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Preface
Summary
Due to the modernisation of Article 102 TFEU (prohibition of the abuse of a dominant position) competition authorities and the judiciary are required to take a more economic approach to tying and bundling. (Although not entirely the same, I refer hereinafter to tying and bundling as ‘bundling’). This more economic approach is to replace the formal-legal approach. Concretely, the economic approach indicates that more attention is to be paid to the economic circumstances of the case, like cost structures, market circumstances and the economic rationality of an alleged abuse.

This thesis aims to help competition authorities to comply with the demands of modernisation as far as bundling is concerned. In an economic analysis of bundling I develop guidelines for separating the pro-competitive and anti-competitive instances of bundling. The results of the economic analysis are consequently compared to the existing case law on the subject. Finally, based on the economic analysis and its comparison with the case law, I propose a bundling treatment schedule that helps competition authorities to adequately treat bundling. 
Bundling is a sales strategy where a product is sold on the condition that the customer buys another product at the same time. Bundling can be either ‘pure’ or ‘mixed’. In the first case, products are only available in a bundle. In the latter case individual products are available separately as well. There are several variants of mixed bundling depending on which (combinations of) products are available separately and/or in a bundle. Bundling can generate efficiencies for consumers as well as firms. However, bundling can also be strategic, namely if aimed at foreclosing efficient rivals from the market.


The most important efficiency explanations for bundling are, first, several cost reductions. By bundling firms can achieve reductions in distribution and transaction costs. Second, bundling may serve as a means of ensuring product quality of two complementary products. Third, bundling can be used as a price discrimination device. 


But an undertaking that has a dominant position in market A which is also active in market B can exclude or deter competition in market B through bundling. By offering products in a bundle a dominant firm reduces the potential sales of its competitors because consumers who like to buy product A will also buy product B from the dominant undertaking. Moreover, bundling reduces the profit margins on product B. This is true because the monopoly profit made on product A is conditional on selling product B if the firm bundles. Bundling thus incentivises the dominant firm to increase competition on product B. When the competitors’ sales and margins drop sufficiently they may be forced to leave the market.


Foreclosure through bundling is subject to several preconditions. Some important ones are the following: first, as bundling does not necessarily imply that the bundling firm prices below marginal costs, only fixed costs can deter entry. A present competitor that has the same or lower marginal costs than the firm engaging in bundling will therefore not leave the market. A possible entrant will only decide not to enter when fixed costs are too high given that the incumbent bundles. Second, market B must be limitedly competitive. At least competition should be restrained in such a way that the bundling firm has influence on the price of product B. Third, bundling must be de facto pure. Fourth, the relationship between the bundled products is important. When the bundled products are substitutes or complements the dominant firm usually has no incentive to apply bundling with the aim of foreclosure. The reason is that foreclosure would not increase profits. In the case of substitutes the products belong to the same market. In the case of complements all the possible monopoly profits on the final product AB can be realised, irrespective of the degree of competition on market B, through appropriate pricing of the monopolised product A. Still, we often encounter bundling of complements. An important instance of strategic bundling of complements is the bundling of complements where one of which can be developed into a substitute. This yields a threat to the original monopolisation of one complement. An example of this instance is Microsoft’s fear that Netscape would be developed into a substitute for Windows. It is believed that this threat was a reason for Microsoft to bundle Windows and Internet Explorer. 

The EU as well the US case law concerning bundling show a development from a formal-legal approach to a focus on economic effects. In the seventies and eighties, bundling was always considered illegal. Since the nineties attention increased for the possible efficiencies that bundling may generate and the economic circumstances of the case. Only since the year 2000 one can speak of the existence of an economic approach of bundling. The ‘per se approach’ was by then replaced by a ‘rule-of-reason approach’ which aims at systematically determining the exclusionary and welfare effects of bundling. 


From the case law it appears that in practice, bundling virtually always concerns the bundling of complements. Consequently, foreclosure is not an issue in many bundling cases. Moreover, the price discrimination explanation is often not applicable as the gains from price discrimination are very small when the bundled products are complements. Finally, it appears that judges are not inclined to accept an efficiency defence for bundling quickly. However, in light of the economic analysis this is not always right.

The economic analysis of bundling and the analysis of the bundling case law imply that competition authorities need not intensively occupy themselves with bundling. In only a few instances bundling has an exclusionary effect. On top of that, there are some efficiency explanations that further undermine the need for intense monitoring. In line with this conclusion, the bundling treatment schedule is primarily aimed at excluding obvious non-problematic instances of bundling from investigation. The treatment schedule consists of three stages. In the first stage instances of bundling that cannot have an exclusionary effect are filtered out. This is done by constructing a ‘safe harbour’ for instances of bundling. The safe harbour contains instances of bundling that cannot possibly have anti-competitive effects. If, however, there seems to be a risk of exclusion, this risk is estimated in the second stage. The second stage entails checking the instance of bundling against some factors that indicate whether the risk of foreclosure is large. When the risk of exclusion is found to be substantial, the benefits and costs of the bundling practice are balanced in the third stage. If the costs of the bundling case under investigation outweigh the benefits that arise from it, a competition authority can decide to intervene.

Introduction
Tying and bundling (hereinafter referred to as ‘bundling’) is a sales strategy where the sale of one product is made conditional on the sale of another product. In principle, bundling is a normal sales strategy but it may also constitute anti-competitive behaviour by a dominant undertaking aimed at foreclosing rivals and so hurting consumers. 

Well-known cases where bundling is an issue are the cases Microsoft, at both sides of the Atlantic, and Tetra Pak. The main question in these cases is whether bundling forecloses efficient competitors and, consequently, whether it hurts consumers. The relevant legal provisions in Europe are Art.  101(1), sub e, TFEU and Art.  102(d), TFEU (formerly Articles 81 and 82 EC Treaty respectively). In the US paragraph 3, Clayton Act, the paragraphs 1 and 2, Sherman Act, and paragraph 5, Federal Trade Commission Act are applicable.

With the modernisation of Art.  102 TFEU in mind, this thesis aims to analyse bundling for the benefit of competition authorities. By ‘modernisation’ it is meant the pursuit to bring the application of competition law more in line with economic knowledge. Concrete, modernisation entails that competition authorities and the judiciary are to pay more attention to the economic circumstances and economic effects of alleged abuse. Moreover, without an economically founded theory of consumer harm competition authorities do not intervene nor does a judge conclude anti-competitive behaviour. The European Commission also shows to follow a more economic approach in her document on the priorities concerning the application of Art.  82 EC Treaty (now Art.  102 TFEU) to exclusionary abuses
  and her more recent decisions. 

The modernisation of Art. 102 TFEU requires a more economic approach instead of a formal-legal approach to bundling by competition authorities. The central questions that will be answered in this thesis are therefore: 1) what are the efficiency explanations for bundling? 2) when and how does bundling lead to foreclosure and how great is the risk of foreclosure? and 3) what are the welfare effects of bundling?


The answers to these questions enable competition authorities to separate pro-competitive from anti-competitive instances of bundling on the basis of economic knowledge. This knowledge will subsequently be compared to the existing case law concerning bundling. This comparison will reveal the degree of ‘economic consciousness’ of the judiciary. Up to now, the comparison is focussed on how far judges take economic knowledge into account in their verdicts, how well judges separate pro-competitive from anti-competitive instances of bundling and what proof is required for establishing an abuse. The answers to the central questions are also transformed into a bundling treatment schedule to the benefit of competition authorities. The schedule aims to enable competition authorities to determine when intervention is desirable and when it is not.

The following is organised as follows. First I will give a short description of the ‘bundling’ phenomenon (part I). After that follows an economic analysis of bundling (part II) in which I will discuss the efficiency explanations for bundling, the possible exclusionary effect of bundling and its welfare implications. In part III the EU and US case law concerning bundling will be compared with the economic analysis developed in part II. Then some connections with other abuses will be indicated (part IV). The bundling treatment schedule is developed in part V. I will finish with a conclusion. 

I
Aspects of bundling

As mentioned before bundling is a sales strategy where the sale of one product is made conditional on the sale of another product. The latter product is called the ‘tying product’. The former product is called the ‘tied product’. In the following I call the market for the tying product ‘market A’ and the market for the tied product ‘market B’.


Firms can pursue different bundling strategies. If a firm only offers a bundle of products one speaks of ‘pure bundling’. When the bundle as well as at least one individual product are available for sale, one speaks of ‘mixed bundling’. There are three forms of mixed bundling: 1) a bundle AB and A and B separately available and, 2 and 3) AB and either A or B separately available. 

Bundling can be implemented in two ways. Bundling can be contractual in nature, when parties agree that products are sold in a bundle, or technical which means that products are physically integrated.

Bundling in a broad sense is virtually omnipresent and there are good economic reasons for it. In the literature, examples are given like cars and shoes. In the car example it is very inefficient to sell  cars and wheels unbundled. It is also very inefficient to sell the right and left shoes separately, or shoes and laces, unbundled. Bundling can thus be an efficiency enhancing way of trading which is far from being abusive. However, not every combination of inputs to output is a relevant example of bundling because, for example, a pair of shoes is not regarded as two different products but as one product. Bundling in a more narrow sense, the bundled sale of two different products
, is therefore the topic of this thesis. As such it may lend itself to the same kind of efficiency explanations given in the examples of broad types of bundling. But it may also serve as a device in a firm’s exclusion strategy. The next part explores both motives for bundling more deeply.
II
Economic analysis of bundling
II.1
The Leverage Theory and the Chicago critique
Two economic theories constitute the present state of knowledge concerning bundling. On the one hand, there is the Leverage Theory, and on the other, the Price discrimination Theory, which is also called the ‘Chicago critique’ because it stems from the Chicago School. The Leverage Theory states that a dominant firm can expand its dominance from the dominated market to other markets by bundling sales. A monopoly on one market can thus be used to monopolise another market. The Chicago critique is diametrically opposed to the Leverage Theory as it denies the possibility of leverage of market power or dominance. Its alternative explanation for bundling is the firm’s incentive to price discriminate.


The Chicago critique makes the monopolisation of market B by means of bundling unlikely in the following way. Suppose there is a monopolist in market A who is also active in the perfectly competitive market B. Also suppose that consumers have a homogenous valuation for both products, A and B, labelled VA and VB respectively and that they are willing to buy one unit of a product at most (so consumers buy at most one unit of A and B at maximum prices of VA and VB). Finally, assume that the marginal costs of producing a unit of A and B are constant, cA and cB respectively. In market A the monopolist makes a profit of VA - cA per unit sold. In market B the monopolist makes no profit because the market is perfectly competitive. Can the monopolist increase her profits by bundling both products? The Chicago critique says ‘no’ because a consumer will only buy the bundle if its price is not higher than cB + VA. So, also in the case of bundling the monopolist’s profits per sale are equal to VA - cA. (There is no gain from price discrimination in this example because consumer valuations are homogenous.)
 

In the example given, the market structure of market B does not change due to bundling. This is why there is no additional profit to be made by the monopolist. The example is also restricted to only one period, hence the example is static. On top of that, the example assumes constant economies of scale. These assumptions are crucial to the Chicago critique. If they are met cumulatively expansion of dominance is indeed impossible. However, if market B is not perfectly competitive, firms interact with each other and economies of scale are not constant, foreclosure may be possible. Therefore, in the case of a dynamic environment and a limitedly competitive market B the Leverage Theory is relevant.

As an illustration of the Leverage Theory, take again the previous example where the only change is that market B is now an oligopoly. In the absence of bundling, the monopolist’s profit per sale on market A is again VA - cA. In market B the profit depends on the type of competition.
 Now it is possible for the monopolist to increase her profits by bundling sales. By only offering a bundle AB consumers can only buy product A if they also buy product B from the monopolist. Bundling thus denies sales to competitors in market B. Bundling also induces the monopolist to more aggressively compete on product B because monopoly profits on product A are conditional on selling product B in the case of bundling. If sales and profit margins decrease sufficiently, the competitor is forced to withdraw from the market. After exclusion takes place the monopolist makes a monopoly profit on both markets. 

