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BEVIS ED 

INTRODUCTION 

August 1 ,  19 8 2  

PRACTICES THAT ( CREDIBLY )  FACIL ITATE OL IGOPOLY COORDINAT ION! 

S te ven C .  S a l op 
P r o f e s s o r  of  Eco nomi cs 

Geo r g e town Un i ve r s i ty Law Cen t e r  

I. 

It i s  now we l l  e s t a bl i s he d  i n  bot h  the e co nomi cs and l e g a l  

li t e r a tur e that s uccess f ul p r i ce coo r di na t i on ( e i  the r exp r e s s  o r  

ta c i  t )  i s  not i ne vi t abl e-- e ven i n  hi ghly co ncent r  a t e d  i ndus t r i e s 

pro t e ct e d  wit h i ns urmountabl e ba r r  i e r s  t o  ent r y  . T he k e y  to thi s 

i nsi ght i s  the r e co g n i t i  on tha t e ven thoug h o l i  g op o  l is t s ' f a t e s  

a r e i nt e r dependent, i nd i vidual se l f -i nte r e s t s  a r e  n o t  pe r f  ect l y  

c o nso nant. As  a r e s ul t, o l i gopo l i  s t s  may f i nd i t  d i f f icul t  t o  

a g r e e  o n  a mut ua l ly a cceptabl e co ope r at i ve out co me , achi e ve tha t 

o u tcome s moothl y ,  and ma i nt a i  n i t  o ve r  t i me i n  the f a ce o f  

exogenous s hocks and p r i va te incen tives t o  de vi a  t e .  Ir. the 

cu r r ent  l an guage o f  I ndus t r i a l O r gan i za t i  o n ,  t he j oint p rof i t -

maximi z i  ng po i nt may no t be a Nas h e qui l i br i um. 

1 	 An ea r lie r ve r s i on o f  th i s  pape r was p r  e se n t e d  at th e IEA 
S y mpo s i um, " Ne w  De ve l opme n t s  in Ma r k  e t  S tr uctu r e ,  " held in 
O t t a wa, Canada, Ma y 10-14, 1982. Thi s wo r k  r eflect s the 
r e s ea r ch and litig ation skil ls o f  a numbe r o f  my f o rme r FTC 
c o l l  e a gue s with whom I wo r k  ed on th e EӻӼ ca se , ӽo be r t  
Bur k a ,  Pa ul Pa ut l e r ,  Ma r g a r et S l ade, and David Sche f f man. I 
have a l so ben e ti t t e d  f r om the comme nt s  o f  Ri cha r d  Gilbert, 
Cha r  l es Ho lt, Jack Ki r k wood, War r  en S chwar tz, Jo e Simon s, 
and my di scussan t,  Thoma s v .  Unge r  n -S te r n be r g. Many o f  the 
i deas  di scus se d he r e  have come out o f  joint wo r k  with Judith 
Ge lman and ar e di scusse d mo r e  f orma l l y  in Gelma n and Sa lop 
( 1 9 82) Fina ncia l suppo r t  fo r this r e s e a r ch h a s  be e n  • 

p r o vi de d  by the Bur ea u  o f  Eco nom i cs o f  th e Fede r a l  Trade 
C ommi s sion . 



THE SIMPLE ANALYTICS O£_!ACIT COORDlNAIIQN: REVI£ú 

e l em e nts--agreement 

The l ik e l ihood o f  succ essf ul c o o  r d ina t ion may be inc r  eased 

by t h e  adoption of  ind ust r y  p r a ctices t h a t  inc r  e a se o l ig opo l ist s' 

i ncentives to c oo pe r ate and r educe the i r  inc e n t ives t o  compe te 

des p i t e  the i r  dive r g ent int e r  est s. Ant it r  ust comme n t a  t o r s  r e f e r  

to such  p r a ctices a s  " f a c il it a t in g  devices . •  S ome c o u r t s  have 

c a l l e d  them "pl us f a c to r s . •  Eco no mic theo r ists can m od e l  these 

practic e s  as p r o f it pena l tie s and p r icing const r aint s t ha t  have 

the e f f  e ct of al t e r  ing the oligopo l y  e quil ibr ium po int . Ana l ysis 

o f  the se pr a c tices is the subject of this pape r .  

The r est o f  th e pape r is o r  g anized as f o l l ows . S ect ion I I  

b r i e f ly r e vie ws t h e  ana l ytics o f  st r at e gic int e r  a ction in 

o ligopo l ist ic ind ust r ies . The ma te r ia l  in t h is se ct ion is not 

new , bu t it se ts a use f u l  f ounda t ion f o r  ana l yzing f acil it a t ing 

p r a c tices . The p r a ct ices a r e  int r  oduced in S e ction I I I. 

S e c t io ns IV and V d iscuss two exampl es o f  cont r act u a l  p r ovisions 

that c an f unction a s  f a cil ita ting d e vices-- " m o st f a vo re d  n a t ion " 

c l  a uses and "me e t ing compe tition" cl ause s .  C ont r a ct u a l  

p r o visions can a dd c r e dibil it y t o  tacit ag r e ement s ,  b e ca use the y 

wil l be enf o r ced b y  co u r t s .  A numbe r  o f  othe r p r a ct ice s a r e  a l so 

disc u ssed b r ie f l y  in these two se ct ions . S ect ion V I  discusse s 

the r o l e  o f  mee ting compe tition cl ause s in c r  edibl e en t r  y 

d e t e r r enc e .  Ef f icienc y  r a t iona l es f or the p r  a ctice s a r e  taken up 

b r ie f l y  in the C oncl usio n .  

II. 

S u c cessf ul o l ig opo l ist ic co o r dina tio n  co nsists o f  thr ee 

about the co ope r ative o u t come, ÁÂÃmÃnÄ o f  
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maintenance that outco me , and o f  the outcome o ve r  time in the 

f ace o f  changing co ndit ions and p r iva te incen tives t o  compe te. 

Agr eement is d if f icu l t  when e ve r  f irms' int e r  ests do not 

e xa ct ly co r r  espond . It may be t r ue that r aising p r  ices may 

inc r e a se the i ndus t r  y's j oint p r o f it s .  Howeve r  , abs e n t  a bi ndi ng 

p r o f it-shar ing ar r angement , highe r p r o f it s  f or one r i val may come 

a t  the othe r s' expense . Whe n  non-p r ice va r iabl es s uch as p r oduct 

d e s ign , d e l ive r y  sche dul es and co l l a te r a l  s e r vice mus t al s o  be 

se t ,  the agr eem e n t s  become unavo i dably compl ex. T he de s i r  e to  

p r ice discrim i na t e  al s o  compl icates t he agr eement .  M o r  e o ve r ,  in 

a dynamic context , the ag r eement mus t be co n s t an t l y  r eneg o t i  ated 

o r  be mad e  co n t i  ngen t on changing co ndit i on s .  O the r wi se, the 

a gr e e ment wi l l  become l es s  p r o f it abl e when changes occu r .  O f  

co u r se , the dif f i cu l t i es i n  r eachi ng an ag r eement ar e compo unded 

when l aws p r o hi bit the nego tiat i on o f  exp r es s  ag r eeme n t s .  In 

pl ace o f  open negot iatio n s ,  the oli g opol i st s  mus t i ns t ead r ely on 

t a cit un der standings s ubt ly s i g nal ed th r oug h news pape r i nte r vi ews 

and a t  t r  ade as s oci ation meetings. 

Once agr eement i s  r eache d ,  the co ope r at ive outcome mus t 

s t il l  be achi eved. T hi s may be a tr  i vi al matter f o r  a legal 

ca r t e l  that can openly r e ly on a cour t - en f o r ced co nt r act. 

However , thi s i s  not the case f o r i l l egal p r ice f ixi ng schemes 

and tacit co o r di na t i  on. Wi thout such co n t r act s ,  agr eement s may 

not be "bind i ng "  . 

The f am il i ar model o f  a r e pe ated P r isoner s '  D i l emma g ame 

i l lus t r ates thes e di f f i cul ti es .  Suppo se the indus t r  y cons i s t s  o f  

two f irm s--cal l them E thyl and DuPon t-- which p r o duce 



relative c redibility 

credible eqyilibrium 

relative 

Ethyl 

d i ffe r en t i  ated  p r o d u c t s  a t  i de n t i ca l  c o st s  . 2 S uppo s e  tha t  a s  a 

r e s u l t of gov e r nmen t  r eg u l at i  on o r  s ome o th e r  i ns u rm ou n t a b l e  

ba r r i e r  t o  ent r y  , a dd i t i  ona l ent r y  i s  impo s s  i b l e. T o  e l i mina te 

the a dditional ana lyt i  c c ompl e x i  ty c r  e a t e d  by a s s yme t r i c  

po s i t ions in the i nd us t r y  , a s s ume th a t  c o n s ume r demands f or the 

r i v als' p r o d u c t s  a r e  symm e t r ic . 3 C on s i de r  the st  r a t e g y  space f or 

e a c h  rival to be  th e se t o f  it s p r i  c e s  ov e r  an inf i  nit e time 

can b e  a c hieved and maintaine d se que n t i ally by f irms tha t  a r e  

f o r  e s ig ht e d, bu t w ho a r e  una ble t o  p r e commit t o  f ut u r e  p r ic e s  . 

Tha t is , in eve r y  time pe r iod e a c h  f irm is a s s um e d  t o  select a 

pr i ce that maximizes t he pr e s ent dis c o u n t e d  v a l u e  o f  it s p r o f  i ts ,  

ta k i ng int o  consid e r ation it s r iv als' likely be s t  r e s po n s e s  t o  

i t s  p rice c hoice . The s imple N a s h-Cou rnot e quil ib r ium po int may 

a l so b e a c r edible equilib r ium o u tcome o r  not, a s  w il l  be 

dis c u s s e d  belo w .  T he te rm c r e dibil ity empha s ize s t ha t  

h o r  i z on ,  or ( p l , p2 , . ) • 

O u r  ana ly s is f oc u s e s  on the o f  po s s ible 

dynam i c  e quil ib r i a .  A is an o u tc ome tha t 

2 Although the r ivals' 
(1981) case, 

nam e s  a r e  taken fr om the FTC'S recent 
the facts assumed in these examples d o  

no t c orrespond exactly t o  th ose in the case. F or example, 
the real-l ife d omest ic lead -based antikn ock c omp ound 
indust r y  als o inc ludes tw o fr inge f irms, PPG and Nalc o. In 
addit ion , c osts may have been heter ogene ous and r ivals' 
p r oducts were c ons idered h om ogene ous by pur c ha se r s .  
Obviously, real l ife is far r icher and m ore c omplex than 
theo r y. See Grether and Pl ott (1981) and Caklt on (1981) f or 
othe r  ec on om ic analyses of =>. 

3 F o rmally , assume that the demands f or Ethyl (E) and 
DuPont (D) sa t i  sfy the symmetry c ond it i on xE(p,q) = xD ( q, p )
f or all pr ice pairs (p,q) f or the tw o r ivals. 

- 4 -



A. TACIT COORDINATION ANP THE PRISONERS' PILEMMA 

TABLE l i PRISONERS' PI LEMMA 

puPont 

Ethyl 

- -

an out come may be a c r  edible e quilib r ium ( o r  not )  with r e s pe ct  to 

some inf o r mation s e t s  and s o me deg r ee s  of s t r  a t egic 

sophist ica tion bu t not othe r s .  Be c a u s e  some f ir ms may be mo r e  or  

le s s  inf o r med and sophistica ted than others, the analysis is no t 

r e s t r ic t e d  to a single definition o f  credibility. It should also 

be emphasized at the outset that many of these res ults can also 

be de rived as simple Nash equilibria in a na lo g o us static models. 

