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The Antitrust Economics
of Free

By David S. Evans

This article examines antitrust analysis when one of the possible subject
products of an antitrust or merger is ordinarily offered at a zero price. It

shows that businesses often offer a product for free because it increases the
overall profits they can earn from selling the free product and a companion
product to either the same customer or different customers. The companion
product may be a complement, a premium version of the free product, or the
product on the other side of a two-sided market. The article then shows how
antitrust and merger analysis should proceed when the subject is either the
free product or the companion product. A key point is that the existence of a
free good signals that there is a companion good, that firms consider both
products simultaneously in maximizing profit, and that commonly used meth-
ods of antitrust analysis, including market definition, probably need to be
adjusted to properly analyze two inextricably linked products. When antitrust
or merger analysis involves a free product, the analysis of consumer welfare
and injury also needs to account for customers of both the free product and its
companion product since any change in market conditions for customers of
one product affects the customers of the other product. Much of the analysis
of the article is also relevant to other common situations in which price is set
less than marginal cost.

David S. Evans is Chairman, Global Economics Group; Lecturer, University of Chicago Law School;

Executive Director, Jevons Institute for Competition Law and Economics, and Visiting Professor, University

College London. He can be contacted at devans@globaleconomicsgroup.com. He would like to thank

Howard Chang and Angela Zhang for helpful comments and discussion.



Competition Policy International72

I. Introduction
Consumers can get many products and services at a price of zero. They do not
have to pay money to use Adobe Flash; post a resume on Monster; watch the
Super Bowl on Fox; pay with a Visa debit card; use Google’s search engine; post
messages to their friends on Facebook; find businesses through the Yellow Pages;
download many applications for their iPhones and iPads; or use the Linux oper-
ating system. It seems like “free” is a feature of modern times, but people have
also historically paid zero prices for many products—for radio since the 1920s, for
using general purpose payment cards since the introduction of those cards in
1950, and, going back millennia, for a man getting a bride from the village
matchmaker.1

Zero prices result in conundrums and confusion in antitrust analysis. The
SSNIP test becomes inoperable when the basic price is zero. There is no sound
way to analyze a 5 percent increase in a price of zero—5 percent of zero is still
zero. The analysis of market definition and power therefore becomes a challenge
with commonly used analytical tools. Companies sometimes argue that their
product or service should not be subject to antitrust scrutiny because it is free.
In Kinderstart v. Google2 a U.S. federal court granted Google’s motion for sum-
mary judgment in part because the court concluded that it is not possible to
have a relevant antitrust market for something that is given away for free.
Chinese search engine Baidu made the same argument in Renren v. Baidu and
was rebuffed by the Chinese court.3 More companies would, in my experience,
pursue this argument if their economic experts did not refuse to endorse the
zero-price antitrust exemption.

There are several reasons to spend some effort sorting out what to do when the
sticker price is 0.0. Despite the observation that free has a long pedigree, zero-
price offers seem to have exploded with the growth of the web-based economy.
The companies offering these great deals are sometimes large global companies
that are already in the sights of the antitrust
authorities. A number of high-profile antitrust
cases have involved free products, including
browsers and media players in the various
Microsoft cases,4 search engines in the various
investigations and antitrust cases involving
Google,5 and free open-source software in
Oracle’s acquisition of Sun.6

It will prove increasingly challenging to get
antitrust analysis right as more and more
antitrust cases and mergers involve companies
that offer products as zero prices. Based on my experience, there is a tendency on
the part of companies, authorities, and courts to do more hand waving than seri-
ous analysis when they encounter products and services offered for free. While
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one solution to the conundrum brought by zero prices is to figure out some way
to ignore them, investment in getting the analysis right is unquestionably worth-
while given the vast amount of consumer surplus that likely results from products
and services offered for free.

