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President John F. Kennedy: “We are attempting to get an agreement on coffee because if we
don’t get an agreement on coffee we’re going to find an increasingly dangerous situation in the coffee
producing countries, and one which would threaten ... the security of the entire hemisphere.”

The President’s Special News Conference with Business Editors and Publishers, September 26,
1962.

Mr. Curtis (Member of the U.S. House of Representatives - MO, 2nd congressional district): “We
are all interested in protecting the consumer and that is the ultimate purpose of my interrogation, to
find out just what might be done, because seen in its very bare bones, this agreement establishes an
international cartel arrangement. |[...]”

Mr. Mann (Under Secretary of Economic Affairs): “I think the key question is whether it is in the
U.S. interest to allow these countries, a large number of them, to go through the wringer, as it were,
at a time where populations are doubling every 18 to 20 years and take a chance that they would stay
on our side of the curtain which divides the free and the Communist world.”

April, 13, 1965. Executive Hearings before the Committee On Ways and Means - House of Repre-
sentatives Eighty - Eighty-Ninth Congress - First Session - On S.701 An act to carry out the obligations
of the United States under the International Coffee Agreement, 1962, signed at New York on September
28, 1962. Government Printing Office Washington, 1965

1 Introduction

During the Cold War period, the United States government helped coffee producers in developing coun-
tries organize collusion (not explicitly, but through International Commodity Agreements, see Gilbert
(1996)). From an economic perspective, this behavior is puzzling, as the United States was an important
importer of coffee at the time. Indeed, standard international trade arguments imply that the United
States should have actually imposed a tariff on coffee to improve its terms of trade (Feenstra, 2015).!
Moreover, while the U.S. might have been able to tolerate collusion (for example, if the cost of prosecuting
collusion was too high), there is clear evidence that the U.S. went much further by helping producers
to form and sustain the cartel, i.e., by monitoring the agreements and punishing deviators (Koremenos,
2002). High prosecution costs cannot account for this choice. Further complicating matters, during the
same period, the United States actively pushed to disarticulate other international commodity cartels,
such as OPEC (Painter, 2014). The U.S. also exhibited a more ambivalent attitude towards the sugar
cartel, first backing it and then withdrawing support (Gilbert, 1996). After the Cold War ended, the
U.S. government stopped supporting or tolerating international cartels of imported commodities.

We propose a political economy explanation based on: (i) the U.S.’s geopolitical interests during the
Cold War; (ii) free-riding avoidance when comparing to alternative policy instruments, in particular,
foreign aid; and (iii) internal political issues in both the U.S. and in commodity exporting countries.
Geopolitical interests provide a compelling explanation for why the U.S. was willing to transfer resources
to some developing countries. Namely, this behavior comprised part of a broader international strategy
to contain the spread of communism in Africa, Asia, and Latin America. Nevertheless, this explanation

«

Mrwin (2007) and Trwin (2020) identifies three main historical purposes associated with U.S. trade policy: .. to raise
revenue for the government, to restrict imports and protect domestic producers from foreign competition, and to reach
reciprocity agreements that reduce trade barriers.” None of these purposes can rationalize the U.S. government support for
an international coffee cartel. The U.S. government did not collect any revenue from the coffee cartel. There were no local
producers to protect from foreign competition. U.S. support for the coffee cartel did not involve any economic reciprocity

from producer countries.



fails to account for why the U.S. used collusion, a relatively costly policy instrument, rather than foreign
aid, a likely more efficient policy instrument. Three elements help explain this choice:

First, foreign aid was fully funded by domestic agents (i.e., U.S. taxpayers) and was subject to
considerable free riding by U.S. allies. By contrast, collusion allowed the U.S. to share the burden
with foreign consumers. In particular, U.S. consumers paid less than one dollar in consumer surplus to
transfer one extra dollar in profits to producer countries. The main reason is that collusion increased
commodity prices both domestically and abroad. In other words, collusion helped the U.S. transfer a
share of the burden of fighting the spread of communism to other countries. From this perspective,
forming an international cartel was a superior strategy to foreign aid, even foreign aid financed with
taxes that did not generate any deadweight loss. However, the cartel strategy was only superior due
to the fact that other countries shared a sufficient portion of the global demand. If United States were
the only international consumer of the commodity, foreign aid would always be a superior strategy to
supporting collusion.

The second explanation for the U.S. favoring collusion hinged on internal political constraints. Namely,
it was politically costly for the U.S. to increase foreign aid in the federal budget. The reason is that many
voters in the U.S. saw (and still see) foreign aid as representing a significant fraction of federal government
spending (see, for example, Caplan (2011)). By contrast, having consumers pay a higher price for a cup
of coffee served as a veiled means of transferring aid to foreign countries.

The third explanation focuses on those most directly affected by the spread of communism: landown-
ers. Specifically, while foreign aid would mostly benefit governments, a higher export price for coffee could
directly benefit landowners in coffee producer regions. This was important because landowners had the
capacity and incentives to organize paramilitary groups to defend their land and fight communists in
rural areas. On the contrary, it was almost impossible for the United States to monitor how corrupt
governments were using foreign aid. Moreover, governments run big budgets, and, at the margin, they
have more opportunities to neutralize the effects of foreign aid. For example, if aid is supposed to finance
military modernization, governments can always neutralize it by quietly reducing other military items in
the defense budget. Thus, it is certainly plausible that helping coffee producers form and sustain their
cartel was more effective at fighting communism than standard foreign aid.

Finally, why did the United States employ a different strategy for other cartelized commodities, espe-
cially 0il? First, the U.S. experienced significant economic losses associated with the cartelization of oil
exporters (Hamilton, 2010; Kilian, 2008). Second, rising gas prices in the U.S. presented a serious polit-
ical issue (Knittel, 2014). Third, the Soviet Union was a natural gas and oil exporter; as a consequence,
it benefited from any rise in the international price of oil. Finally, in most developing countries, oil was
controlled by the governments (i.e., through national oil companies). Thus, increases in the price of oil
were captured by the government or groups such as unions or public employees. In short, the political
economy logic for the coffee cartel did not apply to the oil cartel.

To formalize these ideas and further explore the political calculus behind international commodity
cartels, we build a simple game theoretic model. In the model, the key player is a global power (e.g., the
United States) facing a geopolitical challenge (e.g., the spread of communism supported by the Soviet
Union) in a developing country whose economy depends heavily on an export commodity. The global
power has two economic instruments it can use to address the geopolitical challenge: (i) foreign aid;
and (ii) helping commodity exporters form and/or sustain a cartel. We characterize the global power’s
choices. In particular, we show that supporting collusion might comprise part of the global power’s



optimal toolkit. The reason is that collusion allows for sharing the burden with consumers all over the
world, while foreign aid is fully borne by domestic taxpayers.

We extend the baseline model in several directions.

First, we develop microfoundations for two key features of the baseline model, namely, collusion
sustainability and geopolitical payoffs. While in the baseline model, we assume that the global power
directly selects the price of the imported commodity, we show that the whole range of supracompetitive
prices can be sustained through repeated interaction and an adequate punishment imposed by the global
power to producer countries that choose to deviate from the collusive agreement. The baseline model
also takes the geopolitical alignment of producer countries as a black box. We show, however, that
the geopolitical payoff in the baseline model can be deduced from a more detailed model in which
each geopolitically relevant producer country decides its geopolitical alignment subject to an ideological
shock. Alternatively, we show that the baseline model can be interpreted as a reduced form of a contest
between pro and anti communist groups (supported by global powers) in geopolitically disputed producer
countries. Given these microfoundations, for all extensions but the last one (which considers alternative
collusion sustainability mechanisms), we will use the static framework in the baseline model.

Second, in the baseline model, the global power has an ally, who can, in principle, also contribute
foreign aid to the developing country. However, in equilibrium, the ally has strong incentives to free ride
the global power. To remedy this problem, we explore a scenario in which the global power and its ally
cooperatively determine foreign aid. We find that even in this scenario, collusion might still be part of
the optimal toolkit due to the advantage in having foreign consumers bear some of the burden.

Third, we consider the possibility that voters in the global power do not perceive foreign aid and
collusion equally. In particular, from a political standpoint, the connection between domestic policy
decisions and rising commodity prices is easier to camouflage than, e.g., foreign aid in the national
budget. In this case, visibility becomes an extra reason for the global power’s policy makers to choose
collusion.

Fourth, in the baseline model, producers directly sell the commodity to consumers. In many cases,
however, there are wholesale companies that specialize in importing the commodity and distributing it
among final consumers or retail companies. In an extension, we introduce a wholesale industry that
competes a la Cournot. Per se, this modification does not change the results in any relevant way.
Final consumers and the wholesale industry experience the negative effects of cartelization because, from
their perspective, collusion is equivalent to a rise in production costs. However, if we also introduce
heterogeneity among wholesale companies, novel results emerge. In particular, we assume that some
wholesale companies are politically connected, and thus find a way to avoid paying the collusive price
(for example, producers can offer them a discount). By contrast, non-connected wholesale companies
bear the full brunt of collusion, along with consumers. This extension helps explain why politically
connected United States coffee roasters supported the International Coffee Agreement before the United
States Congress.

Fifth, in the baseline model, all producer countries other than the developing country involved in the
geopolitical threat are implicitly assumed to be geopolitically neutral or irrelevant. In other words, for
the global power facing the geopolitical threat, the other producer countries are pure lucky economic
winners of the cartel. They have no geopolitical interest. In an extension, we consider a situation where
some of the producer countries are geopolitical rivals. During the Cold War period, this environment
was relevant, for commodities like oil, as the Soviet Union was an important producer and exporter of



natural gas and oil. Naturally, when some producer countries are geopolitical rivals, the incentives for
collusion diminish. However, they do not disappear entirely.

Sixth, in the baseline model, an extra dollar of foreign aid and an extra dollar of profits for the com-
modity producers are perfect substitutes, in the sense that they induce the same effect on the probability
that the geopolitically contested developing country aligns with the United States. This might not be
the case for several reasons. For example, while foreign aid is often received by the government, collusive
profits go to commodity producers, who might be more or less willing to fight communism. Naturally,
when commodity producers are more willing or in a better position to influence geopolitical outcomes in
the contested developing country, the global power is more likely to use collusion (being an instrument
that allows the US to interfere in the domestic affairs of the producer country).

Finally, we investigate alternative ways to sustain collusion. We explore the use of foreign aid as an
additional transfer received by firms under collusion. In other words, instead of using credible threats
(a stick) we consider a transfer that provides additional incentives to not deviate from the collusive
agreement (a carrot). Alternatively, we consider that the commodity agreement leads to two international
markets. In the agreement market, producer countries obtain supracompetitive prices. On the contrary,
non-members are relegated to a competitive market. Both exercises confirm the main findings of the
baseline model, i.e., there are reasonable circumstances in which supporting collusion is still employed
as an instrument to advance geopolitical goals. The alternative ways to sustain collusion also bring new
insights; in particular, they reveal one more important channel through which supporting collusive prices
and foreign aid can be complementary policy instruments. In the baseline model foreign aid and collusive
profits become complement instruments only when monopoly profits are not enough to implement the
desired level of overal geopolitical influence. On the contrary, when a credible punishment to producer
countries that choose to deviate from the collusive agreement is not a possibility, collusion sustainability
required the use of some form of foreign aid.

1.1 Related Literature

Our paper relates to four strands of literature: (i) government-sponsored collusion; (ii) political sources
of market power; (iii) the economics of foreign aid; and (iv) the economics of conflict.

Classical treatments of collusion (Tirole, 1988; Fudenberg and Tirole, 1991) assume that firms use
monitoring mechanisms to sustain collusive agreements, while the government tries to dissuade firms from
engaging in collusive practices, e.g., by prosecuting those practices (Harrington Jr, 2017). However, on
some occasions, governments have sponsored collusion. Five rationalizations for government-sponsored
collusion have been: coordination of excess capacity when demand decreases (Okazaki et al., 2018);
coordination in prices during recessions (Taylor, 2007; Vickers and Ziebarth, 2014); technology transfers
(Hu et al., 2014); political favors (Libecap, 1989); and protecting collusive profits of national firms in
foreign markets (Garcia et al., 2018). However, none of these rationales explains why an importer country
might support an international commodity agreement leading to the cartelization of its suppliers. Our
model provides a rationale for sponsoring international commodity collusion as a tool for advancing
geopolitical goals while transferring some of the burden to foreign consumers.

Recent research has explored political sources of market power. Multiple mechanisms have been
proposed as possible sources; for example, mergers simplify industry lobbying helping firms overcome
collective action problems (Cowgill et al., 2021; Moshary and Slattery, 2023); use of political connections
through US Congress committee members (Fan and Zhou, 2023); and political exclusion to induce pre-



emption (Callander et al., 2022; Kang and Xiao, 2023). Differently from current works on this literature,
our paper focuses on market power as a tool to advance geopolitical goals. Thus, we introduce a new
channel (geopolitical competition) through which politics might rise market power.?

The economics of foreign aid has mainly focused on two issues: (i) how foreign aid is targeted; and (ii)
its effectiveness. Regarding the first issue, Alesina and Dollar (2000) found that political factors are just
as significant as economic factors in determining which country receives foreign aid. Similarly, Fleck and
Kilby (2010) examined US foreign aid determinants and found that during the Cold War, anti-communist
regimes received substantially more funds. Regarding foreign aid’s effectiveness, Boone (1996) found no
evidence that foreign aid improves human development indicators. By contrast, Bearce and Tirone (2010)
argue that when donors obtain smaller strategic benefits from foreign aid, its effectiveness increases. The
reason is that it creates a more credible threat for recipients. Our paper contributes to this literature
by extending the analysis of the political economy of foreign support in at least two ways: First, rather
than explaining which countries are targeted to receive support, we focus on the donor country’s strategic
choice of instrument. Second, rather than focusing on how economic and social effectiveness of foreign
support affect recipient countries, we stress its effect on the geopolitical alignment between donor and
recipients.

The literature on economics of conflict has studied the connections between international trade and
conflict. For theoretical contributions, see Skaperdas and Syropoulos (2001), Syropoulos (2006), Garfinkel
and Skaperdas (2007), Jackson and Nei (2015), Lopez Cruz and Torrens (2019), and Lopez Cruz and
Torrens (2022). For empirical studies, see Polachek et al. (2007), Polachek and Seiglie (2007), and Kamin
(2022). These papers, however, cannot explain why a global power might support the cartelization of
some of its foreign suppliers. If anything, they point exactly in the opposite direction: a global power
might use its position to impose favorable trade restrictions (e.g., Lopez Cruz and Torrens (2022)). Closer
to our analysis, Camboni and Porcellacchia (2021) explore how countries compete to gain geopolitical
influence, and Ambrocio and Hasan (2021) and Gelpern et al. (2021) find evidence that alignment with
a global power brings economic rewards (e.g., improvements in borrowing conditions). These papers,
however, neither study supporting collusion as a tool to advance geopolitical influence, nor consider
potential free rider problems associated with conventional foreign aid.

2 A Simple Model of Collusion and Geopolitical Influence

Consider 2 groups of countries: consumers and producers of a particular commodity ¢ (e.g., coffee).
Consumer countries are integrated by a global power 1 (e.g., United States), its geopolitical ally 2
(e.g., Europe), and the rest of the world consumers 3. The utility function of a consumer in country
i€l ={1,2,3}is u; (c;;m;) = 20,/¢; + my, where ¢; > 0 is the consumption of commodity ¢, m; > 0
is the consumption of other commodities, and «; > 0 is a parameter that captures the intensity of
preferences for commodity ¢ in country i. Let p > 0 denote the price of ¢, y; > 0 the income of country
i, and T; > 0 a tax imposed by country 7. Assume that y; > (ozi)2 /p+ T;. Then, country i’s demand for

2Geopolitical competition can also lead to a reduction of market power. For example Galiani et al. (2021) study how
global powers can influence an entry-deterrence game in strategic-trade infrastructure. In their model, the credibility that a
rising global power has in subsidizing new infrastructure can make an incumbent global power subsidize capacity expansions
to keep its sphere of influence. Their conclusion is that geopolitical competition can improve market conditions not only to
the global powers but also to rest of the world.



cis ¢ = (a;/ p)2 and, hence, the indirect function utility is:

(o1 = @)
vz(p7Tl)_ P

+yi —1;.

Producers of commodity ¢ are integrated by a number of developing countries J (e.g., Colombia and
Brazil). All producers have the same cost function with constant marginal cost given by m. > 0. Under
competition, the commodity is priced at marginal cost (i.e., in equilibrium, p = m.) and, hence, each
producer obtains zero profits. There exists, however, the possibility of obtaining positive profits through
collusion, which requires the support of global power 1 (otherwise, collusion would not be sustainable).
If a cartel is formed, industry profits will be given by:

w0 = (P ) T .

p icl

Moreover, assume that producer country j € J will obtain 7 (p) = Bj7 (p), where 3; € [0,1] and
ZjeJ Bj = 1. Note that 7 (m.) = 0, the price that maximizes 7 (p) is p = 2m,, and 7 (p) is increasing in
p for all p € [me, 2m.].

Global power 1 and its ally 2 (e.g., the United States and Europe) face the geopolitical challenge of
another global power (e.g., the Soviet Union), which includes geopolitical rivalry on influencing some of
the producer countries. We focus on modeling how 1 and 2 react to this challenge. Let G C J denote
the set of geopolitically relevant producers and S > 0 the strength of the geopolitical challenge in those
countries. To deal with this challenge 1 and 2 count on two policies. First, they can employ conventional
foreign aid, with (77,72) > (0,0) being the foreign aid provided by countries 1 and 2. Second, global
power 1 can help producer countries to organize and enforce collusion, thereby inducing an equilibrium
price above the marginal cost and profits given by:

ma (p) = Bam (p) with Bg = Z Bj

JjEG
Then, the probability that producer countries in GG align with 1 and 2 is given by:

e (p)+ T + 1>
re(p)+Ti+To+ S

/“L:

That is, the greater the amount of foreign aid provided by 1 and 2 or the profits obtained by producer
countries, the greater the probability that geopolitically relevant producer countries align with 1 and
2. The greater the strength of the geopolitical challenge, the lower the probability that geopolitically
relevant producer countries align with 1 and 2. Alternatively, we can interpret p as the probability that
communism will be deterred.
The payoff functions of global power 1 and its ally 2 are given by?:

(cs)° e (p) +Th + 13

P e (p)+T1 + T+ S

Wi =i (p, T3) + pB; = +y — T+ B; for i€ {1,2}.

3For a similar approach modelling the payoff function of a global power see Galiani et al. (2021).



That is, country ¢ takes into account, when deciding its foreign policy, the economic consumer surplus
of i’s consumers (formally, v; (p, T;)) as well as the expected geopolitical benefits from having producer
countries aligned (formally, pB;).

The timing of events is as follows.

1. Global power 1 selects a price p € [me, 2m,].*

2. Global power 1 apd its ally 2 simultaneously and independently select foreign aid (77, 7%), where
T; € [0,T] with T < y; — ()2 Jme.5

We characterize the equilibrium as a subgame perfect Nash equilibrium.
2.1 Equilibrium Analysis
The following lemma characterizes equilibrium transfers for any price selected by global power 1.

Lemma 1 Assume that By > By and 0 < /SBy — S < T. Suppose that 1 has selected p € [me, 2m.].
Then, the unique Nash equilibrium profile of transfers is given by:

Ty (p) = max{\/SBl - S —7g(p) ,0} and Ty (p) = 0.

Moreover, if /SB1 — S > mg (2me), then T} (p) > 0 for all p € [me, 2m,]; while if VSB1 — S < mg (2m.),
then Ty (p) > 0 for all p € [m¢,p) and Ty (p) = 0 for all p € [p, 2m¢|, where

5 BeXier ()" [1_ \/1_ 4mc(¢s*31_s)]
2(V5B1 - 5) Be Y ier (1)

Proof: see Online Appendixz A.1. B

The intuition behind Lemma 1 is simple. Regardless of the price selected by global power 1, player
2 never contributes (formally, 75 (p) = 0 for all p € [m,,2m,]). The reason is that player 2 obtains less
geopolitical benefits from keeping producer countries aligned than player 1. Therefore, it has incentives
to free ride player 1. Regarding the effect of p on 77, note that the higher the price selected by player
1, the greater the profits obtained by producers and, hence, the less transfers player 1 needs to do to
induce its optimal level of deterrence p (formally, T} (p) is decreasing in p). When the price is low,
the profits obtained by producers are low (formally, v/SB; — S > 7 (p)), and global power 1 has no
choice but to select positive transfers 71 (p) = /SB1 — S — mg (p) > 0 to reach its optimal deterrence
level p = (JT&— S) /V/SBi. By contrast, if the price is high, profits for producers are also high
(V/SB; — S < 75 (p)). Country 1 does not need to use transfers, as the level of deterrence achieved
with profits (u = ng (p) / (mg (p) +.5)) is already greater than player 1’s optimal level of deterrence

4p = 2m, is the monopoly price. Since we are not considering the possibility of price discrimination, p = 2m. maximizes
industry ¢’s profits and, hence, it is never optimal for 1 to select p > 2m..

T <y — (ai)2 /me. ensures that ¢; = (ozi/p)2 for all p > m.. That is, it is never the case that all income is spent on
commodity c.



(n = (\/SiBl - S) /v/SB1). In other words, p and T} are substitute instruments for achieving the same
goal (increase p).

Proposition 1 fully characterizes the equilibrium. To do so, it is useful to define s;, the share of
commodity ¢ demanded by global power 1, which is given by s1 = ci1p/ > ;e cip = (1)) Yicr ()2

Proposition 1 Assume that By > By and 0 < \/SB; — S < T.

1. Suppose that/SB1 — S > wg (2m.).

(a) If s1 > Pq, then the unique subgame perfect Nash equilibrium outcome is (p,Ty,T5)
(mc, vV SBl - S, O)

(b) If s1 < Bg, then the unique subgame perfect Nash equilibrium outcome is (p,T1,T2) =
(]31, VSB1 — S —ng (]31) ,0), where pt = % € (m,p).

2. Suppose that/SB1 — S < mg (2m.).

(a) If s1 > PBg, then the unique subgame perfect Nash equilibrium is outcome (p,Ti,To) =

(mc, vV SB] — S, 0).

(b) If Ba (2"1’%77)) < 81 < Pg, then the unique subgame perfect Nash equilibrium outcome is
(pa TlvTQ) = (ﬁly V SBy — S — ye (]51) 70)
(c) If s1 < Ba (W), then the unique subgame perfect Nash equilibrium outcome is (p, Ty, To) =

2mcfp> Ba = sifme (p)+5]°

(15270,0), where p? € [P, 2m¢) is the unique solution to < - 5B,

Proof: see Online Appendix A.1. B

The intuition behind Proposition 1 is as follows. When /SB; — S > 7g (2m.), even monopoly
profits are not enough to achieve the desired level of deterrence. Then, global power 1 must rely at least
partially on foreign aid. If its market share is relatively great (formally, s;1 > B¢), then most of the
burden of allowing collusion is paid by consumers in country 1. Thus, it is better to use foreign aid,
which is a more efficient policy instrument. By contrast, if the market share of country 1 is relatively
low (formally, s; < SBg), collusion is less burdensome for consumers in country 1. In this case, country
1 uses both instruments. The profits induced by helping producers sustain collusion allow country 1 to
reduce foreign aid, keeping aggregate transfers to the producer countries and keeping deterrence constant.
The advantage for country 1 is that the required increase in the producers’ profits is partially funded by
foreign consumers.

When /SB; — S < g (2m,), country 1 can only achieve the desired level of deterrence through collu-
sion. This does not immediately imply that this is the best course of action for country 1. Indeed, country
1 only employs collusion when market share is relatively low (formally, s;1 < 8g). And it only relies on
collusion to influence producers when its market share is very low (formally, s; < Bg (2m. — D) /D).

So, why did the U.S. support a coffee cartel? Proposition 1 provides a preliminary answer to this
puzzle. The geopolitical goal of the U.S. was to fight communism in some geopolitically important coffee
producer countries and keep them politically aligned with the U.S. To do so, the U.S. had to somehow



bribe these countries. While foreign aid (in theory a more efficient instrument) was fully paid by U.S.
tax payers, the burden of collusion was partially share with consumers from other countries.

Proposition 1 raises several concerns. First, Proposition 1 assumes that global power 1 can directly
choose the price of commodity c¢. In reality, global power 1 can only affect this price indirectly, for
example, helping producer countries to organize and enforce collusion. Second, Proposition 1 assumes
that foreign aid is determined in a non-cooperative game and, thus, suffers from free riding. What if
foreign aid is cooperatively determined between the U.S. and its allies? Does the U.S. still have incentives
to use collusion? Third, in Proposition 1, the U.S. employs collusion only when its market share is below
some threshold (formally, s; < Bg). This would present problems due to the fact that a key reason
the U.S. was in the position of helping coffee producers sustain collusion is that the U.S. represented an
important share of the global demand of coffee. In the next section, we study several extensions of the
model that deal with these and other concerns. Overall, the incentives to use collusion (in combination
with foreign aid) to deal with geopolitical deterrence persist.

3 Extensions

There are several ways to enrich the analysis. In this section we explore the following extensions of the
model:

1. We provide micro-foundations for our model. We introduce repeated interaction among producers
and explore how country 1 might influence the equilibrium price of commodity ¢ manipulating the sus-
tainability of different collusive agreements. We also motivate the geopolitical component of the payoff
functions of the global power and its ally.

2. We consider the case where countries 1 and 2 select transfers cooperatively rather than non-
cooperatively.

3. We explore two possible voter biases in country 1. First, we assume that the policy maker in
country 1 assigns a lower weigh to the utility that consumers obtain from consuming the commodity.
This could capture a situation in which voters in country 1 do not understand that the increased price for
the commodity results from country 1’s policies. Second, we assume that voters restrict the maximum
amount of foreign aid that the policy maker can choose. This could capture a situation in which voters
have a bias against foreign aid, e.g., because they systematically overestimate the proportion of the
budget used to financed foreign aid.

4. We introduce wholesale companies that act as intermediaries between producers and final con-
sumers. We show how politically connected wholesale companies in country 1 can take advantage of
commodity trade agreements to gain a cost edge over rivals.

5. We explore what happen when some of the profits go to the Soviet Union or its allies. This is
relevant for some important commodities, such as oil and sugar.

6. We introduce internal factors in geopolitically relevant producer countries that change the effec-
tiveness of sustaining collusion relative to foreign aid.

7. Finally, we explore several alternative ways for country 1 to make collusion among producer
countries sustainable, including using transfers to make collusion more attractive and excluding firms
that deviates from the agreement.

