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Evaluating a proposed merger is necessarily imprecise because it
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requires predicting its future effects. Economic theory by itself provides
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little guidance since it generally supports arguments that a merger might
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benefit or harm consumers. Instead, theory guides us to the questions
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we should try to answer empirically in the context of the relevant facts.
The AT&T-Time Warner merger debate is different from most large
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mergers only in that politics have entered the discussion in a way that
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Vertical mergers can have both pro-competitive, efficiency-enhancing effects and anti-
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competitive effects at the same time.
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downstream firms in ways that promote innovation and investment, eliminating double
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marginalization, and therefore lowering costs and prices. Vertical integration can reduce
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has happened rarely in the past. In particular, President Donald Trump
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has made no secret of his dislike of Time Warner property CNN and
publicly opposed the merger. Despite the president’s disapproval, the proposed transaction is
a textbook vertical merger and should be evaluated as such.
This article presents an economic analysis of the merger.
Vertical Mergers

The potential pro-competitive effects include aligning incentives between the upstream and

transactions costs associated with negotiations in which the upstream and downstream firms
must otherwise engage.
The potential anti-competitive effects from foreclosure or raising rivals’ costs arise if market
power in the downstream market creates the incentive and ability to leverage that power into
the upstream market. The upstream firm could potentially charge higher fees to other
distributors with one fewer competitor in the marketplace.
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With both of these effects possibly at play, the net effect of any vertical merger is, therefore,
theoretically ambiguous.
However, empirical research of previous vertical transactions tends to find positive outcomes
from vertical mergers. Professors Francine Lafontaine and Margaret Slade[1] conclude in a
comprehensive survey article in the Journal of Economic Literature that,
We are … somewhat surprised at what the weight of the evidence is telling us. It says
that, under most circumstances, profit maximizing vertical-integration decisions are
efficient, not just from the firms' but also from the consumers' points of view. Although
there are isolated studies that contradict this claim, the vast majority support it.[2]
The challenge for antitrust authorities is to determine which effect dominates — efficiency-
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enhancing effects or anti-competitive effects. This determination is a fact-intensive exercise,
and a finding of one effect or another does not settle the matter for antitrust regulation. If the
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anti-competitive effects are expected to outweigh the efficiency-enhancing effects, behavioral
or structural remedies may mitigate those harms.
Vertical Mergers in Video Content and Distribution
Empirical research on the effects of vertical mergers in video distribution and content is scarce.
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In her work opposing the Comcast-NBCUniversal merger on behalf of Bloomberg, Dr. Leslie
Marx noted that the empirical research on the effects of vertical integration in cable TV was,
like the theory, not dispositive.[3]
More recent research by Dr. Gregory Crawford et al. reaches more concrete, but nuanced
conclusions.[4] Using data from 2000 through 2010 on regional sports networks, they find large
gains in efficiency from vertical integration, meaning large increases in producer surplus,
largely through eliminating double marginalization.
In the current case, double marginalization means that without a merger Time Warner charges
a fee above marginal cost for each additional subscriber for the rights to carry its programming,
and AT&T similarly charges a subscription fee to consumers above its marginal cost. As a
merged entity, AT&T-Time Warner would internalize the extra fee and its marginal cost would
become the true marginal cost of an additional subscriber to Time Warner content.
Crawford et al. find that consumers benefit from vertical merger as program access rules
prevent foreclosure. Thus, in the presence of program access rules, vertical mergers are highly
likely to yield large total benefits. Without program access rules, however, they find that a
vertically integrated provider may have an incentive to foreclose on rivals, potentially harming
consumers.
Ability and Incentive to Foreclose
The key antitrust question is whether a newly vertically integrated firm will leverage the vertical
relationship to raise rivals’ costs and reduce output.[5] This concern is the crux of the U.S.
Department of Justice’s complaint — that the combined company would deny competing video
distributors access to Time Warner programming or at least raise the price to access it.[6] The
complaint explains the ability to foreclose or raise rivals’ costs in some detail, but paints an
incomplete picture.
The DOJ begins with the right question, which is whether foreclosure is possible. The next
question the DOJ must answer is whether foreclosure would be profitable to the vertically
integrated firm. In the case of AT&T-Time Warner, foreclosure would likely have opposing
effects on the net profits of the joint company.
If AT&T limited Time Warner content to its own platforms and consumers valued that content,
this foreclosure could increase demand for AT&T’s MVPD (multichannel video programming
distributor) or internet services (if it also had online exclusivity). This increased demand
resulting from foreclosure could increase AT&T’s profits.
At the same time, foreclosure would mean fewer people would view Time Warner content,
resulting in less advertising revenue, less in licensing fees, and fewer opportunities to promote
related content or services. Less content available to others online could also reduce demand
for AT&T’s own internet service. Reduced viewership and demand for internet service could
decrease AT&T’s profits. The combined firm would have to decide to forego well-known
benefits from network effects to choose a foreclosure strategy.
Program access rules also affect the firm’s ability to foreclose, which is why Crawford et al.
(2015) found that vertical mergers led to large increases in surplus in the presence of such
rules. Like most rules in the real world, though, it is not the case that the regulator does or
does not have program access (and carriage) rules. The rules can cover a number of
behaviors with stronger or weaker consequences and will have costs and benefits. The
challenge for regulators, as always, is to balance them.
To oversimplify, the more competitive the video market is, the fewer benefits such rules could
yield and the higher costs they could impose, and vice versa. To continue oversimplifying, over
the past several years the Federal Communications Commission has loosened some of its
rules to reflect new competition in the video market while leaving other rules in place.
Daniel Lyons in 2014 provided an excellent discussion of the state of program access and
carriage rules.[7] In short, program access rules allow some exclusive contracts but also a
mechanism for carriers to file complaints. Similarly, program carriage rules prohibit
“unreasonable discrimination.” Defining “unreasonable” is a common problem with such rules,
though the courts have held that vertical restraints are not inherently anti-competitive and that
a complaint must demonstrate that an allegedly anti-competitive decision was something other
than a “business decision.”[8]
Program access rules should continue to be revisited as video markets become more
competitive. These rules will affect the newly merged firm’s ability and incentive to foreclose
and the results are more likely to be consistent with Crawford et al.’s analysis.
Whether the merged AT&T-Time Warner has an incentive to foreclose depends on how it
expects to profit from upstream and downstream efficiencies. The DOJ anticipates that a
merged firm could create negative externalities to OTT (over-the-top) or MVPD markets. In its
complaint, the DOJ articulates its concerns that a merger could “slow the industry’s transition
to new and exciting video distribution models that provide greater choice for consumers” and
also make it more difficult for traditional MVPDs to compete for new content.
The following sections look at OTT and MVPD distribution in turn.
“New and Exciting Video Distribution Models”
Video distribution has changed dramatically from the days when MVPDs were, with some
exceptions, the only way to obtain large amounts of video. Today, consumers choose among
not just MVPDs, but also OTT services that include subscription-based access to vast libraries
of content (e.g., Netflix and Amazon), content libraries plus live video depending on tier (e.g.,
Hulu), providers offering near-perfect substitutes for the traditional cable TV package (e.g.,
Sling TV and Sony Playstation Vue), and a host of services focusing on sports (e.g., MLBtv
and WWE Network).
Like the DOJ today, opponents of the 2011 Comcast-NBCUniversal merger raised the same
concerns.
For example, Gigi Sohn, then-president of Public Knowledge, noted in an interview with NPR
that, “Our greatest fear is that this Comcast merger will cause such a behemoth to be created,
that they will have the incentive and the ability to kill over-the-top video in its crib, before it
becomes a true competitor.”[9] Similarly, a joint report by the Consumer Federation and Free
Press noted that “a Comcast/NBC merger would hurt competition in the emerging video
market.”[10]
They were right to raise the question, given the newness of OTT video at the time. We can
never know what would have happened without the merger, but the evidence suggests that
their concerns turned out to be unwarranted. Figure 1 shows that the number of people
streaming video, average time spent watching streamed video, and revenues from subscription
streaming services have all increased since the merger.
Figure 1: Growth of Video Streaming in U.S.

