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ing demand for oil and the impact of declining revenues on the interest
rate could have made any collusive price by OPEC unsupportable.
This example illustrates the importance of interest rates to self-
enforcement of cartel agreements. Since the profits from breach and
the costs of punishment will normally accrue over time, firms will take
account of the time value of money. Analyzing interest rates deter-
mines how much a punishment hurts. Indeed, for sufficiently high in-
terest rates, collusion will become unsupportable as the discounted cost
of future punishments will fail to deter breach. Thus, understanding
this relationship between interest rates and self-enforcement can help
policymakers predict when punishments are most likely to occur.

IV. LEcaLLy ENFORCEABLE, DISGUISED PUNISHMENTS

The thrust of the analysis to this point has been centered on cartel
agreements that cannot be legally enforced—indeed such agreements
are criminal®®—however, it is not surprising that cartels would try to
incorporate disguised punishments in legally binding contracts to deter
price chiseling. The incentives for such circumvention are great be-
cause the punishments in legally binding agreements are not restrained
by the ex post credibility requirement.19¢ This Part briefly examines
three ways a cartel might be able legally to contract to punish price
chiseling. The first two mechanisms, meeting-competition and most-
favored-nation clauses, are commonly analyized as “facilitating prac-
tices.”101 The third mechanism involves patent licensing as illustrated
by United States v. General Electric Co.102

A. Meeting-Competition Clauses

A meeting-competition clause (MCC) is a contractual commitment
by a seller not to be undersold for the life of a supply contract.193 Such
agreements have avoided antitrust prohibition possibly because they
are vertical agreements between buyers and sellers and not horizontal
agreements solely among sellers.1°¢ Nonetheless, as Salop and others

99. See 15 U.S.C. § 1 (1982).

100. See supra note 30 and accompanying text.

101. “Facilitating practices” are so named because they facilitate collusion. See,
e.g., Salop, Practices that (Credibly) Facilitate Oligopoly Co-ordination, in New Devel-
opments in the Analysis of Market Structure, supra note 51, at 265. Some of these prac-
tices can facilitate collusion by making it easier to reach agreement, and detect price
chiseling. Id. at 269, 273. My purpose, however, is to focus on the practices that make it
easier to enforce collusive agreements with credible punishments.

102. 272 U.S. 476 (1926).

103. See Salop, supra note 101, at 279. MCC have been employed in various in-
dustries. See, e.g., International Salt Co. v. United States, 332 U.S. 392, 394 n.5 (1947);
Salop, supra note 101, at 287 n.37.

104. See J. Simons, Fixing Price with Your Victim: Efficiency and Collusion With
Competitor Based Pricing Clauses 53-67 (Oct. 29, 1986) (unpublished manuscript on
file at the Columbia Law Review) (arguing that in oligopolistic markets “‘competitor
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have shown, an MCC can credibly facilitate the maintenance of a cartel
price.105

The anti-competitive impact of an MCC can be given a straightfor-
ward punishment interpretation. An MCC credibly commits rivals to
reduce price in the face of price chiseling. The threat to reduce price is
credible because its enforcement is ensured by third parties, the buyers.
Ironically, the punishment threat is created by contracts with the very
victims of the cartel.196 Although a monopsonist buyer would never
have incentives to sign contracts that would ultimately hurt it and thus
never sign an MCC contract, multiple buyers might have individual in-
centives to enter into MCC contracts.197 This is because, in a market
with an established cartel, increased competition is itself a public good,
the benefits of which individual buyers will not capture. Thus an MCC
can credibly commit rivals to pricing punishments and thus entitle ri-
vals to maintain a higher price than if there were no MCC.