This article examines the challenge to conventional antitrust analysis when
one of the possible subjects of an antitrust or merger is ordinarily offered at a zero
price.7 Proper analysis must begin by understanding why the provider has decid-
ed to charge a price of zero. Section 2 summarizes the main economic reasons.
Then, in Section 3, the article explores how a good or service offered at a zero
price should factor into antitrust and merger inquiries. Modern antitrust and
merger analysis relies heavily on market definition and, in particular, the hypo-
thetical monopoly test. Section 4 examines the implications for market defini-
tion and the monopoly test when a product of interest carries a zero price.
Consumers, all else equal, would seem to get a great deal of consumer surplus
from free goods and services. Just consider the value to global consumers of get-
ting free search results. Section 5 considers the analysis of consumer welfare and
consumer harm when one of the goods or services implicated in an antitrust or
merger matter is priced at zero. Section 6 concludes and makes the observation
that the analysis in the preceding sections is also relevant to other common sit-
uations in which price is ordinarily set at less than marginal cost.

II. Economic Reasons for Free
While we will see some exceptions below, most companies charge a price of zero
because doing so allows them to make more money than charging a positive
price. Charging nothing for a product or service enables them to make money,
somehow, somewhere else.

A. COMPLEMENTARY PRODUCTS
The recognition that a zero price could be profit maximizing was made early in
the 20th century in the analysis of pricing by a monopolist of complementary
products.8 Two products are complements if a decrease in the price of one prod-
uct increases the price of the other product. Consider a monopoly that produces
two complementary products. As it searches for the profit-maximizing price the
monopolist realizes that, as it raises the price of one product, it reduces the sales
and possibly the profits coming from the other product. If widgets are highly
complementary to gadgets, and if the elasticity of demand for widgets is very
high, then increasing the price of widgets results not only in a great increase in
the sales of widgets as well as a great loss of sales of gadgets. It could be that the
profit-maximizing price involves giving widgets away and making the money
from the gadgets.9 The result does, of course, depend a bit on a Goldilocks
result—the degrees of complementarity and the elasticities of demand have to be
just right for the optimal price to be zero.10

The Antitrust Economics of Free
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This result is often described not in terms of widgets and gadgets but with
razors and blades. That has led to the business advice “give away the razors and
sell the blades.” That example has some problems, as Professor Picker has
argued.11 If a razor manufacturer gives away the razor and makes the losses up on
the blades, a competitor could sell the blades at a lower price since it does not
need to absorb the losses on the razors. A razor manufacturer can make money
from its free razor policy only if it can use patents, product design, or other
devices to prevent consumers from buying from a competitor. This is a general,
although hardly insolvable, problem for durable goods makers who might consid-
er giving away the durable such as a copying machine to make money in the
aftermarket for toner.

For the free complementary good strategy to work in practice, the seller must
have some market power over the customer during her purchasing decisions for
the not free product. Consider snacks at a bar. The bar could charge the customer
for peanuts and pretzels. But most bars provide the snacks for free. The more
snacks people consume, the more drinks they will buy. To make this strategy
work, the bar should eject customers that bring in their own cheaper drinks to
get the free snacks. Other situations in which people are provided something for
free have a similar profile. To continue the food example, restaurants provide
seating, water, utensils, bathrooms, and other services at no charge. Hotels pro-
vide basic television for free and some even provide free internet access.
American airlines used to allow people to check as many bags as they wanted for
free but that policy was abandoned along with the free peanuts.

Customers do not have to be literally captured in the short run for the free
strategy to work with complementary goods. Over the last decade American
banks have given customers “free checking accounts” in the expectation that the
banks would earn fees from complementary services offered by the bank, such as
direct deposit and savings.12 The banks bet that
enough customers will make enough use of the
complementary services to offset the costs of
providing the free services.

Free, as mentioned above, is a special case.
Often, sellers of complementary products will
price one of the products low, without going all
of the way to zero. American movie theatres earn much of their profits not from
the admission fee for seeing the movie, but from the sale of complementary bev-
erages and snacks.13 Supermarkets reportedly sell some products at “low prices”
that are complementary to other products. Consumers buy the cheap milk and
then put other more expensive items in the basket. Casual observation suggests
that setting the price of a complementary good exactly at zero is relatively rare.
As of today, even the famous free razor has an implied price of several dollars.14
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B. MULTI-SIDED PLATFORMS
A number of businesses are based on multi-sided platforms that serve two or
more distinct groups of consumers, each of whom can provide a source of rev-
enue.15 At least one of the consumer groups values being on the same platform
as the other group of consumers. The profit-maximizing prices for each group
depends on its level of demand, the interdependencies between itself and the
other group, and possibly the marginal costs or producing the products.16 In some
ways this is similar to the traditional analysis of complementary products. But
here the complementary product for members of one group of consumers is the
members of the other group of consumers. If the elasticities of demand and cross-
dependencies between the demands of each group line up properly, it is possible
that the profit-maximizing price for one of the products is zero.