Note that bundling is only profitable after exclusion, ceteris paribus, because bundling initially restricts the monopolisation of good A (the restriction is that A is sold together with B). As bundling hurts the monopoly in market A, it first imposes a loss on the bundling firm. Only after exclusion of the rival bundling may be profitable via monopolisation of good B. Strategic bundling is thus a predatory strategy. See section II.4.1 for a more thorough discussion of the predatory nature of bundling.

Also note that the Chicago critique denies the possibility of abusive bundling as it denies the possibility of foreclosure. The Leverage Theory, on the other hand, emphasises the possibility of abusive bundling because it explains the profitability of bundling by referring to foreclosure.


In the following I will discuss more thoroughly the price discrimination explanation, efficiency explanation and the Leverage Theory. The welfare implications of bundling will be discussed in paragraph II.5. After the discussion of the influence of network effects and the multi-sidedness of markets in paragraph II.6, I will conclude the economic analysis.

II.2
Bundling as a price discrimination device

A monopolist on two markets can increase her profits by applying pure as well as mixed bundling because bundling has a price discrimination effect. Consider a monopolist in market A and B who applies pure bundling. In both markets there are two consumers. Consumer 1 has a valuation for good A of VA = 10 and a valuation for good B of VB = 2. Consumer 2 has the reverse valuations. Assume that the marginal costs of producing A and B are equal to 1. In case of unbundled sales, the monopolist sells product A at a price of 10 to consumer 1 and product B at a price of 10 to consumer 2. In this case the firm does not want to sell both products to both consumers because it is more profitable to restrict sales to the consumers with high valuations. In this case profits are 18 (20-2). Offering only a bundle of products enables a bundle price of 12 for each consumer because the sum of the valuations of each consumer is equal to 12. Profits are in this case 20 (24-4).


Bundling can increase profits because valuations for individual products are consolidated in one valuation for a bundle. This reduces the variation in consumer valuations. Consumer valuations for a bundle thus have lower variation than consumer valuations for individual products. This implies that at a given price more consumers are willing to buy the bundle compared to the equivalent separate product prices. Therefore with the bundling of sales, the firm extracts more surplus from consumers than when it is the case of unbundled sales.


Mixed bundling is even more profitable because it gives the monopolist more effective means to price discriminate. Mixed bundling gives consumers three options to self-select. Consumers can buy A, B or the bundle. Because consumers sort themselves in more but stricter defined categories, the monopolist can infer more about consumer valuations based on the choice consumers make. This information can be used to charge prices that are as close as possible to the marginal willingness to pay of every consumer. Concretely, mixed bundling gives the monopolist the opportunity to charge a high price for consumers with extreme preferences (high valuation for one good and low valuation for other good) and an average bundle price for consumers with moderate valuations.

The benefits of price discrimination increase as consumer valuations for the bundled goods are more extreme, that is, the correlation in valuations is more negative which implies again that the bundled products are substitutes. The more the goods are substitutes the more the variation in valuation for the bundle is reduced. When the bundled goods are perfect complements the benefit of price discrimination disappears. This observation implies that the price discrimination explanation for bundling is most applicable to the case of substitutes and not applicable to the case of complements. 

Bundling may also facilitate another form of price discrimination called metering. By bundling the sale of product A to a variable quantity of product B a firm can infer the intensity of use of product A by observing the sold quantity of product B. Take as an example the case Hilti (see part III.1.2). Hilti sold nail guns and the nails necessary for using the gun. Suppose that Hilti obliges its customers to buy a gun and with it also the nails from Hilti (as it did). From the quantity of nails that a consumer buys, Hilti could infer the intensity of use of the nail gun. Hilti knows that a customer that buys a lot of nails is likely to be willing to pay a high price for a nail gun as he uses it a lot. On the other hand, a customer that buys only a few nails is likely to have a low valuation for the nail gun. Through metering firms can thus infer information about its consumers’ willingness to pay which can be used to price discriminate.



Finally note that firms can only price discriminate if they have sufficient market power as price discrimination is only possible when (some) prices are raised above marginal costs.

II.3
Other economic explanations for bundling

There are several other economic explanations for bundling. Some important ones follow here.

II.3.1
Protection of goodwill/guarantee of product quality

A firm can sell two complementary products together to prevent consumers from combining one complement with a qualitatively inferior complement. The possibly lower user value that would result from a mismatch could damage the image of the firm. Another possible result of a mismatch is that the firm incurs warranty costs because the end product has a lower value than promised. To prevent these inefficiencies a firm can impose bundled sales.

II.3.2
Cost reductions 

Bundling sales can generate several economies of scope meaning that the joint sale of two different products generates cost reductions. One possible example is that sales of the bundle reduce transaction costs. Another example is a reduction in distribution costs. 


However, in the context of an alleged abuse not all references to economies of scope are relevant because bundling is not always a necessary condition for realising the claimed efficiency. Take for example the often heard claim that it is cheaper to sell two software products on one CD instead of selling two separate CDs. This argument is not as strong as it seems because bundling the software products is not necessary for realising the claimed efficiency. To see why, consider that the same level of efficiency can be reached by putting both products on one disk but provide codes for installation conditional on the sale of individual products.


A related important distinction in this respect is whether bundling leads to cost reductions in the production process or the sales process. Production cost reductions are not necessary for selling two products in a bundle as bundling is a sales strategy. The possible benefits of bundling are therefore often benefits that result from the consumer’s wish to buy both products together. Thus, products that are produced together do not necessarily have to be sold together. Cost reductions that are achieved by physical integration of two products are, prima facie, a good reason for bundling.


Kühn et al. (2004) notice that it is difficult to determine whether a certain instance of bundling generates efficiencies because there is no general theory that predicts efficiencies of bundling. In the context of competition law it is therefore always necessary to take a case-by-case approach to efficiencies.
II.3.3
Avoidance of double marginalisation not a good explanation for bundling

Double marginalisation is a phenomenon that involves consumers paying a higher price because the price contains several mark-ups from different firms in the distribution chain. A price may, for example, contain the mark-up of the producer and the mark-up of the retailer. The producer and the retailer do not take into account the negative effects of a high price on the sales of one another. Both set a price that maximises their own profits. As a result, the price is too high from a social optimum perspective. Vertical integration of both firms would lead to a lower, profit-increasing price. Such a price is more socially desirable because it increases profits and consumer surplus. By now it is clear why we speak of avoidance of double marginalisation.

In the literature one can find the claim that bundling, just as vertical integration, leads to avoidance of double marginalisation because two products are jointly sold.
 However, it is important to realise that double marginalisation is avoided when one economic agent (the firm) internalises the externalities of selling the products. In this case the firm has an incentive to take the effects of the pricing strategy of product A on the sales of product B into account. How the sales takes place, bundled or unbundled, does not matter. Avoidance of double marginalisation is therefore not a good explanation for bundling.

II.4 Bundling with the aim of strategic foreclosure

As said before bundling may have an anti-competitive effect in a dynamic environment where the tying market is dominated and the tied market is not perfectly competitive. In the following paragraph the leverage of dominance is discussed more thoroughly. Some models are presented that show how bundling affects the level of competition in the tied market.

II.4.1
Whinston (1990), ‘Tying, Foreclosure and Exclusion’

Whinston is one of the first to analyse the strategic effects of bundling. In his model a monopolist in market A, firm 1, has the choice to apply pure bundling by bundling the products A and B. Market B is an oligopoly in which both firm 1 and firm 2 are active. Profits on product B are zero as the model assumes that the firms engage in price competition. Suppose firm 1 bundles A and B. The result is that the bundle’s price is lower than the sum of the optimal individual components’  prices that would be set in absence of bundling. The price of product B is lower as well. These results evolve as follows.


Firm 1 makes a monopoly profit on product A. If firm 1 decides to bundle sales this profit becomes conditional on the sale of product B. This incentivises firm 1 to compete more aggressively on product B which results in a lower bundle price. Firm 2 is forced to lower her price as well because a lower bundle price implies a lower effective price of product B.
 


What does bundling imply for the profits of firm 1 and firm 2? This depends, among others, on the effects of bundling on demand for A and B and the costs of producing A and B. By demand effects it is meant that demand for the bundle is not necessarily the same as the sum of demand for the two individual products. Demand for the bundle may differ because consumers experience the bundled sale as a restriction (demand decreases) or bundling reduces costs (demand increases). If demand and costs effects are zero, bundling decreases the profits of both firm 1 and firm 2. This is true because, first, firm 1 loses profitable sales of product A. Firm 1 loses the consumers that have a high valuation for A but a too low valuation for B to make them willing to buy the bundle. Second, the lower price of B in the presence of bundling decreases both firm1’s  and firm 2’s  profits. Firm 2’s profits decrease further because there are consumers that used to only buy product B from firm 2 but now decide to buy the bundle. Although prices go down, demand for firm 1’s variant of B increases and possibly demand for A increases. However, the rise in demand cannot compensate for the decrease in prices. Admittedly, this result depends on the parameters of the model, but it is also intuitively plausible: the bundling of sales is primarily damaging the monopolistic market for A. It would be strange if increasing competition on a split market would compensate this loss.
 

Given the effects of bundling on profits, bundling may lead to leverage. When firm 1 forecloses sales and reduces margins on B sufficiently, firm 2 may be forced to leave the market. Bundling is thus a way to deter or exclude competition.

The result of Whinston (1990) is however not universal. There are some conditions for the emergence of foreclosure through bundling.


First, bundling may have an effect on demand for firm 2’s variant of product B. The effect should be such that firm 2’s profits decrease. The following demand effects may emerge. If the bundle is attractive to consumers, because it reduces search costs for example, demand for B and profits from B of firm 2 will decrease. However, the bundle may also be less attractive compared to the attractiveness of the two individual products together as it is a restriction on the consumers’ freedom. If this is the case demand for product B of firm 2 would increase, and so would profits, probably. Foreclosure will not emerge if a bundle boosts the demand for firm 2’s product.

Second, the possible cost effects of bundling influence the profitability of firm 1. If bundling generates cost reductions bundling might be profitable even in the absence of foreclosure. 
However, if there are no demand and cost effects, the bundling firm must be committed to bundling. To see why, consider that bundling is initially profit-reducing. In order to survive this initial loss-generating period, firm 1 must be determined to stick to its strategy. If it does not, firm 2 can wait for firm 1 to unbundle again because bundling is costly for firm 1. But if firm 2 knows that firm 1 will not stop bundling firm 2 is better off leaving the market because she knows that she will wait in vain for firm 1 to unbundle. Usually, technical integration of products is a good way of committing to bundling.


Further, bundling is only profitable if competitors are excluded sufficiently so that initial losses can be compensated by higher prices. In Winston’s model competitors have to leave the market altogether. Additionally, recoupment in the form of higher (or even monopoly) profits on the market for B have to be sufficiently high to compensate for the initial ‘predation phase’.


Besides these points, the relationship between the products is important. If the bundled products are complements the incentive to foreclose competitors disappears. This is true because the Chicago critique holds in this case. In the case of complements, firm 1 cannot increase its profits by excluding competitors in market B because firm 1 can already realise the monopoly profit on the bundle AB by properly pricing A and B. By pricing product B at marginal cost profits on B are zero. However, because the products are complements everyone that buys B will also buy A. Because firm 1 monopolises the market for A, it can extract all the profits on AB by pricing A such that the sum of the prices of A and B is equal to the monopoly price of AB. Therefore, restricting competition on market B does not increase profits of firm 1. 
Finally, the presented variant of Winston’s model assumes homogenous consumer valuations. If consumer valuations are not homogenous, bundling may be profitable even in the absence of the possibility of total foreclosure.
II.4.2
Nalebuff (2004), ‘Bundling as an Entry Barrier’

Nalebuff (2004) considers a  firm that is monopolist in market A as well as market B who faces entry in either market A or market B (which one of them is of no concern). Besides the price discrimination motive, this duo monopolist also has an anti-competitive motivation for bundling. This motivation is always present, whether there is entry or not, which makes the requirement of commitment obsolete. The reason is that bundling increases profits in absence of entry and reduces losses in presence of entry. At the same time bundling significantly decreases the profits of (potential) entrants which implies that bundling has a strong exclusionary effect in this setting. The result of the model holds if consumer valuations for individual products are not perfectly negatively correlated (the goods are not perfect substitutes).