10



3.1 Micro-foundations

In this section we provide microfoundations for the model in Section 2. First (Section 3.1.1), we explicitly
model competition among producer firms as a Bertrand oligopoly and use infinitely repeated interactions
in order to sustain collusive agreements. Crucially, we show that if country 1 can credibly commit to
punish deviators, it can influence the collusive agreement among producers. Indeed, properly selecting
this punishment, country 1 can induce any equilibrium price p € [m., 2m,.] without affecting the payoffs

assumed in our setting in Section 2. In the Online Appendix A.2 we show that qualitatively similar results

can be obtained if producers compete a la Cournot, provided that p € [%%—T{, QmC]7 where p = g%’ff is

the Nash equilibrium price under Cournot competiton.

Second (Section 3.1.2), we show that our specification of the geopolitical benefits obtained by the
global power and its ally can be deduced from a more disaggregated model in which each geopolitically
relevant producer country optimally decides whether to align with countries 1 and 2 or with the Soviet
Union subject to an ideological political shock.

3.1.1 Repeated Interaction and Collusion Sustainability®

Suppose that in country j € J there are N; > 1 identical firms producing commodity c. All firms have
the same constant marginal costs m. > 0. Let p, > 0 denote the price charged by firm n =1, ..., N, where
N=3 jed Nj.7 Suppose that firms compete a la Bertrand, i.e., they simultaneously and independently
select p,, for n € N. Then, sales for firm n are given by:

2
D ier 9

qn (Pnsp—n) = { (()pmin)Q#{neN5p7L:Pmin}

Zf Pn < Pmin = minnEN {pn}
Zf Dp, > Pmin = MiNye N {pn}

Thus, the profits obtained by firm n € N are given by 7, = (pp — m¢) ¢n (Pn, p—n). It is easy to verify
that the unique Nash equilibrium is p,, = m, for all n € N, which implies that the equilibrium aggregate
com _ 2uicl of
T (me)?
Consider the following symmetric collusion agreement with p, = p € [m., 2m,| for all n € N. Under

col (p) = (pme) Sierof Noge that 7ol (p)

quantity is ¢ and the equilibrium profits obtained by each firm are 7™ = 0.

such agreement, the profits obtained by a firm are given by 7

(p)°N
is a C? function and strictly increasing function of p for all p € [my, 2m.]. In particular, p™ = 2m,. is the
2
monopoly price, which leads to the monopoly quantity ¢ = 42(:7;61); ]if

Suppose that the game is repeated infinite number of times and all firms have discount factor & €
(0,1). Assume that in order to sustain collusion, firms employ the standard Nash reversion grim-trigger
strategies. Then, the best subgame perfect Nash equilibrium symmetric collusive agreement that firms
can sustained is the solution to the following optimization problem:

max } {WCOZ (p)} s.t.: 7% (p) > (1—96) (7Td (p) — Z)

pE[Mme,2me
where Z > 0 is the punishment for deviation imposed by global power 1 and deviation profits are given

d(py — P=me)>ierof s
by 7% (p) = BE for p € (m¢, 2m¢]. The idea is that global power 1 announces Z before firms

SWe thank Marta Troya-Martinez, who suggested us to formalize collusion sustainability.
"Note the abuse of notation. N denotes the set of firms as well as the total number of firms.
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play the infinitely repeated game and there is full commitment in the sense that if a firm chooses to
deviate from a collusion agreement, global power 1 will impose this punishment.

Suppose that Z = 0. Then, the symmetric collusion agreement with p,, = p € (me, 2m,] for alln € N
can be sustained if and only if 7 (p) > (1 — &) 7% (p) or, which is equivalent, if and only if § > &=L
while p, = m, for all n € N is always a subgame perfect Nash equilibrium. Since 7 (p) is strictly
increasing in p for all p € [m,,2m,], we have that if § > ¥7 then the best subgame perfect Nash
equilibrium symmetric collusive agreement that firms can sustained is p, = 2m, for all n € N, while if
o< %, the unique subgame perfect Nash equilibrium is p, = m, for all n € N.

Suppose that § < % and Z > 0. Then, the symmetric collusion agreement with p, = p € (m, 2m|

for all n € N can be sustained if and only if 7 (p) > (1 — ) (7rd (p) — Z) or, which is equivalent, if

and only if 7¢ (p) < (ﬁg)%. There are two possible cases to consider. If Z > [(las)f]gf)_l} 7l (2m,),

(1-9)2 p) is strictly increasing in p for all p €

ol (p) < —m~—T holds for any p € (me, 2m|. Since

then 7 col (

(me, 2m¢|, then the best subgame perfect Nash equilibrium symmetric collusive agreement that firms can

sustained is p, = 2m. for alln € N. If Z < [%} 7 (2m,), then 7 (p) < % holds for any

symmetric collusion agreement with p, = p € (m,,p*] for all n € N, where p* = (ﬂ'COl)_l (%) €
(me,2m,). Thus, the best subgame perfect Nash equilibrium symmetric collusive agreement that firms

can sustain is p, = p* for all n € N. Moreover, p* is a C! and strictly increasing function of Z. To see
this, note that

o (7) _ (1-9) _ (1-8) )N .

02 [1-g)N -1 &) [(1=0)N —1]2me —p) Tiey 0F

Thus, if we define Z : [me, 2m.] — [0, [(175)1\7711_];7501(2%)} by Z (p) = %7 when global power
1 sets punishment Z (p), the best subgame perfect Nash equilibrium symmetric collusive agreement that
firms can sustain is p, = p for all n € N.

Proposition 2 Suppose that § < Y=L and let Z : [me,2m] — [0, [(1’5)N(*11_]§)C°’(2mc) by:
[(1—38) N —1] 7 (p)
1-6

Z(p) =

Then, the best subgame perfect Nash equilibrium symmetric collusive agreement that firms can sustain is
pn =p for alln € N. Thus, if global power 1 sets Z (p), the equilibrium price of commodity ¢ will be p.

Proposition 2 provides a simple mechanism through which global power 1 can induce any equilibrium
price p € [me,2m,.] without affecting the payoff function of any player and using a standard model of
collusive behavior for identical Bertrand oligopolists. In particular, note that the punishment Z is out of
the equilibrium path and, hence, it is never paid by any firm. It is also worth noting that, although firms
are identical, producer countries are not necessarily so. Indeed, in order to induce 7; (p) = B;m (p), it
suffices to set §; = N;/N. Intuitively, a producer country with higher profits is one with a higher share
of the identical firms producing commodity c.

12



3.1.2 Geopolitical Payoffs
Suppose that if country j aligns with the United States, its payoff is given by
Uy (Kj = 0) = 62 [ﬁjﬂ' (p) + TLJ + Tg,j] ,

where T3 ; > 0 is the foreign aid provided by country i € {1,2} to producer country j € J and e? >0is
a random shock. On the contrary, if country j aligns with the Soviet Union, its payoff is given by

uj (Kj = 1) = €5},

where S; > 0 is the foreign aid provided by the Soviet Union to producer country j and e} >0
is a random shock. Then, the probability that country j aligns with the US is given by p; =
Pr(u; (Kj = 0) > u; (K; = 1)).

There are several ways to justify these payoffs. We can simply assume that in order to define its
international alignment each producer country calculate the resources it obtains from each geopolitical
rival but there are random ideological shocks. If country j aligns with the US, it obtains 17 ; + 15 ;
directly in the form of foreign transfers and §;m (p) indirectly in the form of profits collected by producer
firms belonging to country j. Similarly, if country j aligns with the Soviet Union, it obtains S; in
foreign transfers. Then, producer country j aligns with the US whenever u; (K; =0) > u; (K; = 1).
Alternatively, we can consider that each producer country faces an internal battle between pro-communist
and anti-communist groups and the final outcome depends on the strength of each group. The strength
of the communist group (e.g., a left wing guerrilla) is given by u; (K; =1) = 6]1-5’]-. Thus, the greater
the support provided by the Soviet Union, the stronger the left-wing guerrilla. The strength of the anti-
communist group (e.g., a right wing autocrat) is given by u; (K; = 0) = 69 [Bim (p) + T1,; + Toj]. Thus,
the greater the support provided by the US and its allies the stronger the anti-communist autocrat. In
particular, there are two channels through which US support might strengthen the anti-communist group.
First, higher prices in labor intensive activities (such as coffee) might increase the opportunity cost of
guerrilla recruitment. Second, foreign transfers might be used to increase state capacity to suppress the
communist insurgency.®

Regardless of how we motivate the specification of u; (K; = 0) and u; (K; = 1), assume that €} and €]
are independent and identically distributed and have the inverse exponential distribution with parameters
a>0and m € (0,1].2 Then, the probability that j aligns with the US is given by (Jia (2008), Theorem
1 and Lemma 1):

‘Ll,j = PI"(Uj Kj = 0) 2 Uj (KJ = 1))

(
— Pr i < Bim (p) + T + T _ [Bim (p) + T j + To 5™
6? a S [Bim (p) + T j + To 1™ + (S;)™

8There is a fascinating literature on the effects of economic shocks on conflict, which has stressed three main channels
(Dube and Vargas, 2013; Bazzi and Blattman, 2014). First, positive economic shocks increase the opportunity cost of conflict
in labor intensive sectors and, therefore, reduce the willingness to fight. Second, positive economic shocks increase state
capacity to suppress insurgency or buy off opposition. Finally, positive economic shocks increase the value of disputable
resources, rising the willingness to fight, a rapacity effect. Our specification is consistent with empirical evidence of no
rapacity effect in labor intensive sectors (see Dube and Vargas (2013) for coffee in Colombia and Berman and Couttenier
(2015); Fjelde (2015) for agriculture in Africa).

9A random x > 0 has the inverse exponential distribution with parameters a > 0 and m € (0,1] if and only if its

probability density function is given by g () = am (:c)7<m+1) e @™ See Jia (2008).
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Let By ; > 0 denote the geopolitical benefits obtained by global power 1 if country j does not become
communist. Then, the expected geopolitical benefits for country 1 are given by:

E (B]) = ZjeG ,U,]Bl,]

Suppose that the total amount of foreign aid provides by countries 1, 2, and the Soviet Union are 77 > 0,
Tp > 0, and S > 0, respectively. Assume that 77 ; = g—éTl, Th,; = %Tg, and S; = g—éS if j € G
and T ; = To; = S; = 0. That is, the global power (i.e., country 1), its ally (i.e, country 2), and the
Soviet Union distribute foreign aid to geopolitically relevant producer countries in proportion to their

production shares. Then, it is easy to verify that y; = p = wgf@ﬁ@ﬁ%ﬁﬂg)m for all 7 € G, which
implies that E (B1) = uBy, where By = ZjeG By ;. Thus, setting m = 1, we obtain the specification for
geopolitical benefits used in Section 2.

In one extension we will consider that due to internal forces in the producer countries one dollar of
foreign aid is not equivalent to one dollar of producer’s profits. This might capture the relative impact
of opportunity cost with respect to state capacity effects. Formally, we assume that u; (K; =0) =
62 [bBm (p) + T, + Toj + F1 4], where b > 0 measures the effectiveness of profits relative to foreign aid

[bBam(p)+T1+To]™ ;
,3G7T(§)+T1+Tl2]7ni(s)m for all ] S G

In another extension we will consider that country 1 might also employ transfers to producer firms
regardless of their origin, i.e., no matter if they belong to G or not. This type of transfers might be
useful to help producer countries sustaining collusion. In such a case, if country j does not align with the
Soviet Union, its payoff is u; (K; = 0) = €} [8;7 (p) + T1j + To; + F1 5], where Fy j > 0 are the transfers
received by producer firms belonging to country j. Suppose that I; = 3;F7, where Fy > 0 are the total

amount country 1 applies to this form of foreign aid. That is, country j evenly distribute these transfers

[/8 (7T( )+F )+T +T ]7n )
(chp)+1;71)+lj”1+’]1“2]m2+(s)m for all VRS G.

in fighting communism.'® Then, it is easy to verify that Hj ==

among producer firms. Then, it is easy to verify that p; = u = o

3.2 Cooperatively Determined Foreign Aid

Suppose that global power 1 and its ally 2 cooperate to determine foreign aid. In particular, suppose
that for each price p € [m,2m.| chosen by player 1, 71 and T, are determined according to the Nash
bargaining solution, taking the equilibrium payoff of each player as its outside option. Thus, negotiated
transfers are given by:

1—
(T (p),T5 (p)) = arg max {Wc = W (T, Ty) — Wi ] (W (Th, Tz) — Wa) 71} ;
1,142
where y; € (0, 1) is the bargaining power of player 1 and W; is the equilibrium payoff of player i € {1, 2}
from lemma 1.
The following lemma characterizes negotiated transfers for any price selected by global power 1.

10T the context of the economic determinants of conflict, b < 1 (b > 1) means that the opportunity cost is relatively
weaker (stronger) than the state capacity effect.
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Lemma 2 Assume that By > By and 0 < \/SB; — S < T, 7a (2me) < /S(B1+ B2) — S < T and
71L <7 < ,7{1.11 Suppose that 1 has selected p € [me, 2m¢|. Then, negotiated transfers are given by:

TF (p) = 0 (p, 1) [\/m S — e (p }
Tf (p) = [1 = 0. (p. )] [V/S (B + Ba) — 8 — 76 (v)]

where 6 (p, 1) is the share paid by player 1. Proof: see Online Appendiz A.5. B

Comparing Lemmas 1 and 2, we observe two important differences. First, when transfers are de-
termined cooperatively, total transfers are related to the aggregate geopolitical benefits rather than
only to the geopolitical benefits accruing to player 1 (as is the case when transfers are determined
non-cooperatively). Second, when transfers are determined cooperatively, both players make positive
contributions. The intuition behind these differences is that negotiated transfers solve the free rider
problem. It is also worth noting that players are better off when transfers are determined cooperatively.
Technically speaking, the reason is that in the bargaining problem the outside options are given by equi-
librium payoffs induced by lemma 1 and, hence, players can never perform worse than under equilibrium.
More substantially, the idea is that players 1 and 2 will not be willing to enter into negotiations about
foreign aid if they expect to obtain a lower payoff than when foreign aid is determined non-cooperatively.

Proposition 3 fully characterizes the equilibrium when transfers are determined cooperatively.

Proposition 3 Assume that B > By, 0 < \/SB1 — S < T, g (2me) < \/S(B1+ B2) — S < T and
L H
<m<-

1. Suppose that/SBy — S > mg (2me).
(a) If 51> Ba, then (p, Ty +T3) = (me, /S (B + Ba) - 5).
(b) If s1 < Be, then (p, Ty + Tb) :( SBL+By) - S — 76 (p )).
2. Suppose that\/SBy — S < mg (2m,).
(a) If 51> Ba, then (p, Ty +T3) = (me, /S (B + Ba) - 5).
(b) 1f B (252 ) < s1 < Ba, then (0, Ty + T) = (5, /S (Bi + Ba) = S — 7 (5)).
(C) If ﬂ (Bl ’)’132) (2777;—17) S s1 S BG <W)7 then (p7T1+T2) =
(PVEBFB) -S—7c() or BTi+T) = (5 VEBiT B -5 -6 (i),

s1[m(p)+5]*
2+5[(1*71)31*71B2] ’

(@) If 51 < Bo (BgB2) (22, then (p, Ty +T3) = (9% v/S (Br + Ba) — S — 7 (5) ).

Proof: see Online Appendiz A.3. R

Me—D —
where p® € [p,2m,) is the unique solution to ( » ) Ba = @) +5]

"For details on these thresholds, refer to the proof of Lemma 2 in Online Appendix A.3.
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Table 1.1 compares the results in Propositions 1.1 and 3.1 (i.e., when /SB; — S > 7 (2m.)). We can
observe that the price selected by player 1 is not affected by how transfers are determined. Regardless
of whether transfers are determined non-cooperatively or cooperatively, player 1 does not use collusion
when its market share is high (formally, s; > B¢) and it chooses p = p' > m,. when its market share is low
(formally, s;1 < Bg). Thus, the only difference between Propositions 1.1 and 3.1 is that when transfers
are determined cooperatively, the free rider problem is solved and, hence, total transfers are higher. This
is interesting, as it implies that incentives for collusion do not necessarily vanish after implementing
cooperative decisions on foreign aid.

Table 1.2 compares the results in Proposition 3.1 and 3.2 (i.e., when /SB; —
this case, how transfers are determined may affect the price selected by player 1.

S < 7a (2me)).
In particular, we

In

observe that when s1 < g (%), player 1 is less prone to use collusion when transfers are determined

cooperatively. Formally, p, p> < p? (see the proof of Proposition 3 for details), i.e., the equilibrium price
when transfers are determined cooperatively is always lower than the equilibrium price when transfers

are determined non-cooperatively. Moreover, for s; < Sga ( , foreign aid is not employed at all

2me—p
P
when it is determined non-cooperatively (Proposition 1.2.c), while foreign aid is always part of the policy
mix when transfers are determine cooperatively (Proposition 3.2.c, and 3.2.d). The intuition behind this
result is clear. Player 1 is less willing to use collusion when transfers are determined cooperatively because
it only pays a share of total transfer. By contrast, when transfers are determined non-cooperatively, all

foreign aid is paid by player 1.

. Proposition 1.1 Proposition 3.1 .
Condition (p. Ty +T) (p, T1C n Tzc) Comparison
s1>Ba | (me,V/SB1—95) (m S(B1+ By) — S) /S (B + By) — S > +/SB; —
s1< B (0", T (5")) (6", 7 (")) (') > T (")
Table 1.1: Proposition 1.1 versus Proposition 3.1.
Note: T (p) =/ SB1 — S — g (p) and TC =\/S(B1+Bs)—S—mg(p
Condition Pr((;p%sli‘:i—o;?; ! P{;I)Tigiio;;)' ! Comparison
51> B Me; e, B+ By > B
1= VSB, - § VSB+ By - § B
bo (2 2) <si<Bo | (2T (5))) (5',7¢ (")) ¢ (5) > T (5') >0
B B(zmc p) , (p,T¢ (p)) 2 >p, T (p) >0
i (p*,0) or
< s1 < B (257 (7,7 (7)) P2 > 5%, TC (%) > 0
2me—p 52 3 C (53 P > p°
51 < ﬁGB< I% ) (p 70) (p 7T (p )) TC (253) >0

=SB —

Note: T (p

Table 1.2: Proposition 1.1 versus Proposition 3.1.

By —vB
— /SBi ¥ Ba) - S — 76 (v B_<1M>
By

S —7g(p
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Proposition 3 helps explain why the U.S. decided to fight communism by helping producer countries
organize collusion rather than by using foreign aid. Part of the problem was that U.S. allies were able
to free ride U.S. foreign aid, but it was more complicated for them to escape the burden of collusive
prices. In other words, supporting collusion seemed to offer a partial solution to the free rider problem,
by forcing allies to contribute to the common geopolitical goal. Note however, that even when transfers
are determined cooperatively, the U.S.’s incentives to use collusion do not disappear completely. One
reason is that part of the burden of collusion is paid by third party countries, i.e., neither U.S. nor U.S.
allies (formally, ag > 0).

3.3 Internal Politics in the U.S. I: Voters’ Biases

Suppose that the policy maker in country 1 only takes into account a fraction of the utility that consumers
obtain from consuming commodity c. Formally, assume that the payoff function of country 1 is given by:

(1—b) (1)’

+T1 + T
WlB:ip +y1 =11+ G (p) L2

me(p)+Th+To+ S

Bl7

where b € [0, 1] is a measure of the political bias against utility from consuming commodity ¢. One possible
reason for this bias is that voters in country 1 do not fully understand that the price of commodity ¢
is affected by their own government, but they fully understand that foreign aid is financed with tax
revenues. Politicians simply internalize this information bias in their policy choices.

It is easy to verify that introducing this political bias only produces a minor change in Proposition
1. Indeed, all we need to do is to replace s; by (1 — b) s; and Proposition 1 holds. As a consequence, the
greater the political bias, the more likely that, in equilibrium, p > m.. More formally, the greater the value
of b, the more likely that (1 — b) s; < S holds. Moreover, when collusion is used to influence producers, it

is employed more intensively as the political bias increases. More formally, the greater the value of b, the

B = (1—b)s1g;3c1(p)+5]2'
The intuition behind these results is simple. If voters fail to hold the policy maker fully responsible for

a rise in the price of commodity ¢, the policy maker is more prone to choose a higher price.

Although relatively straightforward, this extension is important, as it implies that even if the market
share of global power 1 (i.e., s1) was significant, global power 1 might still select high prices for commodity
c. Thus, the extension formalizes another channel that explains why the U.S. supported the formation of
cartels for some commodities. The idea is that the U.S. was in a position to support those cartels because
it was an important consumer (formally, s; was relatively high) and in spite of that, the geopolitical
motivation dominated its decision. The political bias considered here, if present, reinforce the incentives of
the US to support the formation of cartels for some imported commodities. According to this perspective,
collusion was an attractive instrument, as it was easier to hide from voters than conventional foreign aid.
In other words, the politically discounted market share of the U.S. (i.e., (1 —b)s1) was much smaller
than its actual market share (i.e., s1).

Another way to introduce a political bias in the determination of the instrument choice is to assume
that voters restrict the maximum amount of foreign aid that the policy maker can choose. This could
capture a situation in which voters are biased against foreign aid, for example, because they systematically
overestimate the proportion of the budget used to financed foreign aid (see, for example, Caplan (2011)).
Lemma 3 and Proposition 4 characterize the equilibrium when /SBy — S < T < /SB; — S.

greater p' and p?, where p' = (133% and p? is the unique solution to (2"11'%_1”)

17



Lemma 3 Assume that /SBy — S < T < \/SBy — S. Suppose that 1 has selected p € [m.,2m.|. Then,
the unique Nash equilibrium profile of transfers is given by:

TE (p )—mln{max{\/SBl S —ma(p O},T} and TI (p) = 0
Proof: see Online Appendix A.4. B

The intuition behind Lemma 3 is the same as in Lemma 1, with the exception that now for low values
of p, T is binding.

Proposition 4 Assume that \/SBs — S < T < \/SBy —

1. Suppose that /SBy — S > ng (2m.) and 0 < T < \/SBy — S — 7 (2me).

(a) If 51 > (@ffg then the unique subgame perfect Nash equilibrium outcome is (p,T1 T ) =
(mC,T 0)
(b) If s1 < BaSBythen the unique subgame perfect Nash equilibrium outcome is (p,T1 N ) =

(7+5)"
(ﬁ4,T, O), where p* is the unique solution to (2’”?%"’) Ba = w

2. Suppose that \/SBy — S > mg (2m.) and T > \/SBy — S — ng (2m,) and let

__BeXier () 1__\/1_4mc(w931-—s—T)
b 2 (\/5731 -8 - T) BaYier (ai)2

(a) If 51 > (*B,Gfgl then the unique subgame perfect Nash equilibrium outcome is (p,T1 ,TR)
(mC,T 0)

(b) If M <5 < (’BGf; then the unique subgame perfect Nash equilibrium outcome is
(p, T ,TQR) = (p*,T.,0).

(c) If s1 < %, then the unique subgame perfect Nash equilibrium outcome is (p, TlR, TQR)

(0, VSB1 — 5 — 6 (1) ,0).

3. Suppose that\/SB; — S < mg (2me).

(a) If 51 > (ﬁ,GfSl then the unique subgame perfect Nash equilibrium outcome is (p,T1 T ) =
(mC,T 0)

(b) If MBG <51 < (,85155) then the unique subgame perfect Nash equilibrium outcome is
(p, T{, T = (p*,T,0).
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(c) If (ch_p) Ba < s1 < Mﬂg, then the unique subgame perfect Nash equilibrium outcome
is (. TR T) = (¢, VSBy — S — 76 (5') ,0)
(d) If s1 < (2m°_p) Ba, then the wunique subgame perfect Nash equilibrium outcome is
(p, T, T5Y) = (#%,0,0).

Proof: see Online Appendix A.4. B

Tables 2.1 and 2.2 compare the results in Proposition 1.1 with those in Propositions 4.1 and 4.2. We
observe that it is more likely for player 1 to select p > m,. when voters restrict the maximum amount
of foreign aid. Formally, if s; < B¢ holds, then s; < BeSB1 - also holds. Moreover, when collusion is

(T+5)
used to influence producers, it tends to be employed more intensively. Formally, p* is higher than p! (see
the proof of Proposition 4 for details). Summing up, Proposition 4 formalizes the effects of a political

constraint on the use of foreign aid that forces the policy maker to rely more intensively on collusion.

. Proposition 1.1 Proposition 4.1 .
Condition Comparison
. (puTl) (paTI) P
22 (E (me. VSBy - ) (me. T) T < VSBy -
1
< sy < PasSBy 4 p* > m. and
Ba <51 < (T1s) | (meVSBi=5) (. 7) 7o \/52731_
- A 51 and
5L T (51 5 T p >p an
s1 < Ba ®, T (8")) (6%,7) T <T(p")
Table 2.1: Proposition 1.1 versus Proposition 4.1.
Note: T (p SB1 — S —mg(p
o, Proposition 1.1 Proposition 4.2 .
Conditlﬁor; ) (p,T) (p, T) Comparison
> @ (me, v/SB1 — S) (me, T) T <+/SBi —
1
P> me
SB _
Ba <51 < (ﬁTG S)l (mc, SB1 — S) (134,T) B and
T <+ SB1 —
£y IS |
pr=p
Gmepnlio <5 < fg | (54T (")) (5. 7) ~and
T <T(p")
51 < Gl (0" 7 (5")) ("7 (5")) Same

Table 2.2: Proposition 1.1 versus Proposition 4.2.

=SB —

Table 2.3 compares the results in Proposition 1.2 with those in Propositions 4.3. Once again, it is
more likely that player 1 selects p > m, when voters restrict the maximum amount of foreign aid and,

Note: T (p S —7a (
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conditional on selecting p > m,., higher prices are used. Formally, p* > p' and p? > p' (see the proof of
Proposition 4 for details).