While again, this is a Goldilocks condition, it turns out to be empirically quite
important. A price of 0.0 is common across diverse industries, examples include:

• The general purpose charge card, introduced in 1950 in the United
States. People value charged cards to the extent that merchants take
them for payment, and merchants value accepting charge cards to the
extent that they get incremental sales from accepting this form of pay-
ment. The card companies charge consumers a zero price for transac-
tions and an annual fee that is largely, if not completely, offset by the
float that consumers get.17 They charge merchants a percent of the
transaction amount.

• Shopping malls have two groups of customers: the retailers who locate
there and the consumers who shop there. Most malls do not charge
consumers; shopping at a mall is usually free. The mall owners make
their money from retailers.

• Microsoft Windows provides valuable services to both users who use it
as their operating system and developers who write, and sell, applica-
tions for it. The developers get most of the benefits for free while the
user pays (indirectly, in this case, to original equipment manufacturers
who install Windows on machines that are sold to users).

• Online job boards such as Career Builder do not charge users anything
to view job posts, but make their money from employers who are seek-
ing to find workers.

• Advertising-supported media provides several examples. Google pro-
vides search engine services for free and makes its money from adver-
tising. Facebook provides social networking services for free and makes
its money from advertising and other complementary products such as
games. Countless free newspapers, websites, radio stations, and free
television stations provide content for a zero price and make their
money from advertisers. OpenTable provides a restaurant reservation
service to consumers for free; it charges participating restaurants,
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which make their money from the patrons who have made their reser-
vations through OpenTable.

There is nothing about the economics of multi-sided platforms that requires
that customers on one of the sides are charged a zero price, or even a price below
marginal cost.18 In fact, many multi-sided platforms earn significant revenues
from both sides. Unlike Microsoft Windows on the PC, Apple, on the iPhone
OS, not only charges applications developers 30 percent of their revenues, but
also users (indirectly) for getting an iPhone or
iPad. While many newspapers and magazines
only charge subscription fees that roughly cover
printing and distribution costs, others, such as
The Economist and People Magazine, earn signifi-
cant portions of their profits from both sub-
scribers and advertisers.

The price structures for multi-sided platforms
are not immutable. Magazines were mainly sub-
scriber-supported in the 19th century United States. Many online newspapers,
such as the Wall Street Journal, charge readers, and many more are starting to
erect “pay walls,” eliminating the free-for-reader model they have relied on for
many years. Nevertheless, as it happens, 0.0 is a common price for one side of
many multi-sided platforms.

One important distinction between the multi-sided platform case and the com-
plementary product case discussed above is that the beneficiaries of the subsidy
are usually different. Bar flies get the free nuts but pay for the drinks. People who
make restaurant reservations with OpenTable pay nothing to OpenTable. The
fact that these multi-sided platforms involve different groups of customers has
important implications for the analysis of consumer welfare, as we will see below.

C. PREMIUM UPGRADE STRATEGIES
A common business strategy in the internet economy is to offer a basic product
for free, but then charge for premium versions of the product. In some cases this
may simply reflect two-sided market pricing strategy. The company charges a zero
price for a basic version to develop an installed base of users that are valuable to
growing the other side of the platform. But it charges a positive price for
enhanced versions of the platform to earn revenue from some of these users.
Adobe has adopted this strategy for its Adobe reader. Consumers can get the
basic Adobe reader for free; that increases the demand for people to buy software
that writes Adobe files. But then Adobe charges people for enhanced versions of
its reader software—for example, for versions that enable readers to highlight or
comment on certain passages. This strategy has also become popular for online
newspapers. TheWall Street Journal and The Financial Times provide limited free
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access to content, but charge subscription prices for access to the full publication.
It is a two-sided strategy because these free users are attractive to advertisers.