The outcome emerges as follows. Suppose that the duo monopolist charges a bundle price equal to the sum of the individual products’ prices. The entrant in (let’s say) market B captures the market by charging a price that is slightly lower than the effective price of product B implied by the bundle price and consumer valuations. However, the entrant cannot serve all consumers that have a valuation for B that is higher than the price that the entrant charges. The reason is that some of these consumers prefer to buy the bundle from firm 1. So, from the start, the entrant loses sales due to bundling. Nalebuff dubs this effect the pure bundling effect. 

However, the bundle price equivalent to the sum of the individual products’ prices is not yet the price firm 1 will charge. By giving a discount on the bundle, firm 1’s profits increase further. The reason is that the marginal consumer buys two products instead of one product. The marginal consumer is thus more valuable to firm 1 which makes firm 1 prepared to pay a little premium to serve this customer. As we have seen before, this discount reduces the profit margin on product B. Nalebuff calls this effect the bundling discount effect.
II.4.3
Carlton and Waldman (2002), ‘The Strategic Use of Tying to Preserve and Create Market Power in Evolving Industries’

Carlton and Waldman (2002) expand Whinston’s analysis (1990) to allow for the possibility of entry to both markets A and B. The products A and B are assumed to be complements. In this model entry to market A is only possible after entry to market B has taken place. It is also assumed that the entrant’s variant of product B is superior to that of the incumbent. The core idea of this model is that product B may be developed to be a substitute of product A. This model is developed in reaction to the Microsoft case where the bundling of Windows OS with Internet Explorer (IE) was an issue. The fear that browsers could be developed into a substitute for Windows provided a reasons for Microsoft to bundle Windows and IE. The model could thus best be seen as an attempt to rationalise Microsoft’s bundling as a strategy to protect Windows. However, it is presumably rather uncommon that complementary products can be developed into substitutes. The model runs as follows.

Initially the monopolist benefits from entry to market B because the entrant delivers a better variant of B. This will increase demand for A as A and B are complements. However, entry to market B also yields a threat to the monopolisation of market A. When this risk is substantial it is better for the incumbent to bundle A and B in order to deter entry to market B. In a similar fashion, as in Whinston (1990) bundling reduces sales and margins for any potential entrant and thus deters entry.

II.4.4
Choi and Stefanadis (2001), ‘Tying, Investment, and the Dynamic Leverage Theory’ and Choi (2004), ‘Tying and Innovation: A Dynamic Analysis of Tying Arrangements’

Choi and Stefanadis (2001) and Choi (2004) analyse the strategic effects of bundling in the light of innovation. Their innovation models work analogously to the models of Whinston (1990) and Carlton and Waldman (2002). The only difference is that firms not only have to decide whether to bundle or whether to enter a market, but also have to decide on how much R&D to carry out. The results of these models are comparable to those of the previous models, where bundling has an exclusionary effect.
In Choi and Stefanadis (2001) entry to both market A and market B, both of which are currently being served by a duo monopolist, is at stake. Products A and B are complements and so the two are necessary to create value to the consumer. In this model there is also a market for R&D where the entrant has to realise a product innovation before entry to either market is possible. This innovation is achieved by investing in R&D. However, this process may not necessarily be successful since there is a risk to it. In this setting, bundling has the following exclusionary effect.

Because A and B are complements, in the case of bundling, innovation is needed on market A as well as B in order to make successful entry possible. This is true because products are not individually available. Bundling therefore reduces the probability of successful innovation and thus discourages entry.


Like Kühn et al. (2004) rightfully remark, the monopolist in principle gains from entry to either market A or B and only has an incentive to free one of the markets from competition.
 Just as in Carlton and Waldman (2002) entry to one market will increase the incumbent’s profits. However, there is again a trade-off between the costs and benefits of entry. If the former outweigh the latter (if entry to A is very costly to the incumbent) it is better to foreclose market B by means of bundling.
Choi’s argument (2004) is analogous to Whinston’s (1990) and considers a monopolist in market A who is also an oligopolist in market B. The monopolist and his competitor are not only involved in price competition on market B but also engage in R&D to improve their products. R&D leads to a reduction in production costs.

In this model the monopolist has an incentive to bundle his products because this increases the benefits of R&D. Just like in Whinston (1990) bundling will increase the monopolists’ sales in market B. This is initially a profit-reducing strategy due to the loss in profitable sales of A and reduced margins on B. But in an R&D setting, bundling increases the benefits of R&D because production costs reductions due to R&D apply to more products.
 Therefore, after bundling the monopolist has an incentive to expand its R&D activities. Bundling is an optimal strategy for the monopolist if the benefits of increased R&D rents outweigh the initial loss that comes with bundling. Bundling can in this setting be even optimal in the absence of foreclosure as long as R&D rents are sufficient. 

Bundling has an exclusionary effect just like in Whinston (1990). An additional effect is that the monopolist expands her R&D activities but the competitor reduces its own R&D activities. So the R&D market may tip to the monopolist as well. Unfortunately, the model does not predict whether overall R&D expenditures increase or decrease.
II.5
Welfare implications of bundling

The implications of bundling for welfare, defined as the sum of consumer and producer surplus, are ambiguous. Bundling affects welfare through many channels that may have opposite effects on welfare. This makes it impossible to derive the net effect theoretically. Because competition authorities are predominantly engaged with the protection of consumer surplus, it is valuable to have an insight into the effects of bundling on consumer surplus. In the following I discuss some partial effects. Though, it has to be noted that we cannot know about the welfare implications of bundling on the consumer surplus theoretically either. A case-by-case approach remains necessary.

First, the degree of eventual foreclosure is important. Fewer producers often mean higher prices and lower supply. When foreclosure is significant we can expect consumer surplus to be negatively effected. However, bundling may be optimal for a dominant firm even if it does not harm competition (if R&D rents are high for example). In this case it is not likely that consumer surplus will decrease, on the contrary, it might increase. Bundling which does not result in foreclosure simply reduces prices.

Secondly, bundling may have an effect on the level of R&D expenditures in the tied and tying market. Unfortunately, we do not know theoretically whether bundling increases or decreases the total amount of R&D expenditures. The effect of bundling on R&D must thus be determined on a case-by-case basis. 

Further, the price discrimination effect on consumer surplus is ambiguous as well. Price discrimination is aimed at extracting surplus from consumers. As such it reduces the surplus of existing consumers. But price discrimination may also make it economically viable for firms to serve customers with a low valuation for the product. This increases surplus. 


Moreover, consumers may gain from cost reductions achieved by bundling. One could think of reductions in transaction costs and search costs, for example.


Finally, the effect of bundling on demand is important. Demand for a bundle is unlikely to be equal to the sum of demand for the two individual products. This is due to the fact that bundling alters consumers’ willingness to pay for the two products. Their willingness to pay may decrease if they experience bundling as a restriction of their freedom. On the other hand, consumers’ willingness to pay may increase if it is efficient for consumers to buy the products in a bundle. This leads to a double gain for consumers: existing consumers gain from the cost reduction, but the cost reduction itself attracts new consumers that gain surplus by buying the bundle but would make a loss when buying the individual products. 

II.6
Network effects and multi-sided markets

A network effect is the circumstance that the value of a product increases if more people consume it. An example is the internet. The more people and databases are connected to the net, the greater the value of an additional connection. This will increase the demand for connections which again increases its value, etc. Markets characterised by network effects therefore have a high, natural rate of concentration.
 This is true because a firm with a slightly greater market share than its competitors sees its market share increase due to the existing network effects.

Because the high concentration is a result of network effects, it is not an indication of anti-competitive behaviour (as a high concentration is never by definition such an indication). However, network effects do make anti-competitive behaviour more effective because a small, temporary increase in market share is transformed into a great, permanent increase in market share. In this fashion, network effects increase the exclusionary power of bundling as well. Because network markets, like the software market, are characterised by high concentration, a dominant firm can realise high profits. Network effects thus increase the attractiveness of strategic bundling two-fold. 

Nalebuff (2003) gives the example of the effectiveness of bundling in the mobile telephony market which is characterised by network effects.
 Users of a telephone network can be considered as different ‘products’ as conversations with different people are different products. These products are distributed via different networks. In the absence of strategic pricing behaviour, telephone companies charge a fixed fee for using each others networks. In this case the consumer pays the same price for every conversation irrespective of which network is actually used. However, a telephone company may decide to bundle her products and give a discount on the bundle. This implies that conversations with people that are connected to the same network are cheaper than conversations with people that use another network than one does. The ‘bundled’ network will therefore become more attractive which increases demand for it, which again increases its value, etc. The bundling firm can thus acquire dominance because the market moves to its advantage. The exclusionary effect of bundling is increased by network effects.


In European Commission vs. Microsoft where Microsoft was convicted of abusively bundling Windows OS and Windows Media Player, the Commission made use of the concept of network effects to demonstrate that bundling in that case had an exclusionary effect.

A multi-sided market is a market where not only interactions between producers and consumers take place but where other parties are also involved in the economic process concerning the product. Take for example the market for (free) newspapers. In this market not only producers and consumers take part, but also advertisers. In a multi-sided market the producer of the product has to get other parties on board as well in order to survive.
  The producer of a free newspaper can only offer this product if advertisers are willing to advertise in the paper.  Another example is the market for payment cards. This market has more than two sides: producers, merchants and consumers. In European Commission vs. Microsoft the importance of multi-sided markets comes up again.

In a multi-sided market bundling may take place at only one of the sides of the market. In the example of payment cards, bundling is applied at the merchants’ side because they have to accept all cards. But there is no bundling on the consumers’ side as consumers are free to choose which card they use. 


Multi-sidedness is a different class of network effects because a product cannot survive in such a market unless all sides cooperate in the production of the product. A payment card is useless if merchants do not accept it. Just like network effects, multi-sidedness influences the anti-competitiveness of bundling. Multi-sidedness does not necessarily increase the anti-competitiveness of a bundle though. On the one hand, bundling is more attractive to producers because after exclusion more groups of people can be monopolised. On the other hand, if there are more sides to the market competitors of a bundling firm may have more diversification possibilities. Maybe bundling squeezes margins on side A but not on side B. In this case diversification to side B enables competitors to survive a bundling strategy. 

II.7
Concluding remarks

From the economic analysis of bundling it appears that bundling can be profitable for a bundling firm in two ways. First, in the short run due to efficiency gains and price discrimination. Second, in the long run, after foreclosing competitors.

Concerning the first type of profitability, it suffices to remark that if there are concerns about restrictions of competition, eventual efficiency claims should be investigated critically because bundling is not always necessary for realising the claimed efficiency level. This seems to be a rather tough demand in practice (see part III where case law will be discussed).


The economic knowledge concerning the second type of profitability should be taken with more care. In paragraph II.4 some models were presented that demonstrate the anti-competitive potential of bundling. However, not all of these models are as useful for competition authorities. The valuable contribution of Whinston (1990) is that it shows the theoretical possibility that bundling can be profitable due to strategic foreclosure. But actually the problem is that the bundling firm behaves too competitively in order to drive its competitor out of the market. However, the model assumes that the bundling firm does not price below marginal costs so we cannot speak of predatory pricing. This means that only the fixed costs can deter entry in market B. If the fixed costs are too low to deter entry, bundling only reduces prices. Moreover, this model implies that a bundling firm only bundles if it knows that the fixed costs will deter entry. In court a competition authority would thus have to show that a bundling firm knew that this was the case in order to establish an abuse, which is a very difficult thing to accomplish.
 The second problem with Whinston (1990) is that it cannot explain why firms bundle complements with the aim of foreclosure even though most case-law concerns bundling of complements (see part III). As mentioned before, bundling of complements cannot increase profits after foreclosure because all the monopoly profits on A and B can be made through appropriate pricing of A and B. In order to analyse the case law we thus need a model that shows how and why bundling with the aim of foreclosure is economically rational.

