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. Introduction

OnFriday, January 10, 2020the Department of Justice (DOF) and the Federal Trade Com-
mission (FTC) jointly released new Draft Vertical Merger Guidelineghie “Guidelines” or
“Draft Guidelines”),3 and soughtpublic comment# On February 3, 2020, the FTC and DOJ ex-
tended the comment period until February 26, 2020. The Draft Guidelinesare the first time
DOJ and the FTC have sought to update their approach to vertical mergers since 1284
come on the heels of the DOJ’s failure to stop the merger between Time Warner (a video
programmer) and AT&T (a pay-TV distributor) in the first merger review to be decided by
the courts in four decade$

TechFreedom is a norpartisan think tank dedicated to promoting the piogress of technol-
ogy that improves the human condition. To this end, we seek to advance public policy that
makes experimentation, entrepreneurship, and investment possible, and thus unleashes the
ultimate resource: human ingenuity. Wherever possible, we s& to empower users to make
their own choices online and elsewhere.


https://www.ftc.gov/system/files/documents/public_statements/1561715/p810034verticalmergerguidelinesdraft.pdf
https://www.ftc.gov/system/files/documents/public_statements/1561715/p810034verticalmergerguidelinesdraft.pdf

Revolution—charaderized by creative destruction, constant paradigm shifts, and the near
constant introduction of disruptive technologies

Vertical integration is an essential aspect of the Digital Revolution. In the constant tumult to
manage new paradigms of using technology and doing business, firms are perpetu#dlgk-
ing both to acquire technology, talent, business relationships and other inputs of the com-
petitive process through acquisition—andother firms, especially smaller firms, are always
looking to be acquired? Among economists, there is a clear consensus that technolegy
lated vertical mergers are generally efficiencyenhancing for two reasons. First, as Prof. Dan-
iel Sokol notes, “[vgrtical acquisitions involving technology startups are “largely comple-



between markets are especially difficult to define, where productshange faster than regu-
lators and courts can change the mental models they use to understand the readrld, and
where business model innovation isno less vital than technological innovation.



serve political interests.We believe there is good reason to worrabout both possibilities,
as we discuss more fully below

A. The Life Cycle of Technology Behemoths Is Short

For the last quater century, the digital world has been uniquely dynamicwith tech giants
appearing dominant for regularly brief periods, but eventually struggling to avoidseeing
their dominance disrupted just as they themselves disrupted the companies they once dis-
placed.The title of ClaytonChristensen’s 1997 classibook sums up the poblem aptly: In-
novator’'s DilemmaWhen New Technologies Cause Great Firms toail.

In ( )AOL( c))( ¢)TJ -0.w(al)]T (iantits (e ¢)3 (0)3)0 Tc 0 Tw 8.235 0 T(- Tc 0.043 Tw 0.28)6 (€28.30b)



Nokia’s one billion customers and decried, “Can Anyone Catch the Cell Phone KiHg@Zell,

the marketdid, and Nokia was dead within 10 years, when Microsoft wrote ofits 2014 $7.2

billion acquisition of Nokia—another vertical merger gone bad? Nokia failed to see the
coming wave of smartphones, and never realized that what would drive the mieat was not

better hardware form factors, but software that could handle larger data usesnd provide

easier access to the growing assets of the Internét.

In 2010 Apple’siTunes was declared by some as a “monopoly,” with calls for its disman-
tling.21 But that was befae the emergence omusic streaming services such as Spotify and
Pandora. Today, Apple’s share of the market today around 20 percent—veryfar from a
monopolist position.22

Thenthere was My$ace. Those under 40 might ask “WhoSpace?” MySpace washnically

it still is an “is,” asit had 50 million registered users in 2015 andl5 million monthly sub-
scribers in 2016)23 asocial media sharing platform that experts deemed a “natural monop-
oly” in 2007.24 Critics warned of the dangers of allowingnedia mogul Rupert Murdoch to
acquire such a platformin 2005 for $580 million. “[A]s the MySpace generation goes into
employment,[the platform] could eventually extend Murdoch's influence in ways that would
make his grip on satellite television seem parchial.”25> According to these same critics, only
Bebo.com(who?) or Cyworld.com (who?) had a chance to catch this runaway train. And that
would be next to impossible, according to experts at the time:

