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In 2011, the Department of Justice (“DOJ”)
sought to “enjoin the merger of two of the
nation’s  four largest mobile  wireless
telecommunications service providers.”! The
proposed merger of AT&T and T-Mobile, the
DQJ observed, would increase the Hirschman-
Herfindahl Index (“HHI”) by 700 points in an
industry already classified by the HHI and
highly concentrated.2 This increase in
concentration far exceeded the 200-point
threshold for a merger “presumed to be likely to
enhance market power.”? With accompanying
resistance to the transaction by the Federal
Communications Commission (“FCC”), the
merger was abandoned.4

The DOJ’s strongly worded Complaint was
sensibly read as a prohibition on any merger
between two of the four nationwide providers of
mobile wireless services: AT&T, Verizon,
T-Mobile and Sprint. On April 29, 2018, T-
Mobile and Sprint decided to put this
interpretation of the DOJ’s position on wireless
mergers to the test.> The proposed $26.5 billion
merger of the third- and fourth- largest wireless
companies would increase the HHI by over 400
points, again blowing the lid off the
presumption of market power threshold.6
Consistent with this presumption, stock market
evidence points to increased market power from
the merger.”

Unlike the earlier proposed AT&T/T-Mobile
merger, the Sprint/T-Mobile transaction has
drawn significant resistance from smaller mobile

wireless providers in the pre-paid and
wholesale markets. Both companies operate
their own successful pre-paid brands and
provide 28 million wholesale connections to
Mobile Virtual Network Operators (“MVNOs").
Despite the fact that T-Mobile has launched a
clandestine campaign to seek support from its
MVNOs and other wholesale customers for the
proposed merger,8 these potential
anticompetitive concerns are not lost on the
Antitrust Division.?

The existence of significant vertical relationships
among market competitors is a recurring issue
in the regulation of information sector firms.
The difficulty in opening local switched access
telephone markets to competitive entry in the
1990s highlighted the profound challenges such
vertical relationships can produce.’® When one
firm supplies a crucial intermediate input to a
retail market competitor, that supplier has a
powerful incentive to undermine the
competitive position of the dependent rival,
either through price or, if wholesale prices are
regulated, via sabotage. A large literature
examining this problem from both the
theoretical and empirical perspectives has
developed as a result.!!

In the case at hand, some analysts have
suggested that the poor incentives created by
retail rivals who are wholesale suppliers are
minimal for the Sprint/T-Mobile merger due to
the relatively small share of revenues such sales
represent: about 3% for T-Mobile and 5% for
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Sprint.12 It is not, however, these revenue shares
that are most relevant for the wholesale market,
but rather the change in the retail market shares of
the companies. In this PERSPECTIVE, I review
some basic economic theory on the incentives
for wholesale pricing where the wholesaler
supplier operates in the same retail market with
its wholesale customers.

T-Mobile’s 2017 ANNUAL REPORT
suggests a gross retail margin of
around $40 per customer month
(setting aside equipment revenues
and costs). Given its retail market
share of 16.6%, the opportunity cost
of a wholesale transaction is
approximately  $6.64. Adding
Sprint’s market share (12.3%) to T-
Mobile’s share, the opportunity cost
for the combination of the two
firms rises to about $12. Plainly,
the merger significantly raises the
opportunity cost of a wholesale
transaction, and we would expect
the post-merger wholesale price to
reflect those costs.

Economic Framework

When a wholesaler supplies a retail rival, it is
rational for the wholesaler to recognize that a
profitable retail customer may be lost as a result.
That is, the wholesale service will be used to
serve a customer, and that customer might have
otherwise bought the wholesaler's own retail
service. Every wholesale connection sold by the
firm, therefore, has an opportunity cost that
reflects this reality. As a useful (if over-
simplified) approximation, we may write this
opportunity cost (f) as,

t=c+sm, 1)

where ¢ is the marginal cost of the seller, s is its
retail market share, and m is the profit margin
on retail customers.’? This expression
approximates the implicit cost to the wholesaler
of providing service to a retail competitor and
affects the wholesaler’s willingness to provide
such services.

For example, if the seller of the wholesale
connection has a 50% retail market share (s),
then there is an approximately 50% chance that
the purchaser of the wholesale connection is
then using that connection to serve an existing
customer of the seller.* If a retail customer
produces a profit margin of m, then the expected
lost retail margin on the sale is s, and the total
cost of the wholesale transfer is ¢ + sm, the
marginal cost plus the expected lost retail
margin.

In keeping with the antitrust
tradition of asserting substantial
cost savings attainable only
through the merger, Sprint and T-
Mobile have pointed to an annual
savings of $6 billion resulting from
the proposed transaction. Much of
these savings will be fixed in nature
and not marginal to an account.
Even counting them all as
incremental, all these savings only
translate to about $4 per subscriber,
which is well-below the impact on
the opportunity cost of a wholesale
transaction (about $6).

