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Week 5 Report

Cartels and Price Fixing
This paper will examine the economic aspects of cartels, price fixing, and related legislation.  Four primary areas will be examined:
· Economic theory as it applies to cartels and price fixing. 
· Negative aspects of cartels and price fixing.
· Positive aspects of cartels and price fixing.
· Current legislation as benefits the economy in general or industry


Economic theory as it applies to cartels and price fixing
 

McEachern (1997) explains that a Cartel is a group of firms that agree to coordinate their production and pricing decisions in such a way as to act as one, essentially, a monopoly.  Cartels occur most often with homogeneous goods such as oil, chemicals, etc.  Many of the same basic economic theories apply to cartels as other market structures.  Determination of ideal production quantity and pricing is a function of averaging the member firms marginal cost (MC) and marginal revenue (MR).  Where MC intersects MR, it is at this point on the demand curve that optimal price and quantity are established.  One difference between conventional markets such as monopolistic competitive and a cartel is that demand in a cartel is not as dependent on factors such as product differentiation, substitutes, etc.  As a result, a cartel maintains much greater control of pricing and will "fix" the price at a point that maximizes profit for the majority of its members.  Price fixing, as it is known, is illegal in the United States and many other countries.  Price fixing results in artificially increased prices for not only the base product but all derivative products as well.  The more members in the cartel the greater the chances of variances between individual firms MC and/or MR and the greater the chances for disagreement between members regarding production allocation and/or price.
 

Cartels are not invulnerable and again, basic economic principles apply.  Considering the size of the global marketplace, it is often difficult for a cartel to totally block entry into the market.  As other firms enter it is quite easy to set a price lower than that of the cartel's and quickly gain market share that would have belonged to the cartel.  A classic example is that of the Organization of Petroleum Exporting Countries (OPEC).  When OPEC first established itself there were few competitors and they subsequently established monopolistically high prices for crude oil and were able to reap tremendous profit as a result.  Other potential oil producers soon entered the market seeking a share of these profits and very shortly thereafter increased the supply available and drove OPEC to lower their prices to remain competitive.  The more competitors that enter the market, the more difficult to maintain the cartel.  Even if a cartel manages to keep new entrants out of the market, there is still the potential for cartel members to "cheat."  If a member firm cheats by selling at a lower price than that agreed to by the cartel, the basic laws of supply and demand are germane, and that firm will gain market share at an overall cost to the cartel.  
 



Negative aspects of cartels and price fixing 
 

Cartels and the subsequent "price fixing" they impose can create tremendous cost burdens on firms and individual consumers.  According to Gary R. Spratling, Deputy Assistant Attorney General Antitrust Division U.S. Department of Justice, "since the beginning of FY 1997, the Division has prosecuted international cartels affecting over $10 billion in U.S. commerce. The cartel activity in these cases have cost U.S. businesses and consumers many hundreds of million of dollars annually." The quote focuses on international cartels which a clearly the most common as there is no international law governing them, however, domestic US firms participate in these cartels as well (1999, March 4).
 

A recent example of a cartel that attempted to fix prices in the global marketplace is a European-Japanese pharmaceutical firm endeavor to collude and fix the price of a variety of vitamins sold worldwide.  According to the Department of Justice, three Japanese firms have been found guilty of price fixing and all have been fined heavily for violating the Sherman Act.  "The prosecution of these three Japanese companies further demonstrates the truly international aspect of the vitamins conspiracy," said Joel I. Klein, Assistant Attorney General in charge of the Department's Antitrust Division. "This conspiracy artificially inflated the cost to virtually every American of such everyday necessities as milk, bread, orange juice, and cereal, which were fortified with the vitamins produced by these conspirators. By conspiring to fix the price and allocate the sales of these vitamins, these companies and their co-conspirators reaped hundreds of millions of dollars in additional revenues."
(1999, September 9).
 



Positive aspects of cartels and price fixing
 

It might seem difficult to find anyone who would defend a cartel that was not one of the firms of the group in the cartel itself.  However some writing has been done on this subject.  
 