It is common knowledge that a fax machine is worthless until others hawne
too. That is what is happening in social networking except that, unlike a fax
machine, it can't be instantly swapped for another. It is easy to change search

18 James Waterworth, Lessons From Nokia's Demidéhe Cost of a Fragmented Developer Experience



engines, even if it is Google. But if you changecsal networks you not only
have to move all your videos, audios, messages, photos elsewhere but you also
lose your network of friends unless they migrate with you. MySpace won't
make that easy. Its massive user base will help maintain its dominance, accord-
ing to cofounder Chris DeWblfe. "In socal networking, there is a huge ad-
vantage to have scale. You can find almost anyone on MySpace and the more
time that has been invested in the site, the more locked in people ar."

Historc 0.06


https://www.reuters.com/article/us-newscorp-myspace-idUSTRE75S6D720110629
https://www.reuters.com/article/us-newscorp-myspace-idUSTRE75S6D720110629
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism?utm_campaign=Sponsor%20ebriefing&utm_source=hs_email&utm_medium=email&utm_content=83021037&_hsenc=p2ANqtz-_9k3z1tw0Mr6c8JNWUWXnT2Nj1GHpiFrBU5_sMpFKRdNsp7jfWvwT7iZG0HIPSAqZYktALr2bh5ir35YYA8oLSA0Gv8Q&_hsmi=83021037#null
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism?utm_campaign=Sponsor%20ebriefing&utm_source=hs_email&utm_medium=email&utm_content=83021037&_hsenc=p2ANqtz-_9k3z1tw0Mr6c8JNWUWXnT2Nj1GHpiFrBU5_sMpFKRdNsp7jfWvwT7iZG0HIPSAqZYktALr2bh5ir35YYA8oLSA0Gv8Q&_hsmi=83021037#null
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism?utm_campaign=Sponsor%20ebriefing&utm_source=hs_email&utm_medium=email&utm_content=83021037&_hsenc=p2ANqtz-_9k3z1tw0Mr6c8JNWUWXnT2Nj1GHpiFrBU5_sMpFKRdNsp7jfWvwT7iZG0HIPSAqZYktALr2bh5ir35YYA8oLSA0Gv8Q&_hsmi=83021037#null
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism?utm_campaign=Sponsor%20ebriefing&utm_source=hs_email&utm_medium=email&utm_content=83021037&_hsenc=p2ANqtz-_9k3z1tw0Mr6c8JNWUWXnT2Nj1GHpiFrBU5_sMpFKRdNsp7jfWvwT7iZG0HIPSAqZYktALr2bh5ir35YYA8oLSA0Gv8Q&_hsmi=83021037#null
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism?utm_campaign=Sponsor%20ebriefing&utm_source=hs_email&utm_medium=email&utm_content=83021037&_hsenc=p2ANqtz-_9k3z1tw0Mr6c8JNWUWXnT2Nj1GHpiFrBU5_sMpFKRdNsp7jfWvwT7iZG0HIPSAqZYktALr2bh5ir35YYA8oLSA0Gv8Q&_hsmi=83021037#null

A report recently leased by the President’s Cacil of Economic Advisors reaches the same
conclusion:

In markets with network effects or other types of economies of scale, firms may com-
pete for the entire market, rather than for shares in the market. The resulting mo-
nopolies may not be permanent. Baurne (2019) gives many examples of firms that
achieved dominance through network effects or production economies of scale, only
to eventually lose out to competition from innovative rivals. His examples range from
the Great Atlantic & Pacific Tea Company ithe 1920s to MySpace and Nokia in the
early part of this century 30