B. Most-Favored-Nation Clauses

A most-favored-nation (MFN) clause is a contractual commitment
by a seller not to sell to other buyers for a lower price for the life of a
supply contract.!°® Once a super-competitive cartel price is estab-
lished, an MFN clause also acts to increase the costs of price cuts. Un-
like an MCGC, where the rivals are committed to punishing, the MFN
clause is a credible commitment to self-punishment, enforceable by
buyers.109

Of special interest are retroactive MFN clauses that rebate any fu-
ture price decreases to a buyer.!1% A firm considering breaching a car-
tel agreement by price chiseling now faces the prospect that it may have
to rebate significant profits from the past if it breaches. The judicial
enforcement of a retroactive MFN clause, therefore, can enable cartels

based formula pricing clauses,” which include MCC, can violate the Sherman Act even
in vertical contracts). See generally Clark, Price-fixing Without Collusion: An Antitrust
Analysis of Facilitating Practices after Ethyl Corp., 1983 Wis. L. Rev. 887, 934-35 (“as-
sessment of the impetus for including meet-or-release clauses . . . should help to deter-
mine whether, on balance, the use of the clause has positive or negative effects upon
competition”).

105. See Salop, supra note 101, at 279-82.

106. See J. Simons, supra note 104, at 49-51.

107. A buyer’s refusing to enter MCC contracts would help make the entire market
more competitive, but since each buyer cares only about its own purchase price, it may
not forebear for the benefit of other buyers. Refusing to enter MCC contracts is thus a
public good that benefits buyers in general, but which independent buyers might fail to
refuse. See id.

108. See E.L. Du Pont De Nemours & Co. v. FTC, 729 F.2d 128, 134 (2d Cir. 1984)
(permitting use of most-favored-nation clauses).

109. Under certain conditions there is no disadvantage in being the first firm to
introduce the clauses. See, e.g., Cooper, Price Protection Policies and Tacit Collusion,
17 Rand J. Econ. 377, 377 (1986) (discussing MFN clauses).

110. Salop, supra note 101, at 274-75.
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to circumvent the temporal restriction that punishments can flow only
from reduced future profits.!!! Here, price-chiseling can occasion the
loss of past as well as future profits, making this one of the most severe
punishments.

C. Sham Patent Licensing Agreements

Finally, consider the opportunities for including binding punish-
ment threats in sham patent licenses. Such opportunities are illustrated
in the General Electric/Westinghouse light bulb license.!’2 In 1912,
General Electric granted to Westinghouse patent licenses for the manu-
facture and sale of light bulbs. The license required Westinghouse to
maintain the price that General Electric charged for bulbs!!3 and to pay
a royalty of two per cent of net sales—which rose, however, to 10 per
cent if Westinghouse’s net sales exceeded 15 percent of General Elec-
tric-Westinghouse total net sales.114

George Priest has suggested that the license agreement might have
been used to fix price: “A royalty of 2 per cent indicates either that the
patent was trivial and the parties were simply price-fixers, or that Gen-
eral Electric was distributing patent rents in return for an agreement to
fix price and limit output.”!15 The increasing royalty is especially rele-
vant to the issue of punishment. For if General Electric’s patent were
invalid and the license agreement were entered solely to facilitate
collusion, then the escalating royalty would punish price-chiseling.
Westinghouse would be deterred from giving secret price cuts in order
to increase its output beyond the 15 percent market share that trig-
gered the punishment royalty, which was five times higher.

V. PoLicy IMPLICATIONS

Policies that reduce the magnitude of credible punishments (or in-
crease the profits from breach) will consequently reduce the amount of
collusion. Thus, public policies should promote structural characteris-
tics that constrain punishment. For example, courts might refuse to en-
force MCC and MFN contracts where collusion is likely.116

111. See supra note 28 and accompanying text.

112. See United States v. General Elec. Co., 272 U.S. 476 (1926) (sustaining valid-
ity of patent license). The discussion here is derived from George Priest’s original anal-
ysis of the case. Priest, Cartels and Patent License Arrangements, 20 J.L. & Econ. 309,
340-49 (1977).

113. See 272 U.S. at 479, 482.

114. See Priest, supra note 112, at 345-46 (citing record).

115. Id. at 346.

116. The United States could apply this analysis to help insure that OPEC does not
revitalize. Simply stated, OPEC could be destabilized by giving individual producer na-
tions greater incentives to breach the OPEC agreement. An optimal strategy of destab-
lization would combine a mixture of carrots (to increase Profity,., in condition (1)) and
sticks (to increase the costs of nof breaching). For example, additional or renewed
United States foreign aid to specific oil-producing nations could be conditioned on the
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But even if such characteristics are beyond policymakers’ control,
identifying the relationship between structure and punishment has rele-
vance to policy. Judge Posner, for example, has advocated the use of
structural information not only “to enable enforcers to concentrate
their resources in markets where the resources are likely to be em-
ployed most productively” but also to aid in establishing actual “proof
of collusion, explicit or tacit.”’117