To facilitate the exposition, we will illustrate these 

concepts with simple examples. In these examples, each duo poly 

firm chooses its price each period from among a finite set of 

prices (generally two). Table l illustrates the simplest 2 x 2 

P r isone r s' Dilemma structure. In this example, each firm can 

sele c t  either a high price PH or a low price PL. 

Pa Pt Pa Pt 

Pg 1 0 0  -1 0 1 0 0  1 40 

Pt 1 40 7 0  -1 0 70 

Ethyl's Payoffs DuPont's Payoffs 

The entries in Table l contain the firms' profits in a 


single period from different pricing combinations in that period. 


The exact numbers are chosen for illustrative p urposes only. We 
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cooperative) 

competitive 

denote a pr i cing out come by the pa i r  o f  p r i  c e s  cho s e n  by the 

r ival s.  E thyl ' s  p r i c e  i s  ent e r ed f i r st .  Thus , the p r  i ce pa i r 

(Pa, PL) den o t e s  th at E thyl  c ha r g e s  PH and DuPont cha r ge s  PL. 

Bec a us e  jo i nt p r o f  i ts f o r  th e p r i ce pai r  (PH, PH) e x c ee d  joint 

p r of its a t th e o f f- d i a g o n a l  pa i r s (PL, PH) and (PH, PL) and the 

dia gona l p r i c e  pai r (PL, PL), we den o t e  (PH, PH) a s  the joint 

p r o f it ma x i mi z i ng ( or po int. A coope r at i ve 

a g r e e ment wou l d  r e qu i r e  that E thyl and D up o n t  e a c h  c ha r g e  the 

hig h  p r i c e  PH. We d en o t e  (PL, PL) as the po int. 

Int e r - se l l er p r i ce se t t i ng cont r a c t s  g en e r a l ly v i  o l a te the 

antit r us t  l aws . La c k  o f  a b i nd i ng c o nt r a c t  may ma k e  it difficult 

f or DuPon t and E thyl to c o o r d i  na te their b e h avio r  even 

tempor a r i ly , even if th ey reach a mee ting o f  the m i nd s  on the 

mut ua l  des i  r ab i  l i ty o f  th e co ope r a t i v e  s t r  ategy PH. Beginning 

f r om the compe titiv e  out come (PL, PL ) ,  if the da t e s  of the 

r i va l s' pr i ce inc r ea s e s  t o  PH a r e  not c o o r d i na te d  , t h e n  the p r ice 

l ea d e r  ' s  p r o f its ar e r ed u c e d  du r ing the t r  a n s ition pe r iod. In 

t h e  e xampl e ,  if E thyl r aise s p r i  c e  f i r s t  , its p r o f its f a l l  to - 10 

until D uP on t  foll ows with its p r i  c e  inc r e a se .  Of c o u r se ,  

DuP on t  ' s  p r o f its r ise t o  140 du r i ng the t r  a n s it ion. Thus, DuPont 

ha s e v e r y  inc entiv e  to d e l ay its p r ic e  inc r e a s e. Fea r o f  fur t he r  

d e l ays may convi nc e E th y l  t o  r e t u r n  t o  PL ,  o r  t o  f o r  eg o  the price 

i nc r ea se to b e g i  n with. As a r es ult , the p r o c ess o f  a t taining 

the jo i nt p r o f it po int may b e  int e r r upt e d. 4 

4 It has b e en a r gued by the e c o nomist- l a wye r Don a  l d  Turne r 
( 1 962) tha t sophist icated o ligopolists will e asil y ove r come 
th i s  p r o bl em. Eac h  wil l r e cog nize his mut ua l  int e r depe n ­

( F o o t n o t e  co ntinued )  

-6­
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It may appe a r  that the " t r an s itiona l •  dif f icu l tie s o f  

ac hieving the coope r at ive out come a r e  only a one- time p r o b l  em .  

H oweve r ,  this view o ve r l oo k s  the dynamic e l em e n t s  o f  olig opo l y  

inte r action . A s  c o s t  and d emand pa r am e te r s  change o ve r  time , the 

joint p r o f  it -maximiz ing po int chan g e s  a s  w e l l  . Thus , 

o l igopo l ist s f a c e  r epe a t e d  tr  an s itiona l p r o b l em s  . As we 

demon s t  r at e  b e  l ow , c e r  tain ind us t  r y  p r  actices can f a cil it a t e  the 

t r an s itions to ma k e  co ope r a tion mor e  c r e dib l e ,  a l l  owin g  t he p r ice 

pai r  (Pa, PH) to be a chie ve d  r epe a t e d l y .  

Once achie ved , we have the f amil ia r P riso n e  r s' Dil emma --the 

c o o pe r ative out come mus t b e  maintaine d d e s pit e the o l ig op o l ist s' 

inc e n t ives t o  compe t e  . O f  cou r se , this p r o b l em is simil a r  t o  the 

dif f ic u l  tie s f a c e d  in a chie vin g  t he joint p r o f it po int to begin 

w ith . The coope r a tive po int (PH, PH) is no t a simpl e N ash 

equil ib r ium to the sing l e -pe r iod P riso n e  r s' Dil emma g am e. F o r  

e xampl e ,  if Eth yl l ow e r s  its p r ic e  to PL, its p r o f its rise in the 

s h o r  t r un to 1 40 . 

F o l l  owing S tigl e r  ( 1  962 ) b y  viewing the mod e l  as a r epe ated 

g am e  comp l ica tes the a n a l ysis a s  f ol l  ows . Given the pay o ff 

s t r uc tur e o f  Ta b l e  1 ,  onc e  DuPon t d e t e cts Ethy l 's p r ice decr ease , 

it has an inc entive t o  ma t c h  the price cut; this st r a t eg y  r aise s 

4 ( co ntinue d) 
d e n c e  with his r ival s, his l on g r un int e r est in r a ising p r ice 
quic k l y ,  and his r iva l s' l ik e ly ide n t ica l vie w. Ho wever, 
this po s ition may un d e r  estima te f irms • dive r g  ence o f  
int e r es t s  du r ing the t r  ansition pe r iod. This issue is taken 
up in mor e d e t ail be l ow in the discussion of the maint e nance 
of the joint p r o f it po int. Fo r a l aw r e view answe r to 
T u rn e r's arguments, se e the int e r  est ing a r  ticl e by tne 

-l awye r  economist Richa r d  P osne r ( 1969 ) .  



neyer 

its p r of it s  f r om -10 t o  70. As s uming t h a t  the r e  is a s uf f icienӺ 

time lag be twe en Ethy l's p r ic e  c u t  a nd DuPo n t 's r es po nse,  a p r ice 

cu t by Ethy l is pr o f  itable . This de s tabiliz e s  t h e  coope r  a tive 

o u tcome . DuPo nt 's ince nt ive t o  c u t  p r ice and Eth y l's inc e nt ive 

t o  m a t ch a r e  sy mme t r ic, of c o u r  s e  . In s h o r t, in t h e  r epea t e d  

g ame, unles s  d e t ection lag s a r e s uf f icie n t ly s h o r  t ,  each 

o l ig o po lis t h as a n  inc e ntive t o  chea t  . Thus,  the c o o pe r  a tive 

ou tcome may not b e  a c r  e dible dynamic eq uilibr ium t o  t h e  repe a t e d  

game. 

I t  is w ell k nown t h a t  t h e  inc e ntive o f  o ne f irm--say Ethy l-­

t o  devia te f r om t h e  coope r ative s o lutio n  depe nds o n  its r elative 

p r o f it s  in t h e  f ou r  s t a t e  s {Pa, PH), {Pt, Pa) , (PL, Pt ) ,  and 

( Pa, Pt) and t h e  r ela tive time inte rvals s pe nt in e a ch s t a te . 

The time int e r vals a r e  th em s e lve s  e ndog e no u s ly de t e r mine d  by the 

lik e liho o d  and s pe e d  o f  de  t e c tion o f  p r ic e  ch ange s a n d  r espo n se 

by o ne's r ival and the dy namic s  by which the joint p r of it point 

mig h t  be r eachie ve d  if and w he n  co ope r ation b r  e a k s  down . 

F o rmally, de noting t h e  p r o f it s  t o  Ethyl a t  t h e  p r ic e  pair ( Pi, 

Pj), a s  Vijr and a s s um ing t h a t  t h e  joint p r o f it o u t  come can 

be r ea chieved o nc e  it is lo st,  Ethy l will d e via t e  f r  om Pa if 

( 1 )  


whe r e  the weig h t  b is e nd o g e nous and d e pe nds upo n a ll the 

r ela tive time int e r vals and Et hyl's time and r is k  dis co un t  r a t e s .  

Th e  expe c t e d  r e lative time inte r vals d e pe nd i n  t u r n  o n  Ethyl's 

e xpe ctations abo ut DuPo nt's b e h avio r and, h e n c e  o n  DuPo nt's ow n 

ince ntive s  . S  

-a-



¿Àtiye 

discounts 

Most f o rmal 
! 
�alyse s  o f  tacit c o o r dination have f oc use d on 

the issue o f  dete c ting d e viations f r om the coope r ative st r at e g y. 

Stig l e r 's ( 1 962) mod e l  is the c l assic wor  k ,  f o l l ow e d  by O r r  and 

MacAvoy ( 1 965) on the p r o f it abil ity o f  c he at ing g iven e xogen ous 

det e ction l ag s . Osb o r ne ( 1 9 7 6} analyz es a se t of o l ig opo ly 

d e c ision r ul es that indu c e  st abil it y. Mor e  r e c e n t  l y, Gr e e n  and 

P o r t e r  ( 1 9 8 1 )  have e r e c t ed a st o c hastic d em and m od e l  in whic h  

b o th f a l se posit ive and f a l se ne g a tive signals o f  c he a t ing can 

o c c u r ,  and in whic h the l en g t h  of p r ic e  wars ( i . e . ,  the time 

int e r val spe n t  at  ( PL, PL) ) is endog e n o usly d e t e rmine d .  

In most f or m a l  mod e l s, a r e t a l ia to r y  r e spo nse oc c u r s  

immed ia t e l y ,  onc e  devia tio ns a way f r om the joint p r o f it po i n t a r e  

d e t e c t e d  . 6 I nd e e d, this i nc en t ive t o  r e ta lia t e  has b e e n  

e x p l ic it l y  buil t int o  the Tab l e  1 payo f f  ma t r ix .  On the o t he r 

hand, if the st r at e g y  spa c e  i s  e xpa n d e d  to i nc l ude 

and o th e r  limit e d  che a ting tactics , r e talia t i on may not 

be ine vitabl e even a f  t e r  d isc oun ts that a r e  de t e ct e d . ?  Fi  r st ,  

5 	 Richa r d  P osne r ( 1 96 9 )  has po in t e d  out t h a t  th e easi e r  i t  i s  
t o  a c h i  e ve (and r eac hieve) t h e  coope r a t i ve out come, th e 
g r e a t e r  i s  the i ncen t i ve to d e via te fr om tha t  outcome to 
obtain hig he r  sho r t  r un p r o f its. Tha t i s, 1-b m i g h t be 
smal l because (PH, PH) can be qui ck l y  r e a t t aine d. Thus, 
e ase o f  a c h i  evi ng c o ope r a tio n r a i se s  the i ncentive to c he a t. 
Gre e n  and P o r  t e r  ( 19 8 1) and P or te r  ( 19 79) e xp l o r  e th i s  i ssue 
by analyzi ng a c a r t e  l•s de te rminatio n of th e opt i mal 
punishment period . 