In other cases, the business strategy is to use the basic version to get people
to try and learn about a product. Some fraction of these people will upgrade.
This can be profitable if the marginal cost of offering the basic version is low,
as is often the case for software or online media. The revenue from the
upgrades to the premium version more than covers the fixed costs of creating
the product. SugarCRM, for example, is a customer-relationship management
software package that is provided under the open source model. Sugar CRM
makes the “community edition” model available for free, but charges $360 for
the “professional edition.”

D. FREE SOFTWARE
Software has had a long history of being free. From the 1950s through the 1970s
many software programs were distributed for free, and the notion of charging for
software was controversial. Congress extended copyright privileges to software
programs in 1974 and, as a result of court interpretations of that legislation, it
became relatively easy for application developers to copyright their works. While
free software never literally went away, it started to make a significant comeback
in the 1990s as a result of the open source movement. This movement involved
developing an institutional structure that granted licensing arrangements to soft-
ware developers, who were, in turn, required to distribute their program
enhancements for free.

Open source has resulted in the development of many freely available software
languages and software programs. The most famous of these is Linux, but almost
every software category has open source competitors and, in some cases, these
free programs have significant market shares. Over time, paid business models
have sometimes developed around these free software packages, including ones
based on selling add-on services (RedHat Linux), selling premium versions
(SugarCRM mentioned above), obtaining ancillary revenues (the Firefox brows-
er receives money from Google for using Google’s search engine which benefits
Google, which then gets advertising revenue), or selling complementary prod-
ucts (IBM).19

Software developers wrote and gave their programs away for free before copy-
right protection because, once they had developed the program for their own
purposes, it was costless to distribute it and, further, creating a popular software
program could enhance a programmer’s reputation. They have continued to do
so despite having copyright protection available. Many applications for the
iPhone and Droid operating systems are available for free. A June 2010 survey
found that 23 percent of iPhone’s applications were free as were 57 percent of
Droid applications.20
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III. Antitrust and Mergers Involving Free Goods
and Services
The previous section identified situations in which a profit-maximizing firm
would charge a price of zero for a good or service, and documented anecdotally
that this practice was hardly unusual. The question arises: Does the fact that the
supplier doesn’t charge for a product imply anything about whether the antitrust
laws should apply to that product?

There are several possible reasons for concluding that the antitrust laws are not
relevant to things that are given away. If a product, by its nature, is free, then
there is no concern that business practices will result in consumers paying a high-
er price for the product. Without the prospect of consumer harm, there is no rea-
son to care about that product.

One could also question whether the notion of a market is even meaningful
for a free good. The product is not really sold since consumers can get it for free
and, in some cases, it is just there for the taking. Since a relevant antitrust mar-
ket is usually a prerequisite for an antitrust claim, there would be no basis for pur-
suing such a claim under this theory.21

Another possible argument is that businesses providing a free product are
almost certainly making money from some other product. Antitrust analysis can,
therefore, focus on the relevant market for the paid companion product and the
impact on consumers of that product. In a merger, for example, we would be con-
cerned about the impact of the consolidation on
the increase in price for the paid twin.

A common problem with all of these justifica-
tions for a “free exemption” is that they focus on
price. Price is only one dimension of competi-
tion. Although it is often convenient for econo-
mists to concentrate on price in economic mod-
els of business behavior, it is generally under-
stood that price in these models subsumes all
non-price measures of competition, including
quality differences. However, while a merger or
monopolistic practice may not affect whether a
product is given away for free, it could very well affect such non-price dimensions
as product attributes, service, and innovation. In fact, it is possible that a merg-
er or monopolistic practice could have no material effect on the price of the twin
paid product but still harm consumers substantially as a result of reductions in
product quality or investments in product improvements and innovation. For
example, a merger of web-based advertising supported properties could change
incentives regarding how much privacy protection to give consumers.
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The argument that free goods are not sold also does not make economic sense.
Businesses still have to make decisions on how much to supply at a price of zero,
and consumers still need to decide how much to demand given that they gener-
ally need to expend resources to obtain and consume these free products. In
terms of competitive demand and supply, or the standard framework for a profit-
maximizing firm setting price in the face of a downward sloping demand sched-
ule, a “free price” simply means that the competitive market or the profit-maxi-
mizing firm sets a price of zero. Zero is just another number.