Making punishment threats credible may often be quite compli-
cated. Without explicit communication, reaching an understanding!18
of what the punishment will be can be quite difficult. Therefore, appre-
ciating the necessity of punishment can rationalize the law’s current
emphasis on communication—but at the same time can reveal that for-
mal agreement is not necessary in all structural settings.!!® Indeed,
this analysis can refocus the debate between Posner and Turner on

excess production of oil. Linking economic development loans and the refinancing, so
badly needed by some producer nations, to OPEC betrayal might be especially effective.
After all, the need for oil revenues to service existing debts is what induced Nigeria and
Venezuela to cheat in the first place. The International Monetary Fund has been condi-
tioning loans for years on such factors as the borrower’s fiscal deficit or money supply.
Destabilization would simply condition aid on a different action of the borrowing state.

Such a policy is feasible. OPEC’s recent instability demonstrates that several na-
tions have chosen to chisel of their own accord—so the size of the prizes or punishments
need not be great to make it in individual countries’ interest to breach the cartel agree-
ment. And only a few countries need to be so targeted in order to restore competition
in the oil market.

Indeed, the presence of one or a few price cutting firms can have a dramatic
procompetitive effect on a market—consider, for example, the impact of MCI on
AT&T’s long-distance telephone rates. See MCI Communications v. American Tel. &
Tel. Co., 708 F.2d 1081, 1099 (7th Cir.) (one month after MCI announced plans for
nationwide long distance service in selected cities, AT&T sought permission to lower its
long distance rates in many of those cities), cert. denied, 464 U.S. 891 (1983); MacAvoy
& Robinson, Winning by Losing: The AT&T Settlement and Its Impact on Telecommu-
nications, 1 Yale J. on Reg. 1, 9-14 & n.52 (1983). More generally, government policy-
makers might consider undertaking single-firm interventions instead of market
intervention (i.e., industry regulation) to correct or improve anticompetitive behavior.
Even private firms have sometimes had incentives to create a competitive presence in
upstream supplier markets or downstream customer markets. See, e.g., United States v.
Columbia Pictures Indus., 507 F. Supp. 412, 419-20 (S.D.N.Y. 1980) (four major film
studios claimed to enter joint venture in pay TV distribution to act as competitor to
existing distributors with large market share).

117. R. Posner, supra note 2, at 55 (structural evidence permits “ambiguous con-
duct to be evaluated™). Posner advocates a two-stage approach to punishing collusion:
“The first would involve identifying those markets in which conditions are propitious for
the emergence of collusion; the second, determining whether collusive pricing in fact
exists in such a market.” Id.; see also supra notes 8-12 and accompanying text (discuss-
ing differences between explicit and tacit collusion).

118. See supra text accompanying note 11.

119. Indeed, this is why the “finking” result of the prisoner’s dilemma game never
turns on whether the prisoners are allowed to communicate. See discussion supra note
17 and accompanying text.
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whether tacit agreements should be prohibited.!2® Turner, who would
legalize tacit collusion, seems to assume in his analysis that the profits
from tacit collusion will be limited because there are no punish-
ments.!2! However, once we allow for the possibility that firms could
tacitly agree on punishment threats as well as on a collusive price, more
anticompetitive levels of collusion are possible.}?2 Thus, Posner’s re-
sponse to Turner!23 becomes even more compelling when there is evi-
dence of punishing behavior. While an enforcement agency might not
be able to keep firms from pursuing their best interest given their un-
derstanding of how other firms will react, it can change the “given.” By
prosecuting tacit collusion where understandings of punishment are ev-
ident, courts can discourage such understandings from being
established.124

Thus, identifying variables that might distinguish industries’ ability
to punish credibly cannot only aid enforcement targeting, but can also
be a step in identifying after the fact whether punishments actually have
been exacted. Evidence of actual episodes of punishment could then
be used as direct evidence of cartel agreement. For example, the dra-
matic, short-lived price wars in the electrical equipment industry were
persuasive evidence that a cartel existed.!25