Yet,if we believed the rhetoric of thecurrent “Techlash”and the so-called “hipster antitrust”
movement,one would think that time has stoppedthe Internet hasfully matured,3! andthe
process oftechnological disrupti on has ceasedWYSIWYG—"what you see is what you get,”
and we must analyze markets, and assess consumer welfdbased on the assmption that
markets will never change going forward. We must ignore the fundamentallyigstuptive
technologies of artificial intelligent (Al), virtual reality (VR), augmented reality (AR), and the
Internet of Things (I0T) just over the horizon. We must ignorethe revolution in mobile ap-
plications and services thatthe giant “pipes” of 5G communications wilmake possible Ap-
proaching antitrust law from this perspective, and writing the Vertical Merger Guidelines
accordingly, risks jeopardizing the dynamism of the entireU.S.economy, which is increas-
ingly driven by its technology sector?

30 Economic Report of the President Together with the Annual Report of the Councileconomic Advisersat
218 (Feb. 2020) (hereinafter “2020 Economic Report of the President{citing Ryan Bournes This Time Dif-
ferent? Schumpeter, the Tech Giants, and Monopoly FatalihTO Institute (June 17. 2019,
https://www.cato.org/publications/policy -analysis/time -different- schumpetertech-giants-monopoly-fatal-
ism), https://www.whitehouse.gov/wp -content/uploads/2020/02/2020 -EconomicReport-of-the-President-
WHCEA.pdf

31 This approach is manifest in Commissioner Chopra’s statement accompanying the release of the draft Verti-
cal Merger Guidelines'First, enforcers need to be more thorouglabout assessing each firm’s existing domi-
nance. A rigorous investigation must rely on a full inventory of the meartsy which each company has




B. The Draft Guidelines Will Greatly Increase the Discretion of the
Government, Particularly in High -Tech Cases

Commissioner Chopra argues thatthere should not be a presumption that all vertical mer-
gers are benign”33 While the draft guidelines do not appear ta@o quite this far, they would
give too much discretion to regulators in policing verttal transactions. Asderb Hovenkamp
author of the leading treatise on antitrust law?4 notes, “[w] hile the new draft Guidelines
leave the overall burden of proof with the challenger, they have clearly weakened the pre-
sumption that vertical mergers are invariably benign, particularly in highly concentrated
markets or where the products in question are differentiated.3> The limited safe harbor af-
forded by the draft Guidelines comes in the followindorm:

The Agencies are unlikely to challenge a vertical merger where the parties to the
merger have a share in the relevant market of less than 20 percent, and the related
product is used in less than 20 percent of the relevant marke®

Like JanRybnicek, former Attorney Adviser to FTC Commissioner Wright, we fear that this
supposed safeguaravill , in practice, mearithat agency staff will soon interpret (despite lan-
guage stating otherwise) the 20% market share as the minimum necessary condition to open
an in-depth investigation and to pursue an enforcement actioi3” As Jonathan Nuehterlein,
former General Counsel of the FTC, complain§ his anodyne assurance, with its arbitrarily
low 20 percent thresholds phrased in the conjunctiveseems calculated more to preserve the
agencies’ discretion than to provide genuine direction to industry.He continues:

Quoting then-Judge Breyer, the Supreme Court once notétat “antitrust rules
‘must be clear enough for lawyers to explain them to cliga.” That observation
rings doubly true when applied to a document by enforcemerofficials purport-
ing to “guide” business decis



candle, particularly given the empirically v alidated presumption that most
vertical mergers are pro -consumer .38

10



x The new guidelineswould dramatically reduce the weight that will be given to
claimed efficiencies in vertical transactions. The 1984 guidelines recognizethat:

11



they conclude their transactions quickly.Firms considering vertical integration may aban-
don efficiency-enhancing transactions simplybecause contrary to Justice Beyer's urging,
“antitrust rules” are not“clear enough for lawyers to explain them to client’6

This would represent a significant a significanshift in the v

12



$100 million in market capitalization did not have any research coveragd@he re-
sult is alarmin

