E200-Chapter 21


Credibility and Reputation

Before we start, consider the following monopolists

· When Intel first introduced the 8086 chip, PC manufacturers were wary of buying it because they suspected once they started using it, they would be at Intel’s mercy (which would be free to raise prices)

· Polaroid monopolized instant photography for years. Then one day Kodak announced its intention to enter the market, but in a way that didn’t threaten Polaroid too much (Kodak was going to sell a fairly expensive camera, and its film would be incompatible with Polaroid’s which was then the cash cow). In other words, it probably made sense for Polaroid to just accept the entry, although it would have preferred to be unchallenged by Kodak. How should Polaroid respond?

· Xerox used to have a copier monopoly. The problem was, customers expected Xerox to drop prices after selling a new model to the premium users (price discrimination by timing). So many of them just waited for prices to drop instead of buying when Xerox wanted them to.

· When Boeing introduced the 747, it was somewhat superior to the competitors’ planes, giving it a niche in the business to itself. Yet despite this position of strength, its customers kept insisting on favored treatment (lower prices).

How can we help these guys? Here’s how:

Credibility

Consider the threat game in Fig 21.1, and the Trust game in Fig 21.2. In the first case, A has a better payoff if she acquiesces upon B’s entry. If B knows this he can safely challenge A by entering the market. A can try and ward off B by threatening to fight, but since B knows the payoffs A’s threat lacks creditability (it’s just cheap talk).

In the second game if B trusts A, A gets a higher payoff by abusing him than by treating him fairly. Knowing this B will not trust A, to the detriment of both.  Again A could smile beatifically and promise not to abuse B. Once again this sort of promise is an example of cheap talk. 

In each case B must take an action forecasting how A will respond, and in each case the best action for A once B has acted is clear. A’s challenge is to convince B that she will not act in her best ex post interest. How can she do this credibly? 

Tying your Own Hands

The best way for A to be credible is to redesign the payoffs so that the actions she wants to be credible do in fact have a better payoff. Or (since it is often difficult to improve payoffs), she could worsen the payoffs of the actions she wants B to think she will not take (in effect tying her own hands). 

One way to do this is via contracts, i.e. giving B the opportunity to punish A if she switches her actions from what she had promised. However contracts are costly to enforce since they require third party enforcement (courts, friendly lawyers etc). A better way to achieve this may be to build in some sort of extra-contractual assurance. For example, Intel licensed production of its microprocessors, thus ensuring that if it raised prices or rationed supplies, its customers would have a second source. Another example: James Casey of UPS invited the teamsters to organize his workforce, thus giving his employees a powerful bargaining position and hence credibly convincing them they would not be taken advantage of.

Tying your own hands so you have to fight

In the threat game, A wants to change things around so that acquiescing becomes so unattractive that A is forced to fight if B enters the market, thus making her threat to fight credible. Ways to do this are to arrange high fixed costs or commit to purchasing expensive raw materials or load up on debt so that the only way to stay profitable is to maintain market share (thus making acquiescing unattractive). Refer fig 21.4. Note that this is a Porteresque interpretation of an entry barrier, not a standard one, in that B’s payoffs are not directly changed. However B’s perception of whether A will fight or not is changed, thus changing B’s decision to challenge. Caveat: this strategy could look pretty stupid in retrospect if B enters the market anyway, like Rolls Royce entering Pratt & Whitney’s market after P&W had tied their own hands.

Tying your own hands, and everyone else’s

Example: major chemical firms like Dow and Monsanto are among the strongest lobbyists for tough safety and environmental standards. Apart from credibly signaling their eco-friendliness to the public (and the accompanying PR), these companies are imposing higher fixed costs on potential entrants into their markets. Similarly Casey of UPS made it harder for his competitors to operate by setting the precedent of an organized workforce (which he felt his company was better suited to live with).

What if cheap talk is a little expensive?

Imagine that A rearranged her payoffs so that acquiescing was more costly than the original situation, but not as costly enough to make the choice obvious (called a costly growl) (compare this case in Fig 21.5 to 21.4). Here A doesn’t think that fighting is B’s logical reaction to A’s challenge, but if A does growl (with some cost), may make B unsure enough bout A’s rationality to back down……..unless B realizes that costly growling is logical for A and decides to enter anyway…..but if A is rational she should expect that….so if she’s still growling maybe she’s not rational and will fight anyway, and so on (if your head hurts after reading this, you’re not alone).

Section on Kodak’s entry into Polaroid’s market illustrates this. Kodak entered in a gentle fashion (with hands tied) that should not have threatened Polaroid’s monopoly. Hence a rational response from Polaroid would have been to acquiesce. However when Polaroid launched an all out offensive on Kodak it sent the message they were going to defend their turf, and Kodak backed out.

Reputation

If A has a history of fighting challengers (like P&G), B might think twice before challenging A, even if he know A’s rational response ought to be to acquiesce given the payoffs. 

