CHAPTER 20 (formerly 19) – Reciprocity and Collusion

Review of General Electric vs Westinghouse in Large Turbine Generators

· In the sense of Porter’s Five Forces, the suppliers and customers were rel. weak, few substitute products existed, and barriers to entry were large. 

· It is strictly illegal for competitors in an industry to conspire together to fix high prices

· To conspire effective each of the 3 utilities had to have a scheme for recognizing to whom each proposal to bid belonged. Then the manufacturer whose proposal it was could make a high and profitable bid, and the other two would make even higher bids. 

· This chapter delves into why each of the 3 agreed to keep the deal….reciprocity in repeated situations – or how do you get cooperation in noncooperative games? 
· In this chapter, cooperation as it emerges is based entirely on self-interested calculation

19.1 A Game Theoretic Analysis of Reciprocity and Cooperation: The Folk Theorem
· Prisoners’ dilemma – how can the 2 prisoners attain a cooperative outcome, when the selfish interests of each lead one to fink?

· It is sometimes the case that 2 individuals are in that sort of competitive situation on a one-time basis, however, it is often the case that the situation will recur. If it does, the dilemma may be avoided. 

· Then players would seek to maximize the expected value or probability weighted average of their payoff sums. You develop a strategy for the repeated interaction rather than on a one off basis.

· Because of the repeated nature of the interaction each side can threaten the other that any breach of cooperation will be met with reciprocal noncooperative behavior. 

· You won’t take short-term advantage of someone with whom you have ongoing relations because you feared the other would punish you to the extent that he or she could. 

· We have an Nash Equilibrium whenever neither side has an incentive to change what it is doing unilaterally. – it is important to the cooperative equilibrium that there is a significant probability that the 2 will continue to play, and that the stakes are balanced from one round to the next. 

· The Folk Theorem of Noncooperative Game Theory- take any outcome of the game that fives each player a payoff that exceeds the player’s maximum-minimal payoff. Then if the discount factor is close enough to one, there is a Nash equilibrium of the repeated interaction game that gives the same outcome round after round. 

· In simpler words: if the future matters enough, and if the chosen outcome gives each player more than she gets if she is punished by others; it is better for the player to go along with the deal than to deviate and be forever held afterwards to her maximum-minimal payoff. 

· When we put a definite time horizon in place, there comes a time where there is no future, so no argument for folk theorem. 

· It is also possible to receive noisy indications of what others intended to do. 

· Example: if you try to sustain the always cooperate outcome. What if things proceed smoothly for a while, but then on the 4th round, participant B apparently fails to cooperate. B can claim that this was a mistake and that he intended to cooperate. 

· The decision then becomes – how does A punish B? When sufficiently provoked, A should start finking and should restore cooperation only after B has cooperated for some number of times while she is finking. – In other words A needs to demand some payback. 

· As the level of noise rises, it becomes harder and harder to sustain cooperation. 

19.2 Implicit Collusion in Oligopoly
· Oligopolists collude when they all restrain from their competition with one another

· Member firms in an oligopoly often have a long history of dealing with each other – and implicit understandings can and do emerge. Potentially, this entails one firm acting an an industry leader, announcing a particular strategy or policy and expecting the others to follow. 

· Tradeoff sustains collusion – momentary gains are outweighed by future losses once one’s rivals react. 

· If momentary gains are enormous relative to future losses (Kreps calls this a knockout blow), then each firm in the oligopoly may try to preempt others to get that advantage – collusion falls to pieces. 

· In declining industries, or industries that otherwise face a deadline (perhaps due to an impending change in law), or the announced arrival of a new competitor.. collusion will be harder to sustain. 

· In a growing industry, the opportunities for a knockout blow tend to be more prevalent, and also participants in the industry are less likely to come to an implicit understanding of what a collusive scheme means for each participant. 

· Entrants must be kept out of collusion schemes – new entrants are bad for collusion b/c:

· The pie gets divided into more (and hence skinnier) pieces

· It make take a while until the new entrant learns how to behave

· The new entrant may not be predisposed to falling into the ongoing collusion scheme. 

· Participants must be able to observe transgressions. 

· OPEC has the advantage of being a completely explicit and public cartel.

· When one member nation gives in to temptation to over produce, prices begin to erode

· Members know that someone is probably cheating. 

· The Saudis (the de facto enforcers of Opec) will have to initiate punishment – which means that the Saudis will start pumping a lot of oil to truly depress the prices for all. 

· Once everyone is then sufficiently remorseful, then the oil ministers meet to once again meet to agree to limit production and raise prices 

· Collusion in which there are geographic or product characteristic distinctions is generally easier to enforce than a scheme in which each participant is entitled to a certain market share 

· With geographic or product distinctions, it is easier to tell when one firm is poaching another’s territory. 

· It is helpful for collusive schemes to keep the number of participants limited

19.3 Other Applications


· Long-term trading relations between firms

· Each side has to be fearful that the other will try for the knockout blow – a KO can turn a balance of power into a one-sided contest. This may have a corrosive effect on the attempts to cooperate. 

· It gives each firm some incentive to allow the other firm to monitor the first firm’s actions

· As long as each side can hurt the other sufficiently, trust and cooperation can ensue

· So why have GATT and WTO?

· There are decided inefficiencies to having a welter of bilateral trading relationships; uniformity in trade rules makes a lot more sense. 

· In small work groups, members of the group often come to internalize the welfare of their fellow members. 

