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I) Introduction 

For collusion to be successful, the colluding parties must be 

able to detect and to punish those firms that cheat on the collusive 

agreement. 1 Several factors determine how difficult such detection 

and punishment will be. 2 One of these 



required to observe and to punish cheating is lengthy. On the other 

hand, entry that takes less than two years may not deter collusion in 

industries where cheating can be quickly detected. 

This paper is structured as follows. The second section reviews 

recent theoretical and 



3. If one firm defects from the collusive agreement while the other 

firm adheres to this agreement, then the defector receives a payoff of 

5 while the other firm receives a payoff of -2. Finally, if both 

firms defect, then each receives a payoff of 2. Thus, if both firms 

defect, of 



will defect in period T-2, T-3, and so 



collusive agreement makes defection especially compelling. 

Theoretical research by Kreps and Wilson (1982) and Milgrom and 

Roberts (1982)6 suggests that collusion could also occur if some 

external constraint, such as a strong predisposition toward 

cooperation, prevents some firms from ever defecting first from a 

collusive agreement. In this case, the other firms might choose to 

cooperate until the last several periods. For these firms, the 

probability of competing against a cooperative firm may be high enough 

so that the expected payoff from cooperating in early periods and 

defecting only in later periods exceeds the expected payoff from 

defecting immediately and having the other firm defect in all 

subsequent periods. 
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cooperation. 





agreement by investing in research and development in order to get a 

long-run competitive advantage that would enable it to gain market 

share in the future. Where 







agreement would make sustaining 



share is collected monthly and distributed to all five firms in the 

industry. New entry would take eighteen months and would be likely 

and sufficient. 

Suppose that the fourth and fifth firms propose to merge. Such a 

merger could increase the likelihood of successful collusion by 

reducing the number of firms in the industry and by reducing the 

heterogeneity among these firms. A collusive agreement among the four 

remaining firms presumably would fix price or allocate market shares. 

If one of the firms defected from this collusive agreement, the other 

three firms seemingly could quickly discover and punish this 

defection. Let us assume that a period lasts one and one-half months 

since defection would be discovered as soon as the monthly price and 

market share data was distributed, and since the other firms could 

punish defection simply by lowering their price. Assuming this, there 

would be 12 periods before entry would end the collusive agreement. 

In this case, game theory models and experimental tests of these 

models suggest that collusion could be sustained in the early periods 

but not in the later periods. Thus, as this hypothetical case shows, 

even entry that takes less than two years may not always deter 

collusion. 

Hospital Mergers 

Our third example considers a hypothetical merger in the hospital 

industry. Two recent changes in the hospital industry may have made 

collusive behavior less likely. First, over the past ten to fifteen 

years, the identity of the customer has changed. In the past, 

patients and their physicians largely selected hospitals based on 

quality considerations, because insurance plans gave patients little 
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collusion is unlikely. These other factors might include the presence 

of large buyers who could destabilize a collusive agreement and 

differences in location, mission, level of service, and level of 

vertical integration, which might make reaching terms of collusion 

difficult. 

Let us change one of the assumptions in this example so that 

every six months each of the three buyers signs a six month contract 

with one of the hospitals. A period now lasts six months, because a 

hospital that defected from the collusive agreement could be punished 

in six months. Consequently, there are now eight periods before the 

collusive agreement ends. In this case, economic theory and 

experimental evidence suggests that collusion might occur in early 

periods and only break down in later periods. 

V) Summary 

The Merger Guidelines' two-year benchmark for determining the 

timeliness of entry represents a "rule of thumb" measure for 

separating mergers where entry would be quick enough to deter or 

counteract anticompetitive behavior from mergers where entry would not 

be this quick. Game theoretical models of collusion and the 

experimental tests of these models suggest that we may be able to 

define timeliness more accurately in those cases where collusion is 

the anticompetitive effect of concern. These models and their tests 

indicate that sustaining collusion becomes difficult when firms have 

only a few opportunities to observe and to punish defection from a 

collusive agreement before that collusive agreement ends. The Merger 

Guidelines assume that entry that is likely and sufficient will 

ultimately correct any anticompetitive harm resulting where 




