Distributors D; and D-.

m They buy from suppliers and resell to consumers.
m They compete against each other setting prices.
m Their costs: buying products from suppliers.

m Distributors can always obtain B from the fringe at cost.

m They negotiate with M for the terms of A.
m Pre-Merger Bargaining Protocol: Nash-in-Nash.
m Bargaining weights § (for M) and 1 — 3 (for each distributor)
m Contract Space: | will discuss it in a minute.
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Pre-Merger Environment

m Unit mass of final consumers.
m A consumer wishes to buy Qx(p) of product k = A, B.
m Demands are downward sloping and well-behaved.
m All consumers are one-stop shoppers.
m They are heterogenous in how much they value shopping at

each distributor.

m More precisely, consumer ¢ € [0, 1] obtains an extra utility ff eR
from shopping at distributor D;.
= ff ~i.i.d G(x), where G is differentiable and log-concave.

m For simplicity, we assume full-coverage downstream.
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Pre-Merger Environment

m Timing:
t = 1: M and the distributors bilaterally negotiate over the terms of A.
t = 2: Distributors set prices.

t = 3: Consumers decide which distributor to visit and what to buy.
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Pre-Merger Environment

m To simplify things, two unusual assumptions (relaxed in the paper):

(1) Contracts for A: two-part tariffs (wa;, Ta;).
m The usual in the vertical merger literature: linear prices.

m In equilibrium wyu; = ca always, so negotiation for T4; only.

(2) Before visiting a distributor, consumers only observe product
portfolios, not prices.

m Prices are learnt upon entering the store.
m Diamond Paradox: distributors will always charge
monopoly prices for each product:

Pk = pic'(ck) = argmax,(p — ck)Q(p) for k = A, B

m | will later discuss where (and why) we use these assumptions.
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Pre-Merger Environment

Payoffs:
m Suppose D; carries the set of products K; € 2145},
m Because p; = p’(ck), consumers expect to obtain a surplus of:

oo
vy = Qx(p)dp when purchasing k
P

m Thus, consumer / expects a total surplus of:

up = E vi' when visiting D;
keK;

m So the fraction of consumer visiting D; is given by:

si(uj,u_;) = P(“i + &> +€f,~) = H(uj — u_y)
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Pre-Merger Environment

Payoffs:
m Since in product k, D; makes a per-consumer profit of:
T = (K — k) Qu(p)

m D;'s overall profits are:

M = H(u — u_y) Z 7 — Lack, Tai
keK;

m M's profit, in turn, are:

My = Z Tack; Tai
i=1,2
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Post-Merger Environment

m Vertical Merger between M and D;.

m Everything is exactly the same as in the pre-merger case, except
that:
m M mechanically delivers A to D, at cost.
m M completely internalizes D,'s profits.
m M only negotiates with D;.
m Protocol: Nash-Bargaining with the same pre-merger
weights.

m Our goal:
m Understand how the properties of A affect
AT — TR - TE?
m We will say that the merger is more “anticompetitive” if ATa;
increases more.
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Outline

Motivation
The Model

Mergers without Synergies

Mergers with Synergies (I won't have time for this)
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Mergers without Synergies

Proposition 1

The equilibrium fee in the pre-merger game is
Tar = T = T4 = B(m} +7g)H(0) — 75(1 — H(vi))]
and the equilibrium fee in the post-merger is:

TPost T/ffe_i_(]_ —ﬁ)(ﬂE—FWE)[H(VIAn) - H(O)]

Nothing too surprising so far:
m Pre-Merger fee: proportional to A’s marginal contribution.

m Post-Merger fee is higher than the pre-merger one. This is known as
the increased bargaining leverage (IBL) effect.
m IBL: integrating with D, improves M's outside option when
negotiating with D;.
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Mergers without Synergies

(1) Are there intrinsic product characteristics that could make a
vertical merger involving its upstream supplier more
anticompetitive?

(2) If so, does the analysis depend on whether distributors are single- or
multi-product retailers (and consumers one-stop shop)?