13






However mighty they may seem, no company struggling to avoid the “Innovator’'s Di-
lemma”s8 can today afford anything like the ordeal Microsoft endured. Tif desperation for
speedyapproval, even from positions of apparent strength, makes such firms vulnerable to
extortion through the merger review process, both by their rivals, who demand either that
the deal be blocked obe conditionedin ways thatadvantage them, or by politicians with an

ax to grind against the firm. The need to get the deal done, the time, expense and negative
publicity associated with litigation, and the fact that the FTC may choose to pursue a case
through its internal administration process, means that merging péies must slog through
trial before an administrative law judge, and then another layer of review by the full Com-
mission before having access to a federal court—these factors all combine to give the gov-
ernment enormous power to punish companies by challenging their mergers, or to demand
conditions for merger approval. As former Commissioner Josh Wright notes:

15






feature content in the “Trending” section at the top corner of its homepag€ace-
book respondedto concerns about theleft-wing slant of the employees who
screened content suggested aSTrending” by algorithms on a rolling basis by
simply ending human involvement in the processThis significant change in how
Facebook operated its sitavas troubling enough as a roadmapoir how to circum-
vent the First Amendment; it also had disastrous consequences, making it far eas-
ier for Russian and other foreign actors to manipulate Facebook’s algorithms to
get their misinformation content featured prominently on Facebook— thus fa-
voring those candidates andausegwhich] foreign interference was intended to
aid.s3

The very murkiness of how so@l mediawork makes political meddling easier and less de-

tectable.

A. Recent Politicization of the DOJ and the Antitrust Division .

Since Watergatethe Antitrust Division has rebuilt its reputation for integrity . The necessary
prerequisite for this rehabilitation wa(l m)1 Thpr 325 (n)58.965 0 Td, (k)-1ofitsn

17



Everyone who has worked at the DOJ and the FTC should take pride in what antitrust law
has become—not without its flaws, to be sure,but at least the prodict of a process that in-
spires conidence. Or sich was the situation before the current administration.

In recent years, the Department of Justice hd®en politicized in ways unprecedented sine
the Nixon administration. President Trump

18



These are just a few examples of a much larger, troubling pattethat has caused many to
lose confidencein the DOJs current leadership. Unfortunately, there isalso good reason to
think this pattern extends to the Antitrust Division: after years of rdentless public com-
plaints from Trump about CNN—Trump’s béte noire, just as The Washingn Postwas
Nixon’'s—the DOJ sued to block AT&T’s acquisition of Timeamer, the first suit to block a
vertical merger case since 19777 Jonathan E. Nuechterlein, counsel for AT&T, provides
concise summary of the weakess of DO3'case—andrightly complains that the DOJ seems
to have learned the wrong lesson from losing &asethat clearly should never harze been
brought:

DOJ ultimately conceded that Time Warner was unlikely to withhold program-
ming from (“foreclose”) AT&T’s payTV rivals. Instead, using a complex economic
model, DOJried to show that the merger would increase Time Waner’s bargain-
ing power and induce AT&T’s payFV rivals to pay somewhat higher rates for
Time Warner programming, some portion of which the rivals would theoretically
pass through to their own retail customers. At the same time, DOJ conceded that
post-merger efficiencies would cause AT&T ttower its retail rates compared to
the but-for world without the merger. DOJ nonetheless asserted that the aggre-
gate effect of the payTV rivals’ price increases woultexceed the aggregate effect
of AT&T’s own price decease. Without deciding whether such an effect would be
sufficient to block the merger—a disputed legal issue-the courts ruled for the
merging parties because DOJ could not substantiate its factual prediction that the
merger would lead to programming pice increases in the first place.