This analysis is supplied by Carlton and Waldman (2002). They show that it can be optimal for a firm to bundle complements if one of the products can be developed into a substitute for the originally monopolised product. The idea is simple: a firm better control the markets that may damage its monopoly. Bundling is a means of controlling these potentially rivalling markets. The same intuition is the driving force behind Choi and Stefanadis (2001). In their model the monopolist in principle gains from product innovations in market B. However, if entry to B imposes a threat to the market A monopoly, it is better to foreclose market B.

Choi (2004) is unique in the sense that the profitability of bundling partially depends on the effects of bundling on R&D activities. Bundling can increase profits because bundling increases future R&D rents. It is needless to say that this effect may be outweighed by the costs of future R&D. But if not, bundling may be optimal even if it does not induce exit. The limitation of this model is that it does not predict what happens to the total R&D expenditures after bundling. Bundling may decrease as well as increase R&D. 


Nalebuff (2004) considers a duo monopolist that expects entry in one of its two markets. The conclusion of this model is unambiguous and useful: a firm in this position always has an incentive to bundle. If it faces entry, bundling reduces the loss that derives from entry. If there is no entry, bundling increases profits. At the same time bundling has a strong exclusionary effect because it reduces the profits of an entrant significantly. However, because bundling is always economically rational for the firm, this model asks for a balance between efficiency gains from bundling and potential social costs through exclusion. The model itself does not inform us concerning this trade-off.

The profitability of bundling due to foreclosure (contrasted to profitability due to cost savings, demand effects, etc.) exists only in the long run. Investigations of allegedly abusive bundling must therefore always establish that bundling now reduces competition in the future.
 In an actual case, a competition authority must therefore develop a theory that demonstrates that bundling increases the sales of the bundling firm and that this will reduce future competition to the advantage of the bundling firm. The most important constituent of such a theory is the mechanism that transforms small, temporary increases in sales into greater, permanent increases in sales and reductions in competition. Network effects are very suitable for this job as they entail just what is demanded from the theory about the anti-competitive effects of bundling.


Just like network effects, multi-sidedness of the market also affects the strategic effects of bundling. Multi-sidedness gives competitors more opportunities to survive a competitor’s bundling strategy but it may also increase the attractiveness of strategic bundling.


Finally, a remark regarding the welfare implications of bundling: welfare analyses are important in the application of competition law. However, from the discussion of the welfare implications of bundling it appears that they cannot be determined theoretically which means a case-by-case approach of bundling is required. As a full-fledged welfare analysis is very costly in terms of time and resources, the proposed treatment schedule (part V) reserves a welfare analysis for the final phase of the schedule.
III
Bundling case law

III.1
European abuse cases

Legally it is possible to deal with bundling on the basis of Art. 101(1), sub e and Art. 102, sub d TFEU. In the past both articles were applied but as time moved on more use was made of Art. 102.

In this part I will discuss the treatment of bundling by the judiciary. Crudely, one can distinguish three different attitudes of the judiciary towards bundling.
 In the seventies and eighties bundling was always declared illegal. There was hardly any or no attention at all for possible efficiency motives for bundling. Neither were the Commission’s decisions based on investigations of, for example, the actual exclusionary effects of a given bundle.
 

In the nineties bundling partly lost its status of illegal. Langer (2007) distinguishes four aspects of the judiciary’s treatment of bundling in this decade.
 First, sometimes bundling was still condemned as per se illegal. But, second, this attitude was enriched with a more open standing toward the possible efficiency gains of bundling. Third, the judiciary tried to base her verdicts more strongly upon economic knowledge. Finally, more attention was devoted to the establishment of actual dominance which was assumed to be present too quickly in previous times.


From the year 2000 on, the Commission and judges paid significantly more attention to economic considerations. Dominance was not easily assumed, efficiency motives played an important role and the demonstration of foreclosure became a condition for concluding an abuse.


In the following I will discuss some cases that are illustrative for each period. The verdicts reached in the cases will also be compared to the economic analysis given in part II.

III.1.1
Seventies and eighties

Clear illustrations of the formal approach taken by the Commission are the cases Windsurfing International and Napier Brown vs. British Sugar. Indicative for the limited role of economic insights concerning bundling is that in these cases Art. 101 was used (prohibition of competition-restricting agreements) instead of the use of Art. 102 (prohibition of abuse of dominance).

Windsurfing International
 - requirement of selling a specific complement

Windsurfing International Inc. (WSI) owned a patent for the sailboard rigs it had developed. WSI licensed German firms to produce and sell the rigs on the condition that rigs were only sold in combination with WSI’s sailboards. The Commission concluded that this agreement was abusive under Art. 85(1), sub b without even investigating the degree of foreclosure and the welfare implications for consumers.
 The Commission motivated its decision by stating that the agreement implied a restriction for the licensed firms on selling rigs, with or without sailboards. In addition to this, competing suppliers of sailboards were illegally prevented from selling rigs to the licensed firms.


Although WSI claimed that the agreement was aimed at ensuring consumers used the right sailboard with the right rigs, the Commission did not pay attention to this quality concern. It denied the valence of the argument by stating that “…standards of quality and safety may fall outside the scope of article 85(1) only if they relate to a product actually covered by the patent, if they are intended to ensure no more than that the technical instructions as described in the patent are in fact carried out and if they are agreed upon in advance and on the basis of objectively verifiable criteria.”
 The Commission thus did not recognise the economic importance of quality insurance through bundling. Instead it only considered the agreement as restricting competition. The European Court of Justice (ECJ) agreed with the Commission.
From an economic perspective the administration of justice in this case is inadequate. The denial of the quality argument is formally motivated but lacks all economic sensitivity. The quality argument is not a priori without any credit. It may indeed be the case that the rigs developed by WSI perform badly on other sailboards compared to those produced by WSI. So there is a possibility that bundling is needed for the exploitation of the patent. The Commission did also not investigate whether the agreement did actually result in foreclosure nor did it analyse the welfare implications. Moreover, the Commission did not investigate whether WSI had a dominant position on the market for rigs which is not implied by a patent on WSI’s own rigs. If WSI was not dominant, monopolisation of the market for sailboards is impossible via bundling and there would be no reason for finding an abuse. Finally, competition on the market for sailboards should be significantly constrained so as for bundling to work exclusionary. As the Commission did not investigate this it reached its conclusion too fast.

Venit (1986) remarks that the judgement of the Commission is based on “…the assumption that there is something inherently anti-competitive in the patent monopoly and that patent licenses (...) warrant(s) stricter treatment.”
 The Commission appears to have had a suspicious predisposition towards bundling by a patent-owning firm. Langer (2007) also thinks that the judgement of the Commission was too formal and did not do justice to the economic circumstances of the case.

Napier Brown v. British Sugar
 – bundling of product and its delivery

The dispute between Napier Brown, at the time of the case the biggest sugar trader in the UK, and British Sugar, a monopolist in the production of raw sugar and the biggest seller of raw sugar, concerned a bundling clause, amongst others. The bundling clause as employed by British Sugar entailed the refusal to supply sugar at factory prices. British Sugar was only prepared to supply sugar at delivery prices which constitutes, de facto, the bundling of two products: sugar and the delivery of sugar. The Commission concluded, without investigating the economic effects, that bundling implied an abuse of British Sugar’s dominant position. The reasons were that there was no objective necessity for bundling and that bundling “…eliminated all competition in relation to the delivery of the products.”
 The bundling case was thus condemned abusive under Art. 86.

In light of the economic knowledge concerning bundling, it is doubtful whether British Sugar tried to foreclose the market for sugar transportation. Most likely, the Chicago critique applies as the transportation market is very competitive. Hence, foreclosure through bundling is impossible. 

The Commission did not see any objective necessity for the bundle. Indeed it does not seem very likely that bundling in this case realises efficiencies. It is unlikely that a transport service internal to British Sugar operates more efficiently than competitors as the transportation market is very competitive. Therefore, it is also unlikely that outsourcing increases transportation costs. A transporter accustomed to British Sugar’s wishes should be able to provide services efficiently. Quality concerns also do not seem to be a good reason for bundling. It does not matter who transports it, for the quality of the sugar. As the bundled goods are complements price discrimination is not a good explanation for the bundle either as the gains from price discrimination are very small when a bundle concerns complements. 

Although there does not seem to be many efficiency motivations for the bundle in case, one cannot assume, like the Commission did, that British Sugar abused its dominant position by bundling the product (sugar) and its transportation. A per se prohibition seems therefore inappropriate. 

III.1.2
The nineties

Important cases in the nineties are Hilti, Tetra Pak II and Sacem. In all cases the per se approach is enriched by efficiency concerns. The Commission as well as the judiciary take an open stance towards possible efficiency gains generated by bundling. Although investigations of actual market effects of bundling remain absent, the administration of law is based more on economic considerations.

Hilti
 - classic bundle; efficiency defence rejected

Hilti produced licensed nail guns as wells as the necessary licensed cartridges and (non-licensed) nails. The cartridges and nails had to be used in fixed quantities and could only be used once. The Commission ruled that Hilti had a dominant position on all three markets.
 
Hilti sold the cartridges on the condition that customers also bought the complementary nails. The Commission judged this bundle to be abusive under Art. 82 EC Treaty because the bundle denied consumers the choice of nails and because it foreclosed competition in the market for nails.
 Hilti defended the bundle by arguing that it was aimed at ensuring product quality. The Commission rejected the argument by pointing out that it was not Hilti’s responsibility to guard the market from qualitatively inferior products.
 The Court of First Instance (CFI) as well as the ECJ confirmed the Commission’s decision in full.
From an economic perspective it can be doubted that this ruling is adequate. First, Hilti had no advantage from excluding rivals from the market for nails. To see why consider that cartridges and nails are complements. This enables Hilti to capture any possible monopoly profit on the sales of cartridges and nails trough appropriate pricing of both complements. Therefore it seems there is no economic rationale for excluding competition on the nail market. Moreover, as the nail market is rather competitive, foreclosure may be even impossible to achieve.
 In addition to this, nails have alternative uses which give Hilti’s competitors the opportunity to differentiate their products.
 For the reasons mentioned above few commentators think that this bundle was anti-competitive.


Price (1990) does think this bundle was anti-competitive. She mentions that the bundle had a negative effect on the market for nails in general. The bundle would increase the production costs of Hilti’s competitors as Hilti denied them adequate scale by bundling.
 However, the bundle is unlikely to have this negative effect as nails have alternative uses which give firms the opportunity to diversify. 

The second comment to be made is that the Commission rejected Hilti’s quality argument too easily. The Commission rejected the argument by stating that it is not Hilti’s responsibility to ensure the quality of products traded on the markets involved. However, any damage that might occur through inappropriate matching by consumers (like inferior product quality and warranties) is on the account of Hilti. So the bundle is indeed aimed at the prevention of costs. The motivation for the Commission’s rejection is therefore misguided because it neglects this concern entirely. Langer (2007) also deems the quality argument relevant.


Korah (1997) and Price (1990) argue that Hilti used the bundle with the aim of measuring the intensity of use of cartridges and nail guns.
 This information is important for Hilti because it enables price discrimination. However economically relevant the explanation may be, it does not apply to the case at hand as cartridges and nails are used in fixed proportions. As such the quantity of sold nails does not reveal preferences for cartridges and nail guns as consumers do not have the opportunity to sort themselves according to their preferences.


Finally, Jones and Sufrin (2008) remark that the Commission did not investigate the market circumstances thoroughly enough. In fact the Commission applied a per se test because the existence of dominance and two different product markets and the absence of an objective justification were enough to condemn the bundle abusive.


Concluding, there is little reason to believe this bundle was anti-competitive as it was not likely to lead to foreclosure but, in fact, was aimed at achieving efficient product matching. The Commission’s decision in this case seems wrong.

Tetra Pak
 –customary practice found abusive; efficiency defence rejected
Tetra Pak had a dominant position on the market for aseptic liquids packaging machines and on the market for the required packaging cartons. (Aseptic machines are being used for the packaging of long-life products.) Tetra Pak's market shares were 95% and 89% respectively. As such, Tetra Pak was virtually a duo monopolist. Tetra Pak engaged in bundling by tying the sale of machines to the sale of carton.

