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CONCLUSIONS from their analysis [pp.5-6]:  

1) 
Bundled rebates are best viewed as a form of tying or exclusive dealing, not as predatory pricing.  

2) 
The Ortho and Virgin Atlantic tests [comparing average revenue and cost or incremental revenue cost]  are unlikely to be generally useful. 

3) 
Bundled rebates can raise or lower consumer welfare and in either case efficient competitors can be foreclosed.  

4) 
Under some conditions, simple  price comparisons can distinguish bundled rebates that benefit vs. harm consumer surplus.  

5) 
These price tests, applied to SmithKline, show Court's decision was correct, but its reasoning was flawed.

II.
The Model  [6-7] 

Firm 1 is monopolist in A, competes in B, where rivals price at marginal cost cB.  Independent demands for A & B.  Simple monopoly prices are PA* and PB*. Important assumption: positive CS remains at PA* (results extend to imperfect 2-pat tariff). Bundling regime: new standalone price PA and bundled pair (PA - d, PB) where d is the discount on all purchases of A if customer buys also all B from 1.

pp. 8-9:  there exist Pareto improving bundling – Theorem 1.  (Obvious, because Ramsey pricing calls for spreading the distortion.)  Yet equally-efficient rivals would be excluded from B, since consumers accept the bundle.  This illustrates the slack link between exclusion and CS.

pp. 9-15 discuss firm 1’s actual optimal pricing  “Monopoly Extension Using Bundled Rebates.”  They allow 1 to set standalone price PA  arbitrarily high (including at choke level – i.e., refusal to deal on unbundled basis).  [Credibility?]  Theorem 2: Either: 
(i) PA – d and PB are both at the simple monopoly levels (PA* and PB*) which occurs if CS at these prices is no lower than if buy only B at cB.  [If so, PA can be set at the choke price or possibly somewhat lower.]  Or (ii) PA is set at choke level, and PA – d < PA*, PB < PB* but > cB.

Equally efficient competitors are obviously foreclosed from B.  (This occurs whenever the bundle is accepted.)  Consumer surplus falls also in (ii), because it is equal to the new standalone option which entails buying A at PA above the simple monopoly price (and B still at cB).  Basically, the threat to impose worse terms than originally if buying standalone lets the monopolist capture ALL the CS that was left at PA*.  TS, however, may fall or rise in case (ii) depending on the relative demands.  Corollary 1 (p. 12) presents the results for  linear demands.

Tying A and B through bundled rebates allows 1 to extract the CS that remains at PA*.  2-Part tariff as an alternative?  “One response … is to assume that the consumer’s demand curve has a stochastic element, so that even the optimal two-part tariff does not extract all expected surplus from market A.” [p. 13, citing Mathewson and Winter, RJE 1997, “Tying as a Response to Demand Uncertainty.”]  “Under this interpretation, QA(PA) can be thought of as an expected demand curve and CSA(PA) as expected consumer surplus.”
 

Contrast of bundling here with Whinston 1990.  Whinston assumes unit demands in both markets, so they enjoy 0 CS in the tying, hence no unexploited monopoly power there;  also, scale economies in tied.  Role of tying is different – to commit firm to tougher pricing in tied market, hence generate exclusion.  Here, it’s to extract the remaining CS (like in MW 1997, and Burstein “The Economics of Tie-In Sales,” REStats 42, 1960, 68-73).

III. 
Existing Tests of Bundled Rebates (15 – 18)

Since bundled rebates are not equivalent to predation, the case law on Brooke Group is unlikely to be useful here.  But case law on tying also does not provide convenient rule of reason tests for the competitive effects of bundled rebates.

Ortho test:  Do 1’s revenues from B less the discounts on A cover 1’s costs of B?  If so, rebates presumed legal; if not, presumed anticompetitive.  2 problems with the test:

1.
If Ortho test is passed, why don’t B market rivals undercut the bundle?
  If reason is that rivals are less efficient, “it is not clear that antitrust attention is warranted … their lack of success may not be due to firm 1’s pricing, but to their own failure to match firm 1’s costs.” (p. 16)

2.
A set of bundled discounts can fail Ortho test yet raise CS.  [This is supposedly implied by Theorem 1; yet Theorem 2 showed that CS in fact falls, b/c firm 1 uses the bundling to extract all CS!]  “That said, if one is primarily interested in the exclusion of equally efficient competitors, the Ortho test is a suitable tool.”  (p. 16).  

VAA/BA test: Incremental revenue (IR) vs. incremental cost (IC).  GRS correctly note that “Share-based discounts can exist within a bundle of prices or can apply to an unbundled single product.”  They give a single-product example (p. 17) that’s confused.  [It says that IR < IC for the rival, whereas test focuses on firm that imposes the threshold.]  “Unless firm 1’s competitors cannot work around the share-based switching costs by bidding for all of a customer’s business, share-based discounts are innocuous in our framework.  The fact that discounted prices are only available as a bundle is what may generate anticompetitive effects.
  Hence, the usefulness of the VAA/BA incremental test in the context of bundled rebates appears limited.”  

IV.
A Generalized Test for Consumer Welfare Changes  [18-19]

Discuss some cases when can infer if CS rose or fell based on prices, without requiring demands for A and B to be independent:

1.
If standalone price of A is no higher than before, CS can’t fall.

2.
If standalone price of A rose, outside options available to consumers have become worse, so CS falls (assuming that firm is maximizing profit with the bundled prices).