6 	 I n  the G r e e n  and P o r  t e r  ( 1  9 8 1 )  mod e l ,  t h is issue is mo r e  
complic a t e d  because che a ting is n o t  d e t e rm ine d wi th 
c e r ta inty. 

7 See Ge lman and S a l op ( 19 8 2) f o r  a domina nt f irm-compe t i  ti  ve 
f r inge duopoly mode l th a t  has this p r o pe r ty. 

- 9-



meeting competition 

favored nation 

PURE TACIT COORDINATION 

- -

Ethy l's dis count may be o f  f ere d  to a marg inal DuP o nt c ustomer, 

that is , one w hom DuPo nt had b e en c harg i ng a price approxim a t e ly 

eq ua l  to marginal c o  st ( includi ng s e rv ic e  co sts) . Ev e n  more 

g e rm ane f or our purpo s e  s is the f ac t  th at s ome c o  ntractual 

prov isions can make retaliation more c o s tly . As disc u s s e d  in 

de tail in the f ollowing s e  ctions , and ӹ 

clau s e  s in sales contracts can a f  f e c t  oo th the 

incentiv e s  t o  di  s co unt and th e ince ntive s to re taliate ag ainst 

dis c o  unts that are de te cted . 

Bef  ore turning to an analysis o f  the s e  contra ctual 

provis i  ons,  we f irst e x am ine ca se s in which taci t co ordinatio n is 

s u c c e  s s f ul .  

B. 

D e s pite all the di  f f  icult i e s ,  s u c c e  s s f ul ta c i t  co ordina tion 

is not impo s s  i b le .  Payof f s  may hav e  a s truct ure that pe rmi ts the 

coope rative o utcome t o  be  a credible ( o r  e ven a s i mple Nash) 

equilibri um . This can o c c u r  in two way s .  Firs t ,  a s  di  scu s s e d  in 

t he conte xt of the Table 1 payof f s t ruct ure, if the de tection lag 

and dis co unt rate are low e no ugh and VHL and VLH are s ufficiently 

small relati ve to  VLL a nd VHHt then the co operat i ve point 

(PH, PH) may be a credible dynamic e quilibri um. 

Alte rnati vely , i f  VLH i s  le s s  than VHHt the n  we ca n a ls o  

hav e (PH, PH) a s  a simple N a s h  equilibri um . This i s  illu s t ra t e d  

in Table 2 below , where Ethy l and Du P o nt's res pe ct ive o ff­

d i ag o na l  payof f s  a re re duced f rom 140 to 9 0 .  

10 



Ethyl 

TABLE 2: PURE TACIT COORPINATION 

ouPont 

Pa ¾ PL 

Pg 100 -10 100 90 

PL 90 70 -10 70 

Et hyl's Payo f f  s DuPont ' s  P a yo f  fs 

Given this payof f str uctur e, the c o o pe r a tiv e o utcome ( PH, PH) 

c a n  be a c hie ve d as w ell as maintained, if f irms a r e  sop histic a te d  

str a t e g ists. Beg inning a t  ( PL, PL ) ,  if Et hyl r aise s its p r ic e  to 

Pg, its p r o f its f all to -10. How ev e r ,  unlik e the sta nda r d  

P r isone r 's Dilemma, DuP o nt now h a s  an inc e ntive t o  r aise its price 

immediate ly in o r de r  to inc r ease its p r o f  its f r om 9 0  to 1 0 0  . 

Know ing this, it is in Ethyl's inte r est to ope nly raise its price. 

T hus, the compe titive equilib r ium outcome ( PL, PL) c a n  be avo id ed; 

it is not a c r edible e quilib r ium . Of c o u r se th e compe titive po int 

( pL, 	 PL ) r emains a simple Nash equilibr ium 

T he analysis o f  maintaining th e co o pe r ative o utcome is 

ana lo g o us .  In cont r  ast to th e standa r d  P r  iso ne r s' Dilemma, if 

Ethyl low e r s  its p r ic e  to PL, its p r of its f all f r  om 100 to 90; 

its ince ntive to disco unt is th e r e f o r e  elim ina te d .  Not even an 

unsop histica te d  Ethyl will low e r  its p r ic e  . DuP o nt's inc e ntives 

a r e  ide ntica l. Thus, in Tab le 2 ,  ( PH, PH ) is a simple N ash 

equilibr ium as w ell as a c r  e dible e quilib r ium . It can be bo th 

achie ved and mainta ine d if DuP o nt and Ethyl a r e  suf f iciently 



PRACTICES THAT FACILITATE OLIGOPOLISTIC COORDINATION 

facilitating practices.8 

information exchange incentive management. 

soph i sti ca te d  . 

III. 

Unf ortunately f or pote nt i  a l  c ollu d e rs ,  payo f  f matri c e s  do 

not always sati sf y  th e pure tac i t  c oo r di na ti on structur e  of 

Tabl e  2 .  No r a re de te ct i o n  lag s a lways short e no u g h  to make a 

cre d i ble equ i li b r  i um out o f  th e r epe a te d  versi o n  o f  th e 

Pri s o ne rs' D i lemma g ame i n  Table 1 .  Theref ore , a s  a n  

a lte r na ti ve , th e oli g o po l i sts must consc i ously o r  f o r tui tously 

dis cover and implement some means of r e structuri ng the i r  payo f  f s  

t o  f ac i li ta te a c h  i e veme nt a n d  mai ntenance o f  the coope r ati ve 

o utcome . We r ef er to th ese as 

The r e  a re tw o d i sti nct e f  f e cts o f  f ac il i ta ti ng practi c e s-­

and Altho u g h  

parti c ula r pr acti c e s  o f te n  comb i ne e leme nts o f  b o th r oles ,  it is 

us e f ul to d i st i ng u i sh be tw e e n  th em. Beca use th e i nf o rma ti on 

e xc h ange e f f e ct i s  b e tter und e rstoo d ,  we w ill d i  scuss it only 

b r  i e f ly and f oc u s  i nste a d  on i nc e nti ve management. 

Inf ormati on e xc h ang e f ac i li ta te s  both explicit and tacit 

coo r  d i na ti on b y  elim i na t i ng unc e r ta i nty about r i vals' a c t i  ons. 

Classi c examples of i nf o rmati o n  exc hanges are inter-seller 

veri f ica ti o n  of p r  i ce quo ta ti o ns and a dvance not i c e  of price 

c h ang e s. In e ach c a se , th e exch ang e o f  i nf o rmati o n  shortens or 

8 F o r  the purposes of analyzing the economic ef fects of these 
practices on st rategic interaction, it makes no difference 
whether or not the oligopollsts a do pt the practices in the 
beli e f  that they will stabilize the cooperative outcome. Of 
c ou r se, the intent may be an i ssue in a l eg a l  challenge to a 
pr acti ce. 
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di rectly 

eliminates detection lags and, therefore, the time interval spent 

in off-diagonal price-pair states. By decreasing the 

transitional losses from price rises and the transitional gains 

from price discounts, incentives are altered in such a way as to 

make the joint profit outcome easier to achieve and maintain.9 

The inc entive management role of facilitating practices 

functions by altering the structure of the payoff 

matrix, rather than working through the medium of information 

exc hange. By restructuring payoffs, the incentives for a firm to 

offer price discounts or raise prices may be directly affected.lO 

Similarly, a firm may change its incentives to matc h price 

changes initiated by its rivals, thereby affecting its rivals' 

incentives to initiate such price changes . In this way, adoption 

of facilitating practices can convert competitive oligopo ly 

outcomes into simple Nash or credible equilibria at the 

cooperative point. 

For example, cons ider the following static model. Let 

Vi(pl, p2) denote the profit function for firm i (i = 1 ,  2), 

given the prices Pl and p2 respectively for the two firms.ll 

Profit-ma ximization by each firm implies a simple Nash 

equilibrium (Pl, p2) sati sfying the respective first-order 

9 Reaching an agreement can also be facilitated by the 
exc hange of information among rivals. 

10 	 In term s of equation ( 1 )  , information exc hanges alter b 
wherea s incen tive management devices alter the pa yoffs Vij. 

11 	 Each of the prices can denote vecto rs of prices and/or other 
strategy variables, of course. 
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conditions, or 

(2) i • 1,2 

If Vi(pl, p2) is altered, say by the adoption of an 

incentive management device, the Nash equilibrium c hanges . 

Perhaps the purest example of an incentive management device 

is a monetary penalty on price discounts. For example, beginning 

with the Table 1 payoff matrix and an equilibrium at (PL, PL), 

suppose that DuPont and Ethyl each contract with separate third 

parties. Suppose the contracts require a payment to the third 

party of a penalty equal to SO if the firm charges any of its 

customers a price below PH, and that price cut is not matched by 

the rival seller. These penalties transform the rivals' payoffs 

into the Table 2 payoff matrix. Since the Table 2 matrix has a 

credible (and simpl e Nash) equilibrium at (PH, PH), the penalty 

scheme successfully raises industry joint profits, relative to 

Table 1. 

Incentive management devices can also be created by 

provisions of purchase contracts between an oligopolist and his 

customers. Embedding an incentive management device in a sales 

contract has a number of advantages. First, use of a contract 

(with a purchaser or a third pa rty) allows the oligopolist to 

make a binding commitment to transform its payoff matrix. If 

necessary, a public court will enforce the contract. Thus, the 

credibil ity of the promised behavior is inc rea sed.l2 Moreover, 

12 This point is also made by Posner (1979) at page 1198. 

-14-



the abi l i ty t o  co l l  e c t  dama g e s  g i v e s  the buye r an ince ntive to 

e ns u r e  pe r f  o rmanc e of th e cont r  act and to bea r the c o s t s  of 

enfo r  c i  ng the cont r  a c t .  If th e buye r i s  be t t e r  s i  t u a t e d  than 

r i va l s  or th ir d pa r tie s  to d e t e c t  p r i  c e  disc o unt s ,  thi s can 

i nc r ea s e  the e ffi c i  e n c y  of enf or cement . Of c o u r se , mor e 

e ffi c i  ent enfo r c ement i nc r  e a s e s  t he c r e dib i l ity o f  a pr omise . 

The obv i ou s  que s t ion is why r ationa l buy e r s  w o u l d  b e  wil ling 

t o  a c t  as accompl i ces  i n  a ch i  evi  ng this po s s ib l y  anticompe t itive 

conduc t .  To the e x t ent that th e cont r  a c t u a l  p r ov i  sion ma k es 

d i  s c ounting l es s  d e s i r abl e o r  p r ice inc r ea s e s  l es s  r is k y  , it i s  

d i ffi cu l t  t o  s e e  why bu y e r s  w ould a g r e e  t o  c l aus e s  tha t h ave such 

an effe c t  . l 3  The answ e r  lies in the po s s ibil i ty o f  des igning 

cont r a ct u al p r o visions th a t  a r e  valu e d  by e a ch b u y e r  ind ividually 

ev en a s  they c r  e a t e  an e x t e r na l  co s t  to  all o the r b uy e r s. If 

s u c h  c l  a u s e s  can be d e ve l oped ,  tho ugh e a c h  buye r  wil lingly 

a ccepts (or e ven pu r c has e s )  the claus e ,  the colle c t ive accept ance 

o f  the claus e by a l l  buy e r  s e limina t e s  the individu al be ne fit by 

s t a b i  l i z ing th e s e l l e r  s '  joint pro f it o u t come . A c o u r t  might 

cha r a c t e rize this impa c t  a s  a " f  r ee r ide r e ff e ct in reverse." 