It is unclear why DOJ picked this, of all cases, as its vehicle for litigating its
first vertical merger case in decades . In an archetypal raisingrivals’-costs case,
familiar from exclusive dealing law, the defendant forecloses its rivals by depriv-
ing them of a critical input or distribution channel and so marginalizes them in
the process that it can profitably raise its own retail pricesgee, e.gMcWane Mi-
crosoff). AT&T/Time Warnercould hardly have been further afield from that ar-
chetypal case. Again, DOJ conegtlboth that the merged fim would not foreclose
rivals at all and that the merger would induce the firm tolower its retail prices
below what it would charge if the merger were blockedThe draft Guidelines
appear to double down on this odd strategy and p ortend more cases predi-
cated on the same attenuated concerns about mere “chang[es in] the terms

67 See supranote 6.
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of ... rivals’ access” to inputs, unaccompanied by any alleged structural
changes in the competitive landscape .68

“Unclear,” indeed But there is good reason to suspect that, whatever DOJ staff handling the
casemight havethought

20



Trump often “vented” in “frustration” about wanting to block the A.T.&T.-Time
Warner merger. “The President does not understand the nuances of antitrust law
or policy,” the former official says. “But he wanted to bring down the hammer.”
(Last month, a federal court ruled against the Justice Departmerf)

As with Nixon, it may takeyears for reporters and historians to derelop a il accountingof
what

21






But even this apparently vital difference between tb FCG review process and antitrust
merger review process may not be akrge as it appearon paper. If parties to a transaction
feel enough pressure to conclde their deal, especiallyif the law is sufficiently vague, and if
the government can dag out the processof merger review and litigation long enough, the
same dyramic may result under antitrust review, even trough the burden of proof remains
with the government. The chief difference would remain: the FCC wold essentially never
have to sue to holda company hostage, because the deal could not be consummated until the
Commission granted approval. By contrast, th®OJor FTCcould only drag out the review
process so long and would eventually have to sue to block the deal. Buthé antitrust agen-
cies can drag out the process long enough, both the filing of the suit and the litigation process,
the result may be precisely the same: using the threat of litigatioto coerce companis and
extract concessions from themThere is good reason to fear that the government’'s decision
to sue may, itself,

23



radio station. TheLorain Journal Caule thus does not authorizerestrictions on a
speaker’s editorial judgment about what content is more valuable tibs readers.”®

Such is theheory of the First Amendment. Inpractice,government has used antitrust law to
retaliate against media for the content of their coveragén the far simpler medialandscape
of 1972, TreWashington Postvas vulnerable to political retaliation by the White House even
though the First Amendment has always protected newspapers from government licensure
becauseThe Postalso owned broadcast stations, which were licensed by the government.
When it came time for those licenses to be renewed, Nixaatempted to wield power
through his pliant FCQChairman.

Today, such crossmedia integration is more common, more important and morecompli-
cated A few examplesllustrate just how difficult it is to distinguish “new” from “old” media
or to pigeon-hold companies intonarrow product markets:

X Most obviously, ThePostis now owned byJeff Bebs, who also owns Amazon, a com-
pany that began by selling books onlinghen expanded into selling pretty much any
consumer good bought one of Arerica’s leading grocery storeslong the way,built
anetwork of serversrelied upon by many businesss inAmerica,launched a steam-
ing service that’s free to anyone who pays for a subscription mainiparketed as a
way to get free twoday shipping, and starteda studio to produce film and television
shows—just to name a few highlights.

X The AT&T case involved America secondlargest wireless carrier, which also owrs
America’s largest satellitetelevision distri butor, and which serves millions of Ameri-
cans with broadband, buying one of the largest contpmerates of traditional video
programming, induding CNN, one of America’mog influential media channels

x Comcast, America largest broadband network,also owns NBC Universal, including
traditional NBC broadcast stations and the content produced by stati

24



Thesecomplicated serviceswere largely formed through thekind of vertical transactions
that would be subject to reviewunder the draft guidelines—and each will, doubtless, con-
tinue to evolve through vertical transactions. The list bagly begins to mention the many
smaller companies that each of these largepmpaniesacquiredalong the way Thisis simply

how large companies attempt to avoid thélnnovators Dilemma,” to stay relevant as techno-
I
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8 n terms of non-horizontal transactions, more mergers are motivated by a firm's
desire to expand its data estate. According to the OECD, 'big data related' mergers
and acquisitions rose from 55 in 2008 to 134 in 2012. This desire f@analytic ca-
pabilities and new data, particularly when used to feed and train artificial intelli-
gence, can impact the competitive landscape in ways that limit new entry. This is
not limited to internet platforms or consumer-facing busiressess!