Trust game example: A’s payoff is higher (2 vs 1) by abusing B if B trusts A. But if they could play the game repeatedly, B will never trust A again, so A’s kissed goodbye to any future proceeds. Instead, she could treat B fairly, take a smaller payoff in the short term, but by building up a reputation for fair play keep open the possibility of future cash flows.

If you love Nash equilibria then read this section for examples of how the reputation effect could create some new ones.

Note that this works even if A plays a succession of different Bs. Each one could ask the last B his opinion of A, and the reputation effect still works. So if A has treated all Bs fairly in the past, new ones will continue to trust A.

Taking this dynamic back to the threat game, if some B wonders one day: “has any B actually seen A fight?”, he might get the answer: “nope, she’s never been challenged”.  So how did this reputation come about? Two ways:

· If a certain fraction of B’s (say 10%) challenge A regardless of her reputation, she will fight, and thus maintain a reputation. This is similar to what P&G does.

· Alternatively, A had to fight a few entrants early on, and that reputation has stuck with her.

Reputation and simultaneous play with many partners

From the last section, it’s a small step to imagine A facing many Bs simultaneously. Example: Toyota has many subcontractors dealing with it simultaneously, and each relies on Toyota’s reputation of treating subcontractors fairly. This is actually good for Toyota because this allows it to deal with them without explicit contracts and guarantees, giving it greater flexibility. 

Noise in reputations

What if a B cannot see exactly how A acted with previous Bs? Or the reputation somehow gets distorted as is passes by word of mouth. This could hurt A’s credibility and take her back to square one. This highlights 2 points:

· Reputation constructions (especially the trust type) work best when Bs communicate effectively, so a shared language and a common culture is a plus.

· It is often in As interest to facilitate such communication, because without it the reputation would suffer, and so would credibility and trust. So Toyota for example promotes open communication between its subcontractors.

Ambiguity

Similar to noise. If As choices instead of being black and white included more subtle variations (leading to doubts like: was this action fair or not), this ambiguity could also weaken the reputation and hence the relationship. Toyota manages to get around this problem, but it might be tougher in other situations.

Reputation and multiple constituencies

Ben & Jerry’s hippie reputation is attractive to certain customers and employees, but not necessarily to bankers.

Inertia and reputation

Reputations are hard to change on demand, they take tine (and actions) to acquire. (hmmm…that is truly insightful)

Now to use our new knowledge to help out our struggling monopolists

Boeing and customers who want to deal (gasp!)

How can Boeing simply proclaim: “this is the price!”, and avoid bargaining. One of five ways:

· Numbers and the coasts of bargaining: if there are just too many customers you can’t possibly bargain with each one. This doesn’t apply to Boeing.

· Finite capacity: if supplies are limited, then the monopolist can credibly argue that selling a unit at a low price costs him/her the opportunity to sell the same unit at a higher price. Of course, the limited supply conveniently comes close to the profit maximizing quantity.

· Resale: if the unit could be resold, then the monopolist can easily say no to the customer demanding a lower price (since he might just turn around and scalp it). Probably doesn’t apply to Boeing.

· Most favored customer guarantees: says that she will rebate the customer the difference between the customer’s price and any future lower price. This should shut up the customer who wants to bargain, and the price will conveniently stay near the profit maximizing point.

· Reputation for no bargains: if none of the above work, she could argue that negotiating with one customer would hurt her reputation for no bargaining (a costly proposition).

Xerox and the copiers

Xerox wants to engage in price discrimination, i.e. sell the first few units to premium customers at profit maximizing prices, then sell at a lower price (say just above marginal cost) to everyone else in the market. But the premium customers themselves know this, and are waiting for prices to fall….a sticky situation. To top it off, along comes Mr. Coase, waving his Nobel prize and proclaiming that a monopolist selling a very durable good to very patient customers will have no monopoly power at all, she will be forced to sell at marginal cost. How does Xerox emerge unscrewed?

· Most favored customer clauses would work by taking away the incentive to chase the low-end customers.

· An alternative employed by Xerox (and IBM) is to offer short-term leases instead of selling the copiers.

· Finally, reputation. The monopolist will have to develop a reputation of setting a price and sticking with it. This should mitigate the temptation to make some extra bucks on this product by dropping prices, because doing so once would ensure that only suckers would buy subsequent generations of products at the initial price.

Intel’s problem: a promise not to hold up customers

Intel’s customers were worried that if they started purchasing an addictive good (like 8086 processors), Intel would be free to jack up prices later. As mentioned before, Intel solved the problem by licensing the technology and essentially creating competitors to provide the customers with the assurance they wanted. 

Note; the picture became a little more complex with later processor generations, Among other things, Intel now relies on its reputation for restraining itself.

Entry deterrence

A little repetitive, but here goes: Even if the incumbent firm is better off by just accommodating a new entrant, it may make sense to fight. Classic example: Small-time crook #1 invades Mafia territory. It may cost the Mafia more to “deter” him than to simply let him be, but doing that would be an invitation for small time crooks #2 to #999, which would cost the Mafia something more significant. Therefore it chooses to fight #1 (and deter the others) by breaking his legs (hence proving that it’s not personal, it’s just business).