We now t u r n  t o  a numbe r  o f  examples o f  p r ac t ices that can 

t r an s f or m inc e n t ives in this way . I t  sho u ld b e  n o t e d  th at th ese 

p r a ctic e s  some t i me s  have p r o compe titive and e f ficie ncy bene fits 

a s  w e l l  a s  po t e n t ia l  an t i compe titive e f fects. Fo r n o w ,  we f ocus 

1 3  Of c o u r se , a buyer would c l  e arly b e  wil l in g  t o  accept the 
c l ause for a compe nsa t o r y  payment in e xcess o f  his loss 
Pa - PL. oe r un it purchase d .  Howe ver, compe nsa tion at this 
high l evel elimina tes any ben e fit to the oligopolist. 
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per se 

IV . MQS!-FAVOREO-NATION CLAUSES 

most-favored-nation 

A .  RETROACTIVE MFN 

General Elect ric Compet it ive Impact Statement 

A (M FN )  

on the l att e r  and d i  s c u s s  s o me o f  the e ffi c i ency bene fi t s  i n  the 

l as t  s e c t i  on.  Thi s cho i  ce o f  emphas i s  does not r ef l e c t  a b e l i ef 

tha t  t h e  anti compet i  t i v e effe c t s  a r e  a lways l a r g e r  o r  mor e  

i mpor tant , or th a t  c o u r t s  s ho u l d  take a app r o a c h  to th e s e  

p r a ct i  c e s  . Rath e r ,  because the s ub je c t  o f  th i s  pape r i s  

s t r a te g i c  i nt e r a c t i  on and o l i gopo ly e qu i l  i b r i um ,  a c a r eful 

bal anc i ng o f  bene f  i t s  a gai nst l ike l y  ant i compe t i  t i v e  i mpa c t  is 

ne c e s sa r i ly b e yond th e s c ope o f  th e ana l ys i s .  

c l a u s e  i n  a s a l es c o nt r ac t  

provi des t h e  buye r  wi th i ns u r anc e p r o t e c t i  on a g a i  nst t h e  cont i n­

g ency that the se l l e r  o f f e r s  a l ow e r  p r i ce to ano t h e r  c u s t ome r. 

The s e  c l  ause s ma y p r e vent p r ic e  disc r im ina t io n  whe n  the se  l le r  

offe r s  a discoun t  p r ice t o  ano t h e r  b u ye r  , eith e r  in t h e  fut u r e  (a 

" r e t r oa ct i  ve "  M FN) o r  in the p r e s e nt (a "co nt empo r ane ous " MFN ) .  

Al tho ugh a l l  MFN's change th e se l l e r's inc ent ive s in th e same 

gene r a l  way, it is c l ea r e r  to il l u s t r at e  some iss u e s  with the 

case of a r e t r oa ctive M FN and o t h e r s  with a cont em po r ane o u s  MFN . 

Cons i de r  an ind u s t r y--fo r exam ple , l a r ge s c a l e  s t e am-tu r bine 

gene r at o r sl4--i n  whic h pub l ic util ity c u s t ome r s  c o nt r ac t  for the 

pu r cha se o f  c u s t om manufa c t u  r e d gene r at o r s. B e c a u s e  de l ive r y  

14 	 The J us tice Depa r tment allege d th a t  GE and Wes tingh o u s e  had 
MFN clause s th at fa c il it a t e d  t a c it c o o r d ina tion. S ee the 

( 197 7 )  and Hay 
( 197 9) . 
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unmatched 

o c c u r s  many mont h s  af  t e r  th e c o nt r  a c t  is made , inc r ea s e d  

c ompe tition , r e d u c e d  d em a nd , or  r educed c o s t s  dur ing the 

i nt e r vening time pe r iod may r e du c e  th e ave r ag e  p r ic e  paid by 

l at e r  buye r s  f or compa r a b l e  g ene r a t o r  s .  B y  pl a c ing th e f ol l owing 

MFN cl  ause in the sa l es a g r e ement , ea r l y buye r s  may s ha r e  that 

p r ic e  dec r ea s e  : 

If a t  any time b e f o r  e [buye r ]  ta k es d e l ive r y  o f  sa id 
g ene r a t o r .  [se l l  e r ]  o f f e r s  a l owe r p r ic e  f or a 
compa r a b l e  size and qua lity gene r  a t o r  to  any o the r 
pu r c hase r ,  [se l l e r ]  will a l s o  o f f e r  that l owe r p r ice to 
[buye r ]  . 

T ha t  is , any f ut u r  e p r ice dec r ease s  must b e  r e b a t e d  to  the 

buye r  . l S This r eb a t e  mec hanism e f f ective ly cr e a t e s  a pe nalty 

s ys t em simil a r  t o  the one d is cussed in S ection I I I  and 

il l us t r at e d  in Tab l e  2 a b o ve . The MFN r e quir e s  the se l l e r  to  pa y 

a mone ta r y  pe na l ty if he l owe r s  his p r ice. l 6  B e cause p r ice 

d e c r e a s e s  a r e  pen a l ized, they a r e  disc o u r a ge d  . Thus , if all 

r iva l s  p r o vide a l l  buy e r s  with MFN pro te c t ion, t he co ope ra t ive 

outcome (PH , PH) can b e  st a b il ize d, once it is a chie ved. l7 

1 5  	 Var iants o f  this co n t r  act could p r o vide for a re ba te o f  
p r ice cu ts ma de e ven a ft e r  delivery is t a ken, or for a 
pa r tia l ra t h e r  t h an a f ul l  reba t e  . The co nt ract m i ght also 
e a s e  enforceme nt o f  th e cl ause by pro vidi ng t h e  bu yer wi th 
the r ig ht t o  inspe ct the sell er's books . 

16 	 The total pe na l ty e qua l s  the price decre a se times the number 
of outstanding o r de r s .  I t  is paid e ve n  i f  the di scount i s  
ma tche d .  

1 7  	 Of  cou r se ,  t h e  M FN ma k es it mor e dif f icul t to  ach i  eve a 
l ower price co ope r a t ive outcome, if changed co nditions 
war r an t  a l ower price . This is a co st t o  the oli gopo lists 
of adopt ing such a plan . I n  co n t r  ast, the Ta bl e 
sche me does no t shar e this problem because only 
p r ic e  cuts a r e  pena l ized .  

-1 7 -
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by even 

just one rival 

Coope r (1981) ha s s ho wn tha t  p rovis ion of  an MFN 

may be adv antag e o u s  to a l l  se l l er s  , inc l uding t he 

one tha t ins titut e s  the MFN. T his is a st r ong r e s ul t ,  b e c a u s e  a 

se l l e r  ' s  unil ate r a l  adoption o f  an MFN a l s o  pl aces it a t  a 

competitve disa dvant a g e- - it is dete r r  e d  f r om ma t c hing s e l e ct ive 

di  sc ounts o f f e r ed by it s r iv a l s .  Howeve r  , as  dem ons t r a t e d  by 

Coope r  , this compe titiv e  disa dvant a g e  may be mor e  than o f  f se t  by 

the e f f ect of  the cl  a u s e  in s ta bil iz ing a hig he r p r ic e .  

Thi s out come is il l us t r a t e d  in the T a b l e  3 pa y o f f  ma t r ix 

b e l o w .  Beginning f r om Tab l e  1, this ma t r ix a dd s  the po s s ibil ity 

of c ha rging a thir d p rice PM , whe r e  PL < PM < PH . Re l a tive to 

Tab l e  1, it a l so a s  s umes that one r iva l  , E thy l  , o f f e r s  an M FN 

which r equir e s  it t o  pay a pena l ty o f  50 f o r  any p r ic e  de c r e a s e s  

be l ow a n  initia l p r ic e  , whe t h e r  ma t ched b y  Dupont o r  not .  S inc e 

the pena l ty is paid only f o r  p ric e d e c r e a s e s  , the ma t r ix is 

cons t r uc te d  cont ingent on a pa r t ic u l a r  initia l p r ic e  pair . I n  

Tab l e  3 ,  t h e  a s s um e d  initia l point is the asymme t r  ic p r ic e  pa i r  

(PH I PM) • 

We ma y  il l us t r ate the po s s ibil ity o f  a cr e dible e quilib r ium 

a t  the asymm e t r ic p r ic e  pair (PH , PM) a s  f ol l ow s  . DuPont ha s no 

inc entive t o  r aise its p r ic e  t o  PH .  The pena lty p r o vision of  the 

MFN e l imina t es  E th yl 's inc entive to low e r  its p r ic e  t o  PM or  pL. 

Ass uming d e t e ction and r eta l ia tion can be ca r r ie d  out swif tly, 

DuPont has no inc entive to l ow e r  it s p r ic e  to PL; f or if it do e s  

Ethy l wil l quickl y r e s po nd by l ow e r ing i t s  p r ic e  t o  PM .  I n  

cont r  a s t  , absent the M FN ,  (PL , PL) mig h t  be th e e qu il ib r ium ,  

be c a us e  the s ho r t  t e rm gains f r  om c u t t ing p r ic e  a r e  r e l atively 
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TABLE 3: RETROACTIVE MFN 

DuPont 

Ethyl 

B. CONTEMPORANEOUS MEN 

gain 
90 -7 0 )  

½ .PM PL PB PM PL 

100 80 -10 10 0 130 14 0 

80 40 30 80 90 125¼ 

PL 90 75 20 	 -10 80 70 

Ethyl's Pay o f f s  	 DuP on t 's Pay o f f s  

la r g e r  i f  the M FN i s  el i mi na te d.l8 If th e e qu i li b r i um is al t e r ed 

i n  th i s  w ay, E th yl 's p r o f  i ts r i se f r om 7 0  ( wi th o u t  the MFN) t o  8 0  

(wi th the MFN) , in spi t e  o f  it s i nd u c e d  compe t i t i v e  d i sa dv an t a ge . 

DuP on t 's pr o f it s  r i se f r om 7 0  to 13 0 .  These r e s ul ts i l l ust r at e  

C oope r 's proo f  o f  e x i  st ence . 

Mos t - favor ed -na t i  o n  cl aus e s  a r e  al s o  f ound i n  l ongt e r m  

r e qu i  r ements co n t r  acts gov e r n i ng the sal e  o f  r e pe a te dl y  pu r chase d 

1 8  	 Thi s  can be se en  a s  f ol l ows . Giv en th e MFN , if DuPont 
low e r s  i ts p r i c e f r om PM t o  pL, it wil l o bt ain a short run 
g a i  n of 10 ( i . e . ,  1 40 -13 0 )  and suf f er a long run loss o f  5 
(i .e., 13 0 -125 ) whe n  E thyl r e tal i a t es by cu t t ing its price 
to PM .  In cont r a st ,  abse nt the M FN ,  beginn i ng a t  (PH, PH), 
DuPont gai ns 3 0  ( i . e  . ,  13 0 -10 0 )  f r om a cut to PM and loses 
10 (10 0 -9 0 )  f r om a ma tch i ng c u t  by E thyl . In t h is case, 
DuP on t 's sho r t r un gai n  r ises by mor e than its l ongrun loss 
r i  se s .  S im il a r l y ,  b eginning a t  ( PM, PM)  , a DuP on t  cut fr om 
PM to PL gi ves a sho r t r un of 3 5  ( i . e . ,  125 -9 0  ) and a 
lon g r un l oss of 20 ( i. e., when E th yl ma t c he s .  Again, 
the ga i n  r ise s  by mor e than th e l oss . See C o o pe r ( 1981 )  fo r 
a mor e gen e r al model .  
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selective discounts, 

cooperative 

de facto, 

1 9  

indus t r ial s upplie s  . The s e  claus e s  ins u r e  buye r  s aga inst 

contempor ane o u s  p r ic e  disc r imina tion in f av o r  o f  o t h e  r buye r  s . l9 

C on s id e r  the f ollowing s tanda r d  f or m  : 

If [selle r ]  s houl d, du r in g  t h e  t e rm o f  t h is c o n t r act, 
o f f e r  or  sell goo ds of e qual quality and quan tity to 
any othe r  buyer at a p r ic e  l ow e r  th an that p r ovided f or 
he r e in, [bu ye r ]  s ha l l  re c eiv e th e bene f it o f  s u c h l ow e r  
p r ic e  o n  a l l  s hipmen t s  mad e  he r e und e r  f or whic h such 
lowe r  p r ic e  is  e f  f e c tiv e. 