Conditior; ) Prop((; s,i;ilo)n 11 Prop((])) S’i;f)n 4.3 Comparison
= fTGT) (me,v/SB1 — S) (me, T) T < /SB; -
ﬁ4 > Me
Ba < 81 < ﬂGSBi AT
G = (T+ S) (mc, VSB1 — 5’) (p ,T) - and
T<+\SB—S
TS AT
c . . = p* > p and
W <51 < fBa (p', T (p*)) (p*.T) T <T(p))
(2mcpp)ﬁa <81 < (2mcp5T)ﬁG (ﬁi’T (ﬁl)) (ﬁ17T (ﬁl)) Same
< A1
—F ) . . p°>p and
S1 S % (plvT(pl)) (pﬂTlRaTQR) - (p270) T(ﬁl) >0

Table 2.1: Proposition 1.1 versus Proposition 4.3.
Note: T (p) =/ SB1 — S — 7 (p

3.4 Internal Politics in the U.S. II: Connected Roasters

Suppose that in country 1 there are 2 wholesale companies that import commodity ¢ and resell it to
final consumers. For example, in the case of coffee, these companies are called roasters. Let pii denote
the retail price paid by consumers, which implies that the final demand of commodity ¢ in country 1 is
c‘f = (a1 / p‘f)Q. Wholesale companies compete a la Cournot, i.e., they simultaneously and independently
select the quantity they import and resell, which we denote by ¢, 1. The cost function of wholesale
company r € {1,2} is given by:

CT,l (qr,l) = (pf’,l + md) qr,1

where mg > 0 is the marginal cost of distribution and p;; > me is the price that company r pays per
unit of ¢ it imports. Each wholesale company can be politically connected or not. A politically connected
company always pays the marginal cost of ¢ for each unit it imports (formally, if r is connected, then
Pra = m.). A non-connected company may pay a higher price (formally, if r is non-connected, then
pra=0° 2 me). The idea is that, unlike consumers and non-connected companies, politically connected
domestic companies lobby to be excluded from paying a higher import price for commodity ¢ induced by
the government’s decision to support foreign producers of ¢. One possibility is that politically connected
companies only support the commodity agreement if they find a way to be excluded from (or even profit
from) its effects. For example, in the case of coffee agreements, powerful US rosters supported the
agreements in the Congress but simultaneously signed long term contracts with coffee producers.
The payoff function of global power 1 is given by:

2 P
leY e+ T
I)[rlc'R:( {i) +y1—Ti+7T1W+ el 1

P ﬂ'g—i—Tl‘i‘S 1'
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where v; = (oq)2 /Pl +y1 — T is the consumer surplus of country 1’s consumers, 7" are the aggregate
profits of wholesale companies in country 1, 775 are the aggregate profits of commodity ¢’s producers, and
Bi > 0 are the geopolitical benefits enjoyed by country 1. Note that we do not consider the transfers of
country 2 (the geopolitical ally of global power 1). There are two reasons. First, if transfers are selected
non-cooperatively, country 2 always prefers to be a free rider (i.e., in equilibrium, 75 = 0). Second, there
is no interesting conceptual gain in treating cooperative transfers and internal lobby simultaneously. The
key point of this extension is to explore how internal political forces can change the incentives to use
collusion versus transfers to deal with geopolitical challenges.
The timing of events is as follows.

1. Global power 1 selects a price p® € [m., 2m. + my] and transfers T} € [O, T] with T' < yl—(oq)2 /me.

2. Wholesale companies simultaneously and independently select ¢,.1 for r € Ny.

As in previous sections, we characterize the equilibrium as a subgame perfect Nash equilibrium. We
consider three possible scenarios. In all scenarios, wholesale companies in all countries except country
1 are non-connected, thus must pay p° for each unit of commodity ¢ they import. In other words, only
wholesale companies from global power 1 can avoid paying p°. In scenario 1, we assume that none of
the wholesale companies in country 1 are connected. Thus, scenario 1 is just our baseline model with
the addition of an intermediary duopolistic domestic sector that imports commodity ¢ and distribute
it among final consumers. In scenario 2, we assume that both wholesale companies in country 1 are
connected. This is an extreme and unlikely situation, as it assumes that country 1 is in a position to fully
isolate its firms and consumers from the effects of higher prices of commodity ¢ and, at the same time,
country 1 is the key player to organize the collusive agreement required to induce such rise in prices.
Nevertheless, this is an interesting scenario to study, as it generates sharp incentives for country 1 to use
collusion as an instrument for advancing its geopolitical goals. Finally, in scenario 3 we assume that one
wholesale company in country 1 is politically connected while the other is not. This is the most realistic
and interesting case. For example, in the case of coffee, some rosters were powerful and well-connected
while other were not.

Scenario 1: Suppose that both wholesale companies in country 1 are non-connected. Given country
1’s policy choices, it is easy to compute the equilibrium price of commodity ¢ in each country as well as
the equilibrium quantity of ¢ imported by each wholesale company (see Online Appendix A for details).
Thus, we can compute the consumer surplus in country 1 (v; (p®)), the aggregate profits of the wholesale

industry in country 1 (7}" (p*)) and the profits of geopolitically relevant producers (7£ (p*)).

_ Bc9 (p® —me) Zie[ (O‘i)Q
16 (p* + ma)”

_ ()
16 (p* + myq)

3 ()

S el VAR —T,TI‘W s ,ﬂ_P s
4<ps+md) Y1 1 1 (p) G(p)

vy (p°) =

Proposition 5 (Scenario 1) Assume that By >0 and 0 < \/SB; — S < T.

1. Suppose thaty/SBy — S > 7k (2m. +my).

(a) If 1 > %‘:2%, then (p,T1) = (me,/SB1 — S).
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(b) If s1 < Badmatame) — ypop, (nT) = (p*,VSB1— S -7k (p*)), where p>' =

bmg

Ba3(mg+2me)—5si1mg _s
551130G € (m, p%).

2. Suppose that\/SBy — S < nb (2m. + mg).

(a) If 1 > M, then (p,Ty) = (mc, VSB1 — S).

Smd
(b) If W < 851 < %‘:2%, then (p,Ty) = (ﬁs’l,\/SBl - S -k (}3371)), where

P° € (me,2me +my) is the unique solution to/SBy — S — wf (p*) = 0.

(c) If 31‘§ %, then (p*,Tv) = (p*2,0), where p* € [p°,2mc +my) is the unique
solution to
oo ) om0 SB onb ()

=0
aps 8ps [775 (ps) + S]Q aps

Proof: see Online Appendiz A.5. B

Proposition 5 is very similar to Proposition 1. The thresholds are slightly different, but the overall
interpretations and implications are identical. Thus, introducing wholesale companies per se does not
affect the analysis. In particular, note that the profits of each wholesale company are decreasing in p®
(formally, each whole company in country 1 gets W% (p*) = 7V (p*) /2 = 3 (a1)? /32 (p® + mg)). Thus,
just as consumers, each company in the wholesale industry is a net loser from collusion.

Scenario 2: Suppose that both wholesale companies in country 1 are connected. Once again, given
country 1’s policy choices we can compute the consumer surplus in country 1, the aggregate profits of

the wholesale industry in country 1 and the profits of geopolitically relevant producers.

3 (1)’

o 3(m)? o 98c [Ziel,i;ﬂ (ai)z} (p® —me)
T gy * 0~ T ) G0 -

ey —— p
16 (me + my) ¢ 16 (p* + mq)?

vy (p°) =

Proposition 6 (Scenario 2) Assume that By >0 and 0 < \/SB; — S < T.

1. Suppose that\/SB1—S > nf, (2m¢ + my), then (p*, T1) = (2me + mg, v/SB1 — S — 7§ (2me + ma)).
2. Suppose that\/SBy — S < 7k (2m. + ma), then (p*,T1) = (2m¢ + mg,0).

Proof: see Online Appendiz A.5. B

The intuition behind Proposition 6 is as follows. If domestic wholesale companies in country 1 are
excluded from the effects of collusion among producers of commodity ¢, then the best choice for country 1
is to advance its geopolitical goals by supporting collusion and only supplement this policy with foreign aid
when collusive profits are not insufficient to implement the optimal level of deterrence. Thus, consumers
from other countries end up paying to advance the geopolitical goals of country 1. By promoting collusion,
country 1 successfully implements ‘a passing the buck strategy’. In other words, the free rider problem
associated with foreign aid is fully reversed. Now country 1 is essentially free riding other countries.
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Scenario 3: Suppose that one wholesale company in country 1 is connected and the other is non-
connected. Without loss of generality, assume that wholesale company 1 is connected. Then:

vy (p°) = 3 ()’ +uy—T
2 (p* +me + 2mg) ’
w w 3 (a1)2 (2p° — me +mg)* + (—p° + 2m. + md)Q}
T (p°) =71 (p°) + 7o (P° ;

4 (ps + me + 2md)3

W (0)?32p° —metma)® o o (00)?3(=p° + 2me + ma)®
T (p°) = 3 > 72,1 (»*) = 3

4 (p* + me + 2my) 4 (p* + me + 2my)
G (0°) = 761 (0°) + 761 (0°)
2 s
9 (1) (p° —me) (—p° + 2me+ma) . e [Ziel,i;&l (ai) } (p* —me)
) TG,—1 (p ) - P
16 (p° + mq)

P s
s = .
Gl »") 4 (p* 4+ me + 2md)3

where 77;/}/1 (p®) are the profits of wholesale company r in country 1, 75 | (p®) are the profits that producers

of commodity ¢ obtained in country 1 and 775 _1 (p®) are the profits that producers of commodity ¢
obtained in countries other than 1.

Proposition 7 (Scenario 3) Assume that By >0, 0 < /SB; — S < T and g > 4/9.

1. Suppose that\/SBy — S > 7Tg (p**), where p>* € (m¢, 2mc + mg) is the unique solution to g(g ) —
0.

(a) If s1 > 5%)% , then (p,T1) = (me,/SBy — S).

(b) If 1 < 5_?_%, then (p,T1) = (ﬁs’l,\/SBl - S —xk (ﬁs’l)), where p>! € (me,p>*) is the
unique solution to:

v (p*) | Om¥ (%) | Ime () _
op* op* op*
2. Suppose that\/SBy — S < nk (p**).

(a) If s1 > 5+35 , then (p,Tl) = (me,V/SBy — S).

(b) If o (p°) < 51 < 5+3B , then (p,T1) = (As’l \/SBy — S—Tl'g (ﬁs’l)), where p° € (myg, p*>*) is
the unique solution to\/SBy — S — 7k (p*) = 0.

(c) If s1 < o (p®), then (p°,T1) = ( 3’2,0), where p* € [p*,p**) is the unique solution to:

ov1 (p*) +37T¥V () SBy ol (p°)

=0
op* Op* [xE (p5) + 5])°  Op°

Proof: see Online Appendixz A.5. B

23



Proposition 7 is very similar to Proposition 5. Note, however, an important difference. While ﬂ'% (p°)
is decreasing in p?, ﬂ}’f/l (p®) is increasing in p°. Thus, the politically connected wholesale company is
a winner from collusion. The reason is that the connected company is not affected by a rise in p°,
but its rival (i.e., the non-connected company) is. In other words, collusion operates as a rise in the
marginal cost of a competitor. This is important because it helps explain why some local importers
supported international commodity agreements. The policy was detrimental to consumers and non-
connected wholesale companies, and might have even be detrimental for the wholesale industry overall,
but politically connected companies profited from it gaining a competitive cost edge over their domestic
rivals.

3.5 Geopolitical Rivals Among Producers

Suppose that the payoff function of country 1 is given by:

cp)+T

_TGW T gy
ma(p)+Th + S ms (p)

2
«
WFP:(;)+y1T1+

where 7 (p) = Bam (p) are the profits accruing to geopolitically relevant producers, g (p) = Bs7 (p) are
the profits accruing to the Soviet Union with 0 < 8g < 1— S5, A > 0 is the weight that the policy maker

of country 1 puts on Soviet Union’ profits, and recall that 7 (p) = (p;TC) Sies (i)’

Proposition 8 Assume that By >0 and 0 < /SB; — S < T.
1. Suppose that/SBy — S > mg (2me).

(a) If s1 > Bg — ABs, then (p,T1) = (me,/SBy — 5).

(b) If 51 < B — MBs. then (p,Ty) = (p',v/SB1 — S — g (p')), where p' = Z2e6e=305) ¢ (m, p).
2. Suppose that\/SBy — S < mg (2m,).

(a) If s1 > Ba — MBs, then (p,T1,Tz) = (me,v/SB1 — S).

(b) If (Ba — A\Bs) (gmc p) < s1 < fa — ABs, then (p,T1) = (p*,V/SB1 — S — ¢ (p'))-

(¢) If s1 < (Bc — ABs) (2”% p) then (p, T1) = (p2,0), where p* € [p,2m.) is the unique solution

51p _ _BcSB:
10 G T A5 = Golorsp

Proof: see Online Appendiz A.6. B

It is easy to verify that as the profits accruing to the Soviet Union and/or the geopolitical importance
of those profits for global power 1 rises (formally, ABg higher), global power 1 is less willing to use
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collusion. More formally, the threshold of s; below which global power 1 supports collusion (selects
p > me) is Bg — A\Bg, which is decreasing in A\3s. Moreover,

op' o —2m.S1 -0
d(ABs)  (s14 Ba — ABs)?

op* 1 .
a(AﬁS) - _si2me 28gSB1 9ma(p) <

@me—p)® ' [rc(p)+S]°  Op

Thus, even when collusion is employed, it is less intensively used as A\Sg rises.

3.6 Internal Politics in Producer Countries

Suppose that due to internal forces in the producer countries one dollar of foreign aid is not equivalent
to one dollar of producer’s profits. Formally, assume that the payoff function of country 1 is given by:

2
bre (p) + Th + 1o
wi= Ty :
1 P n ! brg(p)+Th +To + S !

where b > 0 measures the effectiveness of profits relative to foreign aid. That is, b < 1 (b > 1) means
that an extra dollar of profits is less (more) effective at fighting the spread of communism than one extra
dollar of foreign aid.

It is easy to verify that introducing this internal bias in the geopolitically relevant producer countries
only leads to a minor change in Proposition 1. Indeed, all we need to do is to replace S by bBg and p

_ bBa (e [ [y _ 4me(VSBi-S) it i
for pp = 2(V351—5) [1 \/ 1 bo 3, () and Proposition 1 holds. More importantly, we can study

the effect that a rise in b has on the equilibrium outcome. The higher the effectiveness of profits, the more
likely that, in equilibrium, p > m.. Formally, an increase in b, makes s1 < b easier to hold. Likewise,
the greater the effectiveness of profits the more likely that foreign aid is not used at all. Formally, an

increase in b makes /SBy — S < bng (2m,) and s1 < B¢ (2"%7;@’) easier to hold. When foreign aid and

collusion are both employed, collusion is more intensively used when b rises. Formally,

%: chﬂGsl =0

b (s1+bbc)°

Only when only collusion is employed, a rise in b has an ambiguous effect on the equilibrium price.
Formally,

op? (p)? 1 {5*  [bme ()]}
o 5B [277% + 281[bgcz;9(f])+s] (me;p) Dier (%‘)2}

which is positive if and only if S > brg (132).

3.7 Using Foreign Aid and Exclusion to Sustain Collusion'?

In this section we explore two alternative ways to sustain collusion.

12We thank Marta Troya-Martinez whose comments and suggestions triggered the development of this extension.
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Consider the setting in Section 3.1, except that now global power 1 must rely on carrots rather than
sticks in order to make collusion sustainable. In particular, assume that global power 1 must pay a
transfer to each producer firm in order to make collusion more attractive. Let F} > 0 denote the foreign
aid that global power 1 assigns to sustain collusion. Then, the collusion sustainability constraint becomes
7 (p) + & > (1 — &) 7¢ (p) or, which is equivalent,

FL>[(1-6)N—-1]n(p),

13

where 7¢ (p) = %p), 7@ (p) =7 (p) and N = >_._, N;, while the payoff function of country 1 becomes!?:

(o)
p

jeJ

Be (m(p) + F1) + T
Ba(m(p)+ F)+ T+ S

Two important remarks apply. First, in this setting the collusion component of foreign aid (i.e., Fj)
and supporting collusion (i.e., 7 (p) higher) are complement rather than substitute instruments. In
other words, we are imposing to the model that some form of foreign aid is necessary to make collusion
sustainable. On the contrary, in our baseline model foreign aid (i.e., 71) and collusive profits (i.e., 7 (p))
are introduced as substitute instruments. Note, however, that in the baseline model, when monopoly
profits are not enough to implement the desired level of influence, then foreign aid and collusive profits
become complement instruments (Part 1 in Proposition 1).

Second, note that using foreign aid to sustain collusion forces global power 1 to pay transfers to every
producer firm, including those belonging to countries that are not geopolitically relevant. In other words,
this is an instrument with serious leakages.

Wi = +y =Ty —F1 +

Proposition 9 Assume that By >0, 0</SB; —S <T and (1—8§) N > 1.
1. Suppose thaty/SBy — S > (1 —3) Nmg (2m,).

(a) If s1 > 1 —(1=09)N (1 — Sg), then the unique subgame perfect Nash equilibrium outcome is
(p, F1,T1) = (me,0,/SB1 - 5).

(b) If s1 < 1 — (1=0)N(1—Bg) then the unique subgame perfect Nash equilibrium out-
come is (p, F1,T1) = (131, [(1=0)N-1]=n (ﬁl) VSB1 —8S—(1-6)NBgnm (]31)), where pt =

1—(1—6)N(1—B¢)
[sl+1—(1—6)N(1—%G):| 2me.

2. Suppose that/SB; — S < (1 —§) Nmg (2m,).

(a) If s1 > 1—(1—=0)N(1—pBg), then the unique subgame perfect Nash equilibrium outcome is
(p, Tl,TQ) = (p, Fl, Tl) = (mc, 0, AV SBl - S)

M) PN -(1-)N(1-fg)] < s < 1 - (1-0)N(1-fa), then
the  wunique  subgame  perfect  Nash  equilibrium  outcome is (p, F1,T}) =

(P, [(1—=6)N =17 (p') ,v/SB1 — S — (1 —6) Nng (p'))-

*Lemma 1 still holds. That is, for any price p we have that T} (p) = max {v/SB1 — S — Bc (7 (p) + F1),0} and T» (p) = 0.
11t is easy to relax this assumption if only a fraction of the firms are impatient. For example, assume that &, = § for
n € Nr and 6, = 1 for n € N — Ny. Then, the sustainability constraints become F; > % [(1=6)N —1]= (p). Still, unless
impatient firms are all located in geopolitically relevant countries, there will be leakages to geopolitically irrelevant countries.

26



(c) If s1 < y [1—(1—-9)N(1-pBg)|, then the unique subgame perfect Nash equilibrium
outcome is (p, F1,T1) = (ﬁz,[(l —0)N-1]= (152) ,0), where p? is the unique solution to

i B SB
ﬁ =1-N(1-9) {1 — Be [(1—6)Nﬁc7lr(p)+5]2 }

Proof: see Online Appendiz A.7. B

The message from Proposition 9 is clear. Even when transfers to every producer firm are required to
sustain collusion, supporting an international cartel might be part of the equilibrium containment strategy
employed by global power 1. The key logic behind this result relies on the sustainability constraint. Note
that e = (1 — §) N — 1 > 0 might be very small and, hence, all that global power 1 might need to sustain
p > me is a nudge Fy = er (p). Naturally, in this setting global power 1 is less likely to use collusion
than in Proposition 1, which should not be surprising given that in our baseline model we are implicitly
assuming that global power 1 sustains collusion imposing a credible punishment to a firm that deviates
from the collusive agreement, which it is out of the equilibrium path.

Next, we explore another way to sustain collusive profits for geopolitically relevant producer countries.
Once again the starting point is the setting in Section 3.1. That is, suppose that under no international
agreement, there is Bertrand competition and producer firms cannot sustain collusion (formally, assume
that (1 —9) N > 1). That is, perfect competition prevails and the equilibrium price is p = m,.. The
international agreement, on the other hand, effectively splits the international market of the commodity
into two markets. The agreement market includes countries 1 and 2, i.e., the global power and its ally.
The non-agreement market is the rest of the world. Only geopolitically relevant producer countries are
allowed to supply the agreement market. Let’s denote by p;, the price in the agreement market and by
Pout the price in the non-agreement market.

Suppose that competition always prevails in the non-agreement market. Formally, assume that
(1-19) (N -2 jec Nj> > 1, so firms from countries out of the agreement cannot sustain collusion

even when no firm from countries in the agreement chooses to leave the agreement market. Then,
Pout = M and, hence, any producer firm outside the agreement makes zero profits. Assume that in
order to sustain collusion among firms in the agreement market, global power 1 offers a transfer to
firms from the geopolitically relevant countries. Then, the collusion sustainability constraint becomes
7% (pin) + F1/ >jecN; = (1-96) 7 (pin) or, which is equivalent,

m

F > [(1 — ) N; — 1} Tin (Pin)

jeG

col (pin_mc)[(al)z"r(aQ)z]
P .

where 7% (pin) = % and ¢ (pin) = Tin (Pin) =
equivalent punishmeth strategies that induce zero profits in the punishment path and, hence, the same
sustainability constraint. First, the standard Nash reversion trigger strategy in which a deviation is
punished with the static Nash forever; in this case, the Bertrand equilibrium. Second, expel the deviator
from the agreement, which forces the deviating firm to supply the non-agreement market. Also note that
the participation constraint for a firm to stay in the agreement rather than leave it, holds automatically
because 75 (pin) + ﬁ > 0. The payoff function of country 1 becomes:

Note that there are two

(3

2
; in) + 11 +
WF:(al) by =T — Fy + Tin (Din)
! Din noh ! Tin (Pin) + 11 + F1 + S !
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Proposition 10 Assume that By >0,0<+/SB; —S <T, and1 < (1—-0)>...c N; < (1—-8§) N —1.

JjEG

1. Suppose  thaty/SB; — S > (1=6) > e Njmin (2me). Then, the
unique subgame perfect Nash equilibrium outcome 18 (Pin, F1,T1) =

(9L [(1 = 0) e Ny = 1] T (8),) s VEBL = 8 = (1= 0) Xy Nian (81, ) where o, = 222

2. Suppose that\/SBy — S < (1 —6) 3 ;e Njmin (2me).

(a) If Sin1 > M;Z%_f"", then the unique subgame perfect Nash equilibrium outcome is (pin, F1,T1) =
(Bl [(1=0) S0 N5 = 1] man (1) VSBL = 8 = (1= 8) e Nymin (B )-
(b) If s1 < m&%@", then the unique subgame perfect Nash equilibrium outcome is (pin, F1,T1) =

(ﬁ?n, [(1 —0) ZjeG N; — 1} Tin (ﬁfn) ,0), where p3, € (Pin,2me) is the unique solution to

Sin,1Pin_ __ 1 _ _ ) . _ SB1
2me=pin 1-1-9 ZJGG Ny {1 [(1-8)jec Njmin (pin)+5]" }

Proof: see Online Appendiz A.7. B

Four remarks apply to Proposition 10. First, note that collusion is always employed. The reason is
that now collusive profits are only collected by geopolitically relevant producer countries while in previous
propositions part of collusive profits where collected by producer countries that were not geopolitically
relevant.

Second, foreign transfers are always employed as they are required to sustain collusion for the countries
within the agreement. Note, however, that in Part 2.b, global power 1 only pays the minimum foreign
aid required to sustain collusion, which indeed could be very small as (1 —0) > ..~ N; — 1 could be very
small.

Third, we have assumed that 1 < (1-6)> ;.oN; < (1—=6)N — 1 or which is equivalent,

(1-19) (N - jec Nj> > 1and (1-6)3 ;5 N; > 1. Intuitively, neither the countries within the
agreement nor the countries out of the agreement can sustain collusion by themselves. It is easy to

relax this condition. Suppose that firms from countries out of the agreement can sustain collusion, but
if only one firm from the agreement countries decides or it is forced to leave the agreement, collusion
cannot be sustained. Formally, assume that (1 — §) (N = jec Nj) <1< (1-9) (N — 2 jeaNj+ 1).
Then, neither the collusion sustainability constraint nor the participation countraint are affected. Thus,
Proposition 10 still holds if 1 < (1 =0)> ;e N; <(1-0)N — 1.

Fourth, comparing Propositions 9 and 10, it seems that it is more effective and cheaper for global power
1 to use collusion in Proposition 10’s setting. The intuition is simple. When only geopolitically relevant
countries are included in the collusive agreement, collusive profits are not leaked to producer countries
that are not geopolitically relevant. Moreover, only geopolitically relevant producer countries must receive
foreign transfers to make collusion sustainable. This seems to suggest that country 1 should favor forming
an international cartel that only includes geopolitically relevant producer countries. However, this is not
necessarily the case for several reasons. In Proposition 9, some of the profits collected by producer
countries are obtained from the rest of the world, while in Proposition 10 the collusive agreement is

jEG
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restricted to the global power and its ally (i.e., countries 1 and 2). There are also three assumptions (one
implicit and other two explicit) in Proposition 10 that are not required in Proposition 9.

When collusion is organized at the global level (Proposition 9’s setting) there is nothing country 2
can do to avoid paying collusive prices. On the contrary, when only geopolitically relevant countries are
part of the collusive agreement (Proposition 10’s setting), country 2 might be tempted to redirect its
purchases to the non-agreement market. In Proposition 10 we have completely ignored this possibility.

In Proposition 10 we have restricted the analysis to a situation in which firms outside the collusive
agreement cannot sustain collusion (formally, (1—06)3 ;e N; > 1). This might not hold. Indeed,
suppose that firms from countries out of the agreement can sustain collusion even when one firm from the

countries in the agreement leaves the agreement. Formally, assume that (1 — J) (N =2 jec N + 1) <1
Then, pou: = 2m, and, hence, the collusion sustainability constraint for a firm belonging to a country in

! F d _ (a3)? .
the agreement becomes w5 (piy,) + m > (1 =9) 75, (pin) + 0Tour, Where oy = 4mc(N—§:3j€G M)’

while the participation constraint for a firm to stay in the agreement rather than leave it, becomes
ngl (pzn) + ﬁ 2 Tout-

Finally, in Proposition 10 we have assumed that firms within the collusive agreement cannot sustain
collusion by themselves (formally, (1 —6)3 ;5 N; > 1). Otherwise, in equilibrium, it is always the
case that p;, = 2m.. Thus, country 1 can induce py, = 2m., but not p € (mc,2m.). This does not
automatically imply that country 1 will never use collusion but it forces country 1 to only consider the
most extreme collusive agreement.'®

4 International Commodity Agreements

After the Second World War, several international commodity agreements (ICAs) were signed.'® The
stated goal of ICAs was to deal with declining and fluctuating prices of commodities. These agreements
received the support of multilateral organizations (e.g., UNCTAD) and the United States. In this section,
we review the history of one ICA, the International Coffee Agreement (ICOA). We use the model to
rationalize its rise and demise. Then, we briefly discuss why other international commodity cartels (e.g.,
the OPEC), received very different treatment by the United States.

4.1 International Coffee Agreement (ICOA)

It is not surprising that important coffee producers like Brazil and Colombia have always had strong
incentives to control and/or coordinate their production to increase the price of a major export (Bates,

Tndeed, it is not difficult to prove the following result. Suppose thaty/SB1 — S > 7, (2m.). If an < @z, then pi, = 2me.
and T1 = /SB1 — S — 7in (2mc); otherwise p;n = me and 71 = /SB1 — S. Suppose that VSB1 — S < min (2mc). If
(@1)?+(@2)? g Bl*(%ln)f +2VSB1-S
dme - %ﬂﬁhe
is simple and available upon request.

1The international commodity agreements during the Cold War period include the International Coffee Agreement
(ICOA), the International Sugar Agreement (ISA), the International Tin Agreement (ITA), the International Cocoa Agree-
ment (ICCA), and International Natural Rubber Agreement (INRA). For a complete list of all ICAs see Gilbert (1987) and
Gilbert (1996).