Although Tetra Pak argued that the practice was customary in this market, the Commission decided that bundling was abusive under Art. 86, sub d. The Commission rejected Tetra Pak’s argument because there was no objective reason for the bundle.
 The CFI further confirmed the Commission’s decision by stating that “…usage that is acceptable in a normal situation, on a competitive market, cannot be accepted in the case of a market where competition is already restricted.”


Tetra Pak also argued in Court that the bundle was aimed at ensuring product quality, and hence public health, and at protecting the image of Tetra Pak. The CFI rejected this argument by citing Hilti, where it ruled that it is not the responsibility of a dominant undertaking to fend off products of inferior quality.
 Moreover, the same effect could be achieved by other means than bundling like informing consumers about the specifications of the cartons to be used. The ECJ confirmed the CFI’s ruling.
From an economic point of view the ruling in Tetra Pak II is appropriate. Tetra Pak, being a duo monopolist fits nicely with the analysis of Nalebuff (2004). Applying this analysis to the case in hand, it appears that there is a significant risk of foreclosure.


Because Tetra Pak is a monopolist in the markets for both machines and cartons it is able to effectively shield both markets from competition by bundling. Bundling is also a ‘dominant strategy’ for Tetra Pak because in case of entry it reduces the losses due to entry and in case of absence of entry it increases its profits. The bundle in case has a strong exclusionary effect because it reduces competitors’ profits on carton significantly. 

It can be countered that Tetra Pak has no incentive for foreclosing competition on the market for machines and cartons as both products are complements. Initially this line of thinking is plausible because full monopoly profits on the two complements can be realised by appropriately pricing both products, irrespective of the level of competition on the market for cartons. However, there is reason to believe that this was not possible in the case at hand. The reason is that a packaging machine is a long-term investment while carton is bought at a high frequency. As it is difficult to estimate future demand for carton when selling a machine, it is difficult to extract all the monopoly profit via the sale of machines. To overcome this problem, Tetra Pak could gain direct control of the market for cartons by tying the cartons to machines. Whether this reasoning holds is something that should have been investigated. An important aspect of this investigation would be the degree of stability of demand for carton.


Nalebuff and Majerus (2003) are of the opinion that the bundle was aimed at facilitating price discrimination.
 From the sold quantities of carton, Tetra Pak could infer the intensity of use of packaging machines. Langer (2007) argues that this way of metering was flawed as valuations for machines differ in the various countries where Tetra Pak was active. The sale of carton therefore does not give accurate information about the valuation for machines because this information is mixed with information about the valuation for the combined products.
 Langer’s reasoning omits the fact that Tetra Pak also divided the market into national markets. Tetra Pak could thus apply price discrimination in the various sub-markets. According to Nalebuff and Majerus (2003) the price discrimination strategy was very effective implying that social losses were very small and a large part of the consumer surplus was gained by Tetra Pak.

The Commission’s decision lacks a treatment of the price discrimination effect of the bundle. This is a shortcoming as the price discrimination effect may be favourable to consumers in two ways. First, price discrimination may make it possible to serve consumers with a low valuation for the products. Second, price discrimination sometimes helps firms survive the economic process because they extract extra rents from consumers. It may be the case that Tetra Pak needed these rents in order to survive. 

The Commission was right in rejecting the quality argument given by Tetra Pak. It is true that Tetra Pak could suffer from damage to its image due to inappropriate matching by consumers. However, Tetra Pak had the right to inspect sold machines on the proper use of carton. This enables Tetra Pak to condition warranties on the proper use of carton. It is likely that this incentivises consumers to use proper carton.


By conclusion, the Commission’s decision is rather adequate as the bundle leads to foreclosure and seems to lack an objective necessity. Still, the price discrimination effect should have been taken into account as it may have been favourable to consumers. This possible gain is countered, though, by a loss as the bundle enables Tetra Pak to directly monopolise the market for cartons.

Sacem Tournier
 - Commission uses an efficiency explanation in a bundling case
Sacem is the French national music copyright organisation. In 1989 it refused to give a discount to a club called Whiskey à GoGo that only wanted access to the English speaking part of the repertoire represented by Sacem. Therefore Sacem effectively offered only a bundle of all its products. 

The Commission approved the bundle as it was efficiency enhancing. Unbundled sales would complicate the supervision task of Sacem which would result in higher costs.
 The Commission further remarked that Sacem's monopoly was in principle legitimate. However, if access to only a part of the repertoire is denied, it constitutes an abuse under Art. 85 unless this achieves significant efficiencies. It was up to the national court to judge whether this was indeed the case.

Economically speaking this decision is biased. Although the efficiency argument is relevant it is not the only interest the Commission should take into account: it also has to weigh the impact on consumer welfare. If cost reductions are relatively low and losses in consumer welfare are high, it is better to prohibit the bundle. In light of this critique, it is important to analyse to what extent consumers gain from the cost savings due to bundling.

III.1.3. Since 2000

The most important bundling cases in the latest decennium concern Microsoft at both sides of the Atlantic. Besides extensive coverage of these important cases the Commission’s decision not to investigate bundling by IMAX will be discussed shortly. Finally, I will argue that the case Van den Bergh Foods, which is considered a bundling case in the literature, in fact is not.

In this period the Commission and judges alike base their decisions to a large extent on economic considerations. The per se approach has been replaced by a rule-of-reason approach which is directed at the actual effects of alleged abuses on competition and consumer welfare. Concretely, this means that thorough examination of market power, foreclosure and (in)efficiencies is required. Langer (2007) mentions only De Post as an exemption to the economically sensitive approach the Commission takes.

Microsoft
 – bundling of Windows and Windows Media Player

In March 2004 the Commission decided that Microsoft’s bundle of Windows OS and Windows Media Player (WMP) was abusive under Art. 82 EC Treaty. Here follows a summary of the bundling part of this case.

The Commission first established that the market for operating systems (OSs) and Streaming Media Players were separate markets. Microsoft had a market share of 90% on the market for OSs. At the same time there were significant barriers to entry in this market due to network effects: Windows was much more valuable than other OSs as it was used massively. The Commission argued that on top of that there were indirect network effects that even further strengthened the position of Windows and WMP. The indirect network effects consisted of the mutual value adding working of Windows and WMP together. The popularity of Windows and WMP depends in part on the number of applications developed for Windows and WMP. On the other hand, firms which develop applications customise their products to the platform with the highest presence (Windows) in order to reach as many consumers as possible. As a result of these dynamics, the position of Windows and WMP becomes stronger the greater their presence. In the case of WMP, the bundle exactly creates the greater presence that makes WMP attractive to application developers.

The Commission found the bundle abusive under Art. 82 because: 1) Microsoft had a dominant position on the market for OSs, 2) Windows and WMP are separate products, 3) the bundle is pure, that is, WMP and Windows are not separately available, and 4) the bundle forecloses competition in the market for media players.


Microsoft did not dispute the claim that it had a dominant position in the market for OSs. But it did dispute the claim that Windows and WMP were separate products. According to Microsoft they formed one integrated product. The Commission rejected this reasoning based on the facts that there were separate demands for Windows and WMP and that there existed producers of media players only. Concerning the third point, the Commission pointed out that Windows was only available with WMP. Other media players could be installed as well but WMP could never be removed. The Commission based the fourth point on its indirect network theory. According to this theory the bundle distorted competition in the market for media players to the advantage of Microsoft because the presence of Windows was used to enlarge the presence of WMP. Because network effects increased WMP's value once it had a greater presence, WMP ‘parasites’ on Windows. Microsoft could thus use the presence of Windows to set WMP as the new standard for media players. This would lead to foreclosure of competing media player developers as they could never saturate the market to the extent Microsoft could with the help of Windows. Moreover by ‘stealing’ sales Microsoft reduced the profits of its competitors significantly.

Microsoft countered that it is efficient for consumers to buy a ‘ready-to-use’ PC that already has WMP installed on it. The Commission rejected this argument as it is not necessarily WMP that serves this demand. Instead, the consumer could select the media player she likes to be pre-installed.


The Commission imposed the remedy to sell Windows and WMP separately. Microsoft was allowed to also offer the bundle but not at a discount. Microsoft also had to guarantee that the unbundled version of Windows was of the same quality as the bundled version. On September, 17, 2007 the CFI rejected the appeal concerning all the points mentioned above. 
In this case the Commission had a detailed eye for economic considerations. Langer (2007) notes that in this case for the first time foreclosure is an explicit condition for establishing abusive bundling. Indeed, the Commission aimed to vindicate the claim that the bundle foreclosed competition in the market for media players with its indirect network theory. The validity of this theory has not been established empirically though. The Commission defended itself for this by noting that the supervision on competition comes too late if the market for media players has already tipped.
 After questioning the indirect network theory first
, the CFI accepts it in its ruling of September 17, 2007.


The question is whether the indirect network theory makes sense. It seems to do. The situation at hand concerns a monopolist in market A (OSs) versus several oligopolists in market B (media players). This means foreclosure is possible. The network effects even increase the likelihood of this possibility. Moreover, due to the same network effects gains from exclusion are significant. Nevertheless, commentators are divided over the question whether Microsoft’s bundle was aimed at foreclosure. Langer (2007) thinks it was.
 Picker (2005) even thinks that the bundle would increase Microsoft’s profits in the short run.
 This does not seem very likely however because a bundle principally negatively affects the monopoly and therefore reduces profits in the short run (unless there are demand and cost effects that increase profits). Ayres and Nalebuff (2005) deny that Microsoft bundled with the aim of foreclosing competition and thus increasing profits on WMP.
 To illustrate their point Ayres and Nalebuff construct a ‘Chicago School one-off game’ which is essentially the same as a static analysis of the profitability of bundling. The game is as follows. Suppose Windows is worth $100 to every consumer. Real Player has a value of $3 and WMP $2. Also suppose that Real Networks will not leave the market unless the price of Real Player drops below $0 (which is a reasonable assumption as the marginal costs of producing Real Player are close to zero). If the price of Real Player is zero, Windows is worth $103 to a consumer because Real Player can be downloaded for free. The bundle of Windows and WMP is worth only $102 though. The conclusion is that bundling is actually a losing strategy. The point of Ayres and Nalebuff's ‘Chicago School game’ is that a monopolist of a complementary product has no incentive to exclude producers of the other complement. The reason is that the monopolist can already extract all the monopoly profits on both products. Indeed, Windows has no incentive to exclude competitors on the market for media players.

Ayres and Nalebuff recognise another motive for bundling Windows with WMP. The motive is the same as the intuition behind the model of Carlton and Waldman (2002). The bundle would limit the threat that the Windows monopoly being attacked via rival media players. In the American Microsoft case (see part III.3), where Microsoft bundled Windows with Internet Explorer, it was believed that internet browsers could be developed into a substitute for OSs. In similar fashion Microsoft could prevent the development of substitutes for Windows based on media players by excluding competitors from the market for media players. According to Microsoft this was not the reason for the bundle as media players do not have the potential to become a substitute for an OS.


Kühn et al. (2004) argue that not only the competition in the market for media players is relevant but also the competition on the market for application coding software.
 The market for media players is multi-sided: there are producers of media players, application writers and consumers but there are also producers of application coding software. Media players need this coding software in order to run applications. Coding software developers write their software for specific media players. The software is included with the sale of a media player and distributed to application writers. As coding software is specific to every media player, one media player cannot play applications written for another media player unless this media player is also installed on the PC. 

The market for application coding software is characterised by strong network effects because application developers want to develop applications that are accessible to as many consumers as possible. Hence, they write their applications in a code that can be decoded on as many PCs as possible. Therefore, the greater the presence of a certain coding software, the greater its value will be. According to Kühn et al. (2004) the bundle made the market for application software tip to Microsoft as well. They argue that the bundle implied a significant social welfare loss because it restricted innovation on the application coding software market which is at the forefront of developing internet technologies. 