Thi s  claus e d if f e r s  s omewhat f r om th e r e t r oa ct iv e  MFN . 

Whe r ea s  the r e t r oa ctiv e  MFN pe nalize s  a l l  p r ic e  de c r  e a s e s  made at  

so m e date, th is contempo r an e o u s  MFN penalizes a n d  d e t e  r s  only 

th at is, p r ic e  c u t s  th a t  a r e  r e s t r ic t e d  t o  a 

limit ed numb e r  o f  c us t ome r s  . 2 0  Gene r al p r ic e  c u t s  a r e  n o t  

penalized o r  d e te r  r e d .  Thu s ,  s e l e c t iv e  dis c o un t s a r e  made 

r elativ el y  l es s  pro f itabl e th an g ene r al p r ic e  c ut s  . In tha t  

oligopoly compe tition ta k e s  t h e  f orm o f  sele ct iv e  dis c o un t s, the 

MFN may s e r v e  to  s t abil ize the c o ope rativ e  o u t come . 

S ince gen e  r al pric e c u t s  a r e  not penalized by a 

cont empo r an e o u s  MFN , adju s tm e n t s  t o  a l ow e r  p r ic e  

outcome a r e  not d e terr e d  if the y  b e come ne c e s  siry . 2 1  S im il arly, 

th e ability t o  re t a l ia t e  with a gene r al pric e re d u c tion agains t 

r iv al s' se cre t disc oun t s  is n o t  co n s t  r aine d .  Onl y  s e l  e ct ive 

The s e  o th e r  buye r s  may be downs t  r eam c ompe tit ors a s  well . 

2 0  	 It shoul d b e  not e d  th a t  buye r s  who a re w e l l  
the pric e s  paid by o t h e r  buye r s  may ind u c e  a 
not e xpl ic it, MFN pol icy . S e e  the disc u s s io n  
p r ic e s  in S ec t ion IV (C) b e l ow .  

2 1  	 If c o s t s  f al l, f o r  e xampl e, then th e joint p r o f  it-maximizing 
p r ic e  may decl ine . 
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d i  scounts a r e  pena l i  z ed .  

Gelman and S a l op (1 9 8 2 )  c o nst r uc t  a f or m a l  model i n  w h i c h  an 

o l i gopo l i st does not r espond to th e se l ec t i ve d i sc o un t s  i ni t i a ted 

by h i  s r i val . Ass umi ng that the exi stence o f  sec r et d i sc o un t s  i s  

d e t e ct ed ,  but the i dent i  ty o f  the c ust ome r s  o f f er ed the d i scounts 

i s  n o t  , then sel ec t i  ve ma t c h i ng o f  sec r et d i sc o un t s  i s  c l ea r ly 

i mpo ss i b l e .  At the same t i me ,  r eta l i a t i on w i th a g ener a l  , 

mat c h i  ng p r i ce cut may n o t  be i n  the o l  i gopo l i st 's sel f -i nterest 

i f  the sel ecti  ve di  sc o u n t s  wer e not o f f er ed w i dely . 2 2 

F o l l ow i ng t h i s  ana lysi s ,  a contempo r aneous MFN const r a i ns 

the o l i g opo l i st 's r espo nse i n  the same way as w o u l d  i ts i na b i  l i ty 

to  i den t i f y  the c ust ome r s  o f f er ed d i sc o u n ts .  Fo r examp l e ,  

suppose t h a t  DuPon t o f f er s  a sel ect i ve di  sc oun t to  a l i mi t ed 

n umber o f  E thyl 's c ust ome r s. S uppose E thyl can i den t i  f y  these 

customer s .  However , due to the MFN , su ppose E th y l  can only 

f easi bly respo nd wi t h  a gener a l  p r  i ce cut t o  a l l  i ts custome r s .  

I n  th i s  case , i t  wil l compa r e  the pr o f i t  r educt i on f r om thi s 

c u st omer loss to the a l ter na t i ve o f  o f f er i ng a g ene r a l  p r i ce cut 

t o  a l l  i ts c ust omer s ,  i nclud i ng th ose not app r oa c hed by DuPon t. 

The deeper is Du Pont's d i sc o u n t  and the f ewer c ust ome r s  that a r e  

a pp r o a ched by DuPon t  , the r el a t i vely mor e  c o st ly i s  a ma t c hi ng 

r esponse by E thyl . Henc e ,  the mor e l i  k ely i t  i s  t h a t  E thyl wi l l  

a c c ommoda te the di  sc o un t s  r a ther than r espo nd wi th a general 

pr  i ce cut. I n  sho r  t ,  i f  Du Pont r est r i  cts i ts sec ret d i sc o unt i ng ,  

2 2  	 I n  add i t i on ,  a s  d i sc ussed ea r li er , i t  may b e  unp r o f  i ta b l e  to 
ma t c h  d i sc o u n t s  to ma r gi na l c ust omer s .  The f ol l owi ng 
ana lys i s  appli es to th i s  c ase as wel l  . 
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TABLE 4: CONTEMPORANEOUS MEN 

ou:e�mt 

Ethyl 

7 0  

i :  i s  more pro f i  table for Eth yl t o  a c c  ommodace ra t her than touc h  

of f a pr  i ce wa r .  

At the same t i me, the c o n t empo r a neous MFN a lso preven cs 

Ethyl f r om of f eri ng i ts own select i ve di  sc oun t s  t o  DuPon t 's 

customer s. Thus , i f  Ethyl has an MFN and DuPon t does no t, a 

c r edible equli brium may exi st at  the po i nt where Ethyl offers the 

h ig h  pr  i ce PH to a ll i ts cust ome r s ,  and DuPon t offers the price 

PH to most cust omers and a disc oun t  pri ce PL to the rest . If 

both r i  vals o f  f er an MFN , eli m i na t i on of  all select i ve 

discoun t  i ng may st a b i li ze the coope r  a t i ve out come (PH, PH). 

An example of thi s analysi ӣ i s  p r o vi ded i n  T a ble 4. 

Den ot i ng a selec t i  ve disc oun t st r a  tegy as PH/PL, T able 4 is 

const r uc t ed by expa nd i ng the st r at egy spa ce o f  Tab le 1 to i nc lude 

the possib i li ty o f  a selec t  i ve di  sc oun t  st r a  tegy PH/PL f or either 

r ival . Of course ,  an MFN w i ll p r  event a f i  rm f rom o f f ering 

sel ec t  i ve di scoun t s .  

PH/PL PL PH 

1 0 0  8 0  - 1 0  1 0 0  

PH/PL 1 3 0  8 5  2 0  8 0  

P H/PL PL 

1 3  0 1 40 

8 5  6 0  

PL 1 40 60 7 0  -1 0 2 0  

E th yl Is Payo f f s  D u P on t's Payo f f s  

T h r ee cases must be consider ed: ( i )  No MFN , ( i i )  MFN by one 
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No MFN: 

MFN by Ethyl 0": 

MFN by Both Riyals: 

and r eta l i a t i on , the o u t come (PH, PH/PL) i s  the c r ed i bl e 

r iva l  on ly ( e  . g .  E th yl )  , and ( iii) MFN by both r iv a l s .  

If neith e r  r iv a l  is const r ained by an MFN , the 

coope r a tiv e so l u t i  on (PH, PH) is a c r edib l e  equil ib r i um only f o r  

s uf f i  c ient ly rapi d detec t i  on r a t e s ,  as disc usse d ea r l i er .  

Beca use se l ect i ve di  sc ounts a r e  mor e  di  f f i cu l t  to detect than 

g e n e r a l p r  i ce c ut s ,  (PH, PH) may only be i mm une to g eneral c ut s-­

no t to  se l ecti ve d i  scounts . I n  th i s  case i t  i s  usua l ly a r gued 

t h a t  the se l ect i ve d i sc o un t i ng p r i ce pai r (PH/PL, PH/PL) is mor e 

l ike ly to be the c r e dib l e  equil i  b r  i um than (PH, PH) . 23 Assume 

th a t is the case here .  

I f  E thyl un i l at er a l l y i nstit u t es a 

contempo r aneous M FN , i t  ef f ec t i  vely commi ts i tsel f  to el i m i na te 

t h e  st r a t egy PH/PL. I n  th i s  case ,  as d i sc ussed ea r l i er and 

il l us t r ated i n  T a b l e  4 ,  i t  i s  not p r o f i  t a b l e  for E th y l  t o  ma tch 

D u P on t 's sel ect i ve d i sc o u n t s  w i th a gener a l  pr i ce cu t to PL.2 4 

Assuming that gener a l  d i  sc o un t s  a r e  deter r ed by r api d detect i on 

e quil ib r i  um .  25 

I f  b o th r i va l s  i nst i tut e an MFN, only 

gene r a l d i scoun ts a re f easib l e .  As d i sc ussed a bove, i f  r i vals 

23 S ee Gelman and S a l op ( 1 9  8 2) f o r  a techn i ca l  analysi s of th i s  
point . 

24 	 If D u Pon t o f f er s  sel ect i ve di  sc o unts , E th y l's pr ofi ts f a l l  
t o  8 0  . However , i f  i t  r eta l i a tes w i th a g ene r a l  p r i ce cu t 
t o  PL, i ts p r o f  i ts f a l l  f u r ther to 60 . 

25 	 Of co u r se ,  i n  a model w i th a co nt i nu o us st r ategy space ,  the 
l evel of the h i gh and l ow p r i  ces may a l so cha n g e, rel at i ve 
to  the case o f  no MFN. 
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a lways ma t ch det ect ed general price cut s  buņ do n o t  ma tch 

de t ect ed selective disco u n t s, then, if det ecticn is sufficiently 

ra pid , neit her rival will devia t e from PH. Thus, the co opera t ive 

outcome (PH ,  	 PH) ma y become a credible equil ibrium .  

This demo nst ra t es how the adoption o f  an MFN can improve the 

likeliho o d  o f  the co opera t ive ou t come being a credibl e 

equilibrium. Mu tua l  or un ilat era l adoption of most favored 

na tion clauses can be in the self-in terest of the o lig opo list s.26 

In spit e of th is anticompetit ive effect, buyers may be 

wil ling to "purchase" the "pro t ection" o f  an MFN for two rea sons. 