Two products that have been the subject of antitrust inquiries in many juris-
dictions illustrate the debate over the relevance of a zero price: search engines
and payment cards.

Web search engines enable people to search vast quantities of data for free.
Their twin paid product is usually advertising. Companies sell space on search
results pages to advertisers usually based on an auction for the keywords that peo-
ple use to find those results. In most countries, there is a dominant search engine

that has more than 60 percent of the shares of
search and search-based advertising, and often
more than 90 percent.22 Courts in the United
States and China have addressed the relevance
of free search when considering antitrust claims
regarding search engines.23

In a case brought in U.S. Federal District
Court, Kinderstart, a website that focuses on
providing content related to young children,

claimed, among other things, that Google had lowered its rank—and thus
reduced the likelihood it would appear on search engine results pages—in viola-
tion of Section 2 of the Sherman Act. In March 2007, the court dismissed the
complaint for a number of reasons, including the fact that Kinderstart had failed
to establish its claim that search is a relevant antitrust market. Key to the court’s
conclusion was that search was freely provided.

“KinderStart has failed to allege that the Search Market is a “grouping of
sales.” It does not claim that Google sells its search services, or that any
other search provider does so. Rather, it states conclusorily that “[a]ny search
engine must be free to the user because of past user experience and expecta-
tions with search engines and due to the preexisting governmental and tech-
nological policy of Internet freedom and Internet neutrality.” SAC ¶ 54.
KinderStart cites no authority indicating that antitrust law concerns itself
with competition in the provision of free services. Providing search func-
tionality may lead to revenue from other sources, but KinderStart has not
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alleged that anyone pays Google to search. Thus, the Search Market is not
a “market” for purposes of antitrust law.” [emphasis added]

(The judge noted that KinderStart might have argued for a combined search
results and search advertising market. We will return to this subject below.)

A Chinese court, in December 2009, reached the opposite conclusion on the
relevance of “free” in a case brought by Renren, a web-based provider of medical
information, against Baidu, the leading search engine provider in China.24

Renren claimed that Baidu reduced its rank in order to coerce Renren to spend
more on advertising with Baidu. The court ruled in favor of Baidu on the grounds
that Renren had not shown that Baidu had a dominant position in a relevant
market. However, in the course of its analysis, it rejected Baidu’s claim that
search could not be a relevant market because it provided search for free.
According to Zhang,25

“The court was unpersuaded by Kinderstart and reasoned that although the
search engine service was free, the service was closely tied to other products
and services for which Baidu does requires payment. Unlike free public
internet service, search engine service generates actual or potential profits
from advertising and marketing. Therefore, whether a service is free is an
irrelevant factor in evaluating the relevant market.”

In many countries, associations of bank-owned networks connect merchants
that accept payment cards with banks that issue payment cards. These networks,
sometimes in consultation with their member banks, set an “interchange fee”
that a bank receives from a merchant when one of its cardholders uses the card
for a purchase. Some competition authorities have concluded that setting the
interchange fee results from coordinated behavior among horizontal competitors
and is, therefore, a violation of the antitrust laws.

The European Commission concluded that MasterCard and Visa infringed
Article 101 EU Treaty as a result of setting the interchange fee.26 However, the
Commission recognized that having a centrally set interchange is economically
desirable and that a lower fee would be exempt under Article 101(3).27

In the United States, merchants have claimed in a private lawsuit that
MasterCard and Visa violated Section 1 of the Sherman Act as a result of setting
an interchange fee. However, they appear to argue that it would not be a viola-
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tion if MasterCard and Visa adopted a rule saying that merchants would not have
to pay any discount off of the amount of the payment to the issuing bank—in
other words, if they had established the same “on-par” payment as with the pre-
sentment of checks. On-par reimbursement is mathematically equivalent to an
interchange fee of zero. Thus the argument hinges on the claim that setting a
price of zero does not involve price-fixing while a positive price paid to the issuer
does. It is easy in this case to see that this reasoning is spurious. The privately
optimal interchange fee could involve a positive payment to the merchant when

a cardholder pays with her card and a charge to
the cardholder. Raising the fee from a negative
amount to zero would harm the merchant.