(3) How can we identify problematic products?
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Mergers without Synergies

Rhodes et al. (2021):

Product characteristics
(scale, cost, curvature, etc)
can be summarized by

(72, Vi)
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Mergers without Synergies

m Single-Product (only A): ATa; = (1 — 8)ny [H(v)) — H(0)]
= Multiple Products: ATa; = (1 — B)(x7 +7g) [H(v{) — H(0)]

m Answering Judge Leon: product characteristics do matter.

m Some products are better than others in improving M'’s
bargaining leverage!
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Mergers without Synergies

m Isn't this obvious? Why the confusion?

“..At trial, much time was spent debating the “must-have” status of
Turner’s programming content. According to the Government, dis-
tributors literally “must-have” Turner’s content in order “to compete
effectively” (...) Defendants countered that the term “must-have”
is simply a marketing phrase used to mean “popular” and, similarly,
that Turner content is not actually necessary to allow distributors to
operate their business successfully.”

Judge Richard Leon - 17-2511 USA v. AT&T, et al. (RJL) (2018)
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Mergers without Synergies

m People were looking on the wrong direction.

m The discussion in the case was around the effects of removing A on
D;’s profits/bargaining position.

m However, A is equally important for D; pre- and post-merger! Hence
no effect!

m Profits in case of agreement (77 + 75 )H(0) — Tai.
m Outside option: 7g(1 — H(vY)).

m Product characteristics matter, but because they interact with the
merger to affect M’s bargaining leverage.
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Mergers without Synergies

(1) Are there intrinsic product characteristics that could make a vertical
merger involving its upstream supplier more anticompetitive?

(2) If so, does the analysis depend on whether distributors are
single- or multi-product retailers (and consumers one-stop
shop)?

(3) How can we identify problematic products?

21/1



Mergers without Synergies

m Single-Product (only A): ATa = (1 — 8)ny [H(v]) — H(0)]

With only A:
“Dangerous”
7a large and vy large

necessary for ATa >> 0 v

“Complementarity”

between w4 and vgu
“Harmless”

TA
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Mergers without Synergies

m Multiple Products: AT = (1= 8)(nX +=F) [H(vi) — H(0)]
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Mergers without Synergies

m Multiple Products: AT = (1= 8)(nX +=F) [H(vi) — H(0)]
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Mergers without Synergies

= Multiple Products: ATa; = (1 — B)(77 +7F) [H(vy) — H(0)]

Asymmetry between wZ
and vy

Traffic, vj’, more impor-
tant than direct profits, 77 Va4

“Lexicographic” Concern:
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Mergers without Synergies

VA

Figure 1: Single-Product Environment
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Mergers without Synergies

Figure 2: Multi-Product Environment (+ One-stop Shopping)
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Mergers without Synergies

(1) Are there intrinsic product characteristics that could make a vertical
merger involving its upstream supplier more anticompetitive?

(2) If so, does the analysis depend on whether distributors are single- or
multi-product retailers (and consumers one-stop shop)?

(3) How can we identify problematic products?
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Mergers without Synergies

What Determines a product’s (7}, v{")
Scale/costs and Market Power.
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Mergers without Synergies

What Determines a product’s (7}, v")?
Scale/costs and Market Power.

Figure 3: Single Product Figure 4: Multiple Products
1 1
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Mergers without Synergies

What Determines a product’s (7}, v/")?

Curvature.
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Mergers without Synergies

What Determines a product’s (7}, v}")

VA

Curvature.
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Mergers without Synergies

What Determines a product’s (7}, v}")?

Curvature.
Figure 5: Single Product Figure 6: Multiple Products
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Mergers without Synergies

What Determines a product’s (7}, v}")?
Curvature.

m How to estimate the curvature of demand?

m Blackouts and Delistings
m Directly (requires a ton of data).

m Pass-through rates.
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Mergers without Synergies

The Role of Our Two (Unusual) Assumptions:

m Two-part tariffs + Diamond Paradox = use of the (m, v) square.

B 2PT = wpi =ca
m Diamond Paradox = p}; = pi(wa;) = p3(ca).
m Hence, (74, va) = (77, v}) only depends on Qa(p) and ca

m Without these assumptions: (74, v4) is endogenous so we need to
work directly with the “primitives” of the demands (curvature, etc.)

m Results, however, do not change.
m Furthermore, with linear contracts increases in wy; translate
into harm for consumers.
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Thank you

Thank you very much
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