First, insurance pro tection a gainst price reductions may ha ve 

va l ue t o  risk -averse bu y ers. The MFN pro vides this insurance. 2 7  

Of co u rse, bro a d  MFN pro t ection reduces the pro ba bil it y tha t a 

lower price wil l ever ma teria liz e  beca use it indu ces an a dverse 

incen t ive (a "m oral ha z a  rd " )  in sell ers who provide it. Ho wever, 

for any individual buyer, this effect may be sma ll rel a tive to 

the insurance ben efit . I nstea d, the adverse incen t ive is mainly 

an " externa l "  effect that injures o t her buy ers. T he profit­

maximiz ing pu rchaser does n o t  reck on this externa l effect in t o  

his ca lcul us. T hus , the m ore buy ers there a re in the ma rket, the 

2 6 	 As  discussed for the case of a ret roa ctive MFN ,  unil a tera l 
a doption of a co n t empo raneo us MFN may be in each riva l •s 
sel f  -int erest even if the cl ause is n o t  a l so a dopted by 
riv a l s .  T his benefit t o  a firm from un ilatera l adopt ion of 
an MFN is independen t of any increased efficiency or bu yer 
preference for the MFN . I nstead, it derives from its effect 
o f  st a bil iz ing a more co opera t ive outcome. 

2 7  	 O th er than increased o l ig opo l ist ic competition, prices co u l d  
a l so fa l l  if costs o r  aggrega t  e dema nd decrease, if ba rriers 
t o  entry are reduced, et c .  
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industrywide 

mor e l i ke ly w i l  l the p r i c e stabi l i z  i ng e f f ec t  be ignored by 

buy er s .  2 8  

In addit i on , a buy e r  who d o e s  add th i s  poten t i a l  i nju r y  to 

oth e r  buy e r s  int o  his p r o f it c a l c u l  us may count th a t  i nju r y  as  a 

bene f it ,  not a s  a c o s t  . I f  r i v a l  buy e r s  a r e a l s o  his downs t r eam 

p r o d u c t  ma r k et competit o r s ,  th en hi  s p r o f itabil ity is enh an ced 

when his r iva l s' c o s t s  r ise . 2 9  Looking a t  the p r o b l em in t h is 

way , a buyer may be wil l ing t o  pay mor e f or an MFN , b e ca use the 

MFN a c ts a s  a type of b r ib e  t o  the s e  l l e r  t o  f or e g o  deeper 

d i  scoun t s  t o  r iv a l  bu yer s .  

C .  	 POSTED PRI CES , RELAT I VE VAL U E  S CAL ES , AND PRODU CT 
STAND ARD S  

P r ovision o f  a most -favor e d -na t ion Ӥl a u s e  w ou l d  appea r to  

r e quir e a l on g -term supply c o nt r  a c t  . However , this is 

unne cessa ry. I n  f a c t  , a number of c ommon p r ic ing c o nven tions 

have ef f ects simil a r  or even equiva l en t  to an MFN . 

Whe n e ver a sel l er d e a l s  in a ma r ket in w h ic h  al l 

tr  ansa ctions a r e  consu mma ted a t  an identica l (po st ed) p r ic e ,  the 

ana lysis o f  the MFN is appl icab l  e .  I nd e e d  , t r  ansa c t ing only a t  a 

sin g l e l ist p rice is the ess e n c e  o f  an MFN . 3 0  The only 

2 8  	 The po ssibil ity t h a t  the buyer s' c o st -minimizing out come of 
•no 	 MFN " wil l  be achieved f or a ma r k et cha r a ct e r ized by an 
o l ig opsony am on g buy er s  d epends Qn an a n a l y sis ana l ogous to 
the on e  ca r r ied o u t  her e  f o r  o l ig op o l ist ic se l l e r s .  

2 9  	 I ndeed , if the downst r eam ind u s t  r y  demand is suf f icien t ly 
ine l astic and ba r r iers to en t r y  suf f ic ient ly high , then the 
buyer 's (and p r o f its w il l inc r ease fr om 
MFN -ind uced, inc r eases in inpu t  p r ices .  S ee 
Nel so n  (195 7) , S a l op and S chef fman ( 19 8 1), an d M a l  oney and 
McCor mic k ( 19 8 1) for models o f  th is phen ome n o n  • 

• 
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relative yalŁe scales 

Arizona 
ľ. Maricopa County Medical Society 

30 

3 3  

dēfference is that an MFN is a binding contractual cĔaĕse, 

whereas price posting 'with no discounts perĖiėted) is Ęeneralęy 

Ěěopted unilaterally aĿd volunĜarily.31 One way a f::ŀ mighł 

effectuate a bindiĝg committment without a ccntract is �c raŅ1dly 

maĞe all of its transactions prices public. Then ti::.::=e 

who discover they have paid more than some other buyars Ńay ńave 

a powerful tool for negotiating a ğatching disccunt. 

A similar analysis can be applied to 

and other multiproduct pricing formulae. A relative value scale 

is a pricing system in which there is a fixed relationship among 

the prices of a number of products, thereby restricting price 

movements to proportional changes in all prices. For example, an 

auto repair shop might set an hourly rate and apply a standard 

job completion time from a private or trade association 

publication (a "flat rate man ual") .32 In this case, the job 

completion times in the flat rate manual define the relative 

value scale. Insurers like Blue Cross sometimes utilize rel ative 

value scales for setting reimbursement levels for medical 

services.33 Hay ( 1 979) notes the similar effect of the " price 

Analysis of "se condary" line violations of the Robinson­
Patman is analogous. 

3 1  Of course, the efficiency benefits of 
differ from those of a standard MFN. 

posted prices may also 

3 2  Of course, the auto repair industry probably has 
insufficient entry barriers to use a relative value 
effectively raise prices for very long. 

scale to 

See Kass and Pautler ( 1 97 9}, Eise nberg ( 1 98 0 )  , and 
( 1 982) .  
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National Macaroni 

V. MEETING COMPETITION CLAUSES 

meeting competition clause 

- -

si mpl i fi c a t i  on • scheme used by GE and West i ng house . 

Product standa r d i  z at i  on can a l so be ana l ogi  z ed to an MFN . 

By se t t i  ng the produ c t  attr  i bu t es tha t  d e f  i ne th e st anda r d ,  

p r o du c t standa r d i z at i  on e l i  mi na tes some non-pr i ce compet i ti on--no 

se l l e r  can off e r  mor e or  l ess o f  the st anda r d i  z ed p r od u c t  

a tt r i bu t es .  A s  a r esul t ,  a l l  c o mpe t i t i on must be i n  t h e  p r  i ce 

d i mensi o n . Giv en th e l a r g e  ef f ic i  e nc y  benef i ts o f  p r od u c t  

sta nda r d i z a t i  on , how ever , i t  i s  l i kely tha t  the ef f i c i e ncy 

bene fi ts gene r a l ly swamp any anti  compe t i  t ive ef f ec ts .  However , 

sug gests a possi b l e  anti compet i  t i v e  use o f  

p r o d u c t  st anda r d i  z at i  on . T hi s  case concer ned st anda r d i z  a t ion o f  

a g r a i n  m i x .  Fo l l ow i ng a sho r  t f a l l  in t h e  h a r vest o f  Du r um wheat 

( se mo l  i na ), the def endent g r a i n  pu r cha se r s  a g r eed t o  f i x the 

r a t i  o o f  semoli na and f a r i na in ma ca r on i  . By p r even t i ng 

c o mpe t i t i  on f or the sca r ce suppl ies o f  the mor  e expensive and 

p r e fe r  r e d  sem ol i na va r i ety , t o t a l  expen ses c o u l d  h ave been 

r educ e d  a t  th e expense o f  whe a t  f a rmer s .  3 4  

A (MCC) in a long term supply 

cont r a ct o r  adver t i sement p r ov i  des the buyer with insu r ance 

p r o t e ct i  on agai  nst a l o st oppo r  t un i ty in the c o n t ingency tha t  the 

buye r  i s  o f f e r e d  a l ower p r  i ce by some other sell er . 3  5 The level 

34 	 The C ou r t  did n o t  c a r ef ully compa r e  ef f i  c ienc y  benef its t o  
t h e  po st u l a ted a n t i  competitiv e  ef f ec t s .  

35 	 Al th ough o u r  ana lysis f oc uses o n  the case o f  an MCC in a 
l on g  term contra c t  , muc h  of this ana lysis a ppli es dir ectly 
to the case o f  bind ing "We wil l not be under sold" 

( Foo tno te c o n t inued) 
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meet or release 

Ethyl 

International Salt 

exclusive dealing 
sxtra 

3 7  

(MO R )  

of pro te ct i on o f f e r e d  by an MCC depends o n  the e xa ct f or m  the 

pro vi si on take s .  One comm o n  v a r i  a n t  is the 

c l a use, as i l l ustr at e d  b y  t h e  f o l l o wi ng e xampl e .  3 6  

If the [buy e r ]  sho u l d  be o f f e r ed by a r e sponsi b l  e 
manufa c tu r e r  an t i -k n o c k c o mpound o f  e qu a l  qua l it y  and 
i n  a quan t i ty e qu i v a l en t  t o  or l ess than t h a t  r emai ning 
as a commitmen t  h e r e un d e r ,  at a l owe r d e l ive r ed c o st t o  
t h e  [buye r ] ,  and [bu y e r ]  g iv es [se l l er ]  sa t i  sf a c t o r y  
e vi d e n c e  the r e o f  be f o r e  t h e  da t e  on w h i c h  a n y  sh i pmen t  
i s  r equi r e d , [se l l e r]  sha l l  eithe r  supp l y  suc h  quan t i  ty 
of compo und a t  the l ow e r  c o st o r  pe r mit [buye r ]  t o  
pur ch ase e l sewhe r e .  Any quant i ty s o  pur c ha se d  sha l l  b e  
d e du c t e d  f r o m  t h e  quan t i ty d e l iv e r ab l e un d e r  t h is 
c on t r a c t  . 

The me e t  o r  r e l ease c l  ause se r v es mai nl y  a s  a n  i nf o r ma t i  on 

e xc hange devic e .  I f  the buy e r  d i sc o v e r s  a l o we r  p r ic e  e l sewhe r e ,  

he  c ann o t  escape f r o m  h i  s o b l ig a t i  o n  t o  pu r chase f r om his 

o r  i g i na l  supp l ie r  wit h o u t  i nf or ming th a t supp l i e r  o f  th e l ow e r  

pr i ce .  3 7 B y r e qu i  r ing this f l ow o f  i nf o r ma tion , t h e  c l  ause 

e l i  mina t e s  any d e t e ct i  o n  l ag . Thus , the se l l e r i s  p r o t e c t e d  

against t h e  poss i bi l i ty o f  l osi ng sa l es t o  a r i v a l  o f f e r i ng a n  

und e t e c t e d  d i sc o u n t  t o  a c u r  r en t  cust ome r  . I n  t h is way , an MOR 

f a cil i  tates se l ect i v e  ma t c h i n g  o f  othe rw i se se c r e t  d i sc o un t s. 

Assuming that the se l l e r w i shes to ma tch the d i sc o un t  , the 

3 5 ( cont i nu e d )  
a dver t i si ng c l ai ms a s w e l l  . 

36 	 MOR c l a uses w e r e  o f f e r e d by a l l  of the d e f endents but 
wer e  not i nc luded in the C ompl ai nt. They hav e been 
l i ti g a t ed in  oth e r  co ntexts, how ever . F o r  example, se e 
Pet e r man's ( 197 8  ) analysi s o f  th e 	 case . 