The fact that a product is free is not, howev-
er, completely irrelevant to the practice of
antitrust. A price of zero provides a red flag that
the textbook model of competition and stan-
dard antitrust analysis do not apply to the prod-

uct in question. Almost certainly the proper antitrust analysis will need to con-
sider the free product together with its companion moneymaking product. If the
antitrust inquiry centers on a free product, then the analysis should be expand-
ed to the other products provided by the firm that, in effect, subsidize the provi-
sion of the free product. Business practices related to the free product could result
in benefits or costs for consumers of the companion money-making product. If
the antitrust inquiry centers on a money-making product that has a free counter-
part, the analysis should be extended to the free product for the same reason.

A free price also implies that traditional tools of economic analysis need to be
used with care. Antitrust analysis often relies on the basic finding that prices tend
to equal the marginal costs of production in competitive markets, and that devi-
ations from marginal cost prices indicate market power. When a firm sells a prod-
uct that is usually free, it cannot be operating in the sort of markets described in
elementary models. It probably loses money on this product (assuming, as is usu-
ally the case, that it costs something to produce the product) and, if so, it must be
selling another twin product at a price in excess of marginal cost—because only
by making a profit on some other good can it sustain the losses involved in offer-
ing a free product. Therefore, the firm could earn a competitive rate of return
overall even if it is selling a product at considerably more than marginal cost.

IV. Defining Markets When Products and
Services Are Free
The purpose of market definition, and the related analysis of market power, is to
understand the competitive constraints that can limit the ability of a firm to
engage in behavior that harms consumers.28 The fact that a product is sold for
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free usually indicates there is a companion product and that the economics of
those products are inextricably intertwined. Profit-maximizing firms do not pro-
vide products for free unless it helps them make money somewhere else.
Formally, when a firm sets a price at zero, it is the result of a firm selecting the
prices for several interrelated goods and finding that the profit-maximizing prices
involve setting price equal to zero for one or more of those goods so long as at
least one good is sold for a positive price.

The interdependency of complementary products has been recognized in after-
market cases. These involve situations in which a company markets a durable
good such as a printer and sells consumable products such as printer ink to pur-
chasers of the durable goods. The primary and
after-market products are complements. An
antitrust analysis would not reach a reliable con-
clusion if it defined a market for the consumable
product and ignored competitive constraints
arising from the primary product.

The U.S. courts have generally recognized
this. In Kodak, Kodak’s motion argued for sum-
mary judgment on the grounds that competition
in the primary market precluded monopoly pricing in the aftermarket, but the
Supreme Court rejected that position.29 However, the Court recognized that
monopoly pricing in the aftermarket could occur only under special conditions.
Lower court decisions applying Kodak typically grant summary judgment to the
defendant unless the plaintiff can show: 1) there are high switching costs after
purchasing the primary product; 2) consumers lack information to conduct lifecy-
cle cost estimates when purchasing the durable good; and 3) the manufacturer
engages in post-sale opportunistic conduct to exploit the installed base of users.30

Under this analysis, the courts treat the provision of the durables and consum-
ables as separate for the purposes of determining the relevant antitrust markets,
and concentrate on the consumables market since that is usually the focus of the
antitrust complaint. They then consider the role of the primary market in con-
straining behavior in the aftermarket. This approach can result in a sensible out-
come when competition for the durable sale constrains the lifecycle price and
therefore the aftermarket price as well.