While Netflix has, by far, the most streaming customers — more than any traditional MVPD —
it faces real competition. Figure 2 shows subscribers to Netflix, Hulu and Sling TV. Sling TV is
particularly interesting because it is an OTT competitor to traditional MVPDs, rather than
offering on-demand viewing of titles in a library.
Figure 2: Subscribers to Major OTT Video Distributors

Merger review involves predictions about future events, so it is impossible to know with
certainty what will happen to the continued development of video distribution. However, we can
glean what investors — people who stand to reap profits and suffer losses as a result of such
strategies — expect to happen.
Specifically, the reaction of competitors’ stock prices immediately after first learning about the
merger provides information about what investors believe will happen. The merger was
officially announced on Oct. 22, 2016, although it was reported in the afternoon of Oct. 21,
2016, before the markets closed. Time Warner’s share price increased by about 18 percent,
which is not surprising given that AT&T had offered to pay a premium over its prior price.
What is notable, however, is the share price of AT&T’s new competing distributors. If investors
had the same concerns as the DOJ, the share price of OTT competitors should have
decreased.
Figure 3 shows that investors overall of “new and exciting video distribution models” did not
share the DOJ’s concerns. None of the stocks of major publicly traded OTT video distributors
showed any reaction.
Figure 3: Stock Prices of OTT Distributors/New to Content Creation