V.
SmithKline Reconsidered  [19-22]

19-20: 
nice summary of SmithKline case:

· Lilly was sole US supplier of the cephalosporin family of antibiotics, introducing it in 1964 under brand name Keflin.  Subsequently, Lilly introduced 3 other cephalosporins [“Cs”], under the brand names Keflex, Loridine and Kafocin.  Lilly had US patens and exclusive rights for each and was sole US supplier of Cs. 

· In October 1973, SK entered C market with a drug called Ancef, obtained from a US patent owner under non-exclusive license [so like a generic].  About a month later, Lilly introduced Kefzol, an antibiotic generally equivalent to Ancef. [Like 3M’s private label.] 

· Prior to SK’s entry, Lilly had offered volume-related rebates, as part of a C Savings Plan (CSP).  In latter half of 1974, Lilly examined ways to combat SK, and on April 1, 1975, it introduced a revised CSP that reduced the discount to hospitals by about 3% and gave an additional 3% rebate on a hospital’s total purchases of C provided the hospital bought certain minimum quantities, specific to each hospital, for any 3 of Lilly’s 5 C drugs.  [fn. 22: SK argued that hospitals allegedly receive approximately the same aggregate rebate under the revised CSP as under the CSP.]

The Court calculated return on sales for SK’s Ancef assuming that SK matched Lilly’s bundled rebates.  Assuming that SK produced Ancef as efficiently as Lilly made Kefzol, Court found SK could not match Lilly’s bundled rebates without incurring losses.
  Court found that Lilly had willfully maintained monopoly power under Sherman § 2, but did not engage in tying under § 1.  Thus, the Court used the same test later used in Ortho as a “bright line” test to determine whether Lilly’s rebates were anticompetitive.

In terms of the current Model:  The standalone prices of Lilly’s monopoly goods rose under the Revised CSP and the discounted price with the loyalty rebates was approximately the same as under the original CSP.  This puts the Revised CSP into Theorem 2i, so both CS and TS fell.

So Court’s decision was right, but reasoning was wrong:  Court’s decision was on applying Ortho test for foreclosure of equally efficient supplier.  However, if consumer welfare is the appropriate standard in antitrust enforcement, a finding of foreclosure for an equally efficient competitor is irrelevant.  If SK’s Revised CSP had not raised the standalone prices of its monopoly C products, consumer welfare would not have fallen, yet would get foreclosure.

VI.
Conclusion

Main point is that bundled rebates are best analyzed as tie-in sales, not as a form of predatory pricing:

· Not only do all  prices typically exceed MC, but anticompetitive effects do not require a short term profit sacrifice.

· Bundled rebates can generate anticompetitive effects, but they do so by confronting consumers with the choice between tied discount prices and unattractive standalone prices.

· However, bundled rebates can also be efficient forms of 3rd degree price discrimination.  For this reason, even though equally efficient competitors are foreclosed, aggregate CS and TS can be higher than with independent pricing, at least in the short run [no exit by rivals].  Bundled rebates, like tying, allow firm 1 to extract more CS than it can in A with ordinary linear prices.

Second point: are there tests that distinguish “good” bundled rebates from bad?   Ortho is a valid test for foreclosure, but says nothing about CS.  Similarly, VAA./BA focuses on whether a bundled rebate involves a profit sacrifice, but does not address CS.

· Our tests for change in CS compare prices before and after bundled discounts, provided there’s a distinct date at which bundled discounts are introduced.

Generality of the results?   Analysis assumes either that all consumers are identical or that the bundled rebates are designed separately for each customer.  For this reason, there is no issue of 2nd-degree price discrimination (which is of great importance in the tying literature).  We think this is not an important loss of generality, because loyalty discounts frequently are tailored to each consumer’s usage (e.g., 3M and Lilly).  Therefore, the avoidance of issues of 2nd-degree price discrimination seems appropriate.  [Yet G-R 2005 focus on that!]


Also, analysis assumes firm 1 sells to final consumers or to firms that do not impose competitive externalities on one another (either local monopolists, or perfectly competitive).  A useful extension would be to examine buyers that are oligopolists.

· Bundled loyalty discounts would then be a type of exclusive dealing.

· Intuition suggests that counterparts to Theorems 1 and 2 hold, but this remains to be proven.

� Q. 	What restrictions needed on the set of feasible 2-part tariffs in order for tying to have a role?  Enough that 2-part tariffs are not perfectly tailored to each consumer? Review MW 1997.


�  Argument seems to be:  Passing test implies that for firm 1, PB ≥ cB + d.  So if rivals’ cost ≤ cB they can undercut PB by enough to compensate the consumer for loss of discount in A.    Q.  How does logic extend when bundling products in variable proportions – how calculate the discounts on other products that test assigns to the B market?


�  Q.	Think if the focus on bundling vs. single market is right – goes against our thinking, no? �In fn. 19 they add:  “However, in a single differentiated product setting in which one firm’s product is on average preferred by consumers, loyalty discounts can have anticompetitive effects and the VAA/BA incremental test can distinguish short run profit maximizing behavior from potentially exclusionary behavior.”





�  Q.	Logic seems garbled.  If find negative return for SK, inference would be that Lilly was not covering costs if it was no more efficient.  [Check Opinion p. 27.]


� Q.	Why is this a case of Theorem 2i?  There, firm is charging the monopoly price also for the “tied” product B; is there evidence of that here?  Or is it simply an inference from the fact that the bundled price for A = PA*, which would only be profit-maximizing if the outside-option constraint is not binding, in which case PB  = PB* too.
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