Because non-targeted punishments are more difficult for third-
party observers to identify than targeted punishments, targeted punish-
ments should be given special scrutiny. If a punishment consists of re-
verting to competitive behavior (such as the zero-profit punishment
price of Part I)126 then third parties will not be able to distinguish epi-

120. Compare R. Posner, supra note 2, at 42-55 (arguing that tacit collusion
should create liability under § 1 of the Sherman Act) and Posner, supra note 26, at 1562,
1563-93 (same) with Turner, The Definition of Agreement under the Sherman Act:
Conscious Parallelism and Refusals to Deal, 75 Harv. L. Rev. 655, 657-73 (1962) (argu-
ing that § 1 should not reach tacit collusion).

121. See Turner, supra note 120, at 666. Turner’s theory of “oligopolistic interde-
pendence” seems to contemplate a Cournot quantity game in which firms earn profits
without punishment threats. See supra note 34; see also R. Posner, supra note 2, at 74
(Turner’s theory is “tantamount to arguing that oligopoly is a sufficient as well as neces-
sary condition of tacit collusion.”).

122. See supra notes 23-27 and accompanying text,

123. See R. Posner, supra note 2, at 74 (criticizing Turner’s theory).

124, See id. at 74.

125. A period of dramatically successful collusion in the electrical manufacturing
industry (1955~1959) was bracketed by two severe episodes of punishment. J. Herling,
The Great Price Conspiracy: The Story of the Antitrust Violations in the Electrical In-
dustry 14 (1962) (“The famous ‘white sales’ in the electrical manufacturing industry was
a fantastic price war that raged from late 1954 until September, 1955.”); 1 R. Sultan,
Pricing in the Electrical Oligopoly 71 (1974) (“Between 1959 and 1961 price levels in
the turbine generator industry declined by more than 40 percent.”). Punishing price
wars have also been identified in the pre-Sherman Act railroad industry in Porter, Bell,
supra note 35, at 302-03.

126. See supra notes 33-35 and accompanying text.
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sodes of punishment from breakdowns of the cartel.27 Targeted pun-
ishments, however, are easily distinguished from competitive behavior.
For example, in a market that a cartel has divided into geographic terri-
tories among firms, the targeted punishment of sending extra sales
people into the territory of a breaching firm is especially visible as firms
attempt to increase sales in the market with the lowest mark up.

This Article has identified many types of targeted punishments—
exclusive dealing, territorial targets, and product exchanges—but
others may also be available. For example, in FTC v. Cement Institute,!28
the Supreme Court explicitly described a targeted punishment involv-
ing basing point pricing:129

During the depression in the 1930’s, slow business prompted

some producers to deviate from the prices fixed by the deliv-

ered price system. Meetings were held by other producers; an
effective plan was devised to punish the recalcitrants and bring
them into line. The plan was simple but successful. Other
producers made the recalcitrant’s plant an involuntary base
point. The base price was driven down with relatively insignificant
losses to the producers who imposed the punitive basing point, but with
heavy losses to the recalcitrant who had to make all its sales on this

basis 130
It is a happy coincidence for society that such targeted punishments,
the most credible form of punishment, are also the most readily identi-
fiable. If enforcement agencies can drive out such targeted punish-
ments, cartels will have to resort to the less visible, but less effective,
non-targeted punishments: breaches of collusive agreements will be
encouraged, and collusion thereby reduced.

127. For example, at this writing it is impossible to know whether OPEC is in a
punishment phase or whether the collusive agreement has been replaced by competi-
tion. Compare Pauly, The Unmaking of an Oil Cartel: Commodity Price Fixing
Schemes Inevitably Fail, Newsweek, Feb. 3, 1986, at 36 (attempt to control oil prices
inevitably gave way to competitive market pressures) with lbrahim, OPEC Leaders Af-
firm Support for Price War, Wall St. J., Feb. 4, 1986, at 3, col. 1 (OPEC leaders attempt
to re-assert authority of oil cartel by punishing renegade producers with even lower
prices).

128. 333 U.S. 683 (1948).

