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Abstract
Consider a monopolist in one market that faces competition in a second market. Bundled loyalty discounts, in which customers
receive a price break on the monopoly good in exchange for making all purchases from the monopolist, have ambiguous welfare
effects. Such discounts should not always be treated as a form of predatory pricing. In some settings, they act as tie-in sales.
Existing tests for whether such discounts violate competition laws do not track changes in consumer surplus or total surplus. We
apply a new test to an illustrative example based on SmithKline that assumes the “tied” market has homogeneous goods. If the tied
market is characterized by Hotelling competition, bundling by the monopolist causes the rival firm to reduce its price. In numerical
examples, we find that this can deter entry or induce exit.
© 2007 Elsevier B.V. All rights reserved.
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1. Introduction
Bundled loyalty discounts provide price breaks on
one or more products to buyers that remain sufficiently
loyal to a supplier. They resemble volume discounts in
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that shifting incremental purchases from a rival supplier
may allow a buyer to satisfy a loyalty requirement and
thereby enjoy lower prices. They resemble tying when
affordable prices for one (tying) product are available
only to consumers that are completely loyal to the
supplier in their purchases of a second (tied) product.
Like volume discounts and tying, bundled loyalty
discounts can enhance or diminish consumer surplus
and total welfare by improving the ability to price
discriminate, and they can change the long run
incentives for single-product firms to enter/exit. Open
questions include: under what conditions should
competition authorities treat bundled loyalty discounts
like tying or predatory pricing, and when do bundled
rebates enhance welfare?
Bundled loyalty discounts have recently received considerable attention in antitrust circles in light of LePage's,
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Inc. et al. v. 3M Company,1 Michelin v. Commission,2 and
a number of pending court cases.3 Until recently, the
practice of bundled rebates has received comparatively
little scholarly and judicial scrutiny. Indeed, only a small
number of cases litigated in the U.S. have focused squarely
on these practices, including SmithKline Corp. v. Eli Lilly
& Co.4, Ortho Diagnostics Sys., Inc. v. Abbott Lab, Inc.5,
and Cascade Health Solutions v. PeaceHealth.6 Virgin
Atlantic Airways Ltd. v. British Airways PLC7 involved
similar practices, but the district court found allegations of
anticompetitive behavior to be unsupported by fact. LePage's provides a good background for the issues
involved.
The facts in LePage's begin with the very strong
brand name of Scotch tape, a 3M product. Most retail
merchants believed that they had to offer Scotch tape.
Until the early 1990's, 3M's share of the U.S. market for
transparent and invisible tape exceeded 90%. Starting in
the early 1990's, however, 3M's share began to erode
with the rise of office superstores such as Staples and
Office Depot. These retailers sold products, including
tape, under their own names as private labels. LePage's
dominated the growing private label segment, with an
88% market share in 1992. Its share of the overall tape
market, however, was only 14%.
3M responded by adding a private label of its own,
under the Highland name. 3M's entry involved the use
of a bundled rebate program that “offered discounts to
certain customers conditioned on purchases spanning”
multiple product lines, with the size of the rebate
depending on the extent to which the customer met
growth targets established by 3M. 3M's bundled discounts apparently proved successful in shifting a large
fraction of private label tape business to 3M. In 1992,
LePage's filed a four-count antitrust suit against 3M that
was ultimately narrowed to a monopolization claim under
Section 2 of the Sherman Act.8 LePage's argued that it
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was foreclosed from selling private label tape because it
could not cover its costs and still compensate customers
for the rebates lost on other products in the discount
program when the customer bought private label tape
from LePage's instead of from 3M.
The legal strategy of the defendant, 3M, was to argue
that as long as the price of the bundle exceeded its cost, the
pricing scheme was legal. In other words, 3M argued that
the relevant case law was that of predatory pricing, as
presented in Brooke Group.9 In its appellate filings
following an initial jury verdict in favor of LePage's, 3M
used a different approach, the Ortho test. In Ortho, the
defendant offered bundled discounts on products,10 some
of which were competitive and some of which were
monopoly products due to patents. The District Court in
Ortho allocated the total bundle rebate to the competitive
product in question and compared that globally discounted price to the defendant's cost. This approach takes
the idea behind the Brooke Group test, and for bundled
rebates, applies it incrementally to the competitive
product. According to this test, if the discount-adjusted
price of the competitive product exceeds its cost, then the
bundled discount pricing strategy is deemed not anticompetitive.
In LePage's, a circuit court panel reversed the
original verdict and found that the plaintiff had to
show that 3M prices were below some measure of cost
(where costs might include rebates provided on other
products). LePage's provided no such price-cost proof,
yet when the case was reheard en banc, the Third Circuit
restored the original jury verdict and rejected the
necessity of showing that 3M had failed a price test.
To quote the U.S. Department of Justice:
…The court of appeals was unclear as to what aspect
of bundled rebates constituted exclusionary conduct,
and neither it nor other courts have definitively
resolved what legal principles and economic analyses should control.11
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