The aftermarket cases illustrate a general proposition in antitrust. In terms of
reaching the right answer a sensible market power analysis can cure all defects in
a market definition analysis. If the market is defined too narrowly, then con-
straints, such as those coming from the provision of complementary products,
can demonstrate that the firm at issue lacks the ability to engage in harmful
behavior. If a market is defined too broadly, then an analysis of constraints can
find that a firm could engage in harmful behavior even though it seems like a rel-
atively small participant in the market. In that case, under case law there would
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probably need to be a rethinking of the market boundaries. This result is not sur-
prising since the analysis of market definition and market power are both really
about identifying the set of competitive constraints that determine whether or
not a firm can engage in harmful behavior with respect to its customers.31

Problems arise when courts or competition authorities reach conclusions based
on market definition without considering market power analysis, or by conduct-
ing a perfunctory market power analysis. Doing so can lead to errors. False nega-
tives can arise when the market definition for the paid product results in the con-
clusion that there is no problem, but the harm arises in the free product. For
example, a competition authority may decide not to block a merger based on the
finding that price of the paid product would not rise by a small but significant
amount (“SSNIP”); had it considered the overall impact of the merger on both
the paid and free products it might have found small but significant harm to con-
sumers. False positives can arise when market definition for the paid product
results in a conclusion that there is market power for the paid product but the
analysis ignores the fact that competition results in the dissipation of that mar-
ket power when the paid and free products are considered together. Aftermarket

cases that ignore the impact of competition in
the primary market are likely to lead to false
positives.

Several approaches should be considered
when an antitrust or merger analysis involves a
free product or when a paid product has a twin
free product. The simplest case concerns the sit-
uation in which the free and paid products are
substitutes; this occurs when there is a basic free

product and a premium paid product or when free open source products compete
with paid products. From a theoretical standpoint, the usual analysis of market
definition and market power when there are differentiated products applies in
this case. But analysts need to deal with practical problems that arise from the
fact that one of the products has a price of zero. Market share calculations
become problematic. Basing shares on the value of sales would not make sense
since it would ignore the constraint coming from the free products; basing shares
on unit sales does not take into account quality differences for which price is a
common proxy. There is no good mathematical solution for this problem and
qualitative and judgmental analysis becomes necessary.

When there are complementary free and paid products there are two alterna-
tive analytical approaches. Although it is not common practice, market defini-
tion could consider complementary products as part of the set of competitive
constraints. That would be consistent with my view that the market definition
analysis should identify the firms, products, and institutions that are the sources
of competitive constraints on the firms and products under consideration.32 Both
the complementary free and paid products would be considered together as part
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of a business ecosystem that is relevant for the firms and products under consid-
eration. Alternatively, the analyst could consider the role of complementary free
or paid products in the analysis of market power. As noted above, this approach
would also minimize errors so long as the market power analysis is done serious-
ly, and is not an afterthought to market definition.

Similar observations apply for market definitions for multi-sided platform busi-
nesses. The preferred approach usually involves recognizing that competition
takes place between multi-sided platforms, and that the market consists of these
firms as well as other firms operating on either side that impose competitive con-
straints. The Kinderstart court seemed to recognize this as a possible approach
when it said that, “Kinderstart might have argued that the Search Market and
the Search Ad Market combine to form one market for antitrust purposes.”
However, no U.S. court, to my knowledge, has defined a market consisting of
multi-sided platforms that provide services to distinct groups of customers.

The other approach involves defining relevant antitrust markets separately for
the free and paid sides of the platform, but then taking the interdependencies
into account in the analysis of market power. Again, so long as this analysis is
not abbreviated, it could lead to the same result. Errors are minimized so long as
the market definition and market power inquiries consider the full set of compet-
itive constraints, including those coming from both sides of the platform.

A practical implication of a price of zero is that some of the standard tools of
market definition and market power analysis break down as a pure mathematical
matter. Consider applying the hypothetical monopoly test to determine the rel-
evant market that includes the free product. One cannot conduct a hypothetical
percent increase in price because 5 percent of nothing is nothing, and because
the nature of the product may be such that the hypothetical monopolist would
still find it profit-maximizing to price at zero. Similarly, price-cost margins can-
not be used for critical loss analyses or for assessing market power (technically
the price-cost margin would involve division by zero).

The reason why these tools break down in the case of a price equal to 0.0
brings us back to where we started in this section. A free price indicates that the
pricing of the product, and the overall analysis of competition, cannot be based
on traditional models of firm behavior. The analyst must recognize that there is
a twin product and deal explicitly with the relationship between the two. There
is extensive literature on how to consider pricing and business relationships in
the case of multi-sided platforms. However, as I have argued elsewhere, while it
is technically possible to extend the hypothetical monopoly test to two-sided
platforms, the challenges of implementing the SSNIP test empirically in two-
sided markets are likely to be overwhelming in practice.33

When an antitrust or merger analysis involves a product that is made available
for free—or where the paid product in question has a twin product whose price
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is zero—there is no substitute for carefully considering the economic interrela-
tionships between these products and the overall competition between providers
of the paired products or one or the other product.