129. In a “basing-point pricing system” sellers transport the good to the buyer’s
place of business and charge a “delivered price”—that is, a price that includes a charge
for the transportation. Id. at 697. Basing-point prices are calculated by determining the
transportation charge as if all goods were shipped from a common base point even if the
goods are shipped from a producer at a much closer location. A well-known early exam-
ple is the “Pittsburgh plus” basing-point system for steel prices, in which “the delivered
price of steel from anywhere in the United States to a point of delivery anywhere in the
United States was in general the Pittsburgh price plus the railroad freight rate from
Pittsburgh to the point of delivery.” Id. Producers located between the basing point
and their customers could thus charge customers “phantom freight” for transportation
costs (measured from Pittsburgh) that were not actually incurred. 1d. at 697-98.

130. Id. at 714 (emphasis added); see also Haddock, Basing-Point Pricing: Com-
petitive vs. Collusive Theories, 72 Am. Econ. Rev. 289, 292-93 (1982) (suggesting that
basing-point pricing will occur in markets with dominant firms and fringe competition).
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Nonetheless, condition (1) suggests that evidence of either
targeted or non-targeted punishment should not be used indiscrimi-
nately to prosecute members of a cartel. To the extent that evidence of
actual punishment is used against the original price chiseler, it will re-
duce the expected profits from chiseling and thus make chiseling less
desirable. This is because a firm contemplating breach will realize that
breaching the cartel agreement may ultimately cause its own prosecu-
tion, with the attending criminal and treble damage liability.!3! Using
punishment episodes as evidence against the punishers, conversely, is
desirable. Raising the costs of punishment will make severe punish-
ments less credible, so cartels will tend to let more price chiseling go
unpunished to society’s benefit.!32

CONCLUSION

The current structural approach fails to recognize the necessity of
being able to punish breaches of cartel agreements. This Article has
examined how cartels can punish price-chiselers, how threats of punish-
ment can be made credibly, and what market characteristics will influ-
ence the size of the credible threat. Some characteristics (such as most-
favored-nation clauses) can clearly increase the ability to punish, others
(such as the spillover and market-share effects on advertisement pun-
ishments) yield clear theoretical answers but may be difficult to identify
in practice, and still others (such as product differentiation or capacity
constraints) require more specific analysis to understand whether the
cartel agreement is likely to be self-enforcing.133

While the ability to reach agreement may be an all-or-nothing vari-
able, this Article has attempted to show that the ability to punish credi-
bly will instead vary in magnitude.!®* Thus, the need for self-
enforcement will usually not be an impregnable barrier to collusion but
instead will limit the degree of collusion—the amount by which firms
can raise price above cost.135

131. Indeed, granting immunity from prosecution to any firm that informs the gov-
ernment about the existence of an antitrust conspiracy might be desirable. A breaching
firm could then credibly threaten the non-breaching firms that it will turn state’s evi-
dence if it is punished for breaching. Such immunity might thus give breaching firms a
powerfully competitive counterstrategy.

132. This policy may be difficult to implement because it may be difficult to identify
which price-cutters were chiseling and which were punishing. The timing of the price
changes may not always be clear. In addition, identifying nonprice punishments may be
especially difficult. See, e.g., supra notes 53-57 and accompanying text.

133. The fact that different models can at times yield different results is not a failing
of theory, but a reflection of economic complexity; it means only that with respect to
cartel issues a careful and reasoned choice of model is necessary. See Schmalensee, On
the Use of Economic Models in Antitrust: The Realemon Case, 127 U. Pa, L. Rev. 994,
995 (1979).

134. For example, almost any industry will be able to resort to pricing punishments
of varying magnitude.

135. While this Article has isolated the determinants of punishment, the three pre-
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Finally, the analysis of punishment in this Article could also be ex-
tended to a host of diverse agreements that lack legal mechanisms for
enforcement. For example, breaches of criminal conspiracies or inter-
national agreements cannot be rectified by resort to law.}3¢ Similarly,
the judicial branch will often abstain from enforcing political under-
standings between the executive and the legislature.}3? The analysis
here suggests that a structural approach might fruitfully be applied in
these contexts as well to resolve the same issues of self-enforcement,
punishment, and credibility.

requisites of collusion, see supra note 5 and accompanying text, do interact. Because
self-enforcing collusive agreements must include punishment provisions, see supra text
following note 12, factors that influence the first prerequisite—the ability to reach
agreement—will also indirectly affect the ability to punish. Additionally, the second pre-
requisite—the ease of detection—uwill, by determining the profits from breach, affect the
needed punishment in a given industry. See supra text accompanying note 28.