It can be concluded that the Commission paid extensive attention to economic considerations relating to the case. It investigated actual market circumstances and provided a good theory explaining why the bundle would lead to foreclosure. Moreover, the Commission evaluated an efficiency claim even though it rejected it later on. The Commission can thus be said to have taken a proper economic approach in this case.
Euromax v. IMAX
 – bundle of product and required maintenance services
IMAX has a patent to produce exceptionally large movie systems that enable a significantly larger projection compared to the average cinema. IMAX develops, produces and licenses this product. Buyers of the product are obliged to let IMAX perform the necessary maintenance services. Euromax, a firm that also offers maintenance services to cinemas filed a complaint to the Commission accusing IMAX’s bundle of restricting competition in the market for cinema maintenance services which should be condemned as abusive under Art. 82 EC Treaty.


The Commission however disagreed with Euromax as, first, IMAX has a right to protect its licensed product, and second, having considered the exceptional character of the product IMAX delivers, the bundle ensures product quality. 

The Commission’s decision in this case is biased. Indeed, patented products require protection in order to foster innovation. Nevertheless, there is still a balance to be made between innovation concerns and competition concerns. If the patent does not generate as much welfare as free competition, the Commission’s decision could better be reverted.

Van den Bergh Foods

The case Van den Bergh Foods cannot be considered a bundling case. Van den Bergh, a dominant undertaking on the market for ice creams, provided retailers with free freezer cabinets on the condition that only Van den Bergh’s ice would be sold from the freezer cabinets. This agreement cannot be considered as a form of bundling as the customer is not obliged to buy ice creams with a freezer. Instead, Van den Bergh only conditionally gives away a free freezer cabinet. Moreover, if we do consider the agreement a bundle, foreclosure is not likely at all given that Van den Bergh has no market power on the market for freezers and the bundle can be matched by competitors.
III.2
Merger cases

In contrast to the US, in the EU bundling plays an important role in merger control. The Commission deals with mergers on the basis of the Merger Regulation Act of 1989.
 Since 2004 the Commission uses, on the basis of the amended regulation, the SIEC test which stands for Significant Impediment of Effective Competition. The Commission can thus block a merger or demand remedies if a proposed merger threatens to significantly restrict competition.

Analogously to the development of competition law in ex-post regulation, ex ante regulation also developed from taking a formal-legal approach to taking an effect-based approach. Crudely, one can again distinguish three periods in this development: the early cases characterised by a per se approach. Since the nineties this approach is enriched with some attention for efficiency claims and since 2000 the Commission takes the rule-of-reason approach. In the following I will discuss an important and illustrative case for each period from an economic perspective.
III.2.1
Early case

ATR/Havilland
 - risk of bundling blocks merger

Aerospatiale and Alenia are both big players on the market for regional aircrafts. Together Aerospatiale and Alenia control ATR, a joint venture in which both firms cooperate in the development and exploitation of regional aircrafts. ATR proposed a merger with De Havilland, an entity owned by Boeing specialised in the production of regional aircrafts. The Commission blocked the merger because it would have lead to significant foreclosure. The Commission gave the following motivation for its decision.

The Commission first established three relevant sub-markets: the markets for aircrafts with a capacity of 20-39, 40-59 and over 60 chairs. The proposed merger would lead to a market share of the merged entity of 72% on the middle-sized aircrafts and 74% on the market for big aircrafts. Therefore the merged entity would have been considered dominant on both markets. Besides this, the merged entity would be the only firm active in all three sub-markets.
 This lead to the concern that the merged entity would have been able to bundle its products, which could restrict competition. The merged entity could for example engage in mixed bundling by giving a discount on aircrafts in market A on the condition that the consumer would also buy a market B aircraft.
 The Commission also argued that that the merged entity’s long product line increased the risk of foreclosure. As consumers have an incentive to buy aircrafts from only one producer due to high installation costs in terms of employee training and spare parts inventory costs, the merged entity could much better serve their demands.
 Thus, the risk of strategic bundling and the superior position resulting from a long product-line made the Commission block the merger.
An economic analysis of this case does not render it likely that the merger would indeed lead to strategic bundling. Although the products that could be bundled are not complements, which means that exclusion is potentially profitable, the merged entity would only engage in mixed bundling. Mixed bundling is not very successful as a foreclosure device as consumers are free to buy whatever (bundle of) products they like. So the potentially offered bundles would not lead to foreclosure. Eventually, a bundle could be offered at a significant discount such that buying the bundle would be the only economically viable option. As such it might be abusive but one cannot speculate in advance about the discount given on the bundle.


The second comment concerns the fact that the Commission did not evaluate any efficiency gain that could potentially justify the bundle. On the contrary, the efficiency gains that would have been generated by this merger were a reason for the Commission to block the merger.
 As mentioned before the long product-line of the merged entity would help consumers reduce installations costs because they could buy more types of aircrafts from the same producer. The Commission however saw this as a threat instead of a gain as this efficiency enhancement would allegedly give the merged entity a superior position. This attitude is at least remarkable. Prima facie, an efficiency gain should be for a proposed merger. Only when the Commission shows that the efficiencies are outweighed by the inefficiencies due to increased dominance its decision is sensitive. 

Be this as it may, I do not argue that the merger should not have been blocked. What I do argue is that the Commission failed to show why the merger would lead to foreclosure and damage to consumer welfare due to bundling. 

III.2.2
The nineties

Coca-Cola/Amalgamated Beverages
 and Coca-Cola Company/Carlsberg
 - ‘portfolio power’ and ‘must stock products’
In general in the nineties, and also in these two cases, the concept of ‘portfolio power’ played an important role in the regulation of mergers by the Commission. Portfolio power exists when a firm has a long product-line which gives the firm “greater flexibility to structure (its) prices, promotions and discounts, (it) will have greater potential for tying, and (it) will be able to realise economies of scale and scope in (its) sales and marketing activities. Finally, the implicit (or explicit) threat of refusal to supply is more potent.”
 Portfolio power thus refers to a firm’s portfolio-based ability to apply all kinds of leverage techniques. Portfolio power evolves more easily when one of the exploited products is a ‘must stock product’. In the cases discussed in this part a must stock product is cola. A must stock product is a product for which exists strong demand implying market power for the firm selling it. In theory this market power can be leveraged into all the product markets that belong to a firm’s portfolio.

In Coca-Cola/Amalgamated Beverages the question was whether a merger between the two firms would lead to strong portfolio effects. The concern was that the merged entity would leverage its dominance in the cola market into other soft drink markets by giving discounts on cola conditional on the sale of other soft drinks. In the end the Commission deemed the merger safe as Amalgamated Beverage already had significant portfolio power and the merger would not strengthen this position. 

In Coca-Cola Company/Carlsberg the Commission reached the opposite conclusion. In the Danish soft drink market Coca-Cola and Carlsberg had a market share of around 45% and 15% respectively. Carlsberg also had market shares of 50% in the markets for packaged water and beer. According to the Commission a portfolio containing Coca-Cola, Carlsberg beer and packaged water would form such a large portfolio that each products competitive power is much greater than when it was sold on an individual basis.
 On top of this, Coca-Cola was considered a must stock product which would be a significant advantage for the merged entity. Finally, the Commission argued that the market is sensitive for economies of scale. This would also be in the advantage of the merged entity as it could benefit from reduced transportation costs by combining transport of the three different goods.
 The merger was therefore allowed on the condition that Carlsberg would sell some of its activities.
In this case the Commission did not investigate market circumstances in order to verify its portfolio theory. Instead the Commission just claims that the joint exploitation of the products increases the products’ individual competitive strength. It is a shortcoming that the Commission did not show how portfolio effects could lead to foreclosure and how great the risk of foreclosure was. Considering that this case concerned mixed bundling it is not at all clear that bundling would have lead to foreclosure.

As in ATR/Havilland the Commission’s argumentation that a merger would lead to excessive growth in market power relies critically on the market circumstances. The merger of ATR and Havilland would lead to a significant increase in portfolio power because airline companies have an incentive to buy their aircrafts from the same producer. In Coca-Cola Company/Carlsberg an important part of the alleged increase in portfolio power stems from the realisation of economies of scale in the transportation market. It seems that portfolio power is not a force that leads to foreclosure independently. On the contrary, it is an obscure concept that simply posits the possibility of foreclosure. It is not at all clear why a large portfolio leads to foreclosure. It is indeed true that a large portfolio gives an undertaking more possibilities to offer bundles. Nevertheless, a bundle only leads to foreclosure if the conditions analysed in part II are met. Therefore it is unclear what the concept of ‘portfolio power’ adds to our knowledge concerning the exclusionary effects of bundling. It seems that portfolio power is simply an umbrella term for all kind of comparative advantages stemming from a superior firm size. This means that the Commission should specify more clearly why a merger would lead to foreclosure and how great the risk of foreclosure is. If the risk is substantial the Commission stands for the task to show that the efficiencies resulting from the merger are outweighed by the inefficiencies resulting from eventual foreclosure.


The above discussion should not be interpreted as aimed against the regulation of mergers. The thesis is that the concept of ‘portfolio power’ is superfluous in the analysis of possible foreclosure effects of mergers due to bundling. A concomitant thesis is that the Commission unnecessarily creates suspicion about comparative advantages stemming from large portfolios.

III.2.3
Since 2000

Tetra Laval

Tetra Pak again shows up in a Commission’s decision. This time the Commission blocked a merger between Tetra Pak and Sidel. Both firms were active in the packaging industry. The relevant market in this case concerned the market for the packaging of liquid food. The Commission partitioned this market in four submarkets along two dimensions: aseptic or non-aseptic packaging and carton or PET packaging. Tetra Laval was found to have a dominant position in the market for aseptic carton and a leading position in the market for non-aseptic carton (market shares of around 85%). Tetra wished to merge with Sidel, a firm with a strong position in the market for PET packaging machines (market share of 65%). 


The Commissions argumentation for blocking the merger was based on the double possibility for the merged entity to engage in bundling. On the one hand, Tetra’s dominance in the carton market could be leveraged to the market for PET packaging. This would lead to foreclosure in the PET market. On the other hand, bundling would protect the near-monopoly in the carton market.
 Although Tetra and Sidel announced they were willing to commit themselves to not bundling for the next ten years, the Commission rejected this offer and blocked the merger.


In appeal, the CFI took a very critical stance on the Commission’s decision and refuted it. The CFI accepted the possibility that a merger be blocked on the basis of the risk of foreclosure through bundling. But in order to reach this conclusion legitimately, the CFI set the standard high for the Commission. The Commission had to investigate thoroughly the circumstances that lead to, as well as evidence of the substantial likelihood that dominance grows or emerges in the near future, in a market other than the main market (in case the market for carton).
 In order to assess the risk of foreclosure the Commission should have correctly investigated the level of competition on the market that could be monopolised. Moreover, in the assessment of possible exclusionary effects, the influence of Art. 82 on the firms behaviour has to be taken into account. Finally, the Commission should have dealt more adequately with the merged entities’ willingness to commit to not bundling. The ECJ confirmed the CFI’s ruling.
From an economic point of view, the administration of law in this case deserves praise. The CFI forces the Commission to take an effect-based approach and to gather evidence for its theory of foreclosure. It needs to be said that the case does not need the extensive treatment it received in the first place. The reason is that bundling with the aim of foreclosure is not economically rational in this case. To see why consider that carton and PET packaging are substitutes. This means that foreclosure in the market for PET packaging is not possible. Bundling is ineffective because those customers that buy PET packaging from a competitor will not shift to buying the bundle because carton has no value to them. In short, bundling does not enable a firm to ‘steal’ sales from a competitor if the goods are substitutes.


Even though the goods offered by the merged entity are not complementary, still there is demand for both products from the same customers as many customers packaged different products in carton and PET bottles.
 This renders bundling attractive because it reduces transaction costs. So this case is a clear-cut example of a bundle that is not exclusionary but efficiency enhancing.

Kühn et al. (2004) also hold that the Commission failed by not specifying a mechanism through which bundling would lead to a permanent increase in the dominant position of the merged entity.
 In their eyes, the Commission created a ‘laundry list’ of possible instances of leverage, but as the precise specifications of these instances remain unclear it is impossible to find evidence for the Commission’s allegations. Nalebuff (2003) goes further by stating that there was no risk of foreclosure through bundling in this case. On the contrary, as carton and PET bottles are substitutes the merger between Tetra and Sidel should be regarded as a straight forward horizontal merger. This reduces competition in a direct way which also benefits competitors. The result is that prices increase and consumer welfare decreases.