V. Consumer Welfare and Harm Involving Free
Products and Services
A basic implication of the existence of a free product is that there is a twin prod-
uct that may or may not be consumed by the same consumers of the free prod-
uct. The economic analysis of these paired products demonstrates that, since
firms are usually jointly maximizing profits over both products, anything that
affects the demand or supply of one of these products necessarily affects the
demand and supply of the other product. By the same token, anything that
affects consumer surplus34 for one product is likely to affect consumer surplus for
the other product. To understand how a business practice, or prohibiting a busi-
ness practice, affects consumer welfare one needs to consider both products, and
their interdependencies, together.

Unfortunately, the mechanical application of market definition to antitrust
matters can prevent courts and competition authorities from considering the
welfare of all of the consumers that are directly affected by a business practice or
its prohibition. Courts and competition authorities, having defined a market,
typically focus the rest of their analysis on that market. If a court or competition
authority defines a market over one of the related product, but not over the
other, then it will likely consider the impact of the practice only on the con-
sumers in that market. For traditional products, this practice makes sense in

terms of conserving judicial and authority
resources; it would be time consuming and dis-
tracting to weigh all of the indirect effects, out-
side of the market, on other markets. For twin
products, this approach makes no sense given
that consumers of the product not considered in
the market will directly feel the consequences
of a business practice, or its prohibition, for the
product for which a market has been defined.

The interchange fee cases illustrate the issue.
A reduction in interchange fees necessarily
increases the prices that cardholders pay, since
banks will pass some portion of the lost revenue

from merchants on to cardholders. It also necessarily reduces the prices that mer-
chants pay, since acquiring banks will pass on some portion of the increased rev-
enue to merchants in the form of lower prices. Consumers could obtain a bene-
fit that would offset their costs if merchants passed on some portion of their sav-
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ings in the form of lower prices. Evans, Litan, & Schmalensee show that, for the
U.S. debit card business, a dramatic reduction in interchange fees is likely to
harm consumers, at least in the short run.35 Cases filed by plaintiff merchants
have defined or proposed merchant-facing markets and largely ignored the
impact of the behavior, or modifications to it, on consumers.36 In cases in the EU
addressing whether interchange fees constituted price fixing, the focus was on
whether collectively set interchange fees raised prices to merchants, but consid-
eration was given to benefits on the cardholder side facilitated by the existence
of interchange fees.37

The same point applies to analyzing the impact of a merger. If it involves busi-
nesses that produce related free- and paid products then the assessment of the
merger should consider the impact of the merger on consumers of both products,
even if those consumers are different. That could result in prohibiting mergers
that do not impose significant harm on the paid product but do on the free prod-
uct, or letting mergers proceed that impose significant harm on one product but
provide offsetting benefits on the other product.

VI. Conclusion
Free goods and services are increasingly common as a result of the continuing
development of web-based multi-sided platform businesses. There is no reason
why these goods should receive any antitrust exemption through, for example,
concluding (as the Kinderstart court did) that there is no relevant antitrust mar-
ket for a free good. At the same time, the existence of a free good in an antitrust
or merger inquiry—either as the subject of the inquiry or as a companion prod-
uct to the subject of the inquiry—should signal to analysts that they need to
understand the market forces that result in the provision of these interrelated
products and the decision to price one of them for free.

Many of the issues discussed in this article for free goods also apply to products
that are provided at prices below the marginal cost of production. These goods,
like free ones, are economically rational for a firm to provide only if there is a
companion product whose price is in excess (perhaps well so) of marginal cost.
The two-sided market literature provides guidance on how to deal with these sit-
uations, but the existence of free- and low-priced goods can arise for other rea-
sons as well. This reinforces the point that analysts need to understand the eco-
nomics of these businesses and apply economic tools, and modes of analysis, that
are relevant.
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