, then pin = 2m. and Th = 0. Otherwise, pin, = m. and T1 = /SB1 — S. The proof
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1999).'7 For example, Brazil experimented with different types of market controls (Johnson, 1983; Nun-
berg, 1986). There are also precedents for international agreements between coffee consumer and producer
countries. For example, to deal with a significant drop in coffee demand during the Second World War,
the United States promoted the short-lived Inter American Coffee Agreement, part of Roosevelt’s ‘Good
Neighbor” administration policy toward Latin America. However, in the post war period, the agreement
ended as the United States shifted its attention to Europe with the Plan Marshall (Wickizer, 1964).

In the 1960s, interest in regulating international trade of coffee again came to the forefront. The
International Coffee Agreement (ICOA) of 1963 was an agreement between producer and consumer
countries implemented through export quotas activated if prices were inside a price band -based on a
composite coffee price index- (Gilbert, 1996). The agreement established a board (denoted the Coffee
Organization) with voting rights to each producer and consumer country proportional to its volume of
exports or imports, respectively. Consumer countries agreed to purchase coffee from member countries
and to monitor the quotas by requiring a certificate of origin for products and sending this information
to the ICOA offices. This allowed for credible sanctions and eventual suspension from the agreement of
deviating producers (Koremenos, 2002). For consumer countries, membership was voluntary as shown
by departures of New Zealand and Israel in the 1980s (Gilbert, 1996). Overall, the public intent behind
the agreement was to reduce price volatility by stabilizing prices at a level higher than competitive ones
(Gilbert, 1987). ICOA was renewed in 1968, 1976, 1983, 1994, 2001 and 2007. However, the agreements
after 1989 did not contain any serious economic provision.

It has been well documented that ICOA was a de-facto cartel, and its primary effect was to increase
average prices rather than reduce price fluctuations (Palm and Vogelvang, 1991). Tt also induced a series
of distortions and misallocations of resources (Wickizer, 1964; Bohman and Jarvis, 1990).'® As Gilbert
(1996) puts it: “[ICOA] was controversial because, since it operated entirely through export controls, it
laid itself open to the charge of being an internationally sanctioned cartel whose objectives were primarily
raising rather than stabilizing the coffee price”.

An important way in which ICOA helped sustain collusion was supporting the monitoring of the
agreement. Producer countries faced the usual challenges associated with sustaining collusion: They had
a common interest in restricting their production levels, but each producer also had strong incentives to
free ride other producers unilaterally deviating from the collusive agreement (Olson, 2012). Moreover,
producers could not directly observe the quantities selected by other producers and had to rely on an
imperfect public signal (i.e., prices). Given that prices can also fluctuate due to market demand shifters,
a producer does not know with certainty if low prices indicate a deviation from the collusive agreement or
just a low demand state. As a consequence, imperfect public monitoring made collusion more complicated
to sustain (Green and Porter, 1984). In this context, the role of consumer countries, and in particular
the US leadership, took on greater importance. In particular, the US implemented certificates of origin
for coffee shipments, which allowed for identifying quota violations and blocked coffee shipments that

In comparison to other non-oil commodities, many coffee producer countries were highly dependent on coffee exports.
For example, in 1971, coffee was the source of 71% of Colombia’s export earnings (Koremenos, 2002).

BJCOA has been extensively studied. Igami (2015) studies the evolution of market power by producing countries.
Bohman and Jarvis (1990) explores the effect on nonmember countries. Bohman et al. (1996) focuses on rent seeking
behavior by producing countries. Mehta and Chavas (2008) studies price dynamics along the coffee supply vertical chain.
Palm and Vogelvang (1991) focuses on the role of inventories. Koremenos (2002) studies the changes in bargaining power
among producers. Coggins (1995) focuses on the internal structure and implementation of the agreement. Rettberg (2010)
explores the rise of violence associated with the breakdown of the agreement.
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violated the export quotas. The following extract from an Executive Hearing on the matter is revealing:
“[...] These certificates, like a custom document, identify the source of the coffee and enable the Coffee
Organization to maintain an accurate and timely statistical check on exports. Thus, quota violations are
easily and quickly detected. Our requiring certificate helps each exporting country to police its quota
system”.!® Another mechanism that the US employed to support ICOA was to condition foreign aid on
joining the agreement.

It is clear that ICOA benefited producing countries (and even more as coffee was an important
share of their exports) but its support from consumer countries is difficult to rationalize on an economic
basis. As ICOA resulted in higher prices for coffee, consumers in importing countries were undoubtedly
hurt. For this reason, several studies have argued that political factors were critical in explaining the
support of important consumer countries. In particular, the US Department of State, recognizing the
strategic threat posed by the Cuban Revolution, considered it necessary to raise and stabilize world
coffee prices to promote political and economic stability in Latin American coffee producer countries
and prevent the spread of communism in the region.?’ As Krasner (1973) states: “... The Agreement
served the foreign policy objectives of American officials. Economic growth and stability were perceived
as conducive to the creation of regime types favored by the United States. Department of State officials
identified political development with economic growth. In more specific terms, the American government
saw economic payoffs as a device for securing Latin American diplomatic support, particularly for action
against Cuba.” In the same vein, Wickizer (1964) summarizes the international context of ICOA as
follows: “... there was a renewed emphasis on political aspects of the problem, as the United States took
steps to improve and solidify its position in Latin America because of the threat of Communist infiltration
in restless countries ripe for some form of revolution. Pressures upon the United States became severe
after Castro’s take-over in Cuba, but they had started earlier”.

The tensions between advancing a geopolitical goal at the expense of allowing a coffee cartel led to de-
lays in the implementation of the agreement. Indeed, the initial 1962 agreement (signed by the executive
branch) had a 2-year delay as the White House had to build enough support in the House of Represen-
tatives and Senate to pass the required legislation (Bates, 1999). More significantly, ICOA also opened
the door for domestic lobbying. Given the limited knowledge about coffee production and distribution in
the US Congress, legislators relied on The National Coffee Association -dominated by large US roasters-
as their main source of information. Large rosters immediately spotted a great opportunity. In exchange
for supporting the agreement before the US Congress, they negotiated discounts in their coffee supplies
to make those discounts credible, they established bilateral long-term contracts with producers. This
strategy secured lower coffee prices for large rosters and forced smaller rivals (and, of course, consumers)
to face the entire burden of the agreement (Bates, 1999).2! Moreover, it created incentives for large ros-
ters to keep supporting the agreements (Bates, 1999). The National Coffee Association, an organization
representing American large coffee importers and distributors, became the fundamental interest group
lobbying Congress to support an international cartel of coffee exporters.

19See Executive Hearing before the Committee ”On Ways and Means”, House of Representatives, Eighty-Ninth Congress
on S.701: An Act to carry out the obligations of the United States under the International Coffee Agreement, 1962, signed
at New York on September 28, 1962, and for other purposes that took place between April 13 and 14, 1965 -statement by
Thomas Mann (Secretary of State)-.

20The European Community had similar objectives with regard to Africa (Gilbert, 1996).

*'Krasner (1973) argues that long-run contracts were also beneficial for large American roaster companies because a more
stable and secure supply of coffee reduces risk of undersupply and generates performance-based incentives to managers.
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Eventually, [COA met its demise. The 1983’s ICOA was due to end in late 1989. Conversations about
the terms of a new agreement began in 1989, but the parties could not reach an agreement on economic
clauses. On the producer side there was disagreement about how to assign quotas (especially how to
readjust Brazil’s reducing market share). In 1990, Brazilian president Mello abolished the Brazilian
Institute of Coffee, which was the country’s main coffee organization -and receiver of rents-. Mello
pushed support to domestic farmers and roasters, who were, at best, indifferent by future agreements.
On the consumers’ side, preferences shifted toward coffee beans, which faced greater distortions from
the agreement. This increased the economic cost for consumer countries. There were also complains
that producers regularly offered discounted prices to nonmember consumer countries. However, the most
likely reason for the demise of ICOA was the lack of support from the United States for any agreement
that included economic provision, such as quotas (Gilbert, 1996). As a result, the post-1989 agreements
did not include any economic clauses. Additionally, producers internalized that without the U.S. support,
future agreements could not be sustainable. This further decreased their involvement.

Our model helps explain the main features of ICOA, including its origin and demise. Why did the
US, an important coffee importer, support an international agreement leading to the cartelization of
coffee producers? Our model points to geopolitical considerations in the context of the Cold War. After
the Cuban Revolution, the U.S.’s main geopolitical goal in Latin America was containing the spread of
communism. Allowing some coffee producer countries in Latin America to collect collusive profits helped
keep them geopolitically aligned with the US. However, geopolitical considerations fail to explain the
choice of instrument. In particular, why did the US try to fight communism with a coffee cartel rather
than with foreign aid or other less distortionary mechanisms? The most reasonable explanation seem to
be avoiding free riding problems. While foreign aid was subject to free riding by US allies, a coffee cartel
allowed the US to partially share the burden of supporting coffee producer countries with other coffee
importers. Opacity and U.S. internal politics also played a role. Many American voters have strong
views against foreign aid, but they would never suspect that they are indirectly supporting third world
countries when they are buying a cup of coffee. Note that Olson’s logic of collective action is not enough
to explain the choice of instrument. Since consumers constitutes a disorganized large group while political
elites with diplomatic goals form an organized small group, Olson suggests that the later will be more
influential, which it is indeed the case. However, this is an equally valid argument for foreign aid and the
coffee cartel, while differential voter perceptions and observability distinguish the policy instruments.

Another puzzling question about the ICOA is why organized American importers supported the
agreement? Our model shows how large rosters (who dominated industry organizations and had political
connections) used ICOA as an opportunity to gain rents and reduce competition from smaller/non-
politically connected rosters. They relied on long-term contracts with producers to isolate themselves
from any rise in import prices induced by collusion. In other words, they sold their political support to
the collusive agreement in exchange for a credible promise by coffee producers that they would not face
the consequences of the agreement, which would be borne entirely by their competitors and customers.
This behavior sharply contrasts with the idea that long-run contracts always promote economic efficiency
(Williamson). Indeed, from this perspective, long-run contracts are merely an instrument to deal with
opportunism and credibility problems. They can be employed to support efficient transactions, as well
as facilitate rent seeking. The net losers from ICOA were the small and non-politically connected rosters
(who had to pay higher import prices) and American consumers. In some sense, this is Olson’s logic
of collective action reloaded. A small, organized group of firms is capable of completely overturning
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the negative effects of a policy by transferring all its costs to consumers and non-organized firms in the
industry.

Finally, our model helps explain why ICOA collapsed in the 1990s. The answer is simple. The
fall of communism completely eliminated the threat that gave rise to ICOA. Without any geopolitical
goal, U.S. had no incentive to accept an economically costly agreement. The puzzling (and encouraging)
development is how fast the mechanism crumbled as soon as the geopolitical issue disappeared. This is
not at all obvious, given that ICOA generated a powerful interest group in favor of sustaining it (i.e., the
large rosters).

4.2 Other International Cartels
4.2.1 Sugar

Sugar is produced from cane or beet. Cane, a tropical crop, has qualitatively similar harvesting cycles
as coffee. Beet can be grown in non-tropical areas, but at a higher cost. At the beginning of the 20th
century, Cuba served as the main sugar producer and exporter and overall lowest-cost producer (Bender,
1974). Given its dependence on sugar exports, Cuba, with other key exporters, led multiple attempts to
control the price of sugar cane, including the Brussels Convention of Sugar of 1902, Cuba’s production
controls of the 1920s, and the Chadbourne Plan of 1931. These attempts incentivized importing countries
to begin producing (or increase production) of beet sugar, restricting the ability of sugar cane exporters
to rise prices. Afterward, it became clear that any attempt to regulate the price of sugar should involve
the cooperation of importer countries (Mahler, 1984).

As part of the New Deal Policies, the US implemented the Sugar Act of 1934%2. The Sugar Act aimed
to protect domestic sugar producers by imposing high import tariffs. However, the main exporters of
sugar to the US were American companies that controlled the majority of the Cuban sugar industry.
Consequently, the act was modified to allow only for domestic and international quotas (mostly com-
ing from Cuba, and the rest from the Philippines) to supply US national needs at a preferential price
substantially higher than the prevailing world price (Gerber, 1976).23

The first International Sugar Agreement (ISA) was signed in 1937. However, it was short-lived , as
World War II began soon thereafter. The main tenet of the agreement was an export quota system. The
system was aimed at reducing price volatility. The agreement, however, only applied to sugar exports
that were not included in existing bilateral or multilateral agreements (i.e., preferential agreements) by
the member countries (Hagelberg and Hannah, 1994). This is particularly important, as the US Sugar
Act, and its quota system, significantly limited the amount of sugar exports governed by ISA. At the time,
such exports comprised approximately 30% of all sugar production (Hoegle, 1977). Moreover, although
the US signed ISA, the agreement barely impacted its sugar provision.

A subsequent ISA was signed in 1952. It introduced a price indicator that allowed for activating
the export quota system (deactivated) when prices dropped below (went above) a lower (upper) bound
price. The same agreement was extended in 1958. However, the Cuban Revolution of 1959 significantly
impacted the market and future ISA renegotiations. Due to Cuba’s nationalization of the sugar industry
in 1960, the US Congress modified the US Sugar Act. The modification allowed the President to block

22 Also known as the Jones-Costigan Act. For an excellent analysis of the incidence of US sugar tariffs before 1930, see
Irwin (2007).
23 This preferential price could be twice the world price (Bender, 1974)
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the sugar US Act quota at will. Nominally, Cuba still received a quota, but the US President blocked it
every year. Sugar imports from other Latin American countries served as a replacement. The US used
the fractionated quotas as a foreign policy instrument. Indeed, the US assigned the former Cuban sugar
quota to other countries in exchange for their geopolitical allegiance (Bender, 1974). Eliminating Cuba
from the US sugar quota also had a significant impact on ISA. In 1962, the agreement was set to be
renewed; however, Cuba, now without access to the US market, pressed for a higher quota. This ended
up destabilizing the agreement (Gilbert, 1996). Moreover, after blocking Cuban imports, the US decided
to stop supporting any further ISA agreements.

The Cuban Revolution and the subsequent elimination of Cuba from the US sugar quota opened the
door for a dramatic geopolitical realignment. Cuba’s proximity to the US gave it enormous geopolitical
value to the Soviet Union, who sought to add Cuba to its sphere of influence. Unsurprisingly, the Soviet
Union was willing to support Cuba in exchange for its geopolitical alignment. The format the Soviet
Union chose for implementing such support is interesting. The USSR and other communist countries
signed bilateral sugar agreements with Cuba. As a result, approximately 75% of Cuban sugar production
ended up destined to the Communist Bloc. In these bilateral agreements, around 80% of payments were
barter trades, but the implicit price paid to Cuban sugar was somehow between the world price and the
preferential price in the US market. In any event, the agreements partially compensated Cuba for losing
the US sugar quota. They were also key for the Cuban economy during the Cold War period (Bender,
1974).

Our model sheds light on certain features of the sugar international market during the Cold War
period. For the US, prior to the Cuban Revolution, the sugar quota for Cuba had no serious geopolitical
relevance. It served merely as a mechanism to exclude American companies that controlled the Cuban
sugar industry from the negative impacts of domestic protectionism. The quota was a political compro-
mise for an unusual situation, namely, the fact that domestic companies controlled foreign exporters and
would thus be negatively affected by a protectionist tariff. After the Cuban Revolution, continuing the
sugar quota did not make sense for the US, given that American companies in Cuba had been national-
ized. Moreover, as Cuba began its realignment toward the Soviet Union, the US sugar quota suddenly
gained geopolitical importance. Maintaining the Cuban quota would have led to supporting a country
aligned with a geopolitical rival. Similarly, supporting ISA would have allowed Cuba to sell its sugar at
a reasonable price in international markets and the Soviet Union to reduce the implicit subsidy it paid
for Cuban sugar. Thus, the US incentives to directly or indirectly support the price of sugar received
by Cuba changed dramatically after the Cuban Revolution. Conditional on keeping the same level of
protection for domestic sugar producers, the best alternative for the US was to reassign the Cuban sugar
quota to other countries. Indeed, as suggested by our model, geopolitical considerations (i.e., containing
the spread of communism) played an important role in reallocating the Cuban quota to other sugar
producer countries willing to geopolitically align with the US.

Finally, our model is particularly suitable to explain the Soviet Union’s reactions to the Cuban
Revolution. There are few doubts that losing the American sugar quota was a serious problem for Cuba,
and geopolitical reasons explain the interest of the Soviet Union in supporting Cuba. Our model goes a
step further to explain the choice of instrument. Given that the Soviet Union was able to resell to other
communist countries part of Cuban sugar, the burden of helping Cuba was partially shared with other
members in the communist bloc.
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4.2.2 Oil

After World War II, the oil market was controlled by western oil companies, the so-called, “Seven Sis-
ters”.?4 These companies owned most of the concessions in the Middle East and paid a percentage (also
called “split”) of the profits to Middle East countries. This percentage which was based on a listed price.
In the late 1950s, as the USSR recovered from World War II, it increased its oil production, surpassing
its domestic needs. The USSR’s entrance into the international oil market created a scenario for cheaper
oil (Yergin, 2011). Western oil companies reacted by reducing listed prices for Middle East oil. This
generated enormous negative fiscal effects on Middle East countries and triggered the need for a common
front among oil producers.

The Saudi Arabian and Venezuelan leaders (Abdullah Tariki and Juan Pablo Perez Alonso, respec-
tively) were eager for greater cooperation. They were outraged by the behavior of western oil companies,
and thus advanced agreements that led to the creation of the Organization of Petroleum Exporting
Countries (OPEC) in 1960. The founding member of OPEC?® agreed to gain greater control of oil as-
sets. Specific measures included: (i) rejecting the usual 50-50 split of profits with western oil companies,
leaving each country to negotiate the split individually; (ii) OPEC countries beginning to push western
oil companies to increase listed prices (Yergin, 2011). While OPEC’s official purpose was to act as a
counteracting force on western oil companies, it has nevertheless acted in a coordinated (cartel) fashion
to advance its economic and political goals. Such actions include: the oil embargo related to the Six-Day
War of 196726, the Tehran and Tripoli agreements to increase the split of shares in profits among member
countries and related price increases, participation in western oil Companies production facilities; and
the oil embargo related to the Yom Kippur War of 1973.27 However, given that OPEC members are fairly
heterogeneous (Arab/Non-Arab, production capacities, closeness to western powers), there is evidence
that, beyond these special circumstances, OPEC members have usually had strong incentives to deviate
from proposed quotas or prices (Colgan, 2014).

The United States has never supported OPEC efforts, but it has not directly challenged OPEC. In
practice, however, the United States has taken several actions to limit the influence of OPEC. During
the Six-Day War in 1967, the United States did its best to counter the consequences of the embargo,
organizing non-OPEC resources, using its own production, and providing tankers. During the oil embargo
of 1973, the United States avoided bilateral oil agreements with OPEC countries by creating International
Energy Agency, which operated as a political counterbalance to OPEC. There is also evidence that the
United States incentivized Iran’s deviation actions during the ruling of the Shah (given that Iran was one
political leader in the Middle East region) and by Saudi Arabia (given that it is a key producer, capable
of ameliorating any price increase) (Yergin, 2011).

Our model sheds light on certain features of OPEC and the US position toward it during the Cold
War period. The Middle East was undoubtedly a geopolitical strategic region which, according to our
model, helped oil become a target for an international cartel supported by the US. Moreover, OPEC was
in dire need of cohesive power to monitor and enforce collusive agreements. Indeed, empirical evidence

24 Anglo-Tranian Oil Company (now BP), Royal Dutch Shell (now Shell), Standard Oil of California (now Chevron), Gulf
Oil (later merged with Chevron), Texaco (later merged with Chevron), Standard Oil of New Jersey (later Esso and now
merger into ExxonMobil) and Standard Oil of New York (later Mobil and now merged into ExxonMobil).

ZFounding countries: Iran, Iraq, Saudi Arabia, Kuwait, and Venezuela.

26Not implemented as part of the OPEC but related as several member countries implemented.

*"Non-Arab members Iran and Venezuela did not join the embargo (Painter, 2014).
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indicates that OPEC was often incapable of effectively implementing coordinated measures among its
members (Griffin, 1989; Alhajji and Huettner, 2000; Radetzki, 2012). So why did the US not help OPEC
sustain an oil cartel in exchange for Middle East geopolitical alignment? Our model suggests several
reasons.

First, while there were immense geopolitical benefits in controlling the region, an oil cartel would have
helped the USSR through several channels. Higher oil prices directly benefited the USSR, an important
oil exporter. Greater oil revenues allowed the USSR to buy more grain (alleviating a pressing domestic
problem) and import western technology (Painter, 2014). Higher oil prices also allowed some Middle
East countries to buy more weapons from the USSR, which indeed happened during the Yom Kippur
War. Second, as demonstrated by oil price increases in the 1970s (and its inflationary consequences), the
impact of supporting OPEC would have been significant and politically problematic for US consumers.
Finally, while coffee and sugar producers operated separately from their governments to some extent, oil
producers did not. Oil producers were mostly mixed and nationalized companies rather than small or
medium size farmers.

5 Conclusions: The Anatomy of Inefficiency

Our paper discusses the U.S.’s apparently self-defeating support for international commodity agreements
during the Cold War period, revealing the economic and political logic behind this decision. We develop a
simple model that formalizes the basic choice between foreign aid and supporting collusion as alternative
instruments to advance geopolitical goals. We also explore several extensions of the baseline model to
capture key factors that shape this choice. Finally, we apply the model and its results to the example of
the International Coffee Agreement.

We conclude with a brief discussion of more general points suggested by this paper. First, regarding
the choice of instruments, our results suggest reexamining the economic and political calculus of different
policy instruments when the cost of some instruments are borne by foreign agents. This step is likely
critical when dealing with foreign policy. It is also important to understand what voters observe/believe
about different instruments. If certain instruments are easier for policy makers to hide from voters, policy
makers will be tempted to use them more extensively. Once again, foreign policy seems a case in point.

Second, the extension to wholesale companies suggests a reconsideration of the political economy of
interest groups. Interest groups can seize opportunities when there are policy changes and use their
muscle and superior information to redistribute the costs and benefits from the policy change. This fact
is critical to understand the final distribution of winner and losers. For example, in the case of ICOA,
large United States roasters went from pure losers to clear winners, transferring the entire burden of the
ICOA to non-connected roasters and final consumers. The good news is that when the geopolitical goal
disappeared (i.e., the fall of the Soviet Union), the system was dismantled. At least in this case, there
was no path dependence, in the sense that a lobby group gains power due to a geopolitical need and then
the distortionary policy persists because of special interest politics.

Finally, we offer a comment on geopolitical versus economic goals: While the tradeoff between geopo-
litical and economic goals is undeniable, economic goals tend to be more objectively defined, while
geopolitical goals could be vaguer. Our opening cite clearly illustrates this point. While Mr. Cur-
tis clearly identified the fact that international commodity agreements were organizing global cartels
(and negatively affecting consumers), Mr. Mann wrote about the threat to the United States if some
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developing countries were to suffer an economic downturn and consequently turn to communism. An
important future contribution would be to provide micro-foundations for the cost and benefits associated
with geopolitical issues.
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Online Appendix to “Fighting Communism Supporting Collusion”

This appendix presents the proofs of all lemmas and propositions.

A.1 Baseline Model (Lemma 1 and Proposition 1)
Lemma 1 Assume that By > By and 0 < \/SBy — S < T. Suppose that 1 has selected p € [me, 2m].

1. Suppose that/SB1 — S > 7wg (2me). Then, the unique Nash equilibrium profile of transfers is
Ty (p) = /SB1 — S — g (p) and T (p) =0 for all p € [me,2m].

2. Suppose that\/SB1 — S < mg (2m¢). The unique Nash equilibrium profile of transfers is:

\/SBlf»S’*ﬂ'G(p) mec§p<ﬁ —
0 if D < p<2m. and Ty (p) =0

nwz{

__ Bed Nc(‘)‘i)2 4mc(\/573175)
w}lerep—%/siw |:1—\/1—W E(mc,ch].

Proof: We first compute the best response function for each player. Then, we derive all the Nash
equilibria.

Best response function of player i € {1,2}: Fix p € [m,, 2m.|. Then, the best response function
of player 1 is the solution to the following optimization problem:

() 6 (p)+ T+ T
a Wi = +yi —T; + B;
O?E§T{ Ty T T Ay S

Note that:
ow; SB; O*W; —28B;

=—-1+ and =
oT; [ng (p) + Ty + To + S)? 0T  [ra(p)+ T +To+SP°

Therefore, the following Kuhn-Tucker conditions are necessary and sufficient for a unique global maxi-

muim:

<0

SB;
—1+ s+HA =M =0
(g (p)+Th + T2+ S)
MT,=0,A'>0,T;>0

N(T-T)>0,\>0,T>T,

Solving these Kuhn-Tucker conditions, we obtain:

T if VSBi—S —ma(p)-T-i>T
Ti=4q VSBi—=S—7g(p)—Ti if 0</SBi—S—7mg(p)—T-s<T
0 if VSBi—S -1 (p) —Tos <0

Nash equilibrium transfers: To determine the Nash equilibrium profiles of transfers we must

consider the following 9 possible cases:
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Case N1: (T1,Ts) = (T, T) is a Nash equilibrium profile of transfers if and only if

VSB1 — S —7g (p) > 2T and/SBy — S — g (p) > 2T

Case N2:(T1,T;) = (T,\/SBy — S — nc (p) — T) is a Nash equilibrium profile of transfers if and
only if
By > By and T < \/SBy — S — g (p) < 2T

Case N3: (T}, T) = (T, O) is a Nash equilibrium profile of transfers if and only if

V/8By— S —ma(p) < T < +/SBy— S — ¢ (p)

Case Nj: (Th,Ts) = (\/SBl —-S—7g(p)—T, T) is a Nash equilibrium profile of transfers if and
only if
By > By and T < +\/SBy — S — 7 (p) < 2T

Case N5: 1) =T, = [\/SiBl - S —7a (p)] /2 is a Nash equilibrium profile of transfers if and only if
By = By
Case N6: (T1,T») = (vV/SB1 — S — 7 (p) ,0) is a Nash equilibrium profile of transfers if and only if
0<+/SB;— S —mg(p)<T and By < By

Case N7: (T}, T3) = (0, T) is a Nash equilibrium profile of transfers if and only if

VSB1 — S —7g(p) <T <+/SBy — S —7mg (p)

Case N8: (T1,T,) = (0, VSBy — S — g (p)) is a Nash equilibrium profile of transfers if and only if

By < By and0<\/SBQ—S—7T(;(p)<T

Case N9: (T1,T) = (0,0) is a Nash equilibrium profile of transfers if and only if

vV SBp — S—?TG <0 and~/SBy — S—?TG <0

Since By > By and 0 < /SB; — S < T, the conditions required in cases N1-N5, N7, and N8
never hold. Thus, if /SBy — S — mg (p) > 0, then the unique Nash equilibrium profile of transfers is
(T1,T3) = (VSB1 — S — g (p),0) (case N6), while if \/SBy — S — 7 (p) < 0, then the unique Nash
equilibrium profile of transfers is (77, 72) = (0,0) (case N9). Summing up, the unique Nash equilibrium
profile of transfers is given by:

Tl—max{\/SBl S —mg(p O} and To =0
Moreover, note that

ong(p) _ (2mc—p) \2
oy p; Ba Zie[ (i) >0 for p < 2m,
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Therefore, there are two possible situations:

Case 1: Suppose that /SB1—S > g (2m,) or, which is equivalent, v/ SB1—S > Ba >/ (ozi)2 /4me.
Since mg (p) is strictly increasing in p for all p € [m,,2m,], we have\/SB; — S — 7w (p) > 0 for all
p € [me, 2mc].