A reasonable response to this information might be that video distribution is only a small share
of Amazon’s and Apple’s revenues, and Netflix is large enough that it holds a powerful
negotiating position. Smaller OTT providers or entrants might not fare as well. This argument
has two counterpoints.
First, no evidence suggests that an OTT distributor must have Time Warner’s so-called “musthave” programming in order to succeed. Netflix, for example, never had unfettered access to
HBO, ESPN, CNN or any live sports and became the largest distributor in the country.
Additionally, OTT delivery platforms are rapidly becoming vertically integrated themselves, with
Netflix, Hulu, and Amazon all spending not insignificant sums on internally creating original
content.[11] One report estimated that those three would be spending $10 billion annually by
2022.[12] Figure 4 shows the results of this increased spending, with the number of original
shows aired on OTT platforms increasing dramatically since 2010.
Figure 4: Scripted Original TV Series Aired in the U.S.

Source: Statista and FX Networks Research.
In short, scant evidence suggests that the Comcast-NBCU merger affected new online video
delivery services in the way that concerned some. The growth of online video seems to have
been largely unaffected by the Comcast-NBCU merger. This evidence weakens the argument
that "new and exciting video distribution models” would be foreclosed by a similar merger.
Traditional MVPDs
Because of new market entry discussed above, MVPDs no longer represent a well-defined
market for video distribution. Increased cord-cutting shows that a growing share of the viewing
population has switched to OTT, revealing that OTT and traditional MVPDs are increasingly
substitutes. Figure 5 shows the growing number of TV households that rely only on their
broadband connections for video. One report estimates that “traditional pay TV” will lose
another 10.8 million subscribers by 2021.[13]
Figure 5: Number of Broadband-Only TV Households in the U.S.

Source: nScreenMedia and Nielsen.
However, there remain about 94 million subscriptions to traditional pay TV (including 25.3
million subscribers to AT&T-DirecTV).[14] For the sake of discussion, let’s set aside the
legitimacy of MVPDs as their own market and focus on how a merger might affect them. An
analysis of the welfare effects of the merger should take into account the effects on these
MVPD consumers.
An event study identical to the one discussed above, but focused only on publicly traded
MVPDs, can provide some insight. An important difference from the discussion of OTT
providers is that harm to rival MVPDs does not necessarily mean harm to consumers.
Traditional MVPDs other than AT&T could be negatively affected in two ways — a procompetitive effect that could benefit consumers or an anti-competitive effect that could harm
consumers.
If the merger were to yield significant efficiencies, AT&T-Time Warner would become a
stronger competitor. Rivals would be forced to reduce costs, innovate or find other ways to
retain customers. This would be a positive effect of the merger, and consumers would benefit
even if competitors suffered.
If the merger were to make foreclosure possible, then other MVPDs would suffer because their
costs would increase, or quality or quantity of their offerings would decrease. In this case,
rivals and their customers would suffer.
The merger could also have little to no effect on other MVPDs, rendering antitrust concerns
nearly moot.
Figure 6 shows a mixed reaction among MVPDs to the merger. AT&T’s stock price decreased,
which is common when a firm offers to buy another at a premium over its market price.
Comcast, Dish and Charter all initially seem negatively affected by the news, but Comcast’s
stock did not decrease by much more than the overall market and fully recovered by the
beginning of the next trading day. Charter and Dish both had more significant negative
reactions, but their stocks recovered by the end of the next trading day.
The behavior of three stocks — CenturyLink, CableOne and Verizon — is more interesting.
Figure 6: Stock Prices of Traditional MVPDs Following Merger Announcement