U n l ess the supply c o nt r act i nc l udes a n  
provi si on, the buyer can pu r chase su ppl i es a t  th e 
l ow e r  pr i c e  w i thout i nf orm i ng h i s  o r  i g i  ni a l  suppl i e r  . 
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A .  NQ-Release MCC 

release 

ceteris paribus, 

release 

up-release 

beatin9 competition 

r i va l 's s t r ategy i s  c o un t e r ed . As a r e s ul t, the jo i nt p r o f it 

o ut come i s  mad e  r e l a t i v e ly mor e c r e dibl e .  

a se l l e r  woul d cho o s e  to ӥ r a the r 

than 

It is un l i  k e ly tha t  

i n  a l l  cas e s .  For e xampl e ,  i f  a r i v a l  of f e r s  a 

p r ic e  be l ow th e se l l er 's ma r gina l cost , the se l l e r has no dir ect 

incent i v e  to ma tch . 3 8  L i k ewi se ,  the se l l e r  has no i nc ent ive to 

mat c h  a d i  sc o u n t  w h i c h  he suspe c t s  the buy e r  wi l l  r ejec t  . For 

e xampl e ,  if th e r i va l 's p r o d uc t  is o f  l ow e r  qua l i ty or o t h e  rwise 

uns uitabl e ,  th e buy e r  m i g h t  be suspe c t e d  o f  usi n g  the l ow e r  bid 

simply as a bl u f f  in o r d e r  t o  o bt ain a be t t e r  d ea l  . 3 9  

I n  these case s ,  an MOR c l a use of f e r s  no p r o t e ct i on t o  the 

buye r  . The buy e r  p r e f e r s ,  a cont r a c t u a l  

provi sion th a t  a l l ow s  t h e  se l l e r  no escape . Thi s can be 

a c c ompl ished by de l e t ing t h e  

Of co u r se ,  such a MCC may 

l an g u a g e  fr om the p r o vision . 

l ea d  to a l l o ca t ive 

i ne f f icienc i e s .  40 H owev e r  , if th e se l l e r 's p r ima r y  int e r  est is 

i n  d e t e r  r i ng r iv a l s' d i sc o un t s ,  th e l osse s entail e d  by th is 

3 8 Of c o u r se ,  by r e qu1r 1n g  
c o s t  , an MCC can inc r e ase 
p r e d a t e  . This is t aken 

th e se l l e r to  p r ice b e l ow ma r ginal 
the cr e dibil ity of  th r eats t o  

up in S ection V I  b e l o w .  

3 9 By an ana l ogous a r gument , i t  w ou l d  n o t  be suf ficie nt t o  
si mply Ľ the p r ice o f  Ins t e ad, 
the sell e r  would n e e d  a cl ause . 

a high e r  qual ity p r o duct. 

40 The c l ause may r equi r e  the se l l e r  to p r o vide units a t  p r ices 
be l ow his ma r ginal cost s .  Thus , the buy e r  may be co nsuming 
beyond th e point whe r e  his ma r ginal bene f it e qua l s  t h e  
se l l er 's ma r ginal c o st . 
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;eleas e 

UQ- release 

release 

»acto 

B .  MCC Plus MEN 

no- release 

than PH, o f  co u r s e . 

: ne f f  : c: 2 ncy ӧay be  Өrea lө r e la t i ve to the an Ӫ i compe ӫ i t i ve bene £  i Ӭ  

o f  ӭh e cl a use . Fo r ,  by de l et ing t h e  option, the clause 

i s  mad e  a mor e cr edible de t e r  r ent . N o w, the se l l  e r  must me e t  a l l  

r iv a l s' o f f e r s .  

Forma l l y, in th e 2 x 2 e xample, th e co ope r a tive ou tcore ; s  

stabil i ze d  a s  f ollows . If both r ivals pr o vi de MCC ' s  

the o f f -dia g o na l  pr ice pai r s  (PL, PH) a nd (PH , P L )  a r e  made 

una t t aina ble . Given th e r emaining choice b e t we e n  t h e  two 

diagonal p rice pai r s  (PH , PH) and (PL ,  PL ) , neit h e r  ol igopo li st 

wishes t o  d e via t e  f r  om the j oint pr o f it o u t come . 

An MCC a lso f a  c il it a t es successf u l  achievem e nt o f  th e 

coope r a t i ve o u t come . F o r  examp le, a se lle r who p r o vides a UQ= 

MCC t o  cu r r ent cust ome r s  can r aise p r  ice t o  PH wit ho u t  

losing a ny sa les t o  a lowe r pr iced r iv a l .  Buy e r s  a r e  

aut oma Ӯ i ca l ly g i  v en t h e  : ival ' s  lowe r pr ice unt il all f i rms r a i  se 

the i  r p r ices . Thi s  e li m i na tes th e t r  ansi t i  o n a l  losse s that � i g h t 

o t h e r w ise de t e r  pr ice r ise s .  I t  a lso el i m i na t es t h e  r i v a l ' s  

t r ansit iona l gains and w i  th it th e incent i v e  t o  d e l ay a ma t c h i Ļ g 

p r ice l ncr e ase . Iӯ thi s se nse, whe n  a duo po ly s e lle r ļ h o  ĺ a s  a n  

MCC r a i  se s  h : s  pr ice t o  PH, his r i  v a l  i s  a Ӱt oma t i  c a l ly 

t r  a nsf o r m e d  int o a pr i ce le ade r ,  wi th th e a bil i t y to s e t  

prices f or be th f irms . 4  1 

When a MCC is p r ovide d  j ointly wit h an MFN, 4 2  

This pr ice l e a d e r  s h i p  is r est r ict ed t o  pr ices no g r e a t e r  

-3 0 ­
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no- release 

reQui ring 

marketwide 

o l igopoly c o o r d i na ti on is f ur th e r  f a c il i ta t ed . As d i  sc usse d in 

joint p rovisi on o f  a 

disadvan tage somewhat . 

By hi mse l f  t o  ma t c h ,  

S e ct i  on IV ( B) , un i l ate r a l  p c ov i  si on o f  a contempo r an e o u s  MFN 

places the provi  de r  a t  a compe t i  tiv e di sa dvantage a g a i  nst r iv a l s  

not bur den ed  w ith the c l a us e  . Thi s i s  be ca us e  the MFN pr e v e n t s  

him f r om se l ec t i  v e ly ma tchi ng d i sc oun t s  that a r e  d e t e c t e d  . T he 

MCC w ith the MFN c o un t e r s  t h is 

the se l l er e limina tes t h e  

sou r c e  o f  his disa dv a n t a g e o u s  inc ent iv e  t o  accommoda t e  se l ec t ive 

di  scoun t s .  This inc e nt iv e  is disa dvantag eous b e c a use it r aises 

t h e  p r o f itability and , hen c e ,  the lik e l ihood th a t  his r ival will 

o ff e r  such se l e ct iv e  disc o un t s. O f  c o ur se , if th e r iv al is n o t  

dete r red b y  th e MCC ,  his disc o u n t  must be ma t c hed with a gene r al 

pr  i ce cut , and the seller bea r s  a la r ger loss. 43 On the o ther 

hand , b e c ause o f  the c r edibil it y added by the cla use , the need t o  

a c t ua l l y  ca r ry o u t  the th r eat may be r educed. 

A complex v a r ia n t  o f  these cont r actua l  p r o visions is a 

MFN-MCC combina tion . The f oll ow ing example of su c h  a 

combina tion cla use is t a k en f r om a cont r a c t  g o ver ning the s a le o f  

na t ur a l  g a s  f r om a pa r ticu l a r  f ie l d  . Unlike the pr evious 

cont r acts disc usse d  , th is pa r ticu l a r  clause o f f er s  MFN-MCC 

42 	 The f o l l owing analysis applies to ind ust r i es w it h  the 
e f f ect ive MFN entailed by posted pr ices as well as t o  
cont r a cts t h a t  spe c if y  M FN p r o tection explic i tly . 

43 	 For exam p l e, the r ival ma y wish to cut p r ice beca use of a 
co st d e c r ease ,  in or der t o  gen e r  ate g r eater demand by 
c u r r ent and new c ust omer s ,  r a  ther than to diver t c ust ome r s  
f r om compe tit o r  s. 
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selle r 

g a s  
th e r eo f . 4 4 

PREDATION , ENTRY DETERRENCE , AND MEETING COMPETITION CLAUSES 

setting 

LQyi#$-Nevada Transit Co . v .  Woods , 

r a t h e r  than to the•pro t e c t i on " t o  the ( na tur a l  g a s  ) 

buy e r  . 

I n  the event [buy e r ]  o r  any o t h e r g a s  purchase r 
s ha l l  pay f o r  any g as d e li ve r e d  • • • und e r cond i t i ons 
compa r a ble to tho se p r o v i d e d  he r e i n ,  a p r i ce - h i gher 
than th a t  p r o v i d e d  he r e ,  to any se ller , then the p r i ce 
o f  a l l  gas d e li ve r ed he r e un d e r sha ll b e  i n c r ease d  t o  an 
equi v alen t p r  i ce .  [Buy e r  ] shall have the r i  ght t o  
r eq ui r e  under the p r ovi si ons o f  th i s  pa r ag r aph 
r e a sona ble p r o o f  o f  the deli v e r y  o f  t o  a n y  o t h e r  
gas pur c haser a n d  t h e  pr  i ce 

Ana lysi s o f  th i s  clause i s  lef t  as an e xe r c i se f or t h e  

i nt e r est e d  r ea d e r .  

VI . 

The f oc u s  o f  the analy si s so f a r  has b een oli g opoly 

c o o r d i na t i on .  I t  has been assumed th r oughout th a t  t h e  i nd ust r y  

i s  p r o tected b y  i nsu rmoun t a ble ba r r  i e r s  t o  en t r y .  I n  th i s  

se c t i  on , we d i sc uss the r o le o f  meet i ng compet i t i on cla uses i n  

f a c i li t a t i  ng ent r y  det e r  r en c e .  4 5  

Recall the usual c r i ti que o f  the Bai n/ Sylos-La b i  ni models o f  

li m i  t pr i c i ng as a r a t i  onal ent r y  dete r r en t .  I t  i s  a r gu ed th a t  

i t  would b e  i r  r at i  onal f or a n  i nc umben t  dom i na n t  f i rm to de ter 

ent r y  by a low " l i m i  t "  p r  i ce bef o r e  ent r y  o c c u r s .  

I nstea d ,  the i nc umben t  could i nc r ease h i s  p r o f i ts b y  se t t i ng the 

S upp . 1 7 7  , 1 7  8 -7 9  ( W .  O .  Pa . 1 9 7 5) . 
3 9 3 F .  

4 5  S ee Mod i gli a n i  (1 9 5 8) , S a lop 
su rveys o f  th i s  li t er a t u r e .  

(1 9 7  9 )  a n d  D i x i t  ( 1  9 8 2 )  f o r  

4 4  Adapt ed f r om 
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threatening 

no-release 

h i g h e r  •monopo ly • pr i ce bef o r  e ent r y ,  and to l ow e r  

i ts pr i ce i n  t h e  event t h a t  entr y  act u a l ly o c c u r s .  Giv en the 

th r ea t ,  i t  i s  a r gu ed ,  no a c t u a l  e nt r y  wou l d  o c cu r  , b e c a u s e  the 

e n t r ant w ou l d  ant i  c i pa te i ns uf f i c i e n t  pro f i ts a t  t h e  l ow e r  po s t ­

ent r y  pr i c e .  Henc e  , th e i nc umbe n t  c o u l d  a lways g e t  the bene f  i t  

o f  cha r gi ng the monopo ly p r i ce even whi l e  deter r i ng en t r y  . 4 6 

Thi s a r gument i s  u s u a l l y  coun tered i n  t u r n  by the 

obse r v a t i  on that the i nc umben t' s th rea t  to a ct u a  l ly l ower p r  i ce 

a f  t e r  ent r y  l ac k s  c r ed i bi l i ty . Once en t r y  a ct u a l ly o c c u  r s ,  i t  i s  

gene r a lly i n  the i nc umben t's i nter es t  t o  a c c ommoda t e  the en t r an t  

b y  behavi ng c o ope r a t i vely . 47 Kno w i ng th i s ,  a r a t i  o na l ent r an t  

w o u l d  n o t  b e  deter r ed .  A simi l a r  a r gument demons t r  ates t he non-

c r e di b i l i ty of th r ea t s  to  c a r r y  out bel ow- cost "pr eda to r y "  

p r i c i ng .  