Chopra goes on to claim that:

The merging parties’ norreplicable assetsincluding control of essential intellec-
tual property, infrastru cture, and even data, may provide dominan

27



antitru st law remains little better developedthan it was in 2007:while academics have cer-
tainly written about the topic, there does not exist the kind of case law that would justify
including something about this topic in the Vertical Mrger Quidelines.

B. Increased Incentive to use “Government-Granted Benefits ”
Cmr. Chopra proposes to addraadditional level of aralysis to merger review:

[E]nforcers need to be realistic about predicting the likely ways that the merger
will incentivize or allow firms to distort competition by extending or enhancing
their existing dominance. Undertanding the deal rationale is key here, as it is
likely to be linked to new ways to leverage market power. This requires a careful
inquiry into all the incentives and opportunities that can lead to harm.. Will the
merged firm have an incentive to gain an upper hand using governmegtanted
benefits sud as intellectual property rights or legal immunity24

We share his concern about crony capitalispie, the potential for powerful firms to manip-
ulate the government to their own advantage. But wealnot seehow the theoretical possi-
bility that amergedcompany might gain a greater ability to “gain an upper hand using gov-
ernment-granted benefits” would mean in practice. It is particularly unclear what Chopra is
referring to with hi s mention of “legal immunity.”

C. “Regulatory Evasion”

CommissionerSlaughter is “particularly concerned that the Guidelines ... fail to mention reg-
ulatory evasion as a theory of harm8> Her use of the term “regulatory evasion” may eduse
many readers. As her footnote makes clear, thénkl of regulation this refers to is ate regu-
lation, not regulation generally:

In 2008, the FTC brought a vertical merger action based on this theenthat a
firm can evade rate regulations by acquiring an upstream input and raising the
cost of that input, which can lead to a regulator to authorize a higher downstream
regulated rate based on that higher input costt

There is no recognized theory by which a merged firm’s increased ability to “evade regula-
tion” generally should constitute grounds for blocking or conditioning that merger—and for

84 Chopra Statementsupranote
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good reasonSuch a heory would introduce far too much urcertainty into the antitrust laws
and give far too much discretion to regulators.

V. Conclusion & Specific Recommendations
In 2018, dshWright’s GlobalAntitrust |
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FCChas, more
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We recognize that completelytransferring responsibility for media-related companies to the
FTCwill seem radical to ®me and raises tlorny problems regarding personnel We believe
it is essential toprotect free speech from political medding as the Digital Revolution contin-
ues to transform the media ladscape makng media companies more vulnerable than ever
to pressure from the government throughthe selective application of antitrust law. Assec-
ond-best reform, it would be beneficial to clarifythe clearance process by which the two
agencies resolve disputes ovewhich agency will handle a particular case. Greater predicta-
bility as to that question would at least help to reduce the potential for political gamesman-
ship through the selection of the DOJ ahe agency more willing to do the bidding of the
Administration .

In closing, we emphasize that while the last three years of the Trumfdministration have
raised significant concerns about the potential for the antitrust laws to be abused, these con-
cerns are not unique to this administration, nor will they be resoled simply by a change in
partisan control of the White House. Our concerns are systemic and coaldse under apres-
ident of either party. There is simply no way to tell what the future will bring, bu we do
expect that the suseptibility of media companies to political pressure through, among other
tools, the antitrust law—and, in particular, the potential for extortion through the merger
review process—will only grow. Just as thel984 Non-Hori
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