Case 2: Suppose that /SB;—S < g (2m,) or, which is equivalent, v/ SB1—S < Ba >,/ (o)? JAme.
Since 7 (me) =0 < /SB1—S < mg (2m,) and 7 (p) is strictly increasing in p for all p € [m., 2m,], there
exists a unique p € (me, 2m¢| such that /SB; — S — 7g (p) > 0 for all p € [m¢,p), VSB1 — S — g (p) =
0, and v/SB; — S — ng(p) < 0 for all p € (p,2m,]. Finally, since ng (p) = (p(p;r;c Ba Y ier (az) ,
VSB) — S —mg (p) =0 if and only if

8o Yier (@) meBo Sier (i)’ _

_\2
P -~ s Pt mm 0
Hence: )
o Ba ZiENC () B B 4m, (\/SBl - S)
P 5 (V/SB - 9) : \/1 Ba Yier (@i)? (e 2

This completes the proof of Lemma 1. l
Proposition 1 Assume that B; > By and 0 < /SB; — S < T.

1. Suppose that\/SBy — S > wg (2m.).

(a) If s1 > fBg, then the unique subgame perfect Nash equilibrium outcome is (p,Th,Ts) =
(mc, \/SBl — S, 0).
(b) If s1 < Bg, then the unique subgame perfect Nash equilibrium outcome is (p,Th,Ta) =

(p*,v/SBy — S — 7 (p') ,0), where p' = 7?1";5‘;

2. Suppose that/SB1 — S < wg (2m,).

(a) If s1 > Bg, then the unique subgame perfect Nash equilibrium is outcome (p,Th1,Ts) =
(mc, SBl — S, 0).

(b) If Wﬂg < 81 < Pa, then the unique subgame perfect Nash equilibrium outcome is
(p,T1,T) = (p',V/SB1 — S — 7 (p') , 0).

(c) If 51 < W6g, then the unique subgame perfect Nash equilibrium outcome is (p,Th,T2) =
(;62,0,0), where p? is the unique solution to (27”#_’)> Ba = M.

SB;
Proof of Part 1: Suppose that v/SB; — S > ng (2me) = Ba Y icr (o)? /4me. Then, from Lemma

1, (T1 (p),T> (p)) = (VSB1 — S — m (p) , 0) for all p € [me, 2m,] and, hence, the price selected by player
1 is the solution to the following optimization problem:

(a SB1— S
W- \/SB S ————B
pe[gljgmc} { 1(p) = » +y1 — 1+ S+ 7 (p 5B, 1
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Take the derivative of Wi with respect to p:
OWi(p) _ —sip+ (2me —p) Be

B0 [T ]

£ 81"5; (»)

where s1 = 5. The numerator o

2
Z(L is decreasing in p. Thus, there are two possible cases to

ier(ai
consider:

Case 1.a: Suppose that s1 > Bg. Then, W7 is strictly decreasing in p for all p € [m,, 2m¢]. Thus, the
price that maximizes Wi is p = m.. Therefore, the unique subgame perfect Nash equilibrium outcome is
(p, Tl,TQ) = (mc, SBl - S, 0)

Case 1.b: Suppose that s; < Bg. Then, W is strictly increasing in p for all p € [mc,ﬁl] and strictly
decreasing in p for all p € []31, 2mc], where p! Qﬁgg Thus, W, adopts its maximum at p = p'. There-
fore, the unique subgame perfect Nash equilibrium outcome is (p, 71, Tz) = (Al VvVSB1 — S — g (131) O).

Proof of Part 2: Suppose that /SB; — S < g (2m.). Then, from Lemma 1, if p € [m,,p), then
(T1,T) = (VSB1 — S — ¢ (p) ,0), while if p € [p, 2m.], then (T1,T2) = (0,0). Hence, the price selected
by player 1 is the solution to the following optimization problem:

]{Wl(p):@“;f-i-yl—l—{ [M+S—Wc(p)]+%53 if p € [me,p) }

max
pe [mcyzmc kike] (p)

ﬂG(p)+SB if p € [p,2m,]

W1 has the following properties:

e W7 is a continuous function of p for all p € [m,, 2m.|. In particular, it is continuous at p = p. To
prove this, note that:

. (1)® G (p)
lim W, (p) = SBy+ S — TGP
Jim W) = =+ = [VBL+ S =6 ()] + S
(a1)? VSB, — S
- VOPLZP g~ fim W
7 +y1 + 55 Ot Jim, 1(p),

where we have employed that /SBy — S — 7g (p) = 0.
e Take the derivative of W; with respect to p for p € [m., p):
Wi (p) _ —sip+ (2mc —p) B

P S @]

Let N (p) = —s1p+ (2m. — p) B be the numerator of 8”2,7;}”). N (p) is decreasing in p. Thus, there
are three possible cases to consider:

— Suppose that s; > Bg. Then, W is strictly decreasing in p for all p € [me, p).
— Suppose that <2m° P ) Ba < s1 < Ba. Then, Wy is strictly increasing in p for all p € [mq, p']

and strictly decreasing in p for p € [p , p)7 where p! = irln_ﬁgg € (Mme, ).
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— Suppose that s; < <2m“ —r ) Be. Then, W1 is strictly increasing in p for all p € [me, p).

e Take the derivative of W} with respect to p for p € [p, 2m]:

_ (2mc—p)BcSB1
oW1 (p) S1P 4 p) + ST

PP S ]

Let N (p) = —sm—i—% be the numerator of 2 1(p) . N (p) is decreasing in p and N (2m,) =

—2s1m, < 0. Thus, there are two possible cases to conslder.

— Suppose that s; > <2mc p) Ba. Then, W1 is strictly decreasing in p for all p € [p, 2m].

— Suppose that s1 < (QMC 2 ) Be. Then, Wy is strictly increasing in p for all p € [p,p?] and

strictly decreasing in p for all p € [p ,2mc], where p? € (p,2m.) is the unique solution to
(2ma—p> B = silre(p)+S*

p SBy

Employing the above characterization of Wi (p) we have the following possible cases:

Case 2.a: Suppose that s; > Bg. Then, Wi is strictly decreasing in p for all p € [m,, 2m,]. Thus,
W1 adopts its maximum at p = m.. Therefore, the unique subgame perfect Nash equilibrium outcome is
(p, Ty, T) = (me,v/SBi — S,0).

Case 2.b: Suppose that (W) Ba < s1 < Bg. Then, W7 is strictly increasing in p for all
pE [mc,ﬁl} and W7 is strictly decreasing in p for all p € [ﬁl,QmC]. Thus, W; adopts its maximum
at p = p' € (me,p). Therefore, the unique subgame perfect Nash equilibrium outcome is (p, 71, T2) =
(4SBT — 5 - 7 (51).0).

Case 2.c: Suppose that s; < (%) Ba. Wi is strictly increasing in p for all p € [mc,ﬁQ] and
W1 is strictly decreasing in p for all p € [132 2mc] Thus, W1 adopts its maximum at p = p? € [p, 2m.).
Therefore, the unique subgame perfect Nash equilibrium outcome is (p, Ty, T2) = (p 0, O)

This completes the proof of Proposition 1. B

A.2 Repeated Interaction: Cournot Oligopoly

Suppose that in country j € J there are N; > 1 firms producing commodity c¢. All firms have the
same constant marginal costs m. > 0. Let ¢, > 0 denote the quantity produced by firm n = 1,..., N,

2
where N = )., N;. The inverse demand of commodlty ¢ is given by p = EZ:LIICZZ In equilibrium,
el =t

jeJ
it must be the case that >, ;ci =3 cn gn.2® Thus, the profits obtained by firm n € N are given by
Dier 0‘? _
2nen dn

independently select quantities ¢, for n € N. It is easy to verify that the unique Nash equilibrium is

Ty, = Gn- Suppose that firms compete a la Cournot, i.e., they simultaneously and

28Note the abuse of notation: N denotes the set of firms as well as the total number of firms.
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2
com _ (2N-1) Zielag

given by ¢, = ¢ = TN for n € N, which implies that the equilibrium aggregate quantity
—92)2%". 2
and price are given by ¢“" = % and p“" = %%lﬂf, respectively, while the equilibrium profits
(2N-1)33;c; 0f

obtained by a firm are given by 7™ = TN
Consider the following symmetric collusion agreement with targeted quantities g, = ¢° € (0, ¢°™]

for all n € N. Under such agreement, the profits obtained by a firm are given by 7% (qc"l)

2
< Z]\f]ﬁji —me | ¢, Note that 7 (qCOZ) is a C? function for all ¢* € (0,¢°™]. Computing the

first and second derivatives we have:

87'(601 col a2 82 7rcol col 1 e
(ql ) _ Z’LEI lz — m, and (q2 ) _ : ZZEI lz <0
dgeo 4N geo (anOl) 2q°° 4N g

Thus, 7! (qc"l) is a strictly concave function of ¢°. Moreover, 7! (qc"l) is strictly increasing in ¢

com m o el of e
], where ¢™ = T PN 8 the

2
full collusion quantity. That is, ¢ = N¢™ is the monopoly quantity and p™ = 4/ Z]('fq{na" = 2m, is the

monopoly price. Thus, without loss of generality, we will consider collusion agreements with targeted
quantities g, = ¢ € [¢", ¢°™].

Consider the symmetric collusion agreement with targeted quantity ¢° € [¢"™,q°™]. Then, the
optimal deviation for a firm is given by:

m

for all ¢° € (0,¢™] and strictly decreasing in ¢° for all ¢° € [¢™,q

qd (qcol) —arg max T <q qcol> — Zie] Oé? —m q
4€[0.Ngm] ’ (N-1)g¢“+q ¢

and optimal deviation profits are given by 7¢ (¢®!) = 7 (¢% (¢°") , ¢°"). The following lemma character-
izes ¢% (qc"l) and 7¢ (qwl).

Lemma (Cournot)

1. ¢* (q“’l) is a C' and strictly decreasing function of ¢°° for all ¢ € [¢"™, ¢°°™], that ¢% (q“’l) > ¢
fOT all qcol c [qm’qcom) and ¢©™ = qd (qcom)

m COTTL]

2. wd (qCOl) is a C2, strictly decreasing and strictly convex function of ¢ for all ¢* € [q™, q

Proof: Note that (g, qwl) is a C? function for all ¢ € [0, N¢], and ¢ € [¢",¢°™]. Computing
the first and second derivatives with respect to ¢ we have:

o (q,q") Yierw  2(N-1)q*'+q
SV (N =1) g + g2 (N —1) g +2¢ ¢

O*m (q,q%) _ Siera? 4(N —1)¢° +¢
(N =1) g +q[2(N — 1) g + 2¢]*
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Thus, given any ¢°° € [q™, q¢°™], ™ (q, qCOl) is a strictly concave function of ¢ for all ¢ € [0, N¢™]. Since
T (q,qwl) is also a continuous function and [0, N¢™] is a compact and convex subset, the Maximum
Theorem under Convexity (Sundaram, Theorem 9.17) implies that ¢¢ (qwl) is a continuous functions for
all ¢° € [¢™, ¢°°™]. Indeed, we can further characterize q° (q“’l ) using the Theorem of Kuhn and Tucker
under Convexity (Sundaram, Theorem 7.16). Note that:

! 2
dm (0,¢°) ey S
dq (N —1) g

or (]qu7 qcol) Zie[ a? 2 (N _ 1) qcol + qu ~0
B S —m

dq (N —=1)g + Ngm2(N — 1) ¢ +2Ng™ °

2
where the first inequality holds because ¢® < (NZJS%, while the second inequality holds because

8W(qu’qcol)

P m . m . o d( col , col
d“(Ngq 2) <, Therefore, the Kuhn-Tucker first-order condition M =0

<
0q q
fully characterizes ¢¢ (qc"l). Since 7 (q, qwl) is a C? function for any (q, qCOl) € [0, N¢™] x [¢", ¢°°™] and
> 2ﬂ. col
% % 0 for all (q, qc"l) € [0, N¢™] x [¢"™, ¢°®™], the Implict Function Theorem implies that:
aQﬂ(qd(qcol)gcol)
aqd (qcol) _ R == P _ (N o 1) [qd (qcol) ) (N _ 1) qcol} —0
aQCOl QQW(qd(qcol)7qcul) 4 (N _ 1) qcol + qd (qcol) )
(99)*

. . O (2(N—1)geot qeot a2 . . .
where the inequality holds because (2 83(1 ') =4/ (]\,Zj‘f)lgzloz% — m. < 0, which implies that

q° (qc"l) <2(N-1) ¢°°". Thus, ¢% (qCOl) is a C! strictly decreasing function of ¢ for all ¢®°! € [q™, q=°™].
Finally, it is easy to verify that ¢¢ (qwl) > ¢ for all ¢° € [¢™,q®™), while g™ = ¢ (¢°o™).

. o qcol7qcol 21 Q? ON—1 o quul7quul .
To prove this, note that % = NZﬁOl aN — Me- Thug% > 0 for ¢° < ¢°™ and

87T(qcol 7qcol)

7 =0 for qcol — qcom.
Optimal  deviation  profits are given by 7d (qwl) — T (qd (qcol) : qcol) _
2
[\/Wl)%zzjjij;(m - mc] q? (¢®"). Since ¢? (¢°") is a C' function for all ¢° € [¢™, ¢*°™], 7@ (¢°°!) is
also a C'! function for all ¢® € [¢™, ¢°*™]. Take the derivative of 7% (¢°°') with respect to ¢
87Td (qcol) _ Zie] ai2 _ (N _ 1) qd (qcol) 0
anOl (N _ 1) qcol + qd (qcol) 2 [(N _ 1) qcol + qd (qcol)]
Thus, 7¢ (qc"l) is strictly decreasing in ¢°*. Since ¢¢ (qwl) is a C! function for all ¢¢ € [¢™, g™,
d( col

% is also a C'! function for all ¢¢ € [¢™, ¢°°™]. Moreover,

92d (qcol) - \/ Ziel 04? (N —1) { {3 (N —-1)+ 8(1;53:;1) qd(chl) o 8q;§Z:;l) (N —1) qcol}
(0ge)? (N =1) g™ + g% (¢*) 2[(N = 1) g + g7 (¢°))]?

>0
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Thus, ¢ (qwl) is a strictly convex function of ¢° for all ¢°° € [q", q°™"]. B

Suppose that the game is repeated infinite number of times and all firms have discount factor & €
[0,1). Assume that in order to sustain collusion, firms employ the standard Nash reversion grim-trigger
strategies. Then, the best subgame perfect Nash equilibrium symmetric colusive agreement that firms
can sustained is the solution to the following optimization problem:

N {ﬂ_col Cad) }

qcole[qmﬂcom]
st 7_‘_col (qcol) > (1 . 5) (7Td <qcol) o Z) + §com
where Z > 0 is the punishment for deviation imposed by global power 1. The following Proposition
summarizes the solution
Proposition 2 (Cournot) Suppose that & = 0 and let Z [%]]Y%f, 2mc] —
[0, 7 (™) — w0t (qm)} given by:

Z (p) = . <M> — qeol (szO‘ZQ)

N (p)? N (p)?
Then, the best subgame perfect Nash equilibrium symmetric colusive agreement that firms can sustain is
2
qn = % for all n € N. Moreover, if global power 1 sets Z (p), the equilibrium price of commodity ¢

will be p.

Proof: We have already proved that 7w (q is a C2 and strictly decreasing and strictly concave
function for all ¢® € [¢",q°™]. We have also proved that ¢ (qc"l) is a C? and strictly decreasing
and strictly convex function for all ¢° € [¢™, q°°"]. Thus, the incentive compatibility contraint can be
rewritten as

col ( col )

IC <qcol) — ol (qcol) —(1-9) (Wd (qcol) _ Z) — §reom > (),

where IC (qcal) is a C? and strictly concave function for all ¢® € [¢"™, ¢°*™].

Suppose that Z = 0. Then, there are three cases to consider:
d(,m col (,m
Case 1: Suppose that § > =)= ") pey 1C (¢™) > 0, which implies that ¢® = ¢™ can be

ﬂ-d(qm),ﬂ-com
sustained. Since 7 (¢!) is strictly decreasing in ¢° for all ¢° € [¢™, ¢°°™], the best subgame perfect
Nash equilibrium symmetric colusive agreement is ¢

col __ qm.
Case 2: Suppose that 0 < § < %. Then, IC(¢™) < 0. Since, BIBCC‘I(CZZT") =
o _d/.m Pa com _ _
—(1-9) dgq(f,l ) >0, IC (g°°™) = 0, and dlgfﬁol ) = T;]‘zf(ivl)l) < 0, there must exist ¢* € (g™, ¢*™)
such that IC (q“’l) < 0 for all ¢° € [gm,q*), IC (¢*) = 0, IC (qc‘)l) > 0 for all ¢* € (¢*,¢°™), and
IC (g°™) = 0. Thus, the minimum ¢’ for which IC (¢°') > 0 is ¢® = ¢*. Since 7% (¢®!) is strictly
decreasing in ¢ for all ¢° € [¢", ¢°°™], the best subgame perfect Nash equilibrium symmetric colusive
agreement is ¢° = ¢*.
Case 3: Suppose that 6 = 0. Then, IC (qc"l) = ool (qc"l) — (qc"l) < 0 for all g € [¢"™, ¢®™) and
IC (g°®™) = 0. Thus, the only symmetric colusive agreement that firms can sustain is ¢° = ¢®™.
Suppose that § = 0 and Z > 0. Then, the symmetric collusion agreement with ¢, = ¢° € ¢, q

for all n € N can be sustained if and only if Z > ¢ (qc"l) — qreot (qwl). There are three cases to consider:

col ( col )

m com )
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Case 1: Suppose that Z > 7¢(¢™) — 7 (¢™). Then, IC (¢™) = 7! (qwl) — 7Td( C"l) +7Z >0,
which implies that ¢° = ¢™ can be sustained. Since WCOl(qC"l) is strictly decreasing in ¢° for all
g € [¢™, ¢°™], the best subgame perfect Nash equilibrium symmetric colusive agreement is ¢° = ¢™.

Case 2: Suppose that 0 < Z < ¢ (¢™) — 7 (¢™). Then, IC (¢™) = ¢ (¢°') — n¢ (¢*!) + Z < 0.

m d( ., m com
Since, mgﬁ‘gl ) = agq(cqol ) >0, IC (¢®°™) = Z > 0, and % = 0, there must exist ¢* € (¢, ¢°*™)

such that IC (¢°) < 0 for all ¢ € [gm,q*), IC (¢*) = 0, and IC (¢*') > 0 for all ¢°! € (g%, ¢*™].
Thus, the minimum ¢ for which IC (qc"l) > 0is ¢® = ¢*. Since 7 (q°!) is strictly decreasing in
g for all ¢°° € [¢™, ¢°°™], the best subgame perfect Nash equilibrium symmetric colusive agreement is
q°°t = ¢*. Moreover, ¢* is a C! and strictly decreasing function of Z. To prove this, note that ¢* is fully
charactersed by IC (¢*) = 7 (¢*) — 7 (¢*) + Z = 0. Since IC (q) is a C? and strictly concave function
for all ¢ € [¢", ¢°™], the Implict Function Theorem implies that:
*
oq* (Z) _ -1 <0
aZ Ehrwl(q*) . (97Td(q*)
dgeol dqeel
Case 3: Suppose that Z = 0. Then, IC (¢°') = ¢ (¢°°) — 7 (¢®') < 0 for all ¢ € [¢™,¢°"™) and
IC (¢°°™) = 0. Thus, the only symmetric colusive agreement that firms can sustain is gt = gcom.
Define Z : [¢™,¢%™] — [0,7% (¢™) — 7! (¢™)] by Z = 7% (q) — 7! (¢). Then, when global power
1 sets punishment Z (¢), the best subgame perfect Nash equilibrium symmetric colusive agreement that
firms can sustained is ¢, = ¢ for all n € N. Thus, given the inverse demand, if global power 1 wants to

: 2Nm, : _ d (Lier L Zierod
induce p € [QNTl,QmC} it must set Z (p) ==« (ﬁ;)z) — qreo (W . H

A.3 Cooperative Foreign Aid (Lemma 2 and Proposition 3)

Lemma 2 Assume that By > By, 0 < /SB; — S < T, 7g (2m.) VS(B1+By) —S < T and
71L <m < 'ylH. Suppose that 1 has selected p € [me,2m.]. Then, negotmted total transfers are given by:

=4/S B1+BQ S—TI'G

Moreover:

1. Suppose that [\/SB1 — S > wg (2m¢)] or [VSB1 — S < g (2m¢) and p < p|. Then, negotiated
transfers are given by:

T1 = {\/ B1+Bg S—WG

,@IBQ}
By

B
+(1—m){1— s \/T&Jr\/TBl—S—WG(P)}
B B
TQO(p)Z%ll— &TlBQ 5313%
B
cu-w{vEETE - vEE- [1- (P | /om
Bl+BQ
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2. Suppose that \/SBy — S < 7 (2m.) and p > p. Then, negotiated transfers are given by:

Tlc(p)—{’h+[ S[(1 =) By — 1By }[ 5B Ba) — S — 16 (p ]

7a (p) + S] /S (B + Bs)

Tf(p)z{lm[S[(l_%)BI_%B2 }[\/ (Br + By) — S — 7z (p }

e (p) + S| /S (B1 + B2)

Proof: Given p € [m,, 2m,], players 1 and 2 select the transfers that solve the following optimization
problem:

WN _ (ch' — W, )Wl (W2 W2)1—71 _
max

a1)? ™ @ ™ I=m
nmelot] | = [ by -7+ ZEE B -] O g, - T+ IO, Wy

where T' =T} + T, W1, Wy are the equilibrium payoffs of players 1 and 2 (that is, their outside options
if they do not cooperate), and 71 € (0,1) is the bargaining power of player 1.
The following Kuhn-Tucker conditions are sufficient for a global maximum:

+AM—A=0

<W]-C' o Wl)’h W2 WQ ’}/1 WC SBI + (1 - ’71) SBQ
W§ —Ws WC Wi ¢ (p) + T + S)°

A >0,Ty >0 M1, =0, )\2>() (T—Ty) >0, A (T=T1) =0

W — W\ ™" M WC 2SB1 +(1=7)SB
< c ) —(1=m)+ tAs—A=0
W§ —Ws [nc (p) + T + S)°

A3 >0,T2 >0, AT =0, A >0, (T—To) >0, \s (T —T3) =0
We look for interior solutions in which 71,75 € (0,7). Then, Kuhn-Tucker conditions becomes:

S (Bl + BQ)
[rc (p) + T + S)°

14+ =0 and 1 (WQC—WQ) =1-m) (ch_Wl)

Solving the first equation we obtain T¢ = /S (B + Bs) —S —7¢ (p) > 0, which always holds. Therefore,
the payoffs of players 1 and 2 as a function of p will be given by:

S(B1+ Bz) — Sp
S(Bl + BQ)
2 J—

B (a2) T, S(B1 + B2) SB
S (Bl + Bg)

2
«
W1C(p)=7( ;) +uy =T +

To determine T} and 75 we must consider two possible cases:
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Case 1: Suppose that [\/SB;—S > ng (2m.)] or [\/SB1 — S < mg (2m,) and p < p|. Then, if players
do not cooperate, Lemma 1 implies that the payoff of players 1 and 2 will be given by:

(o)? SB, — S
Wy = V/SB - A S
1 » +y1 — [ 1— 8 -7 p)} + 55 D!
(02)? \/
Wy = +y VEL TRty
2 P Y2 + \/— 2

Introducing these expressions into the Kuhn—Tucker condition vy (WQC - Wg) =1-m) (WIC — Wl) and

using that T'= /S (B1 + B2) — S — wg (p) we obtain:

By

I
By + By

By

{\/ B1+Bz —S—ma(p

+(171){ 1- VB1+BQ

mBQ}

\VSBy ++/SB; — S*WG }

B B

C _ _ 1 / 2

5 =m [1 B, B, SB1—- B,
B e

Finally, we must check that 7, 7§ > 0. T > 0 if and only if

2 /55| VEB - 5= ma (p)
1 /5l | VSBIR + 2- /58| VBB - /S (B + B2)

This inequality holds for any p € [m¢, 2m.] whenever

7 <

[2 B1+B2 VSBy — S —7mg (2me)

(1= /5l | VEBI2 + [2— /58| VBB - VS (B + B2)

Mm< =

T§ > 0 if and only if

{2_\/%\/5*31—\/m

Therefore, we need v < v < .

71>7%=
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Case 2: Suppose that v/SBy — S < 7g (2m.) and p > p. Then, if players do not cooperate, Lemma
1 implies that the payoff of players 1 and 2 will be given by:

Wi(p) = 7(0“)2 +y1+ G () —F———5 b
e (p) + S
(Oé2)2 ¢ (p)
W- = ———B
2(p) p P e+ s?
Introducing these expressions into the Kuhn-Tucker condition ~; ( ) (1—m) (ch — Wl) and

using T'= /S (B1 + Ba) — S — g (p) we obtain:
S(1— B, — v B2
TFZ{%—F[ [( Y1) B1 — 71 Ba] }[/7B1+BQ S — 7 (p }
o

¢ (p) + S]\/S (B1 + B2)

TZC:{I_%_[WS[(1—71)31—’Y1BQ }[%Bl—l—Bg S — 7 (p }

a () +5]\/S (B + By)

Finally, it is easy to verify that Tlc , TQC > 0 for all 94 € (0,1). This completes the proof lemma 2. B

Proposition 3 Assume that By > B, 0 < /SB1 — S < T, ng (2m.) < /S (B1 + B2) — S < T and
W <m <~

1. Suppose that\/SBy — S > wg (2m.).
(a) If s1 > fa, then (p,T1 +T) = (m S(Br + By) — 5).
(b) If 51 < B, then (p, Ty + To) = (', /S (Bi+ B2) = S — g () ), where pt = 2756,

2. Suppose that/SB; — S < mg (2m,).

(a) If s1 > fBa, then (p,Ti +To) = (mc, S (B + By) — S).