CenturyLink’s stock increased by more than the broader market in the wake of the
announcement. CenturyLink is different from the other companies in that it has relatively few
video subscribers. In 2016, for example, it had 5 percent as many video as it had broadband
subscribers — 325,000 video compared to 5.9 million broadband subscribers.[15] Comcast, by
contrast, had close to 90 percent as many video subscribers as broadband — 22 million video
subscribers compared to 25 million broadband subscribers at the end of 2016.[16] CenturyLink
also bundles DirecTV’s service with its own broadband where it does not offer Prism TV. One
possible explanation for its stock price increase following the announcement is that investors
expected CenturyLink to benefit from any efficiencies the merger creates. Another possibility is
that completely unrelated events were influencing its stock given its relatively small exposure
to changes in programming costs.
CableOne’s stock took a quick dip, but then more or less followed the broader S&P 500 index.
CableOne is significantly smaller than the other firms. In 2016, it had only 467,000 subscribers,
compared with, for example, Comcast’s 21 million subscribers. If the merger were more likely
to affect smaller firms we might expect to see a stronger negative reaction by investors.
Investors’ reaction, however, indicates that investors did not expect it to affect CableOne much
at all.
Finally, Verizon investors had a strong negative reaction to the announcement, driving
Verizon’s stock price down ultimately by more than 2 percent relative to the market. It is
possible that investors were concerned about a foreclosure threat, but FiOS video is a
relatively small part of Verizon’s business. For example, FiOS video had fewer than 5 million
subscribers compared to over 110 million wireless subscribers. A more likely possibility is that
the merger made investors believe Verizon would have to engage in “M&A on a grand scale,”
as analyst Craig Moffett hypothesized soon after the merger announcement.[17]
In short, given the mixed reaction of MVPDs’ stock and the inability to determine whether any
negative reactions reflect expected pro- or anti-competitive effects of the merger — not to
mention the inherent problems of such event studies, which ignore other simultaneous events
— it is difficult to draw conclusions.
Looking at past similar mergers of MVPDs, however, might help determine how likely
foreclosure would be.
Foreclosure would mean higher programming costs for other MVPDs. Programming costs
have been steadily increasing for many years, so evidence of foreclosure would have to show
accelerated increases in programming costs, not merely continued increases. We can look at
changes in programming costs following the Comcast-NBC merger to begin exploring whether
such effects exist.
Ideally, we would want to know how prices have changed over time as seen in programming
costs by content owner. We would also want to know information about the type of content and
changing trends in demand for that content. For example, has a particular network become
significantly more or less popular since previous negotiations? Such a change would affect
how much the owner could charge for the content, all else equal.
This information is not publicly available. We do know, however, aggregate programming costs
and video revenues for some publicly traded MVPDs. Those numbers do not tell us much by
themselves, since they are often set on a per-subscriber basis and the MVPDs’ own pricing
may factor into the negotiations. Ali Yurukoglo in a 2016 paper used a simple ratio to show the
share of the surplus going to the distributor.[18] Specifically, the ratio indicates the share of
video revenues remaining to the distributor after paying programming costs.[19] When
programming costs increase disproportionately to video revenues, the ratio decreases, and
vice versa. Figure 7 shows this information for several years for publicly traded MVPDs where
such data is available.
Figure 7: Share of Video Revenues Remaining to Distributor After Program Expenses

Sources: 2000-2013 is from Yurukoglu (2016)[20] and 2014-2017 from company 10-K filings.
The most obvious conclusion from the figure is that programming costs have been increasing
for more than a decade. This provides a partial explanation for the desire for vertical
integration by video distributors — buying from the outside has become increasingly costly. A
second conclusion is that, with the exception of Time Warner Cable, there has not been a
striking acceleration in the increase in programming costs. Even DirecTV seemed to see the
increase slow.
Unlike the other MVPDs, Time Warner Cable saw a sharp acceleration in the downward slope
of this ratio. The proprietary nature of agreements between programmers and distributors
means that we cannot know for certain why TWC took such a hit after 2012. We do know,
however, that they began spending more on sports programming. In 2011, for example, TWC
entered a 20-year agreement with the Los Angeles Lakers for an amount some estimated to
be as high as $20 billion.[21] In 2013, TWC had a carriage dispute with CBS involving rights to
show NFL games, ending when “CBS got the big increase it was looking for.”[22]
The data presented here are too aggregated to make any strong claims about the effects of
the merger on the price of programming. After the Comcast-NBC merger in 2011, the share of
video revenues after programming expenses continued to decline for each MVPD without
noticeable acceleration. At this aggregated level the data are not consistent with a foreclosure
hypothesis. More detailed price data available to the parties could help answer this question
more accurately.
Conclusions
Mergers have benefits and costs that, in theory, could lead to net benefits or net harms.
Estimating the net effects is inherently difficult. But because theory does not provide much help
in answering the question, the DOJ must engage in careful, empirical analysis to weigh
efficiencies against the probability of foreclosure times the harm. To estimate the probability of
foreclosure, the antitrust authority must show that foreclosure would more likely than not be
profitable for the merged entity.
Opponents of the merger must show effects of decreased consumer welfare in both the OTT
and MVPD markets. Proponents of this merger have to show this transaction will not harm
consumers, and, at most, be harmless or beneficial through efficiency-enhancing effects.
Given changing trends in programming costs in the video distribution market, the DOJ must
ensure that the proposed merger gets high-quality economic review that takes into account the
theoretical and empirical literature on vertical mergers.
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