By p r o vi di ng a MCC, an i nc umben t can a dd needed 

c r ed i b i  l i ty to i ts th r ea t  . Even i f  the i nc umbent w ou l d  o ther w i se 

pr e fer to  accommodate a r a t i  o na l ent r an t  , the MCC r equ i  r es hi m to 

ma tch the ent r  ant's pr  i ce .  4 8  S im i l a r ly ,  even i f  bel ow- cost 

pr i c i ng i s  un p r o f  i t a b l e ,  i t  mus t  be ca r r i  ed out . Know i ng that 

4 6  	 B y  a s s um i ng that the i nc umben t can rapi  dly l ower hi s p r i  ce 
a f  ter en t r y  . thi s a r gumen t obv i  ously assumes tha t  the 
i nc umben t i s  not pa r a ly zed by regu l at i on , unaw a r e  of 
ent r ants • exi sten c e ,  o r  o t herwi se cata ton i c .  

4 7  	 O f  c o u r se ,  thi s counter a r gument impl i c i  t ly ass umes that 
ta c i t  co o r d i na t i o n w i  l l  be suc c essf ul . Thi s may not be 
o bv i ous , as shown ea r l i er . 

4 8  	 An MCC merely requ i  r es ma tchi ng pr  i ce c u t s  t o  the 
i nc umben t  ' s  c u r r en t  cust ome r s. An MFN -MCC comb i na t i on w o u l d  
exten d  t h e  d i scount to  a l l  poten t i a l  c ust omer s .  
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CONCLUSIONS 

öat or re÷ø 
compe¹ºn 

c� e t z e a t  w Ĺ  l :  be c ? : r i e d out, • r ӱ  Ӳ i  cna l ent r an t  w il l  b e  

dete r  r e Ӣ .  Al tho u g h  t_ e a ӳp : o pr i a t e  Ӵ ӵn g u a g Ӷ  o f  the M C C  depends 

on the details o f  th e i ӷ d us t r y  , 4  9 the ben e f it o f  the MCC to the 

i ncumbenc is cl e a r  . An MCC can de t e r  e n t r y  by a l l owing the 

i nc umben t  to ma k e  c r e dibl e threa ts t o  l ow e r  his p r 1ce i n  tne 

event o£ ent r y  , even � �  a b e l ow-co s t  , " pre da t o r y  " l eve l  . As 

R i c ha r d  Gil b e r t  empha s iz ed a t  the I E A  sympo s ium , the MCC ma kes 

Syl o s  • Pos t ula te cre d ible . 

VII . 

I n  t his pape r ,  the rcle o :  buy e r -se l l e r  co n t  r a ct s  in 

facil ita ting c r  e d ible olig opo ly co o r  d ina tion h a s  b e e n  e xp l  ored. 

I t  has oeen s hown tl! a t  a number of  common co nt r a ct u a l  p r ovisions 

can r e s t  r uct u r e  o l i; opo l is t  s '  payo f f  ma t r ices in s uch a w ay t h a t  

the N as n e quil ib r ium is a l te r e d .  This m a y  occu r for eit h e r  

simpl e N a s h  o r  cre dib l e  dynamic equ il ib r ia. 

rti s b r ie f  s u  r v e y  is not a d e f  initiv e t r e a tm e nt of the area. 

Al l tӸ e pra ct i  ce s  wou l d  b en e f it f rom additiona l rig o r  o u s  ana lysis 

i n  standard o l igopo ly mod e  l s .  Howeve r ,  i t  se em s cl e a r  t h a t  th e 

main r es u l ts can be gen e r a l ized. Whe n  _ co nt ract ua l pro visio ns add 

c o ns t r a i  n t s  t o  oligopoli s t s  ' pr o fit-maxim i za t io n ca l cu l us ,  the 

e qu i l ibrium changes  . 

49 For exam pl e ,  if , a t  e qual price s ,  some co n s ume rs st ric t ly 
p ' e fe r  the e ntrant ' s  p r o duct t he incumbent can st rengthen 
hi s thr e a t  by o f  fering a or 

A be a ti ng compe ti ti o n  claus e 
¶·¸ng 

cl aus e  i nste a d. 
might o ff er an x %  d iscount o ff compe ting bi as. O f  course , 
thi s co u l d  le ad t o  " se l  f- preda t io n "  if a mor e e f ficien t  
ent r an t  t hrea t e n s  en try . 
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Some e xpe r i menta l e vi denc e on th i s  po i nt has r ec e n t ly been 

g e ne r a t e d  by Gre the r  and P Lo t t  ( 19 81 ) . s o  These a ut ho r s  compa r e  

the p r i c i ng pe r f  ormance o f  a n  i nd u st r y wi th MFN's ,  pub l  i c  p r  i ce 

po st i ng , and a dvan c e  n o t i  ce o f  p r i ce i nc r ease s  t o  t h e  same 

e xpe r i men tal i n d ust r y  a bsen t  these p r a c t i  ces . The i  r r esul ts 

conf i rm tha t  a l l  th r ee p r a c t i  ces in combi na ti on r a i se p r i  ces 

si g n i f i cantly . S l  

Al though th i s  su r v ey has shown how these c o n t  r ac t u a l  

p ro vi si ons c a n  r ai se p r  i ces i n  o l i  gopo l i st i c  ma r k et s  p r o tected by 

ent r y  ba r r  i e r s ,  i t  ha s c l ea r ly not a t t empt ed a wel f a re ana lysis 

o f  the p r actices . S uc h  an a n a lysi s must balance t h e  b enef its 

r e ce i ved by buy e r  s and se l l e r s  a g ai nst any a n t i  compe t i  t i ve 

e f f ects o f  th e cont r ac t u a l  p r ovi si ons . S ome o f  the po ssibl e 

bene f i t s  have a l r eady been d i sc ussed i n  the co n text o f  the 

ana l y si s of spe c i  f ic p r a c t i  ces .  I t  is wor th r eviewing them here . 

F i  r st ,  b o th MFN and MCC c l a uses p r ovi de buyer s with 

i nsurance agai nst cer ta i n  c o nt i ngenc i es .  Ri  sk -aver se buyers 

desi r e  i nsu r an c e  p r o tec t i o n .  The r e  a r e  si gnif ican t l i mit a tions 

to  the si z e  of  th i s  benef i t ,  however . F i  r st ,  a buyer may 

ove r est i ma t e  the v a l ue o f  th i s  i nsu r an c e  if it ign o r es the price 

r i g i d i ty that may be i nd u c ed by the c l a uses . S im il a r l y ,  a buyer 

w i l l  l i  k ely i gno r e  the externa l i ty i t  inf l i cts o n  o t her buyers, 

50 F o r  a su rvey o f  some ea r l i er expe r  imenta l wor k ,  see P l o t t  
( 19 81 )  . 

5 1  Given t h e  l i mited number of  expe r iments r un ,  thei r 
p r e limi na ry st udy was una b l e  to sign i  f i  can tly measure the 
i nd i v i du a l  ef  fec t s  o f  ea ch p r a ct ice . 
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Ӧhat i s ,  th e e f f ec t  o £  i ts c l  a use on the p r ic e  paid by othe r 

buyer s .  A s  sta t e d  ea r l ie r  , i nse r ting a n  M FN i nt o  o n e  buye r  ' s  

cont r ac t  i s  tantam ou n t  to  b r ib i  ng the se l l e r t o  r e f use t o  o f f er 

deepe r disc o u n t s  t o  o t h e r  buy e r s .  

Al tho u g h  buyer s may bene f it f r om insu r ance , it is n o t  c l ea r  

tha t  the sel l er is a lways best sit u a t e d  t o  pr ov i de this 

insu r a n c e ,  as oppo se d t o  an independent insu r an c e  company o r  some 

oth e r  third p a r ty . Fi  r st ,  th e se l l er may be mor e r isk -aver se 

than either buy er s or insu r an c e  compa n i es .  S e co nd , a se l l  e r  i s  

not gene r a l ly w e l l  sit u a t ed t o  spr ea d  the r isk o f  a dec r e ase i n  

i ts own sel l ing p r ic e  , r e l a tiv e t o  some o th e r  f ir m  una f  f e c t ed by 

the p r ice chang e  . On t h e  o th e r  hand , the se l l er p r obabl y  has an 

inf o r ma tiona l adv a n t a g e  in p r oviding th i s  i nsu r a nc e  . Even if it 

did n o t  p r ovide insu r a nc e  , it w ou l d  r equi r e  inf or ma t ion a bo u t  

f u t u r e  p r ices i n  o r d e r  t o  pl an its busine ss . 5 2  

A se cond po ssibl e benef i t  o f  the cl  a uses is t h a t  they a l l ow 

a buyer to  pu r chase bef or  e compl et i ng h i s  sea r ch p r o cess . 

E l imi na ting this d e l ay can bene f it b o th the buy er and the se l l er 

of f e r  i ng the c l  ause . Thir d ,  th e MCC a l l ows th e se l l er to pr i ce 

disc r imina te wher eas the MFN p r even t s  d i sc r i m i na t i on . 5  3 Thus , 

i nd ust r y -wide adoption o f  eith e r  type o f  c l a use can bene f i t  some 

5 2  	 O f  cou r se ,  one aspe c t  o f  the sel ler 's i nf o rma ti  o na l  
adv an tage--the f a c t  th a t  i t  c o n t r  ols somewhat the 
pr o ba bi l i ty of a p r i ce c u t -- i s  the ver y adver se incen t i v e 
( "  mo r a l  haza r d " )  i nd u ced by the c l auses , n o t  a n  ef f i c  i ency 

ben e f it . 

5 3  	 See S a l op ( 1  9 7 7 )  and Weismeth ( 1  9 8 2 )  f or ana lyses o f  p r  i c e 
disc r im i na t i  on on the basi s o f  i nf orma ti  ona l d i f  f er ences . 
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cetera , 

inputs 

buyer s  and h a rm o the r s .  5 4  

I t  shoul d  be c l e a r  tha t  the s e  bene f  i t s may a pply be t t e r  to 

some i nd us t r y  s e t t i  ngs th an to o th e r s .  Acc o r d i ng to th e 

c ha ra c t e r i  s t i  cs o f  the p r o d u c t  s ol d ,  th e terms o f  th e sa l es 

contr a ct , th e d e g r e e  o f  i nd u s t r y  concen t r  a t i  on , th e hei g h t  o f  

ent r y  ba r r i  e r s  , th e s t r uc t u r e  o f  compe t i ti on am on g  buye r s ,  Ň 

the r el at i v e  s i  z es o f  the e f f i ci ency and c oo r d i na t i on 

f a ci l i ta t i  on e f f ects o f  pa r ti cu l a r  c l aus e s  may t i p  th e wel f a r e  

ba l an c e  i n  one d i  r ec t i  on o r  the othe r  . Mor e r es e a r ch i s  ne ede d 

on th i s  i ss ue . For now , ant i  t r  u s t  ana ly s i  s o f  the s e  c l au s e s  m u s t  

c l ea r ly p r o c e e d  o n  a c a s e - by- c a s e  bas i s .  

5 4  I t  sho u l d  be added that 
compe t i  ti on f or 

the e l i mi na t i on o f  b u y e r s •  p r  i c e 
en ta i  l ed by adopt i on o f  an M FN may 

ha rm f i na l  c o n s ume r s .  
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