(b) If <2mc—P)ﬁG<sl<5g, then (p,Ti + Ts) = ( /S(Bi +Ba) — S — 7 (p )).

() If Pa (Bl 7132) (Qmifp) < s1 < (ch p) Ba, then (p,Th + Tb) =

< <
pVSBI+B)~S-ma(®) or (FTi+T) = (#%SBi+B)-5—7a (),

where P is the unique solution to:

(2mc > o s [ (p) + S
P 7l (p) + S+ 8 [(1— 1) Bi B

(d) If s1 < Ba (Bl 7132) <2m;_;_p> then (p, Ty + Ty) = <p3 VS(Bi + By) — S — ¢ (p Tbis)).
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Proof of Part 1: Suppose that v/SB; —

Tl = {\/ Bl +B2

S > 7g (2me). Then, from Lemma 2, we have:

By
B + By

\/SB 1?

)

—S—ma(p

+(1”yl){ 1-— \VSB| ++/SB; — S*WG }
VBl—i-B
B B
£ )= |15 | VB
B
+(1—71){\/5(B1+Bz)—\/531— Bil \/531}
1+ Do

Hence, the price selected by player 1 is the solution to the following optimization problem:

max
pE[mc’ch]

Take the derivative of ch with respect to p:

WY (p)

2
{Wf (p) = (a;)

+y1 —
! S(Bl-"BQ)

531}

_ —s1ip+ (2me —p) Bo

dp

There are two possible cases to consider:

Case 1.a: Suppose that s; > Bg. Then,
the price that maximizes ch is p = me.
(m(% Tlc (mC) 7T20 (mc)) :

Sier (@) (p)°

W is strictly decreasing in p for all p € [m, 2m,]. Thus,

Therefore, the unique equilibrium outcome is (p, T1,T2) =

Case 1.b: Suppose that s; < Bg. Then, ch is strictly increasing in p for all p € [mc,ﬁl] and

strictly decreasing in p for all p € [ﬁ1,2mc], where pt =
p = p'. Therefore, the unique equilibrium outcome is (p, Ty, Ts) =
Proof of Part 2: Suppose that \/SB; —

}[¢*za+32 5o (p)

2m.Ba

TR R Thus, ch adopts its maximum at

(p7 leTQ) = (pT7TIC (ﬁl) 7TQC (]31))
S < 7 (2me). Then, from Lemma 2, we have:

= i/ Vo)

VSBi + /SBi - S — ¢ (p)}

if me<p<p

if p<p<2me

if me<p<p

BI+BQ v SBy }

if p<p<2m,

'Yl{\/ (Bi1+By)—S—7g(p
¢ (p) =4 +L=m) { {1 545
{71 F eSS B sD
g [1 — /525 | VSBI 32
¢ (=] +0-m) {m VB - [1-
{1 ST [m[((pl)ﬁsl)jg(;ﬁ;z)

}[¢*fa+32 -
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Hence, the price selected by player 1 is the solution to the following optimization problem:

{ch(p)—(a;f—kyl_TC(p)_i_ \/WSBl}

! S (B + Bs)

max
pE[me,2me]

ch has the following properties:

° ch is a continuous function of p for all p € [m¢, 2m.|. In particular, it is continuous at p = p. To
prove this, note that:
2

. Ckl) C /- S(Bl+B2)—S

thcp:(erM*T p) + By

o Wi () =5 ) S(B1 + By)

2 VS (B1+By)— S

() - (B1+ By) B,

= +
Y S (B1 + Bz)

_ B
B + Bs

— [VE B+ B2) — VB = (1= ) B — By |1 -

= lim W{ (p),

p—pt
where we have employed that /SBy — S — 7g (p) = 0.

e Take the derivative of W with respect to p for p € [m,, p):

WY (p) _ —s1p + (2me — p) Bo
p (p)’ Dicl (on)?

C
Let N (p) = —s1p + (2me — p) B be the numerator of 8W817p(m. Since N (p) is strictly decreasing in

p, there are three possible cases to consider:

— Suppose that s; > Bg. Then, N (m.) < 0 and, hence, W is strictly decreasing in p for all
p € [me,p).

— Suppose that (@) Ba < s1 < Bg. Then, N (m.) > 0 > lim,_,;- N (p) and, hence, W is
strictly increasing in p for all p € [mc, ]31] and strictly decreasing in p for p € [ﬁl, ﬁ), where

. 2me _
pt = 2L € (me, D).

— Suppose that s1 < (W) Ba. Then, lim, ,;~ N (p) > 0 and, hence, W{ is strictly increasing
in p for all p € [me, D).

e Take the derivative of WIC with respect to p for p € [p, 2m]:

_ S[Bi=m(Bi+B2)] _
owe ) o {m+ TR ome—p) B

Ip (p)g Ziel (%’)2
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3W1 (p)

Let N (p) = —sip+ {71 + W} (2m. — p) Ba be the numerator of . Then:
N (2m.) =—-s1p<0
ON(p) _ ., 25 [B1 — 1 (B1 + By)] (ch — ) (86)* Lier (@i)?
op [7G (p) + SI° p?
S|B (B +B
0y )
2
a(év)( ) < 0 if and only if v1 > By/ (B1 + B2)
p

N (p) is strictly decreasing in p. For v > %, N (p) is

B12SBc (2me—p)° 3ie ()’ +B1vV/SB1p°
Bl+B2)2SBG ZieI(ai)z(ch—ﬁ)Qﬁ-Bm/ SBlﬁd ’
8]:9[—[(,’]) < 0 and, hence, N (p) is strictly decreasing in p. If 49 > 7, then there exists p* € (p, 2m.)
such that N (p) is strictly increasing in p for all p € [p,p*] and strictly decreasing in p for all
p € [p*,2m,]. Overall, we have two possible cases to consider:

It is clear that whenever v, < B1 i 32

then

strictly concave in p. Moreover, if B1 5 <N <= (

— Suppose that s; > f¢g (317971132> <2m§_ﬁ). Then, N (p) < 0. If 4 <7, then N (p) is strictly

decreasing in p. Therefore, W is strictly decreasing in p for all p € [p,2m.]. If v > 7, N (p) is
strictly increasing in p for all p € [p, p*] and strictly decreasing in p for all p € [p*,2m,]. There
are two possible cases. If N (p*) < 0, then W is strictly decreasing in p for all p € [p, 2m,).
If N (p*) > 0, then W is strictly decreasing in p for p € [p,p], strictly increasing in p for
p € [p/,p?] and strictly decreasing in p for p € [p*,2m,], where p' is the solution to N (p)=0
that satisfies aN(p) >0 and p € (p, 2m,) is the solution to N (p) = 0 that satisfies 2 (p) < 0.

— Suppose that s1 < g (Bl _B“BQ) <2m§_p>. Then, N (p) > 0. N (p) is either strictly decreasing

1
in p (when v; < %) or it is strictly increasing in p for all p € [p,p*] and strictly decreasing
in p for all p € [p*,2m,.] (when 7, > 7). Moreover, N (2m.) < 0. Therefore, W{ is strictly
increasing in p for all p € [p,p®] and strictly decreasing in p for all p € [p* 2m,|, where
p3 € (p,2m,) is the unique solution to N (p) = 0.

e Finally, note that if awali(;(ﬁ) = % < 0, then 8W8172(p) =
751p+{W1+4S[B[1;G7(1p()fi1§232)1 }(chfp)ﬁc; ~ )
TR < 0 for all p € [p,2m]. The reason is that
=

Employing the above characterization of ch (p) we have the following possible cases:
Case 2.a: Suppose that s; > Bg. Then, ch is strictly decreasing in p for all p € [m¢, 2m.]. Thus,
(pa T17 TQ) - (mcy Tlc (mc) 7TQC (mc)) .
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Case 2.b: Suppose that <w> Ba < s1 < Bg. Then, ch is strictly decreasing in p for all

pE [mc,ﬁl] and strictly decreasing in p for p € []31, 2mc] where p! = Znﬁgg € (me,p). Thus, (p, T1,T) =
(0% T () . T3 (6'))-

Case 2.c: Suppose that Sg (BljgllBQ) (2m§7ﬁ> < s < (QL) Ba. If [y1 < 4] or [y1 > 7 and
N (p*) < 0], then W is strictly increasing in p for all p € [m,,p] and strictly decreasing in p for
p € [p,2m.]. Thus, (p,T1,Ts) = (p, ¢ (p), To( p)). If v > 5 and N (p*) > 0. then W{ adopts its
maximum either at p = p or at p = p*, where p® € (p, 2m,) is the unique solution to N (p) = 0. That is,

P € (p,2m,) is the unique solution to:

(m_p)ﬂcz 81[ ()4—5}
p mm (p)+S]2+S[(1—%)B1 — 71Bo]

Thus, (p,T1,T2) = (. TF (p) . T5' (p)) or (p,T1, T2) =
Case 2.d: Suppose that s; < g <Bl 71BQ> (Zmﬁ_p). Then W1 is strlctly increasing in p for all
p

By
pE [O,f) ] and strictly decreasing in p for all p e [p?, QmC], where p® € (p, 2m,) is the unique solution to
N (p) = 0. Thus, (p,T1,T) = (p*,TC (p*),T5 (9°)).
This completes the proof of Proposition 3
Proof that [p? > p°, p]. We have already proved that p3 € (p,2m.). Thus, we only need to prove
that p? > p3. p? is the unique solution to:

2me = p\ 5 _ s1lnG (0) + 5P
D “ SBy
while p? is the unique solution to:

<2mcp> e = s1 [ (p) + S
p M (p)+ S+ S[(1—y) Bt — By

It is easy to verify if
1 1

@)+ SP+ 80 —m)Br— By SBr

SBy > 1 [m(p) + S]* + S[(1 — 1) Bl — 11 Bs], then p? > p3. Moreover, since /S (By 4+ Bz) — S > = (p)
for all p € [me, 2m,], it is always the case that SB; > 1 [x (p) + S]> + S[(1 — 1) B1 — 11.B;]. |

A.4 Voters’ Biases (Lemma 3 and Proposition 4)
Lemma 3 Assume that \/SBs — S < T < +/SBy — S. Suppose that 1 has selected p € [m,2m,].

1. Suppose that /SBy — S > mg (2me).

\/ SBy — S — mg (2m.). Then, the unique Nash equilibrium profile of

(a) Suppose that 0 T <
(p),TE (p)) = (T 0) for all p € [me,2m).

transfers is (
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(b) Suppose that T > /SB1—S—m¢ (2m.). Then, the unique Nash equilibrium profile of transfers
18 _
R R [ (T,0) if me <p<pr
(Tl (p)»TQ (p))_{ ( /531*5*7%;(}7),0) lf ﬁT<p§2mc

— ﬁG Z, (ai)Q 4771@(\/531757’1?)
where Pt = 55T -5-7) [1\/1ﬁ2() :

2. Suppose that \/SBy — S < 7 (2m.). Then, the unique Nash equilibrium profile of transfers is

(T,0) if me <p<pr
(TF (), T () =S (VSB1—S — 76 (p),0) if pr <p<p
(0,0) if p<p<2m,

Proof: Following the procedure employed in the proof of Lemma 1 we obtain the same 9 candidates
for a Nash equilibrium profile of transfers. Since \/SBs — S < T < +/SB; — S, the conditions required in
cases N1, N2, N4, N5, N7, and N8, never hold. Therefore, we have:

Case N3 (from Lemma 1): (T1,T») = (T,0) is a Nash equilibrium profile of transfers if and only if
VB — 8~ (p) > T.

Case N6 (from Lemma 1): (71,T5) = (v/SBi —S — 7 (p),0) is a Nash equilibrium profile of
transfers if and only if 0 < /SBy — S — g (p) < T.

Case N9 (from Lemma 1): (T1,73) = (0,0) is a Nash equilibrium profile of transfers if and only if
VSB1 — S5 —mg (p) <0.

Recall that

Be D ier (ai)Q 4me (V SBi — S)

P=3 (VSB; - S) [1 a \/1  Be S () 1

and define:

B ()

P S (VSB - S —T)

There are several cases to consider:

Case 1.a: Suppose that \/SB; — S > 7g (2m.) and 0 < T < /SBy — S — 7 (2m.). Then, the
conditions in cases 6 and 9 never hold. Therefore, (T1,Ts) = (T, O).

Case 1.b: Suppose that /SB| — S > 7g (2m.) and T > \/SB; — S — 7 (2m,.) Then, the condition
in case 9 never holds. If \/SBy — S — ¢ (p) > T (equivalently, p < pr), then (T3, Tb) = (T,0). If
VS8B; — S — g (p) < T (equivalently, p > pr), then (T3, T2) = (v/SB1 — S — ¢ (p) , 0).

Case 2: Suppose that/SB; — S < mg (2m.). If /SB; — S — 75 (p) > T (equivalently, p < pr),
then (T1,T3) = (T,0). If 0 < /SBy — S — nc (p) < T (equivalently, pr < p < p), then (T3,Th) =
(\/SBl - S —7mq(p) ,O). Finally, if \/SB; — S — mg (p) < 0 (equivalently, p > p), then (T1,T>) = (0,0).

This completes the proof of Lemma 3. B

Proposition 4 Assume that \/SBy — S < T < +/SB; — S.

. \/1 ~4m, (VSBi - S-T)
Ba Zie[ (ai)2

1. Suppose that \/SBy — S > 7 (2m.) and 0 <T < /SBy — S — 7g (2m,).
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(a) If s1 > %, then the unique subgame perfect Nash equilibrium outcome is (p, TlR,TQR) =
(me,T,0).

(b) If s1 < BGSBL then the unique subgame perfect Nash equilibrium outcome is (p, TlR,TQR) =

(T+5)*

A - . X _ Fig 2
(P47T70), where p* is the unique solution to (27"#1’) Ba = %,

2. Suppose that \/SBy — S > mg (2m.) and T > /SB1 — S — 7g (2m.) and let

o BeYier () 1_¢Lfmd¢ﬁ%5ﬂ
" 2(V5B -5 -T) oS s (1)

(a) If s1 > (’Bszglz, then the unique subgame perfect Nash equilibrium outcome is (p, TlR,TQR) =
(me, T,0).

(b) If % <51 < f;f;g, then the unique subgame perfect Nash equilibrium outcome is
(p, T, 1) = (p*,T,0).

() If s1 < %, then the wunique subgame perfect Nash equilibrium outcome s

(pa TlRaT2R) = (ﬁlv \% SBl -5 - e (ﬁl) ?0)
3. Suppose that\/SB1 — S < wg (2m.).

(a) If s1 > %, then the unique subgame perfect Nash equilibrium outcome is (p, TlR,TZR) =
(me, T, 0).

(b) If (ngijf)ﬁg <s1 < f;ff)g, then the unique subgame perfect Nash equilibrium outcome is

(. T 1) = (5, 7,0).

(c) If (@) Ba < s1 < @mgi;ﬁf)ﬁg, then the unique subgame perfect Nash equilibrium outcome
is (p, Tf, T5) = (p', V/SB1 = S — 7 (p') , 0)

(d) If s1 < (W) Ba, then the wunique subgame perfect Nash equilibrium outcome s
(p, T, ) = (#%,0,0).

Proof of Part 1: Suppose that v/SB; — S > 7g (2m,) and 0 < T < \/SB; — S — 7 (2m.). Then,
from Lemma 3, (TlR (p),TE (p)) = (T, 0) for all p € [m,, 2m,]. Hence, the price selected by player 1 is
the solution to the following optimization problem:

) ]
_ +T
WRip - @, me@+T g
mﬁ%m{ R R R e
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e Take the derivative of W (p) with respect to p:

_ (2me—p)BaSB1
oWE(p) P TS

9p PP ieq (i)’
Let N (p) = —s erM be the numerator of 8W1 (p) . N (p) is decreasing in p and N (2m,) <

[ra(p)+T+5]"
0. Thus, there are two possible cases to consider.

— Suppose that s; > (’BTGf ;1 Then, Wi is strictly decreasing in p for all p € [m,, 2m,].
— Suppose that s; < %. Then, WlR is strictly increasing in p for all p € [mc72§4] and

strictly decreasing in p for all p € [ﬁ4, 2mc]7 where p* € (me,2m,) is the unique solution to

Ume— s1[ra (p)+T+8]
( P p)ﬂc: 1[05371 L

Employing the above characterization of T/VlR (p) we have the following possible cases:
Case 1.a: Suppose that s; > (6755512. Then, WIR is strictly decreasing in p for all p € [m,,2m.].
Thus, the price that maximizes W is p = m,. Therefore, the unique subgame perfect Nash equilibrium
outcome is (p, Ti ,TR) = (mC,T O)

Case 1.b: Suppose that s; < (ﬁTGf;B)lQ. Then, W adopts its maximum at p = p*. Therefore, the
unique subgame perfect Nash equilibrium outcome is (p, T, TJ') = (p*, T 0).

Proof of Part 2: Suppose that \/SB; —S > mg (2m.) and T' > /SB; — S — mg (2m¢). Then, from
Lemma 3, we have:

T,O if me <p < pr
(TlR(p),Tf(p))—{ E\/S%;l_g_m(p),o) ifpf<£§§glc

Hence, the price selected by player 1 is the solution to the following optimization problem:

2 7y _me@+T p if me <p < pr
max WlR (p) _ ( ) ma(p)+T+S 1 — f =pP=rpr
PE[Me,2me] p — [\/SBl - S —mng (p)] + 7V\/SI?1B1 if pp <p<2me

W has the following properties:

e W1 is continuous for all p € [m,, 2m.|. In particular, it is continuous at p = p7. To prove this,
1 p p p = Dpr p

note that:
) _
_ )+ T
pEr) by ( > +T+S
2
« VSB1 — S
= gﬂyl - {\/531 ~ 8 =76 (pr)| + e B1
pr SBi
= lim W&(p)
p—(7) "

where we have employed that /SBy — S — 7g (pp) = T.
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e Take the derivative of WlR with respect to p for p € [me, pp:

_ (2me—p)BaSB1
oWE(p) T [am+Trs]

o PP ier (ai)2

Let N (p) = —s1p+ @me=p)BeSBL 16 the numerator of 8p(p). N (p) is decreasing in p. Thus, there

[r(p)+T+5]°
are three possible cases to consider.

— Suppose that s; > (ﬁTfo)l Then, Wit is strictly decreasing in p for all p € [me, pp).
— Suppose that % < 8 < %. Then, W is strictly increasing in p for all p €

[mc, ] and strictly decreasing in p for all p € [p pT] p* € (me, py) is the unique solution

2me— B 51[71'(; p)—i—T-‘rS}
to (7mp p) ﬁG =——%p

be Then, W is strictly increasing in p for all p € [me, pp).

- < @me—pr)bc
Suppose that s; < Fr

e Take the derivative of WlR with respect to p for p € (pg, 2m]|:

oW (p) _ —s1p+ (2me —p) Bc
Op PP ier (o)

oW {(p)

Let N (p —s1p + (2mc — p) B be the numerator of =5

) =
N (2m.) < 0. Thus, there are two possible cases to consider.

— Suppose that s; > Mﬂ Then, T/V1 is decreasing in p for all p € (pp, 2m].

N (p) is decreasing in p and

— Suppose that s; < (nginpT)ﬁg. Then, W is strictly increasing in p for all p € (p7,p'] and

strictly decreasing in p for all p € [;61, QmC], where pl = zTJﬁgg € (pp, 2me).

Employing the above characterization of W/ we have the following possible cases:

Case 2.a: Suppose that s; > %.

Then, WlR is strictly decreasing in p for all p € [me, 2m.].

Thus, the price that maximizes WlR is p = m.. Therefore, the unique subgame perfect Nash equilibrium

outcome is (p, TlR,TQR) = (mC,T,O).

Case 2.b: Suppose that % < 5 < BeSB Then, WlR is strictly increasing in p for all

- (T+S)

pE [mc,ﬁﬂ and strictly decreasing in p for all p € [ﬁ4,2mc]. Thus, the price that maximizes WlR

p = p* € (me, pp]. Therefore, the unique subgame perfect Nash equilibrium outcome is (p, TlR, TQR)
<ﬁ47T70)'
Case 2.c: Suppose that s; < (ch;i)ﬂc. Then, Wi is strictly increasing in p for all p

[mc,ﬁl] and strictly decreasing for all p € [ﬁl,ch] Thus, the price that maximizes WlR is p
pt (P, 2me). Therefore, the unique subgame perfect Nash equilibrium outcome is (p, TlR,TQR)

Al,\/SBl —S—ﬂ‘G (]31) ,0).
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Proof of Part 3: Suppose that /SB; — S < mg (2m,). Then, from Lemma 3, we have:

(T,0) if me <p<pp
(TE (p), TF (p)) =4 (VSBi—S —76(0),0) if bp<p<p
(0,0) if p<p<2me

Hence, the price selected by player 1 is the solution to the following optimization problem:

74 me@tT p if me <p<prp

R (011)2 e (p)+T+S
pomax W)= ==ty + = [VEB -5 — 6 (p)] + VEO=SB if pr<p<p
o) By if p<p<2m

WlR has the following properties:

° WIR is continuous for all p € [m¢,2m¢|. In particular, it is continuous at p = py and p = p. To
prove that it is continuous at p = p, note that:

lim W (p) = ()" iy T4 T AT g
p—(pr)” Pr ¢ (pr) + T+ S
(Oz 2 SB1
= VSB1 — 85— B = 1l Wi
oy +y1— [ 1— G (P )} 5B, ! p—>E;IJIT1)+ 1 (p)

where we have employed that v/SB] — S — 7 (pp) = T. To prove that it is continuous at p = p,

note that:
. VSBy — S
lim W = (— \/SB1—S—m7 +—8B
() 1 (p) B [ 11— G p} JSB; 1

(o)’ G (P)
= — B lim W
P Y G (ﬁ) +S ' p—)(p ! ( )

where we have employed that /SBy — S — 7g (p) = 0.
e Take the derivative of W{t with respect to p for p € [m,, pp):

(2me—p)BaSB1
- + - . . = 12
oWl (p) A )+ T+5]”

dp - P Zz‘eI (O‘i)Q

Let N (p) = —s1p+ % be the numerator of ap(p)‘ N (p) is decreasing in p. Thus, there

are three possible cases to consider.

— Suppose that s; > %. Then, Wi is strictly decreasing in p for all p € [me, pp).
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(2mc—pr)Ba BeSB1
t - .
Pr < s s (T+S)2
[mc, ] and strictly decreasing in p for all p € [p pT] p* € (me, pp) is the unique solution

Me— by T+S
o (22 i = bl

— Suppose tha Then, Wi is strictly increasing in p for all p €

B¢ Then, Wi is strictly increasing in p for all p € [m, p7).

— Suppose that s; < %

e Take the derivative of WlR with respect to p for p € (pp, p):

W (p) _ —s1p+ (2me —p) Bc
Op P Y ier (@)

R
Let N (p) = —s1p+ (2m. — p) B be the numerator of 8W817p(p). N (p) is decreasing in p. Thus, there
are three possible cases to consider.

be Then, W{t is decreasing in p for all p € (p, p).

— Suppose that s; > %

% < 51 < Mﬁg Then, W is strictly increasing in p for all

chﬁG
s1Ba ”

— Suppose that
pE (pT, ] and strictly decreasing in p for all p € [p p) where pt =

— Suppose that s; < mﬁ Then, W is increasing in p for all p € (pz,p).

e Take the derivative of Wt with respect to p for p € [p, 2m.].

_ (2me—p)BaSB1
oWl (p)  TIPT TR ) s

- 3 2
9p (P)” Xies (i)
Let N (p) = —si1p + % be the numerator of dalip(p) N (p) is decreasing in p and
N (2m.) = —2s1m. < 0. Thus, there are two possible cases to consider:

— Suppose that s1 > <2m” P ) Ba. Then, W1 is strictly decreasing in p for all p € [p, 2m,].

— Suppose that s1 < <W> Ba. Then, WlR is strictly increasing in p for all p € [_, ]32] and

strictly decreasing in p for all p € [ﬁQ, 2mc], where p? € (p,2m,) is the unique solution to:
<2ma—p> Ba = silre(p)+S*

p SBy

Employing the above characterization of W (p) we have the following possible cases:

Case 3.a: Suppose that s; > (/;GSSE. Then, WlR is strictly decreasing in p for all p € [m., 2m.].

Thus, the price that maximizes WlR is p = m.. Therefore, the unique subgame perfect Nash equilibrium
outcome is (p, T1 1y ) = (mC,T O)

Case 3.b: Suppose that %B < s < (6;55'31 . Then, W is strictly increasing in p for all

p < [mc, D ] and strictly decreasing in p for all p € [ 72mc]. Thus, the price that maximizes WlR
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p = p* € (me, pp]. Therefore, the unique subgame perfect Nash equilibrium outcome is (p, TlR, TQR) =
(%, 7.0). ) )

Case 3.c: Suppose that (Qmp%_p) Ba < s1 < %5@. Then, W is strictly increasing in p for
all p € [mc, ]31} and strictly decreasing in p for all p € [ﬁl, 2mc]. Thus, the price that maximizes T/VlR
isp=7ple (p7,p). Therefore, the unique subgame perfect Nash equilibrium outcome is (p, TlR, TQR) =
(p*,v/SBy — S — g (p') ,0).

Case 3.d: Suppose that s; < (%) Ba. Then, WlR is strictly increasing in p for all p € [mc,ﬁz}
and strictly decreasing in p for all p € [ﬁQ, 2mc]. Thus, the price that maximizes WlR is p = p? € [p, 2m,).
Therefore, the unique subgame perfect Nash equilibrium outcome is (p7 TE T QR) = (132, 0, O).

This completes the proof of Proposition 4.

Proof that [s; > % implies p* > p']: p* is the unique solution to:

(-2 res

It is easy to verify that p* > p' if and only if T < /SBy — S — 7¢ (p') (with strict inequality if
T <+/SB) -8 — g (ﬁl)). We have to consider three possible cases, corresponding to Propositions 4.1,
4.2, and 4.3, respectively.

Case 1 : Suppose that\/SB; — S > mg (2m.) and 0 < T < /SB; — S — 7 (2m.). Then, T <
VSB1 — S — 7 (p) for all p € [m,2m,]. Thus, T < /SB; — S — ng ( 1) always holds.