By conclusion, the proposed merger between Tetra and Sidel is probably problematic but certainly not because of the risk of foreclosure through bundling.

III.2.4
Ex ante or ex post regulation of bundling in merger cases?

Bundling is a complicated topic in competition law and practice. One of the reasons is that the welfare effects of bundling are difficult to measure. Given this difficulty ex post regulation of bundling is complex. Uncertainties inherent to ex ante regulation, like estimates of future dominance, price levels and degrees of competition, imply a double complexity of ex ante regulation of bundling. The risk of type II errors (blocking welfare enhancing mergers) because of fear of possible foreclosure through bundling is substantial. From a practical and welfare point of view, restricting the regulation of bundling with the use of Art. 102 TFEU is therefore desirable.


Considering the possibility to monitor merged entities, it is even harder to see the necessity of ex ante regulation of bundling. In the event that a merged entity engages in bundling, competition authorities can intervene if necessary. This eliminates the risk of blocking efficient mergers.


Given the previous arguments there is substantial support for limiting the regulation of mergers concerning bundling. Langer (2007) states: “Considering the power of Art. 82, it is doubtful whether merger control is necessary in this area.”

III.3
Bundling under US law

The American administration of law in bundling cases changed significantly through time. Early in the 20th century, bundling was virtually considered legal per se. Most bundling cases from this period concerned the bundling of one product with a patented product. The bundle was often deemed necessary for the exploitation of the patent.




The attitude of the Court reversed under influence of the leverage theory. Since World War II the Supreme Court applied a per se test on bundling. Bundling was considered illegal when: 1) an undertaking had market power, 2) two different products were identified, and 3) a substantial part of the market was affected. This means that, just as in the seventies and eighties in the EU, anti-competitive effects were not investigated but rather assumed to be present. There was also no room for efficiency motivations for bundling. On top of that, the establishment of dominance was, just as in the EU, a matter that received little attention.

The Chicago critique that made its fame in the sixties and seventies marked another new period in the treatment of bundling. The denial of the possibility of leverage by the Chicago economists made the Court more careful in the treatment of bundling. The Court also began to devote more attention to the economic circumstances of the case and especially the establishment of dominance became important.
 In the following some crucial and illustrative cases will be discussed in order to give an impression of the development of US competition law in this area.

Fortner I
 & II
 - from a per se approach to a rule-of-reason approach

The Fortner cases concerned the bundling of attractive credit to prefabricated houses. US Steel lend Fortner Enterprises money at a low interest rate that Fortner used to buy land upon which it built houses. US Steel offered the attractive credit on the condition that Fortner would build US Steels prefabricated houses on the land acquired with US Steels credit. The credit was priced very low but the houses were priced high. In this case the credit market should be considered the tying market and the prefabricated houses market the tied market.

In 1969 the Supreme Court had to decide whether US Steel had a dominant position on the market for credit. It ruled positively on this issue as: “The standard of ‘sufficient economic power’ does not, as the District Court held, require that the defendant [US Steel, JT] have a monopoly or even a dominant position throughout the market for tying product. [!] Our tie-in cases have made unmistakably clear that the economic power over the tying product can be sufficient even though the power falls far short of dominance and even though the power exists only with respect to some of the buyers in the market.” The Court went on to cite its ruling in International Salt: “Even absent a showing of market dominance, the crucial economic power may be inferred from the tying product’s desirability to consumers or from uniqueness in its attributes.”
 The remaining two parts of the per se test also applied as US Steel affected a significant part of the market (trade of a value of nine million dollars was foreclosed) and credit and prefabricated houses were found to be two different products.
 US Steel invoked as a defence for the bundle the fact that its credit was cheap due to scale effects and reduced risk but the Court rejected the defence.


Eight years later, in Fortner II, the Supreme Court reached the opposite conclusion concerning the question of US Steel’s dominance in the credit market. The Court considered, amongst others, whether US Steel was able to attract credit more cheaply than its competitors. This appeared not to be the case. The Court also emphasised that from the fact that US Steels credit was cheap one cannot conclude that US Steel had a dominant position in the market for credit. Instead, the cheap credit should be interpreted as a fee US Steel was willing to pay for selling more of its (expensive) prefabricated houses. For these reasons the Court concluded that US Steel had no dominant position on the credit market. The ‘unique attributes’ that characterised the bundling were thus not to be considered attributes that made the bundle abusive under paragraph 1, Sherman Act.

The administration of law in Fortner II is much more economically sensible than in Fortner I. Bundling may only have an exclusionary effect when the bundling undertaking has a dominant position in the tying market. However, the Court applies a far too wide definition of ‘dominance’ in Fortner I. According to the Court one can already speak of dominance when an undertaking has power over only a few customers based on their preferences or ‘unique attributes’ of the product. However, that undertakings supply products that consumers like is a natural part of the economic process and does not imply dominance, let alone abuse. Dominance is not implied by power over some consumers because dominance pertains to an entire market and not just to some consumers. From an economic point of view, what matters is whether US Steel had enough market power to exclude rivals. This is not clear from the outset because it was not investigated whether US Steel had a dominant position in the credit market. If US Steel did not have such a position, bundling could not possibly have an exclusionary effect. The second reason why bundling may not be anti-competitive in this case is that the bundle can be matched. Competitors in the market for prefabricated houses can also offer (cheap) credit with their products.

In Fortner II the Court ruled that indeed US Steel did not have a dominant position. Consequently, it rightfully concluded that the bundle was not abusive under paragraph 1, Sherman Act.

Jefferson Parish
 - continuation of the per se approach

Jefferson Hospital engaged in bundling as it only offered surgery in combination with the necessary anaesthesia. Hyde, a supplier of anaesthesiological services complained about the Jefferson Hospital’s practice arguing that the bundle in case was abusive under paragraph 1, Sherman Act. The District Court rejected the complaint. The Court of Appeals however refuted this decision and convicted the bundling by applying a per se approach. The Supreme Court again refuted the conviction as follows.


The Supreme Court did not convict the bundling under paragraph 1, Sherman Act because it ruled that the third condition of the per se test, the involvement of two different products, was not met. The surgery and necessary anaesthesia were thus to be considered one product. As a consequence one cannot sensibly speak of foreclosure in the tied market. The Supreme Court also further elaborated that Jefferson Hospital’s market power in the market for surgery was already fully reflected in the market for anaesthesiological services as the demand for the latter is entirely derived from the demand for the former. The Court thus recognises the economic insight that foreclosure in a complementary market is not possible and thus not economically rational.


The Court did not reach its verdict unanimously. Some of the judges proposed a rule-of-reason approach instead of a per se approach. There reasoning was the following: “These three conditions – market power in the tying product, a substantial threat of market power in the tied product, and a coherent economic basis for treating the products as distinct – are only threshold requirements. Under the rule-of-reason a tie-in may prove acceptable even when all three are met. Tie-ins may entail economic benefits as well as economic harms, and if the threshold requirements are met these benefits should enter the rule-of-reason balance.”
 The dissident judges reached the same conclusion as the main stream judges. The bundling practice should not be considered anti-competitive as it generated significant efficiencies and the risk of foreclosure was limited.

The administration of law is economically satisfactory in this case. The Court rightfully recognises that the complementary nature of the goods renders the intent of foreclosure economically irrational and does not allow bundling to increase market power in the tied market. Given that this bundle was not aimed at foreclosure, the dissident judges are right to conclude that this bundle was efficiency enhancing. Finally, it is apparent that the majority of judges still apply the per se test but the rule-of-reason approach is gaining ground.

Microsoft
 - bundling of Windows and Internet Explorer

In 1998 the US Department of Justice (DOJ) lodged a complaint against Microsoft concerning, amongst others, illegally bundling Windows and Internet Explorer (IE) under paragraph 1, Sherman Act.


The District Court ruled, in line with the approach applied in Jefferson Parish, that the bundle constituted a per se violation of the aforementioned legal provision. Microsoft’s bundle met all three parts of the per se test as: 1) Microsoft had a dominant position on the market for OSs, 2) Windows and IE are different products, 3) Microsoft made it impossible to acquire IE separately from Windows, and 4) the bundle significantly affected the browser market as evidenced by the significant drop in Netscape’s market share since the moment the bundle became effective. Microsoft defended the bundle by arguing that the bundle did not hurt consumers as browsers can be downloaded for free from the internet and IE was added to Windows for free as well. Nevertheless the Court judged that the bundle was aimed at excluding competitors from the market and convicted it as such.

The Court of Appeals refuted the per se approach taken by the District Court. First, it argued, the Court had no experience with bundling in markets concerning ‘platform software products’. This hindered the Court to examine the benefits and costs of the bundle in case. Second, an important efficiency gain in platform software product markets could consist in product integration of two different products. A per se approach is not able to recognise these efficiency gains as it sees the integration as a bundle instead of a product innovation. Third, the fact that undertakings active in more competitive platform software product markets also engage in bundling should make the Court careful in the case at hand. Finally, the per se approach could stifle innovation in a broader sense than product innovation.

According to the Court of Appeals the rule-of-reason approach is the preferred approach in determining whether Microsoft’s bundle was pro or anti-competitive. The complainant thus had to lodge her complaint again and let it be judged under a rule-of-reason approach. However, the DOJ never lodged its complaint again which leaves the claim of anti-competitive bundling open.
In this case the Court takes an approach that is sensitive to economic considerations. The Court recognises that market circumstances pertaining to the markets at hand make a straightforward application of the per se test undesirable. Indeed innovation may be the integration of two different products into one product. In this case allowing bundling implies welfare gains. However, the effects of bundling on innovation in a broader sense are not clear at the outset. In Choi and Stefanadis (2001) bundling leads to different incentives for firms to engage in R&D. Still the model does not predict an increase or decrease in the overall level of R&D after a dominant firm decides to bundle. Economides (2001) also mentions that economists are divided over the question whether bundling fosters or hampers innovation.


Be this as it may, this case is a clear example of bundling for strategic reasons. Carlton and Waldman (2002) point out that an internet browser can be developed into a substitute for Windows.
 The position of Windows is strong because many applications are written for Windows. Application writers write for Windows because Windows has such a high presence which enables them to reach as many consumers as possible. However, if Netscape has a presence equal to Windows’ it becomes attractive to write applications for Netscape as well given that Netscape can be developed into a substitute for Windows. This threatens the position of Windows. Therefore Microsoft has a strategic motivation for foreclosing the browser market: protecting Windows.


Finally note that monopolisation of the browser market does not increase Microsoft’s profits as OSs and browsers are complementary products.

III.4
Concluding remarks

From the evaluation of case law concerning bundling one can draw three conclusions.

First, the judiciary has developed an approach to bundling that is sensitive to economic considerations. In the EU as well as the US, the administration of law has replaced the formal, per se approach by a structured rule-of-reason approach aimed at the assessment of economic effects of bundling. This approach evaluates the possible anti-competitive effects, mainly stemming from foreclosure, versus the possible pro-competitive effects, like cost reductions and product quality insurance. The cases Microsoft and Tetra Laval/Sidel form the highlight in this development. 


Second, the evaluated case law has the potential to guide economic theorising about bundling. Considering the abuse cases, it becomes apparent that bundling virtually always involves the bundling of complements. This is relevant information as bundling of complements is usually not aimed at foreclosing competition. Economists thus stand for the task to form a better understanding of the rationality of bundling complements. As far as the strategic motivation explains the bundling of complements, Carlton and Waldman (2002) form a good starting point since they show how and when bundling complements can protect a monopoly. The traditional Chicago School explanation for bundling, namely price discrimination, is only of limited relevance in the actual case law as the gains of price discrimination are very small when bundled goods are complements. 

Third, the judiciary does not easily accept an efficiency defence for bundling. Sometimes this is right as bundling is not necessary for realising the claimed efficiency achievement as was the case, in my view, in Tetra Pak II and the European case Microsoft. However, in Hilti the Court’s rejection of the quality argument was misplaced.