Some Evidence

Although this conceptualization of implicit cost
is very simple, it is surprisingly consistent with
some stylized facts. For example, evidence from
2000 on wholesale transactions in the (now

PHOENIX CENTER PERSPECTIVES 18-06

PAGE 2



PERSPECTIVES

vanished) long-distance telephone market
supported the theoretical predictions: higher
retail market shares translated to less desirable
wholesale prices.’>

Customer count data from the mobile wireless
telecommunications industry is also supportive
of the theory. The theory predicts that
wholesale prices will be higher, and quantities
lower, for mobile wireless firms with higher
retail market shares. With a retail market share
of 32%, about 6.6% of AT&T's wireless
subscribers are wholesale connections.l¢ For T-
Mobile, with a market share of 16.6%, wholesale
customers make up about 19% of its customer
base.’” And for Sprint, with a smaller market
share of 12.3%, wholesale customers are nearly
25% of its customer base.’® While merely
suggestive, these data comport with predictions,
but more detailed information is desirable. As
part of its merger review, the DOJ will certainly
have better information with which to evaluate
this issue.

Now, let's consider a somewhat crude
assessment of the impact of the present merger
on the opportunity cost of the combined entity.
T-Mobile’s 2017 ANNUAL REPORT suggests a
gross retail margin of around $40 per customer
month (setting aside equipment revenues and
costs).’? Given its retail market share of 16.6%,
the opportunity cost of a wholesale transaction
is approximately $6.64. Adding Sprint’'s market
share (12.3%) to T-Mobile’s share, the
opportunity cost for the combination of the two
firms rises to about $12. Plainly, the merger
significantly raises the opportunity cost of a
wholesale transaction, and we would expect the
post-merger wholesale price to reflect those
costs.

It is common in contentious mergers that the
merging parties will point to (real or imagined)
cost savings to mitigate concerns about potential
price increases. In effect, a reduction in costs
can potentially offset, and even swamp, the
tendency for concentrated markets to produce

higher prices.2 For mergers in the mobile
wireless sector, the more efficient use of
spectrum may lead to welfare improvements.2!
Depending on the natures of product market
competition and technology, such cost savings
can make even a merger to monopoly socially
beneficial. Of course, in any particular case, the
magnitudes of any cost savings must be
carefully assessed. Unqualified theoretical
prediction is not feasible.

[Tlhe merger’s effect on the
wholesale market depends, in part,
on the retail market shares of the
merging firms. This proposed
merger greatly increases the retail
market shares of Sprint and T-
Mobile, and the simple analysis
presented here suggests that the
merger will put upward pressure on
wholesale prices.  Moreover, it
seems unlikely that claimed merger
efficiencies will be sufficient to
overturn the incentive to raise
wholesale prices the merger creates.

In keeping with the antitrust tradition of
asserting substantial cost savings attainable only
through the merger, Sprint and T-Mobile have
pointed to an annual savings of $6 billion
resulting from the proposed transaction. Much
of these savings will be fixed in nature and not
marginal to an account. Even counting them all
as incremental, all these savings only translate to
about $4 per subscriber, which is well-below the
impact on the opportunity cost of a wholesale
transaction (about $6).

Conclusion

Like the failed AT&T and T-Mobile merger a
few years ago, the proposed merger between
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Sprint and T-Mobile will be presumed
anticompetitive and thus heavily scrutinized by
antitrust authorities. One area of attention is the
wholesale market in which both Sprint and T-
Mobile are active sellers. These wholesale
transactions add to the competitive landscape of
the mobile wireless industry.

In this PERSPECTIVE, I demonstrate that the
merger’s effect on the wholesale market
depends, in part, on the retail market shares of
the merging firms. This proposed merger
greatly increases the retail market shares of
Sprint and T-Mobile, and the simple analysis
presented here suggests that the merger will put
upward pressure on wholesale prices.
Moreover, it seems unlikely that claimed merger
efficiencies will be sufficient to overturn the
incentive to raise wholesale prices the merger
creates.

My analysis, however, is admittedly crude and
preliminary. A  full accounting of the

competitive effects in the wholesale market is
beyond the scope of this PERSPECTIVE, largely
because public data on the wholesale market is
scarce. Presumably, the DOJ and FCC have
access to detailed data on the wholesale market
and are thus in a place to make informed
judgements. As shown here, concerns about the
merger’s impact on the wholesale market are
legitimate. In evaluating the proposed
combination, attention must be given to the
retail market shares of the merging firms when
determining the merger's influence on
wholesale prices.
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