136. M. McDougal & W. Reisman, International Law in Contemporary Perspective
1223 (1981).

137. See, e.g., Baker v. Carr, 369 U.S. 186 (1962) (describing Supreme Court ab-
stention on basis of “political question™ doctrine). A number of academics have used a
“legislation-as-contract” approach to statutory interpretation. See Easterbrook, The
Supreme Court, 1983 Term—Foreword: The Court and the Economic System, 98 Harv.
L. Rev. 4, 15 (1984); Macey, Promoting Public-Regarding Legislation through Statutory
Interpretation: An Interest Group Model, 86 Colum. L. Rev. 223, 234 (1986) (“if the
parties to a [legislative] contract believe that the bargain they are striking is unenforce-
able, the value of that contract will be significantly diminished”).
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APPENDIX

This appendix analyzes a simple model of advertising punishment
to examine the tension between the spillover and market-share effects
described in the text.!38

Following Schmalensee,!3? suppose that there are N firms in an
industry cartel with constant unit cost (¢). To simplify the analysis and
to highlight the effect on advertising, assume that the cartel has agreed
to sell at a fixed cartel price (P) and to punish breaches by altering the
amount of advertising. Finally, assume that each firm’s demand (with
the fixed, equal price) is determined by the amount it advertises relative
to other firms. Specifically assume:

N €
=102 ATF A; ,fori=1toN (Appl)
i=1 N
= Ay
i=1
where 4; is firm i’s advertising spending and g¢; is its unit sales. While
appearing formidable, this demand equation can be easily interpreted.
The parameter « is a constant between zero and one, which measures
the spillover effect—the elasticity of total market demand with respect
to the amount of advertising outlays. The positive parameter ¢ meas-
ures the market-share effect—the “sensitivity of firms’ market shares to
differences among their advertising outlays.”’140
The profits of each firm, ;, are then:

m=P — g — A (App2)
Deriving the symmetric first-order equations for the collusive equilibria
we find:

A
o = a (App3)
(P - C)qcol
and for the competitive (Nash) equilibria:
Acom e+ (a - e) A
= 4
® = IGeom N Appd)

where 4. and g1, (Acom and geom respectively) represent the advertising
expenditures and output of each firm for the collusive (competitive)
equilibrium. The relationship between the output levels and advertis-
ing expenditures in both equations (App3) and (App4) can be charac-
terized as follows:

q =N~ A (App5)
Substituting equation (Appb5) into equation (App3) and (App4), we can
derive the result of interest that 4., the collusive amount of advertis-

138. See supra notes 51-55 and accompanying text.
139. Schmalensee, supra note 51, at 375.
140. Id.

HeinOnline -- 87 Colum. L. Rev. 324 19872



1987] HOW CARTELS PUNISH 325

ing, will equal 4, the competitive amount of advertising, if and only
if:

Sign (Acol - Acom) = SIgn (a - e) (APPG)
The interpretation of equation (App6) is that collusive advertising ex-
penditures will be greater than competitive advertising expenditures if
and only if a is greater than e—that is, if and only if the advertising
elasticity of market demand is greater than the sensitivity of firms’ mar-
ket shares to advertising differences. When the spillover effect of ad-
vertising 1s greater than the market-share effect, collusion will increase
advertising spending. This means that punishing via advertisement can
entail either increasing or decreasing the collusive rate. Whena = e,
the spillover effect and the market-share effect exactly cancel each other
so that 4., and 4., will be the same. In this situation credible advertis-
ing punishments are not possible because neither the level of advertis-
ing nor the breaching firm’s profits will be affected.

For other strategic variables (such as quality) that affect firm’s rela-
tive market share, but that do not involve a spillover effect, a will be
zero, so that the collusive equilibrium amounts will be unambignously
less than the competitive/punishment levels.
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