Case 2: Suppose that/SB; — S > 7g (2m.) and T > /SB; — S — ng (2m.). Note that if s; >

(2me—pr)Ba 2meBa (2me—pp)Ba
S then pr > TReEE )

inequality if s; > %). pp > ptif and only if ng (pp) = VSB1 — S —T > g (]31) (with strict

inequality if pp > p'). Thus, if s; > %, then T' < /SBy — S — mg (p*) (with strict inequality if

(2777,(« pT)BG
51> pr )-

Case 3: Suppose that \/SB; — S < 7g (2m.). The proof is identical to case 2. B

(with strict inequality if s1 > . Therefore, py > p' (with strict

A.5 Connected Rosters (Propositions 5-7)

Cournot competition among wholesale companies in country i: The final demand of commodity

c in country 7 is c;-i = (ai / pf)z, which implies that the inverse demand of commodity ¢ in country i is

pg =q;/4/ cgl. Therefore, the profits of wholesale company r € {1,2} in country 7 are given by:

w @ s
T = | —————=—ma =Dy, | @i
n <\/ QT,i + q—ri T71> o
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where Dy = Me if r is a connected company and Py =p° if r is a non-connected company. Take the first
and second derivatives of ng with respect to g ;:
w
aﬂ-r,i Qg (qhi + 2(]—1”,2')

= - md - pS ;
3qm‘ 2 (qm' + q7r7i)3/2 "
o i (% 4
2= 5/2 <0
(aqﬁ’i) (Q'r‘,i + qfr,i)

Then, the best response function of wholesale company r is implicitly given by the following Kuhn-Tucker
condition:

i (qri + 2¢—r,i)

2 (Q’r,i + qfr,i)s/z

Without loss of generality, assume that pf,yi < p,;. Then, we have three possible situations to
consider.

— Mg — pi,z‘ + i = 0, Hor i >0, Qrilr; = 0

e Assume that ¢,; > 0 for € {1,2}. Then, p,; > 0 for all r and, hence:
a; (qri +2q-r;) = (qri + qu‘)3/2 (2md + 2Pf«,z‘) for all r
Adding for all » we have:
305 (ari + 4or) = 2 (@i + dri)™? (2ma + p5; + 15,5

which implies

9 (a;)?
qr,i + q—ri = ( Z) 2
4 (2md i+t )
Therefore:
9 (o;)? (md +2p%,; — pqs«,i) 9 (O‘i)Q (md +2pr; — Pir,i)

dri = 3 q—ri =

3
4 (de + Pt piT,i) 4 (2md + Pt pim)
Finally, gr; > 0 for r € {1,2} if and only if p®, ; < 2p;,; +mg.
o Assume that ¢,; > 0 and ¢, ; = 0. Then, p,; > 0 and, hence:
(i)’
%, fori = P — ma — 2p;
o)

Finally, p—r; > 0 if and only if p?  ; > 2p}; + mg.

T —

Qri =

o Assume that ¢_,; > 0 and ¢,; = 0. Then, p_,; > 0 and, hence:

2
.

%, i =Py — ma — 2p%,.;

et

Finally, p,; > 0 if and only if piﬂ» > 2p° ri T Md; which never holds because pfn,i <p® rir

q—ri =
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Using the analysis above we can distinguish three possible cases:
Case 1: Suppose that both wholesale companies in country ¢ are non-connected. Formally, p;; = p
for all . Then, the equilibrium quantities supplied by wholesale companies in country ¢ are given by:

_ 9w
=30 4 e for r € {0,1}

S

qri

w

Introducing these expressions into T We obtain the equilibrium profits of wholesale companies in country

i
w_ _3(a)
27 16 (p* + my)

W 3 (0n)?

S e VA € {0,1 d oV =W
i 39 (ps+md) fOT’T { } ana ; 7T1,1+7T

Since ¢; = )¢ (1,2} Irii and pg =/ cf, the equilibrium quantity and price of commodity ¢ in country
1 are given by:
o 9(e)?
‘16 (p* + md)2

Finally, the profits that geopolitically relevant producers obtained in country 4 are ﬂg g =

4 (p® +mg)

and pzd = 3

Badreqi o <pf"’i — mc> ¢r,i- Thus, in equilibrium,

L Ba(0 9 —me)
N 16 (ps + md)2

Case 2: Suppose that both wholesale companies in country ¢ are connected. Formally, Py = Me for
all r. Then, the equilibrium quantities supplied by wholesale companies in country i are given by:

_ ()
=5 T md)2 for r € {0,1}

T,

Introducing these expressions into ﬂ% we obtain the equilibrium profits of wholesale companies in country

i:
3(ay)? 3(y)?
z w 1
wo_ 2\ € 0,1} and 7V =7V 42l = 2%
i = 33 (me 4+ myg) for € {0,1} and ML T T g (me 4+ myg)

Since ¢; = ), (1,2} Iri and pf =/ cgl, the equilibrium quantity and price of commodity ¢ in country
1 are given by:
9 (cv;)?

= — and p? =
T (e +mg)? !

4 (me + mg)
3
Finally, the profits that geopolitically relevant producers obtained in country 4 are ﬂgﬂ- =
Badreqin (p;fl - mc> ¢r,i- Thus, in equilibrium,
’/Tg,i =0

Case 3: Suppose that one wholesale company in country ¢ is connected while the other is non-
connected. Without loss of generality, assume that Py = Mme and p3; =p°. Then, we must distinguish
two possible situations:
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e Suppose that p* < 2m.+ mg. Then, the equilibrium quantities supplied by wholesale companies in
country ¢ are:

()29 (=p® + 2me + my)
4(p* + me + 2mg)°

(ai)2 9(2p° — me + my)
4 (p* +me + de)3
w

0

q1,; = and q2; =

Introducing these expressions into 7", we obtain the equilibrium profits of wholesale companies in
country ¢:
W () 3 (2p° — e + myg)? W (i) 3 (=p® + 2me + mg)? and
1’. = 9 2" - )
! 4 (p* +me + de)3 ! 4 (p* +me + de)3

(:)?3 [(21’5 —me +ma)” + (—p° + 2me + mdﬂ

W W W
T =Tt T =

4 (p® + me + 2mg)?
Since ¢; = ) ¢ (1,2} Qri and pgl = a;/ c;i, the equilibrium quantity and price of commodity ¢ in
country ¢ are given by:
9 ()’
4 (p* +me + de)2

2 (p® +me + 2my)
3

and p? =

P =

e Suppose that p* > 2m. + mgy. Then, the equilibrium quantities supplied by wholesale companies in
country ¢ are:

2
o
q1; = 7( i) 5 and g2; = 0
4 (me +mg)
Introducing these expressions into W% we obtain the equilibrium profits of wholesale companies in
country 4:
w (Ofi)2 w w (az‘)Q
T =, Tg; =0 and 7" =

T 4 (me +myg)’ 4 (me + my)

Since ¢; = Zre{l 2} dryi and p? = ozz-/\/cf, the equilibrium quantity and price of commodity ¢ in
country ¢ are given by:
2
.
cizi( i) 2andpf:2(mc+md).
4 (me +myq)

The profits that geopolitically relevant producers obtained in country ¢ are 7TGP ;=

Badreqin (pfw - mc) ¢r,i- Thus, in equilibrium,

Ba(P®—me)(2i)?9(—p*+2me+my) ¢ s
L 4(pS+me+2mg)° if p° <2me+myq
| Zf ps 2 2mc + md

Player 1’s decisions: The decision of player 1 is the solution of the following optimization problem:

(ay)? 7t (p*) + T B }

max wh (p®, Th) =
p*>me,T1€[0,T] { pf (p%) 6 ) + T+ S

+y1— T+ (p°) +
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where 7}V (p*) = 71"} (p°) + 73 (p°) and 7l (p°) = Y se; e ;- We must study three possible scenarios.

Scenario 1: Suppose that both wholesale companies in country 1 are non-connected. Then:

R 4 (p® + myq B 3 () s Bc9 (p* —me) 3, (“)2
ph(pt) = 2T g BOD ey 2 ()
3 16 (p* + mq) 16 (p* + mq)
Therefore, the problem of player 1 becomes:
15 () e () + T
max W T ——+y1 =11 + B
po>me,Tie[0.7] { 10T = g gy T L)+ +S

Take the first and second derivatives of Wy (p®, T1) with respect to T;:

M () SBy
oty [ﬂ'g (p*)+T1 + 5]2
Wy (p*,Th) —25B; “0
On)?  [xE )+ T+ 5]

Since 0 < \/SB; — S < T, player 1 always selects:

—max{\/SiBl S—ﬂ'G 5, ()}
Moreover, note that
ang; (p°) _ 98 [Ziel (ai)z} (2me — mg — p®)
op® 16 (p* +md)3

Thus, ﬂ'g is strictly increasing in p® for p® < 2m. + my and strictly decreasing in p® for p® > 2m. 4+ my.
Therefore, there are two possible situations:
Part 1: Suppose that /SBy — S — w5 (2me +mg4) > 0 or, which is equivalent, /SB; —

N2
%. Then, 71 = /SBy — S — £ (p®) for all p* > m, and, hence, player 1’s problem becomes:

15 (041) SB1
max Wy (p° 27—0— \VSB +S+7T
PP E[me,2me+my) { 1 (") 16 (p* + mgq g ! a 531 B
Take the derivative of Wy with respect to p®:
OW1 (p) _ [=1551 (p° + ma) + B9 (ma + 2me — p*)] 3y (i)
dp* 16 (p* + mg)®
2
where s1 = &. There are two possible cases to consider:
Zzel(az)
Case 1.a: Suppose that s; > %ﬁmr) Then, Wy is decreasing in p® for all p* > m,. Thus, the

price that maximizes Wi is p® = m,. Therefore, player 1 selects (p°,T1) = (mc, SB; — S).
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Case 1.b: Suppose that s; < 263mat2me) — Tpen V7 s strictly increasing in p® for all p® €

bmyg
[me,p*!] and strictly decreasing in p® for all p € [p*!, 2m + my], where p*! = Bcg(mg;ﬁ?fﬂ)c Ss1mg

(me, 2m. + mq). Therefore, player 1 selects (p®,T1) = (ﬁs’l, VSB) — S — 7k (133’1)).
Part 2: Suppose that /SBy — S — wg (2me +myg) < 0 or, which is equivalent, /SB; —

N2
%. Since 75 (me) = 0 < /8By — S < 7 (2me + my) and 7l is strictly increasing in p® for all

p* € [me, 2m, + my], there exists a unique p° € (m,, 2m, + my] such that /SB; — S — Wg (p®) > 0 for all
p® € [me,p°), VSB1 — S — g (p°) =0, and v/SB1 — S — 7 (p®) < 0 for all p* € (p°, 2m. + my]. Then,

player 1’s problem becomes:

2
15(ar1) )+7rg(s)+y1 \/SiBl+S+\/\5}7375B if p* <p°

16(p*+ma
max Wi (p*) = 15(a)? &) , _
16(ps+1md) + P(Gp )+SB1 + Y1 Zf ps 2 ps

P E[Mme,2me+my]

Wi has the following properties:

e W) is a continuous function of p® for all p* € [me, 2m. + my]. In particular, it is continuous at

p® = p°. To prove this, note that:

lim Wh (p ) 1o (0(1) +uy1 — [\/ SB1+ S — TI'G } ﬂ-Gs(fs)Bl

P —(p°) " 16 (p* 4+ mq) g (p°) + S
15 () SBy — .
_ _Blea) VIR TS o),
16(p° +ma) " 5B 00 A

where we have employed that \/SB; — S — ng (p°) = 0.

e Take the derivative of W7 with respect to p® for p° € [m,, p°):
oWy (p®)  [=5s1(p® +maq) + B3 (ma + 2me — p®)]
ops -
P 16 (p° + ma)* [Sies (o)

Let N (p°*) = —15s1 (p° + mq) + 9 (mq + 2m. — p°®) be the numerator of 61/?7])(5”5). N (p®) is strictly
decreasing in p®. Thus, there are three possible cases to consider:
— Suppose that s; > %‘{?m“) Then, W is strictly decreasing in p® for all p* € [m,, p°).

— Suppose that % < 51 < %‘;2%. Then, Wj is strictly decreasing in

p® for all p* € [mc, P> 1] and strictly decreasing in p° for p® € []55’1, ﬁs), where p*!

Ba3(mg+2me)—bsimyg s
5s1+308a € (m07p )

— Suppose that s; < m;éir—w Then, W) is strictly increasing in p® for all p® € [m., p%).

e Take the derivative of W; with respect to p° for p® € [p°, 2m. + my):
95 B1Bg(ma+2me—p?)

oWy (p°) [5(p*)+5]
- —1

o 16(p° + ma)* [Siey (00

—15s1 (p® + mq) +
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Let N (p*) = —15s1 (p® + md)—I—QSBl[ﬁi((md)ji?lgfps) be the numerator of 8%17;})3). N (p®) is decreasing
T (p°
in p® and N (2m. + mgq) = —30s1 (mc + mg) < 0. Thus, there are two possible cases to consider:

— Suppose that s; > %. Then, W; is strictly decreasing in p® for all p® €

[ﬁsv 2mc + md]~

Ba3(ma+2me—p)
5(pt+ma)

and strictly decreasing in p*® for all p° € []33’2, 2me + md], where p*2 € (p°, 2m. + my) is the

S
s (Mt 2me =) =0

— Suppose that s; < . Then, W7 is strictly increasing in p® for all p° € [ﬁs,ﬁs’ﬂ

unique solution to —15s; (p® + my) +

Employing the above characterization of W; we have the following possible cases:
Case 2.a: Suppose that s; > %ﬁ;?mc) Then, W is strictly decreasing in p° for all p® €
[Mme, 2me + myg]. Thus, Wi adopts its maximum at p* = m,.. Therefore, player 1 selects (p,T1) =

(TI’LC7 vV SBl — S)

Case 2.b: Suppose that % <51 < %ﬁzmc). Then, W is strictly increasing in p®

for all p® € [mc P> ] and W is strictly decreasing in p® for all p® € [p“ 2me + md}. Thus, W; adopts
its maximum at p = p*' € (me, p*). Therefore, player 1 selects (p*,T1) = (p**,/SBy — S — mi (p*1)).

Case 2.c: Suppose that s; < % W1 is strictly increasing in p° for all p® € [mc,f)sﬂ
and Wy is strictly decreasing in p® for all p* € [ﬁS’Q,ZmC +md]. Thus, W7 adopts its maximum at
p°* = p>2 € [p°, 2m. + my). Therefore, player 1 selects (p°, T}) = (ﬁ5>2, 0).

Scenario 2: Suppose that both wholesale companies in country 1 are connected. Then:

g _Almetma) C 3(m)® P s 98¢ [Ziel,i;ﬂ (ai)z] (p* —me)
1 ) 16 + ma)’

5,

3 "L T16 (me 4+ mag)’

p

Therefore, the problem of player 1 becomes:

15 (al)Q 7TG ( S) + T
max W- T, T gy =Ty + B
p*>me,T1€[0,T] { 1 1) = 16 (me + my) L 1 P( S+ T+ S 1
Take the first and second derivatives of Wy (p®, T1) with respect to Ti:
W), SB
on [xE (p*) + Ty + S]°
82W1 (psaTl) o —2531 <0
(011)° [7E (p*) +T1 + S}g

Since 0 < /SB; — S < T, player 1 always selects:

Tl—max{\/SiBl S—ﬂ'G 0}
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Moreover, note that
ong (p°) 9B [Ziel,i;ﬂ (%‘)2} (2me —mg — p°)
op* 16 (p* + ma)®

Thus, Wg is strictly increasing in p® for p* < 2m. + my and strictly decreasing in p® for p® > 2m. 4+ my.
Therefore, there are two possible situations:
Part 1: Suppose that /SBy — S — & (2m. +mg) > 0 or, which is equivalent, /SB; — S >

2
966 Lieriz (@) Then, T} = /SB; — S — £ (p°) for all p* > m, and, hence, player 1’s problem becomes:

64(mc+md)
15 (061)2 P \/ﬁ -8
Wi (p°) = ———— 4y —/SBi + S N+ Y2 2R
e { 1 (p%) 16 (me + 1) +y1 L+ S+ k() + 55 O

Since Wg adopts its maximum at p* = 2m,. + mg, W1 must also adopts its maximum at p® = 2m. + my.
Therefore, player 1 selects (p°,T1) = (2mC +ma,/SB1 — S — g (2m. + md)).
Part 2: Suppose that /SB1 — S — 7g (2me +mg) < 0 or, which is equivalent, /SB; — S <

9 iel,i D . . . L
%. Since £ (m) =0 < /SBy — S < 7 (2me + mg) and 75 is strictly increasing in p* for

all p* € [me, 2m, 4+ my), there exists a unique p* € (me, 2m. +mg| such that /SBy — S — 7k (p*) > 0

for all p* € [m¢,p%), VSB1 — S — wg (p°) = 0, and /SBy — S — 7 (p®) < 0 for all p* € (p°, 2m. + my).
Then, player 1’s problem becomes:

a1)’ s — ; s =5
e P (%) 4y — V/SBr + S+ YESB if pr < p

15(crp)? =& (p*) . _
T60metma) T ng’ps)+SB1 +n if p* > p°

max Wi (p®) =

pSE[me,2met+my]

Since 7Tg adopts its maximum at p® = 2m. + my > p°, and Wy is a continuous and strictly increasing
function of 7er (p®), W1 must also adopts its maximum at p® = 2m. + my. Therefore, player 1 selects
(p*,T1) = (2m, + my, 0).

Scenario 3: Suppose that one wholesale company in country 1 is connected while the other is non-
connected. Without loss of generality, assume that pi1 = me and p5; = p°. Then, the problem of player
1 becomes:

()
pi (p%)

max {Wl (p*,T1) =

P S

i + T

) fp T Al () ¢ e )T B}
p*>me T1€[0,T] m

P )+Ti+S
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where:

)= D <o
! 2(me+mg) if p°>2me+ my
3(041)2[(st7mc+md)2+(fp5+2mc+md)2} . s
" (°) = , AT merzm)’ if p° < 2me - mq
4(T£chii-)md) Zf ps > 2me +my
Pty = { TG 0 76 (07) if Pt < 2metmy
¢ 61 (p°) if p° > 2me+my
T (pS) _ 9 (041)2 ﬁG (ps — mC) (_ps +2me + md)
’ 4 (p*+me+ 2md)3
2
P o 9ba [Ziel,i;ﬂ (i)”| (p° —me)
TG,—1 (p°) =

16 (ps + md)2

Result 1: Tt never optimal to set p°* > 2m. + my. To prove this, assume that 1 selects T7 and
p® > 2m. + my. Then:

(o) e () +Th
4 (me + mg) 71'5771 P)+Ti+S

(o)

Wi (", Th) = ——
1(])7 1) 2(mc+md)

+uyi =11+

1

Take the derivative of 7rg7_1 with respect to p®:

8%57_1 (p®) _ 9ba [Zie[,i;ﬁl (ai)ﬂ (2me —mq — p°)
op* 16 (p* + ma)®

Thus, 71'5’_1 is strictly decreasing in p® for p® > 2m. + my, which implies that W; (p®,T1) is also strictly
decreasing in p° for p* > 2m. + my and T7.
2
Result 2: IE?(;)S) + 7V (p®) is strictly decreasing in p® for all p* € [m., 2m. + my]. To prove this, note
1
that for p* € [me, 2m. + mq] we have:

(00)? 3(0)? [7(0° = me)? + 10 (0° = me) (me + 1) + 10 (e + ma)?

i T )=

4 (p* +me+ 2md)3

Take the derivative of (? 1).2
1 (pé)

) + 7V (p*) with respect to p* for p* € [me, 2m. + my]:

o[BS+l ()] 3(a0)? [T (0" — me)? +8 (me + ma) (b — me) — 10 (me + 1)’

op* 4 (p* + me 4 2mg)*

It is easy to verify that the numerator of this expression is always negative for p® € [mc, 2m. + my].
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Result 3: 7k (p®) is an strictly concave function of p* for p* € [me, 2m. + mg]. Moreover, 75 (p°®)
has a unique global maximum at p® € (mg, 2m. + mq). To prove this, note that for p° € [me, 2m. + my]
we have:

G (D7) = 76 (0°) + 76—y (0°)

~9(a1)? Ba (0° — me) (—p° + 2me + ma)

P S
7TG,1 ( ) - 4 (ps + me + 2md)d
986 | Mier i (@i)*] (p° = me)
Wg,—l (p°) = ¢ [ L }

16 (p° + mg)?

Take the first and second derivatives of 7r§71 (p®) with respect to p*:

ol () 98 (1)’ [(p = me)? = 6 (me +ma) (p° = me) +2 (me +ma)?|

Zz 41(p* —mo) + 2 (me -+ ma)]"
Ol () =986 () [(p* = me)? = 11 (me +ma) (5" — me) +10 (me +ma)?|
o7 2[(p* = me) + 2 (me +ma)l°
0?71 (P) R

It is easy to verify that < 0 for p° € [me¢,2m. +mg) and = 0 for p* = 2m,. + my.

(0p*)* (0p*)*

Take the first and second derivatives of 7Tg _, (p®) with respect to p*:

ol (0¥) 956 |Tieriz (0] [= 0° = me) + (me +my)]

9p 16 [(ps - mc) + (mc + md)]3
1 (p°) —9Ba [Eiel,i;ﬁl (ai)Q] (2mg + 3m. — p°)
@p)° 8 (p* +myg)*
82 P s P
It is easy to verify that %;57’) < 0 for p° € [me,2me+my). Thus, 82(235()112) < 0 for p° €

[me, 2me + my), which implies that 75 (p®) is an strictly concave function of p* for p* € [me, 2m, + mg].
Finally, note that

ol (me) _ 98c {(041)2 +2 [Zief,iaﬂ (O‘i)ﬂ }

>0
op® 32 (me + mg)?
Orl; (2me+ma) _ —Bo(a)*
dp* 12 (me + mg)?
P . . . . PR 8%5(1)3’*) o P - .
Thus, 75 has a unique interior global maximum at p** given by B = 0. Moreover, mg, is strictly

increasing in p® for all p® € [m,, p**| and strictly decreasing in p® for all p® € [p**, 2m. + my].

From Results 1-3, we obtain that the problem of player 1 becomes:

(1)® W & (p°) + Th
max + +y =Ty + B
{p‘f(pS) e AP ES TR

pse[mc,ps’*],Tle[O,’ﬂ
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where

(a1)2 s 3 (0‘1)2 [7 (p° — mr:)2 + 10 (me + mq) (p° — me) + 10 (me + md)2
P T ) = 4 (p* + me + 2mg)®
w6 (%) = 76 (0°) + 761 (0°)
P 9(a1)? Ba (p° — me) (—p° + 2me + my)
T (07) = 4 (p® + me + 2mg)?
Qﬁ = i 2 5 — c
T (0°) = G[Z eriz1 () }(p me)

16 (p° + mg)?

Take the first and second derivatives of Wy (p®, T1) with respect to T;:

8W1 (ps,Tl) -1 SBl
0Ty [Wg (p*)+T1 + S]
02W1 (pS,T1) - —2531 < 0
(0T))? (x5 (p*) + T1 + 5]°

Since 0 < /SB; — S < T, player 1 always selects:
Tl—max{\/SBl S—ﬂ'G %), 0}

Since TI'g is strictly increasing in p® for all p* € [m., p®*], there are two possible cases to consider:
Part 1: Suppose that \/SBy—S—nk5 (p**) > 0. Then, Ty = /SB1—S -7 (p®) for all p* € [me, p**]
and, hence, player 1’s problem becomes:

(ay)? SB —
Wy (p®) = \/SB1 + S B
pser[gbajés,*] { 1 (p ) d (s + 7T1 + Y1 — 1+9+ 7TG ) \/ST 1

where

3 (a1)2 {7 (p® — mc)2 + 10 (me + mgq) (p°® — me) + 10 (m + md)Q}

i (p°) 4 (p* + me 4 2mg)®
76 (0°) = 76 (0°) + 761 (P°)
98¢ (a1)? (p* — me) (—p° + 2me + my)

P S\
7TG,1 (p)_ 4(p5+mc+2md)3
95 iel.i i2 5 — c
w1 (p°) = G[ZEI”“(Q)}@ me)

’ 16 (p* + mg)*
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Take the derivative of Wi with respect to p*:

(0‘1)2 W (.8 s s
oWy (p°) _ 0 [pil(ps) +mi (p )} I aﬂ—g,l (r°) " 6775,—1 (r*)
aps 8}9‘9 aps aps
N (p°)

41" = me) +2 (me +ma))* | Cies (0]

-1

where
3 {—7 (p® — mc)2 + 8 (me + mg) (p°® — me) — 10 (me + md)z} s1

N (@) = { 9 [0 — me) =6 me +-ma) (0 = me) + 2 (me + ma)?]
98¢ 2 s 2 metmg |4
12| (me+ma)” — (p° —me)”| |1+ T | (1 - s1)
is the numerator of %@. It is easy to verify that whenever S > 4/9, N (p®) is strictly decreasing in

p®. Moreover:

N (me) = 6[66c — (5+ 36c) s1] (me + mq)*
N (™) =3 [—7 (P™* = me)” + 8 (me +mq) (p™* —me) — 10 (me + md)Q] 51 <0

Therefore, there are two possible cases to consider:
Case 1.a: Suppose that s; > 5%%@' Then, N (m.) < 0 and, hence, W7 is strictly decreasing
in p® for all p°* > m,. Thus, the price that maximizes Wy is p®* = m,.. Therefore, player 1 selects

(p*,T1) = (mc, VSB; — S).

Case 1.b: Suppose that s; < 5_?_‘%. Then, Wy is strictly increasing in p°® for all p® € [mc,ﬁs’l}

and strictly decreasing in p® for all p € [ps’l, 2me + md}, where p*! € (me,p**) is the unique solution to
N (p*) = 0. Therefore, player 1 selects (p*,T1) = (ﬁsvl, VSBy — S —nk (135’1)).