IV
Connections with other forms of abuse of a dominant position

Bundling is closely connected to other possible abuses. Some indications of connections are given in this part. 
IV.1
Price discrimination

Bundling can be applied with the aim of price discrimination (see part II.2). As such it is mainly effective when consumers’ valuations for the bundled products are not positively correlated (the goods are not complements). From a legal point of view price discrimination is often suspicious as it entails the imposition of different conditions for the same products on similar people. However, from an economic point of view the welfare effects of price discrimination are unclear. If price discrimination enables firms to serve customers with a low valuation for the product it may be welfare enhancing. However, price discrimination may also be welfare diminishing if it decreases the total number of sales.
IV.2
Loyalty rebates

Because bundles are often offered at a discount, bundling may form an abusive discount. Especially when we consider a product sold in greater quantities, like a set of tubes of toothpaste, bundling is like a loyalty rebate. As such it may be abusive, that is, if the rebate is such that it restricts competition in an illegal way. Note that the given example is on the border of what we do and do not call ‘bundles’. 

From the opposite direction a rebate may be a form of bundling. This can be the case when cross-rebates are given, that is, a rebate on A is conditional on buying B. If the rebate is high the practice effectively comes down to pure bundling as it leaves the purchase of the bundle as the only economically viable option.

IV.3
Predatory Pricing

In the case of a bundle, the bundle’s price minus the consumers’ valuation for product A forms the effective price of good B (see note 9). The effective price for product B is predatory when it is lower than the marginal costs of producing B. Although Whinston (1990) assumes that firms do not price below their marginal costs this is not necessarily the case. In fact, from an economic point of view, bundling is already a predatory strategy in Whinston (1990) as bundling firms give up some profits in order to exclude competition from market B after which they recoup their losses by monopolising market B. In the event that a discount on a bundle is very high, a bundle may also be considered predatory from a legal point of view if it meets the relevant test developed for analysing whether a price is predatory. However, in this context one runs into the problem that a bundle price implies two effective prices where it is possible that one of the prices passes a predation test while the other does not. So, although it is straightforward to recognise that bundling is a predatory strategy from an economic standpoint, it is probably hard to reach this conclusion from a legal viewpoint.
IV.4
Refusal to sell

Pure bundling, in opposition to mixed bundling, implies a refusal to sell individual products. The denial to sell individual products forces people to buy the bundle as the tying product is the dominated product. The refusal to sell is the source of power in a bundling strategy given that one product is dominated. This is why mixed bundling is not effective as a foreclosure device, ceteris paribus, because it does not imply a refusal to sell but is just an extension of the number of offers that a firm makes. 
V
Bundling treatment schedule to the benefit of competition authorities

Whinston (1990) remarks that “…the specification of a practical legal standard (is) extremely difficult”.
 Some reasons are that welfare implications and the extent of foreclosure due to bundling are hard to examine. O’Donoghue and Padilla (2006) therefore rightfully note that the choice of the desired treatment of bundling depends on beliefs concerning the relevance of anti-competitive bundling, and the judiciary’s ability to separate anti-competitive from pro-competitive instances of bundling. One can add to this that beliefs concerning the first concern, in turn depend on beliefs about the relevance of efficiencies and the relevance of foreclosure. There is quite some disagreement about the relevance of efficiencies among economists. Ahlborn et al. (2003) argue that a per se legal approach to bundling is desirable because bundling generates a lot of efficiencies (in their opinion). Kühn et al. (2004) are, in contrast, very sceptical about the efficiencies deriving from bundling and thus propose a rule-of-reason approach. 

There is considerably more agreement about the relevance of foreclosure. Most commentators think that foreclosure is indeed possible albeit in a limited set of circumstances. The call for case-by-case investigations of pro and anti-competitive effects of bundling is therefore virtually universal.
As bundling leads to foreclosure in only a limited set of circumstances and there are some efficiency explanations for bundling, competition authorities should not engage in thorough supervision of bundling. Another reason for limiting the time and resources spent on monitoring bundling practices is that thoroughly investigating a bundle is very demanding. In this part I therefore propose a structured rule-of-reason test which is primarily aimed at quickly freeing obviously non-problematic instances of bundling from investigation.
 In the event that a certain bundle has a significant risk of foreclosing competition, the benefits and costs of the bundle have to be balanced. In this way the test postpones the most difficult part of analysing bundles to the very last stage. The second advantage of this test is that it enables competition authorities to quickly free non-problematic instances of bundling from investigation. The test is thus efficient.
V.1
The structured rule-of-reason test

The test consists of three parts. First it defines a domain in which bundling cannot possibly have any exclusionary effect: the save harbour. I expect that most instances of bundling fall in this domain because most bundles are bundles of complements. If a certain bundle does fall outside the save harbour, meaning that there is a risk of foreclosure, the risk of foreclosure will be assessed. If this risk is substantial the third part of the test is reached which entails a full-fledged analysis of the pros and cons of the bundle at hand.
V.1.1 
Safe harbour

This part describes some factors that have to be evaluated in order to assess whether there is a possibility that the bundle leads to foreclosure.

1
Dominance. There can be no foreclosure when the bundling firm has no dominant position in the market for the tying good as any attempt to foreclose competition will be frustrated by competitors.

2
Imperfect competition in the tied market. The degree of competition in the tied market has to be restricted in order to make foreclosure through bundling possible. The reason is that in a perfectly competitive market entry is always possible which discourages any attempt at monopolising the market after excluding existing rivals.
3
Substitutes. One cannot foreclose competition if the bundled products are substitutes. The reason is that the products effectively belong to the same market. As the correlation between consumer valuations is negative in the case of substitutes, price discrimination is a good explanation for bundling substitutes.

4
Complements. When bundled products are complements foreclosure does not increase profits as the monopoly profits on the tying and tied product can already be realised by appropriately pricing both products. However, in case a complement can be developed into a substitute, bundling may be strategically attractive.
5
Pure or mixed bundling. Mixed bundling is unsuitable as a foreclosure device as it leaves consumers the freedom to buy individual products. Unless the bundle is offered at a significant discount, mixed bundling does not justify suspicions of anti-competitive behaviour. What is more, mixed bundling is often more profitable than offering only individual profits which means that mixed bundling is an economically rational sales strategy. 

6
Recoupment. Because foreclosure through bundling is effectively a predatory strategy analysing bundling requires a recoupment test. If recoupment is hard or impossible it is not likely that bundling is aimed at foreclosure.

V.1.2
The likelihood of anti-competitive effects

The following factors are dubbed by Nalebuff (2003) as ‘plus- and minus factors’.
 The presence (absence) of these factors implies that bundling does (does not) function properly as a foreclosure device. As such these factors help to assess the risk of an exclusionary effect due to bundling. 
1
Commitment. Whether a firm is committed to bundling determines in some circumstances whether the bundle is effective in excluding rivals. To see why consider that a bundling firm initially loses profits by bundling. Commitment serves to bridge this period of initial loss. If bundling is profit-increasing without exclusion, commitment is not required. Nevertheless, bundling is more likely to work exclusionary if a firm is committed to bundling because competitors do not always know whether the bundle increases the bundling firm’s profits.

A contractual bundle usually entails a lower commitment than the physical integration of two products.

2
Duo monopolist. In the event the bundling firm monopolises two products (like Tetra Pak in Tetra Pak II), it will always have an incentive to bundle. The reason is that bundling always increases profits whether there is entry or not. Bundling has in this case a strong exclusionary effect as the entrants margins are decreased (bundling discount effect) and the entrants sales are reduced (pure bundling effect).
3
Consumers have positively correlated or homogenous valuations for the bundled products. If one of these circumstances is the case the gains from price discrimination are very small. Hence, it is more likely that bundling is strategically motivated.

4
High marginal costs of the tied product. If the marginal costs of producing the tied product are high, exclusion is more likely to occur. The reason is that bundling implies a price equal to zero for the tied product given that the consumer buys the tying product. The price that a competitor may get for her variant of the tied product must therefore be low. This implies that survival is only possible when marginal costs are very low as in the software market for example.

5
Differentiation is possible in the tied market. If competitors of a bundling firm have the opportunity to differentiate their products in the tied market, exclusion is less likely to occur.
6
The tied market is multi-sided. A multi-sided market gives competitors of a bundling firm more opportunities to survive a bundle as they can differentiate to some side of the market and make enough profits there.

7
Network effects. Network effects increase the exclusionary power of bundles as they transform a temporal, small increase in sales into a great, permanent increase in sales. 

V.1.3
Efficiencies and inefficiencies

Balancing (in)efficiencies resulting from bundling is a delicate matter. Bundling may lead to efficiencies. However, one should be careful as bundling is not always necessary for realising the claimed efficiency. From the perspective of competition authorities it is important how much consumers benefit from realised efficiencies. The more consumers will gain, the more desirable the bundle will be.

Inefficiencies due to bundling may result from price increases after foreclosure. The consumer welfare effects of bundling via innovation and price discrimination can go either way. All in all, assessing the consumer welfare effects of a bundle requires the competition authority to assess many partial effects that may differ per case. The most important partial consumer welfare effects to be considered are the following.

1
The degree of foreclosure. The greater the dominance after bundling the greater the burden to the monopoly will be and the greater the loss for consumers. 

2
The effect of bundling on innovation. This effect is unknown from a theoretical perspective and should be estimated or forecasted on the grounds of a thorough market analysis.

3
The price discrimination effect. This effect may also go either way and thus requires a market analysis as well. As a rule of thumb the price discrimination effect is favourable to consumers if more consumers are served due to price discrimination and vice versa.

4
Several cost reductions. Consumers may gain from a bundle because it reduces search and transaction costs.

5
Bundling changes the willingness to pay. Bundling may change the willingness to pay because a (pure) bundle is perceived as a restriction of the consumers’ freedom. This reduces consumer welfare. But a bundle might also increase the willingness to pay if buying the bundle is efficient or a technical integration of the two products is more valuable to consumers. This again increases consumer welfare.  

Conclusion

The central questions of this thesis, namely 1) what are the efficiency explanations for bundling?, 2) when and how does bundling lead to foreclosure and how great is the risk of foreclosure? and 3) what are the welfare effects of bundling?, are answered in the economic analysis of bundling section. From this analysis it appeared that there are several efficiency explanations for bundling of which the most important ones are reductions in transaction and distribution costs and ensuring product quality. Besides these explanations, bundling can be explained by strategic motivations. Bundling may serve as a device to exclude efficient rivals from the market. This is possible however only in a limited set of circumstances. In principle, bundling with the aim of foreclosure is only economically rational if the bundling firm is dominant in the tying market, the tied market is not perfectly competitive, the bundled products are unrelated (that is, the products are not substitutes or complements), the bundle is pure, and recoupment after foreclosure is sufficiently high. As in practice most instances of bundling concern bundling complements, there often is no motivation for excluding rivals as this would not increase profits. One important instance of strategic bundling of complements concerns the situation where a complement can be developed into a substitute of the monopolised complement.

The evaluation of bundling case law shows that the judiciary, in the EU as well as in the US, has developed an approach to bundling that is sensitive to economic considerations. The administration of law has developed from formal-legal to an effect-based rule-of-reason approach. In this approach economic knowledge concerning bundling is heeded as there is attention to the establishment of actual dominance, the establishment of different product markets, the possibility and risk of foreclosure, efficiency explanations, and the consumer welfare effects.


The results from the economic analysis and the evaluation of case law concerning bundling imply that competition authorities should not intensively engage in the supervision of bundling since bundling does not often lead to foreclosure, it has some efficiency defences, and properly analysing a bundle is very resource intensive. For these reasons the proposed bundling treatment schedule is primarily aimed at quickly freeing non-problematic instances of bundling from investigation. The treatment schedule consists of three phases. First, instances of bundling that cannot be exclusionary are filtered out. This is the safe harbour. Second, in the event that bundling may have an exclusionary effect, the risk of foreclosure is assessed. Finally, if the risk of foreclosure is substantial, the most difficult part of analysing a bundle follows: balancing the efficiencies and inefficiencies. If inefficiencies are found to outweigh efficiencies competition authorities can decide to intervene.
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