There has been an idea that cartels can be justified "on welfare grounds" as noted by Clayton Vernon (1995) in his essay on the topic.  In that essay Vernon argues that "the only welfare objections to cartels are based on welfare theorems that assume perfect competition everywhere else - consequently when there is not perfect competition everywhere else it is possible to argue that cartels may improve welfare by reducing distortions elsewhere".  That is extremely confusing but simply I believe that much of economic theory and research has basic assumptions.  Vernon should not assume that those basic assumptions are always 100% true.  I also find it hard to see what "distortions" might mean.  Vernon (1995) and other cartel supporters also say that cartels will protect weak firms.  But that is only true if those weak firms are already a member of the cartel.  Another counterproductive factor is that darnels are not always cooperative.  There are two types of cartels, cooperative and noncooperative.  So to assume that a cartel would always take care of their weakest members is not valid.  I think I have shown that I cannot subscribe to the theory from Vernon.  
 

The section in the Columbia Encyclopedia (1993) dealing with cartels notes that supposed positive aspects are that they "do away to an extent with limitations on trade resulting from high tariffs, distribute risks and profits equitably, stabilize markets, reduce costs" and therefore protect consumers.  But can that argument be substantiated?  I would argue against any positive impact of cartels and price fixing by cartels.  We have not explored price fixing created by government intervention or control.  For the sake of this paper and research we have confined our efforts to the area related to cartels and commercial price fixing as in illegal practices.
 

There is an interesting article that argues cartels can be justified due to competition in a free market.  The article by Gerard Jackson (1998) in the New Australian says basically that price collusion legislation "confuses the theory of perfect competition with competition".  The Australian Competition and Consumer Commission ruled that "price-fixing by companies is anti-competitive and detrimental to consumers' economic welfare."  The synopsis is that Jackson feels the Australian Commission "confuses the theory of perfect competition with competition".  However the author is making this extended extrapolation and the commission had not made any statements about perfect competition or competitive behavior.  It should be noted that this article is really written from an anti-union stance.  The author compares the legislation against commercial firms with practices that are allowed within unions.  



Current legislation as benefits the economy in general or industry
 

Legislation is in place to prevent illegal practices in industry such as price fixing or price collusion as related to cartels.  Cartels themselves are not always illegal in formation and could be permitted in some instances.  The legislation in place is related to the practices common to cartels.  The negative affects of cartels are evidenced by the definition from the Columbia Encyclopedia (1993) that includes cartel agreement to "fix prices, limit supply, divide markets, or to fix quotas for sales, manufacture, or division of profits among the member firms."  It would be hard to argue that legislation to prevent a cartel's negative impact would not benefit the economy or industry.  Legislation in place is for the supposed benefit of the general public, our economy.  
 

Antitrust legislation as related to cartels and price fixing does not benefit industry involved within cartels but could be seen to benefit industries that would be adversely affected by these illegal practices.  For instance, as we know already - a cartel is a form of oligopoly and as such there are usually barriers for entry of other competitors.  Legislation helps to eliminate those barriers and prosecute firms that attempt illegal practices such as price fixing.  One purpose of Cartels is limiting or eliminating competition.  So the legislation to prevent illegal practices does benefit the competitors.
 

Cartels are often international in formation.  That can impose even more legislation restrictions than cartels contained within any one nation.  Those cartels are thought to be less harmful than those that are close to regular monopolies.  An international note is that Germany had a reverse of legislative regulation of cartels prior to World War II.  The German government at the time actually controlled many industry cartels.  That is a different view of legislation and cartels, an opposite of what would normally be thought of in regards to the use of government and control of cartels.
 

An interesting note is that the legislation not always applied in a standard manner by the Department of Justice.  Professor Froeb of the Vanderbilt University Owen School of Management noted that  "since price-fixing and bid-rigging are naked restraints, and per-se illegal, there are no formal guidelines about which cases the Antitrust Division will go after" (1999).  Different executive administrations have placed varying emphasis on antitrust legislation and enforcement.  Froeb (1999) states that "the Reagan administration devoted most of its prosecutorial efforts to price fixing and bid rigging" while "the Clinton administration is focusing more on vertical restraints and mergers."  McEachern (1997) confirms that assertion by writing "under President Clinton, antitrust policy has been more active than during the Republican administrations of Presidents Reagan and Bush" (p. 673).
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