Part 2: Suppose that \/SBy — S — ¢ (p**) < 0. Since 75 (me) = 0 < /SBy — S < mg (p**)
and 75 is strictly increasing in p® for all p* € [me,p®*], there exists a unique p* € (me, p>*] such that
VSBy — S — 7k (p*) > 0 for all p* € [m,p*), VSB1 — S — ¢ (p°) = 0, and /SBy — S — ¢ (p*) < 0 for
all p® € (p°, p**]. Then, player 1’s problem becomes:

2
;?(23) +mV (p*) +y1 — VSB1 + S+ n& (p°) + 7%31 if p° <p°

(01)? w =& (p*) . _
pzli(ps) + ™ (ps) +y1 + ﬂg(p5)+SBl Zf ps > ps

max Wy (p®) =
pPE[me,p>*]
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where

(a1)? . 3(m)? [7 (p* — me)? + 10 (me + myq) (p° — me) + 10 (me 4+ mg)?
P T ®") = 4(p* + me + 2myg)°
6 (p°) = WCI;J (p°) + Wg,—1 (p*)
poos 9(01)? Ba (p° — me) (—p° + 2me + ma)
TG (p°) = 4(p° + me + 2md)3
98¢ Zz q (ai)Q (ps - mc)
61 (0°) = Zictin 0]

16 (p* + mq)”
Wi has the following properties:

e W7 is a continuous function of p® for all p* € [me, p®*]. In particular, it is continuous at p® = p*.
To prove this, note that:

lim Wi (p°) = (a1)2+7rW *) +y1 — [\/SiBwS—er )} ms(fs) B

P ()" i (p%) e (p°) + S
(a1)2 W /- A SBl — S .
= — 47 PP)+y1+ ——————B1= lim W (p*),
i) ") SBy P ()"

where we have employed that /SB; — S — ng (p°) = 0.

e Take the derivative of W7 with respect to p* for p° € [m,, p°):

oWy (p*) _ 9 | (an)? W ons; (p°)
op® aps |pd(ps) ap*

(")
N (p%)

—1
4" = me) +2 (me +ma))* | Sies ()]

+

where
3 [77 (p* — me)? + 8 (me +mg) (p° — me) — 10 (me + md)ﬂ s1
N(p®) =4 96c [(ps —me)? =6 (me +ma) (p° —me) +2 (me + md)ﬂ $1
% [(me +ma)? — (" = me)?] [1+ mezma] (- )

It is easy to verify that whenever Sg > 4/9, N (p®) is strictly decreasing in p*. Moreover,
N (me) = 6[68c — (5 + 3Bc) s1] (me + mq)?
and N (p°) < 0 if and only if s1 > o (p®), where

4
2 [(me +ma)® - (5° - me)?] [1 + et

o () = 9 2 2 4
%6 (e +ma)? = (5 = me)?] [1+ e

+3 [(=7+36) (7* = mo)” +2 (4 = 986) (me +ma) (p* = me) = 2 (5 = 368c) (me + ma)’|
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Thus, there are three possible cases to consider:

— Suppose that s; > 55@%0. Then, N (m.) < 0 and, hence, W is strictly decreasing in p® for all
JS [mmﬁs)'
— Suppose that o (p°) < s1 < 5%%0. Then, W is strictly increasing in p® for all p® € [mc,ﬁsvl}

and strictly decreasing in p® for all p € [ﬁs’l,ﬁs], where p>! € (m,,p®) is the unique solution
to N (p*) =0.

— Suppose that s; < o (p*). Then, W is strictly increasing in p® for all p® € [m, p*).

e Take the derivative of W7 with respect to p® for p® € [p°, p>*]:

oWy (p*) 0 | (an)? W os
Mwﬁ“@)

N (p%)
—1
4[p" = me) +2 (me + ma))* | Cies (@)’

SBy onf (p°)
[ﬂ_g (ps) + S]Z aps

op* - op*

+

where
3 {—7 (p® — mc)2 + 8 (me + mg) (p° — me) — 10 (M + md)z] s1
_ SB1 CR 2 _ s 2
NG = T |07 = me)” = 6 (me+ma) (0" = me) 2 (me + ma)’ | 1

S5B1 96
[FEw)+s]” 1

[me 4+ ma)? — ("~ me)?] [1+ metma] (1 - 51)

It is tedious but easy to verify that whenever Sg > 4/9, N (p®) is strictly decreasing in p°.
Moverover,

N (p®)=3 [—7 (p** — mc)2 + 8 (me + myg) (p** —me) — 10 (me + md)Q} 51 <0

Thus, there are two possible cases to consider:

— Suppose that s; > o (p®). Then, W7 is strictly decreasing in p® for all p® € [p*, p®*].
— Suppose that s7 < o (p®). Then, W7 is strictly increasing in p° for all p® € [}35,13572} and

strictly decreasing in p° for all p* € [;65727 psv*], where p*? € (p*, p**) is the unique solution to
N (@) =0

Employing the above characterization of W; we have the following possible cases:

Case 2.a: Suppose that s; > 5?%. Then, W7 is strictly decreasing in p® for all p® € [m., p*].
Thus, W; adopts its maximum at p® = m,.. Therefore, player 1 selects (p,T}) = (mc, VSB] — S).

Case 2.b: Suppose that o (p°) < s1 < 5?%. Then, Wj is strictly increasing in p® for all p* €
[mc, ]35’1] and W is strictly decreasing in p® for all p® € [ﬁ5717ps’*]. Thus, W1 adopts its maximum at
p=p*' € (me, p*). Therefore, player 1 selects (p*,T1) = (p',v/SB1 — S — 7a (p*)).

Case 2.c: Suppose that s1 < o (p®). Wy is strictly increasing in p® for all p* € [mc,ﬁsﬂ and W7 is
strictly decreasing in p® for all p* € [ﬁS’Q,pS’*]. Thus, W, adopts its maximum at p* = p>? € [p*, p**).
Therefore, player 1 selects (p°,T1) = (ﬁS’Q, 0). [ |
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A.6 Geopolitical Rivals Among Producers (Proposition 8)
Proposition 8 Assume that By >0 and 0 < /SB; — S < T.

1. Suppose that\/SBy — S > wg (2m.).

(a) If S1 > BG - A,BS, then (p7 Tl) = (mC> SBI - S)
(b) If s1 < Ba—ABs, then (p,T1) = (p', VSB1 — S — 7 (p')), where p' = 21=Be=205) ¢ (1, ).

2. Suppose that/SBy — S < mg (2m,).

(a) If s1> Be — ABs, then (p,T1,To) = (me,v/SB1 — S).
(b) If (B = ABs) (252) < 51 < fig = Ms, then (p,T1) = (5", VSBI = § — 7 (5"))-

(¢) If s1 < (B — N\Bs) (ch p) then (p,T1) = (p%,0), where p* € [p,2m,) is the unique solution

0 ey A5 = ol
Proof: Following the same argument employed in the proof of lemma 1, we have that 77 =
max {\/SBl —S—7mg(p) ,0}. Since mg (p) is an strictly increasing function of p for all p € [me, 2m,]
there are two possible situations.
Case 1: Suppose that /SB; — S > wg (2me) = Ba > ic; (ozi)2 /4m.. Then, the price selected by
player 1 is the solution to the following optimization problem:

pe[gllfgimc] {Wl (p) = (02)2 — s (p) +y1 — V/SB1+ S + 76 (p) \/ST}Z}B: 531}
Take the derivative of Wy with respect to p:
OWi(p) _ —s1p+ (Be — ABs) (2mc — p)
w P [Dier (@)]
where s1 = & The numerator of 2 1(p is decreasing in p. Thus, there are two possible cases to

Ziel(al

consider:

Case 1.a: Suppose that s1 > g — A\Bs. Then, W7 is strictly decreasing in p for all p € [m,, 2m.].
Thus, the price that maximizes Wy is p = m.. Therefore, the unique subgame perfect Nash equilibrium
outcome is (p,T1,Ts) = (mc, VvSBy — S, O).

Case 1.b: Suppose that s; < Bg — ABs. Then, W is strictly increasing in p for all p € [mc,ﬁl] and

strictly decreasing in p for all p € []31, 2mc], where p! = % Thus, W adopts its maximum at

p = p'. Therefore, (p,T1) = (p',V/SB1 — S — ¢ (p*)).
Case 2: Suppose that /SB; — S < 7q (2me) = Ba D ier (ozi)2 /4m.. Then, the price selected by
player 1 is the solution to the following optimization problem:

(a1)? [VSBi+ S =76 (p)] + YE=5B1 if p € [me,p) }
p

Aﬂs(p)+y1+{ . ) ~
wG(Gp()Z)-SB if p€ [p7 2mc]

pe[mc’zmc]

max {Wl (p) =

78



where p is the unique solution to v/SB; — S = 7 (p).
W1 has the following properties:

e W is a continuous function of p for all p € [m, 2m¢|. In particular, it is continuous at p = p. To
prove this, note that:

. (041)2 7 (D)
lim W, (p) = — VSB1+ 5 — y 6w p
Jim Wi () = 525 = dms (5) + 0 = | VB + 5 = ()] + () +5 "
2
VSB — S
= (af) — A5 (B) + y1 + e By = lim Wi (p),

SBy p—pt
where we have employed that \/SBy — S — 7 (p) = 0.
e Take the derivative of Wy with respect to p for p € [m,,p):
OWi (p)  —sip+ (Bg — ABs) (2m. — p)

op p? [Zie[ (ai)ﬂ B

Let N (p) = —s1p + (Ba — A\Bs) (2m. — p) be the numerator of 81/157;(;)). There are three possible
cases to consider:

— Suppose that s; > (g — ABs). Then, W is strictly decreasing in p for all p € [m,, p):
— Suppose that <2m” p) (Ba — ABs) < s1 < (Ba — A\Bg). Then, Wy is strictly increasing in p for
all p € [mc, ] and strictly decreasing in p for p € [p p) where pt = % € (me, p).

— Suppose that s1 < (ch p) (Ba — ABs). Then, W is strictly increasing in p for all p € [m,, p).

e Take the derivative of W7 with respect to p for p € [p, 2m]:

p)+ (2mc—p)BeSB1

oWy (p)  —51P — ABs (2me — o (0) 161
B - -1
P #)° |Cier (@)’]
_ _ _ (2me— P)ﬁGSBl oW (p)
Let N (p) = —s1p — A\Bs (2me —p) + (o)1 57 be the numerator of =% . There are two

possible cases to consider:

— Suppose that s; > (Zm“ ) (Ba — ABs). Then, Wi is strictly decreasing in p for all p €
[D, 2m].
— Suppose that s1 < <2m“ p) (B — A\Bg). Then, Wy is strictly increasing in p for all p € [_7 }32}

and Strictly decreasing in p for all p € [p ,2mc], where p? € (p,2m,) is the unique solution to

+ M3 = BaSB1

(2m _p [rc:(p)+5)°
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Employing the above characterization of Wj (p) we have the following possible cases:
Case 2.a: Suppose that s1 > (B¢ — A\Bs). Then, W is strictly decreasing in p for all p € [m,, 2m.].
Thus, W adopts its maximum at p = m.. Therefore, (p,T1) = (m¢,/SBy — S, ).

Case 2.b: Suppose that (W) (Ba — ABs) < s1 < (Bg — A\Bs). Then, W is strictly increasing

in p for all p € [mc,ﬁl] and Wy is strictly decreasing in p for all p € [ﬁl,ch]. Thus, W adopts its
maximum at p = p' € (me,p). Therefore, (p,T1) = (p',v/SB1 — S — ¢ (p')).

Case 2.c: Suppose that s; < (%) (B — ABs). Then, Wy is strictly increasing in p for all

pE [mc, 132] and Wy is strictly decreasing in p for all p € []32, 2m0]. Thus, W, adopts its maximum at
p =p? € [p,2m.). Therefore, (p,T1) = (]32,0).
This completes the proof of Proposition 8.

A.7 Using Foreign Aid and Exclusion to Sustain Collusion (Propositions 9 and 10)
Proposition 9 Assume that By >0 and 0 < /SB; — S < T.

1. Suppose thatr/SBy —S > (1 —6) Nfgm (2m.).

(a) If s1>1—(1—=0)N(1—pBg), then the unique subgame perfect Nash equilibrium outcome is
(pa FlaTl) = (mcaoa Vv SBl - S)
(b) If s1 <1—=(1—-0)N(1—pg) then the unique subgame perfect Nash equilibrium outcome is

(p, F1,71) = (p, Fi,Th) = (]51, [(1-0)N—-1]7 (131) AVSBy — S —(1-96)Npgrm (131)), where

1 _ [ 1-(1=§)N(1-Bc)
Pt = |:sl+17(176)N(17Gﬂg)} 2me.

2. Suppose that\/SB; — S < (1 — ) Nfgm (2m,).

(a) If s1>1—(1—=0)N(1—pBg), then the unique subgame perfect Nash equilibrium is outcome
(p,T1,T2) = (p, F1,T1) = (m¢,0,/SB1 — S).

(b) If 2P -(1-6N(1-Bg)] < s < 1 — (1-8)N(1-8g), then
the  unique  subgame  perfect  Nash  equilibrium  outcome is  (p,F1,T1) =
(411 =0) N =17 (p!) ,v/SBL — S — (1= 8) Nigr (p')).

(c) If s1 < w [1—(1—=08)N(1—pg)], then the unique subgame perfect Nash equilibrium
outcome is (p, F1,T1) = (]52, [(1—0)N — 1]77(]32) ,0), where p° is the unique solution to

s1p = (2me —p) {1 -N(1-9¢) (1 e [(1-6)N§§;(p)+s]2) }

Proof: The problem of country 1 is:

2
«
max {WIF:(I)+y1T1F1+
pE[me,2mc],F1>0,71>0 p

foln )+ F)+ Ty
Ba(mp)+ F)+Ti+ S "

st.: Py >[(1-6)N—1]7(p)
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Since Bg < 1, it is never optimal to set F; > [(1 — ) N — 1] 7w (p). Thus, the optimization problem
becomes:

pE[me,2me], 11 >0 Ba (1 — (5) N (p) +T1+ S

2
max {sz(a;)+y1—T1—[(1—6)N_1]7T(p)+ Ba(1—=08)Nx(p)+Th Bl}

Following the same argument employed in the proof of lemma 1, we have that T3 =
max {\/SB; — 5 — (1 —6) NBgm (p),0}. Since m(p) is an strictly increasing function of p for all
p € [me,2m,] there are two possible situations.

Case 1: Suppose that v/ SB; — S > (1 — §) NBgm (2m,). Then, the price selected by player 1 is the
solution to the following optimization problem:

SB;— S
max < Wi = (en)” +yr—V/SBi+S+[1—(1-8)N(1-Ba)m(p) + "By
pE[memc] P SBl

Take the derivative of WlF with respect to p:
WL (p) _ —sip+ (2me—p)[1 - (1= 0) N (1 - fc)]
B - —1
P p? {Zie[ (ai)ﬂ

. There are two possible cases to consider:

(e1)?
Zie](ai)2
Case 1.a: Suppose that s; > [1 — (1 — ) N (1 — Bg)]. Then, W{ is strictly decreasing in p for all
p € [me,2m.]. Thus, the price that maximizes W{" is p = m,.. Therefore, the unique subgame perfect
Nash equilibrium outcome is (p, F1,T1) = (mc, 0,v/SBy — S).
Case 1.b: Suppose that s; < [1 — (1 =) N (1 — Bg)]. Then, W{ is strictly increasing in p for all

where s; =

p € [mc,ﬁl] and strictly decreasing in p for all p € [ﬁl,QmC], where p! = [Slizga@g%aﬂfjﬁ)a)} 2me.

Thus, WIF adopts its maximum at p = p'. Therefore, the unique equilibrium outcome is (p, Fy,Ty) =

(;[31, [(1-0)N—-1]7 (}31) ,VSBy —S—(1—0)NBarm (ﬁl))
Case 2: Suppose that v/SB; — S < (1 — §) NBgm (2m,). Then, the price selected by player 1 is the
solution to the following optimization problem:

WlF(p):(ap+)2+y1—[(1—5)]\7—1]7r(p)—|—
max § { [VSB1 + S — (1-8) Nfar (p)] + YS2=5B1 if p € [me.p)
<

pE[me,2me] 1-8)NBan . _
1( 5)N,8g7cr:(p()plSB if p € [p,2m,]
where p is the unique solution to v/SB; — S = (1 — §) Nfgm (p).
W has the following properties:

° WlF is a continuous function of p for all p € [me, 2m,]. In particular, it is continuous at p = p. To
prove this, note that:
2
@
lim Wi (p) = (o)’
P—D

+ 1 —[(1—5)]\7—1 [\/SBl—i-S ﬁG’ﬂ' )]'FMBl

SBy
(-9 Nfor (D), _
A5 Naon () +5 = 11 @)

(w)? _
= +y1—[(1 =) N —1]7(p) +
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where we have employed that /SB; — S — (1 —0) NBgm (p) = 0.
Take the derivative of Wy with respect to p for p € [m., p):

Wi (p)  —sip+[1—-(1—-0)N (1 —Bg)] (2mc—p)

o p? [Ziel (ai)ﬂ B

Let N (p) = —sip+[1 — (1 =) N (1 — Bg)] (2m. — p) be the numerator of (9W817’;(p)' There are three
possible cases to consider:

— Suppose that s; > [1— (1 —8)N(1—Sg)]. Then, W} is strictly decreasing in p for all
p € [me, D).
— Suppose that (W) M- (1-0)N(1—-pg)]<s<[l—(1-68N(1l-p8g). Then, W] is

strictly increasing in p for all p € [mc, ] and strictly decreasing in p for p € [p p) where

[ 1-(1=8)N(1-8
P = [81+1(—(1—)6)EV<1—%)G>} 2me € (me, p)-

— Suppose that s1 < (%) [1—(1—-68)N(1—-pBg)]. Then, W is strictly increasing in p for
all p € [me, p).

Take the derivative of W{" with respect to p for p € [p, 2m.]:

B T B (1-8)NBaSB;
owf (p) st (2me p) [~V (1=0) + 1+ iRt
- —1

» #)* [Sier (ei)?]

e _ _5 — (2me—p)(1=6)NBcSBy 3W1 (p)
Let N(p) = —s1p— 2m.—p)[N(1=6)—1] + (10N Borm(p) t ST be the numerator of
Note that N (p) < 0 if and only if

s1p > (QmC—P){l—N(l_é) (1_BG[(1—5)N;f7lr(p)+5}2>}

If N(1-9)(1—pSg) > 1, then the right hand side is always less than or equal zero. Hence, the
inequality always holds. If N (1—9)(1—fg) < 1, then the right hand side is a positive and
decreasing function of p for p € [p,p®™®], it is equal to 0 for p = p** and it is negative for
p € (p™=*,2m,], where p®™® € (p®* 2m.|. Therefore, there are two possible cases to consider:

— Suppose that s; > (W) [1—(1—0)N (1- Bg)]. Then, W{ is strictly decreasing in p for
all p € [p, 2m].

— Suppose that s < (ch_p) [1—(1—0)N(1-Bg)]. Then, W{ is strictly increasing in p for
all p € [p,p?] and strictly decreasing in p for all p € [p?,2m.]|, where p* € (p,2m,) is the

unique solution to s1p = (2m. — p) {1 —N(1-9) (1 - Ba [(1—6)Ng§717(p)+5]2) }
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Employing the above characterization of W{" (p) we have the following possible cases:

Case 2.a: Suppose that s; >[I — (1 — §) N (1 — Bg)]. Then, Wi is strictly decreasing in p for all
p € [me, 2m]. Thus, WlF adopts its maximum at p = m.. Therefore, the unique equilibrium outcome is
(p, F1,T1) = (me,0,v/SBy - S).

Case 2.b: Suppose that (@) M-—(1-6)NA-08g)] <s1 <[1-(1-8N(1-75g)] Then,
WlF is strictly increasing in p for all p € [mc,ﬁl] and WlF is strictly decreasing in p for all p € [;61, 2mc].
Thus, W{" adopts its maximum at p = p' € (m.,p). Therefore, the unique equilibrium outcome is
(p, 1, T1) = (p'.[(1 = ) N = 1w (p') ,v/SB1 — S — (1 = §) NBgrm (p')).

Case 2.c: Suppose that s1 < (W) [1—(1—0)N(1—Bg)]. W{ is strictly increasing in p for all
pE [mc, ]32] and WlF is strictly decreasing in p for all p € []32, ZmC} . Thus, WlF adopts its maximum at p =
p? € [p,2m,.). Therefore, the unique equilibrium outcome is (p, Fy,Ty) = (]32, [(1-0)N-1]7 (ﬁQ) ,0).

This completes the proof of Proposition 9. B

Proposition 10 Assume that By > 0, 0 < /SB1 =S < T, (1-8)Y;cN; > 1, and
(1-4) (N—EjeGN]) > 1.

1. Suppose  that\/SB; — S > (1=10) > ec Njmin (2me). Then, the

unique subgame perfect Nash equilibrium outcome 18 (pin, F1,T1) =

(b [(1=0) e N = 1] min (81,) . V/SB1L = 8 = (1= 8) e Nymin () ) where pl, = 72—

2. Suppose that/SB1 — S < (1 =0) > cq Njmin (2me).

(a) If sina1 > 2771;%%; then the unique subgame perfect Nash equilibrium outcome is (pin, F1,T1) =
(b [(1 = ) e Ny = 1) 7 (55,) . VBB = 8 = (1= 8) Xy Nymin (5%,) )
(b) If 51 < m&%ﬁ”‘, then the unique subgame perfect Nash equilibrium outcome is (pin, F1,T1) =

<ﬁ22n, {(1 —0)> jeaNj — 1} Tin (P2,) ,0), where P2, € (Pin,2me) is the unique solution to

) e . _ (1 — i R SBy
Sin,1Pin = (2Mc — Pin) {1 (1-9) Z]EG N; |:1 [(1=6) %, cq Njﬂin(Pin)+S]2:| }

Proof: The problem of country 1 is:

(a1)? Tin (Din) + F1 + T
max WE =22 4y —T,— F, + B
Pin€lme,2me],F1 20,11 >0 { ! Din e Y )+ P+ T+ S

toF > [(1 —0)Y  Ni- 1} Tin (Din)

(pin _mc) [(a1)2+(a2)2] )

where i, (pin) = (pin)”

Without loss of generality assume that F; =
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[(1 —0) > jeaNj — 1] Tin (Pin). Then, the problem of country 1 becomes:

p_(o)o® ST
P €l 150 {W1 =t T [(1 J) ZJ.EG N; 1} Tin (Pin) +
(1-9) ZjeG N;min (pin) + Th
(1_5) ZjeGNjﬂ'in (pin)+T1+S !

Following the same argument employed in the proof of lemma 1, we have that T} =
max {\/SiBl —S—(1-9) ZjeG N;min (Pin) ,O}. Since T, (pin) is an strictly increasing function of py,
for all pi, € [me, 2m¢| there are two possible situations.

Case 1: Suppose that /SB; — S > (1 —6) ZjeG N;min (2m.). Then, the price selected by player 1
is the solution to the following optimization problem:

2
VSB; — S
max ]{Wf—(il)+y1—\/SBl+S+7rm(pm)+SlBBl}
i 1

pine[mc;ch in
Take the derivative of WlF with respect to pi,:

6W1F (pm) T Sin,1Pin + (2mc - Pm)

Op; -
Pin (Pin)” [(041)2 + (042)2}
2
where sip1 = % Then, W{ is strictly increasing in p;, for all p;, € [mc,ﬁiln} and strictly
decreasing in p for all p € [ﬁ1,2mc], where ﬁ}n = 1-32321 Thus, WlF adopts its maximum at
Din = 131-1”. Therefore, the unique subgame perfect Nash equilibrium outcome is (pi,, F1,T1) =

(b [(1=0) e N = 1] 7on (51,) V/SBL = 8 = (1= ) e Nymin (9) ).
Case 2: Suppose that /SB; — S < (1 —9) ZjeG Njmin (2m.). Then, the price selected by player 1
is the solution to the following optimization problem:

2 o
% + Yy — v SB1 + S + mp (pzn) + %Bl Z.f Pin € [mcapin)

Di
a 2

L QW (i) = § S - [(1=0) e N = 1 i (i) +

in C|Mc,2Mc (1—6)2 N'ﬂ'in(pin) ] D,
0%, e Nymin (i) 45 51 ¥ pin & [pin, 2]

where p;y, is the unique solution to /SB1 — S = (1 —6) > Njmin (Din)-
W has the following properties:

e W is a continuous function of p;, for all p;, € [m,, 2m,]. In particular, it is continuous at p;, = pin.
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To prove this, note that:

2
i _ SB; — S
lim W1F (pin) :(Cfl) +y1 — \/5731—1— S+ Tin (Pin) + LB1
pin_>ﬁi_n in \/7
(il) |: 1 - 6 Z N :| Tin (pm) +

1-9 o~ N ;
( )ZJEG TP p i W ()
(1-9) ZjeG Njin (Pin) + S Pin—D;,
e Take the derivative of W{" (p;,) with respect to pi, for pi € [me, Pin):

8I/VlF (pzn) _ —Sin,1Pin + (2mc - pin)
8pm (pin)3 |:(a1)2 + (a2)2:|_

— Suppose that s;,1 > Zme—pin - Then, W/ is strictly increasing in p;, for all p, € [me, D]
and strictly decreasing in p;, for p;, € [ﬁ}n, ﬁm), where pl, = 1f;’j; - € (me, P).

— Suppose that s;p1 < Zm;—pm Then, W{ is strictly increasing in pj, for all p;, € [me, Pin)-

e Take the derivative of W{" (p;;,) with respect to pi, for pin € [pin, 2m.):

1-46 ca N;SB
—Sin,lpin + {— |:(1 - 5) ZjEG Nj — 1:| + [ ( )Z]EG J 1 2} (2mc _pln)

0 in B -1
b (pin)? [(01)2 + (0‘2)2}
(2me—pin)(1=0) > c N;j SB1
Lot N (p) = —sin1pin — | (1= 0) e Nj — 1] (2me — pin e be the nu-
ot N (p) Sin,1P [( ) 2jec Ni ]( me = Pin) + [(1-6) X e Njmin (pin)+5] ¢ the
F
merator of 3W817p(19). Note that N (p) < 0 if and only if

SB
[(1 —6) > jec Nimin (Pin) + S] ’

Sin,1Pin > (2mc 7pin) 1- (1 - 6) ZjEG Nj

The right hand side is a positive and decreasing function of psy, for pin, € [pin, piv®], it is equal to 0

for pi, = p3**, and it is negative for p;, € (piv®, 2m.], where p®* € (p®*, 2m.]. Therefore, there

are two possible cases to consider:

— Suppose that s, 1 > Qm;_h%;ﬁm. Then, WlF is strictly decreasing in pj, for all py, € [Din, 2me].
— Suppose that s4,1 < Qm;%ﬁi”. Then, Wf is strictly increasing in py, for all p;, € [ﬁm, ﬁ?n} and
strictly decreasing in p;, for all p;, € [}512”, 2mc], where ﬁfn € (Pin, 2m,) is the unique solution
t0 Sin1Pin = (2Me —pin) 41— (1 —8) 3. N;j |1 — 5B, .
O Sin,1Pin ( me pm) { ( )Z]EG’ J [(176) Z]’eG N]"frm(pm)+5]2
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Employing the above characterization of W{" (p;,) we have the following possible cases:
Case 2.a: Suppose that si,1 > mﬁ%_fm. Then, WlF is strictly increasing in p;, for all
Din € [mc, ﬁlln] and W{ is strictly decreasing in p;, for all p;, € [ﬁ%nﬂmc]. Thus, W{ adopts
its maximum at p;, = p. € (me,Pin). Therefore, the unique equilibrium outcome is (pin, F1,T1) =

(Phs [(1 = 9) Sy Ny = 1] in (8ha) . V/SBY = 8 = (1= 0) Sjes Nymin () )-

Case 2.b: suppose that s;,1 < 27”51%;@". Then, WlF is strictly increasing in p;, for all p;, €
[mc, ﬁ?n) and W{' is strictly decreasing in py, for all p;, € [ﬁ?n,2mc]. Thus, W{" adopts its max-
imum at py, = p2, € [Din,2m.). Therefore, the unique equilibrium outcome is (pin, F1,T1) =

(B2 [(1 = 9) Xy Ny = 1] man (5,) ,0).
This completes the proof of Proposition 10. B
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