
Robert F. Springer
H. E. Freeh III
Universily of California. Sanla Barbara

Deterring Fraud: The Role of
Resale Price Maintenance*

Introduction

The economics of fraud, like the economics of
information itself, enjoys a limited but growing
literature. While economists since Alfred Mar-
shall have recognized the importance of brand
name capital and reputation in protecting con-
sumers against fraud (Marshall 1949, 4:xi), only
recently has the profession been able to build
rigorous models for analyzing market transac-
tions in which the quality of traded goods is sub-
ject to uncertainty and deception.

In a pioneering paper, George Akerlof (1970)
presented a model in which buyer skepticism
about the quality of privately offered used cars
becomes so intense that all potential sellers of
nonlemon used cars are driven from the market,
leaving it entirely populated with lemons. As an-
alyzed by Michael Spence (1973), this phenome-
non may occur because nonlemon owners lack
adequate signaling mechanisms, specifically, "an
effective signal would be an activity or character-
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Using a model like that
of Klein and Leffler's,
we demonstrate theo-
retically that a matiLi-
facturer's desire to sig-
nal relative quality
differences by relative
retail price ditTerences
may be thwarted by the
misleading markups of
independent retaileis.
Resale price mainte-
nance is one instrument
that a mantifacturer
can use to avoid this
problem. We present
empirical evidence
from a recent antitrust
case in which forcing a
manufacturer to drop
resale price mainte-
nance did lead to mis-
leading (and also
higher) markups.
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isuc which (i.') cos(s more, the knvcr (he quahtv oi ' the car. Kiich thrd|
in) rhe costs do not simply swaoip the gains (voin signaling qiialHy lo
ihc consunicrs, ' While a cheaply cot\)rccabic warranly IVoiii an I'siah-
iishod used cat" liealei" can fit ihesc crilcria, one d'orn a ruiKloiT! private
parly may not.

As shovvri lu rece]il papci"s by Benjamin Ivlcin t ^980) and Klein and
Keith Lefller ( i % n . the qualilativc {iifferences be!v\een privately and
cE'iiunercialtv ottered used cars C'ngoKUe in Ihe weakei ]ncenii\e^ of
coi^iniercial used car sc[lci"s lo make fnuidyleiil .̂.̂ ualily efanus, iliis
rcsiili dcses SK>I depend on Ihe ahilu> ol dceeived pai'Iies lo snc for. win,
and collect legal damages. In the Kleio and Ixfflet miKlel (198!) Hnns
perpcfually lu>noi* theif i.|ualily claims enlireh' because \hc quasi icn;
gained frsim rraiidulenlh' sybsiiiuthig inferior models is smalle}' Ihan
the pceseist value of fol'^o^e fyliire sales .ii high-t^uahSy prices, which
beeesnie iinsy?>tainable onee the ruse ss delecied.

We use the Klein and Leffler approaeh to consider the speeia! prob-
lems of ihe mulliplc related product firni reaching consumers through
iiuiepcndeni retailers wiih ineentive^ of theii* ovvn. Spcci[tea!!>, the
paper exainioes a retailer straiegy involving free riding on the inanufiie-
ture i ' s bi'aiul vianie capital to the dctrinienJ ul consumers, h will be
demonsti 'aled thai resitle price niamtenatiee (r.p.n^.) can ileiei this
strategy. I'lnally. >;onie empirical evjilence conceiujng the mode! wil]
be examined.

The i..imitatsoas of (;oiiveiili(*fial Resale Price Maiotesiance Models

The starling point of the aiiaiysis mosi begm with the observation thai
the traditional theories do not adequately explain niueh ixsale price
inainlenaoee in the real world, l.'ntil reeeot 'y, r>niy three weil-
developed models have been presented (!^>sner 1976). ikimely. ihe
reiaji eariel model, the nianyfactyrcr cartel OKKieL and the 1"elser spe
eial services theury,

in the retail cartel nuHlel, resale price niamtenaiiee is imposed by a
BKniufaefiirer acting for a retail cariel. In this aiodel the manufaetorei 'S
enibreement of the price poliey -neeessariiy against liis inieresis—
serves fo police and siabilize Ihe cartel. In practice, the number of
retailers, the ease of entry uito retailing, and the absence of suitable
collusive mechanisms such as Irade associauons do iio( often favor this
model.

In the nianulactyrer cartel nuMleL eol!l!^ian has been achieved ai the
factory le\'eL and resale price nmmtenanee is imposed as a pohcing
deviee. Aeeording to one vers!on ofthis nitsdel {Fosoer 1976, p, 67), Uie
nuinofactnrcr v̂ f̂iis cheats the cartel by seereiby eultiog prsce lo I'etailevs
gains the sale of no added units, 1"his is said to follow because the price
(hai the conMimei pavs—-und hence d^e lumibei of units sold al botij
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levels—is invariant under resale price maintenance. Since price cutting
by the manufacturer cannot increase the units sold, the incentive to
break the cartel is weakened and perhaps destroyed.

However, the incentives for retail stores to carry and promote the
chiseler's product at the expense of colluding rivals weaken the ability
of r.p.m. to stabilize a manufacturer cartel. In any case, this model of
r.p.m. must be rejected in the common situation when only one or a
few manufacturers maintain retail priees (Overstreet 1983, pp. 83-105).

A model of resale price maintenance that frequently has been consid-
ered benign has been proposed by Lester Telser (I960).' In Telser's
model, retailers are the least-cost means of delivering valuable infor-
mation regarding a manufacturer's product to potential buyers. Yet,
even though consumers value this information more than the cost of
providing it. a suboptimal flow of information will be supplied without
r.p.m. This outcome occurs because retailers cannot charge for the
information they supply. Thus nothing prevents a consumer from re-
ceiving product information supplied at a cost by one retailer and sub-
sequently buying the product from a discounter that is selling at low
prices solely because it supplies no information. Under such circum-
stances, the retailer providing consumer information cannot recoup his
costs, so product information is supplied at suboptimal levels if at all.
Resale price maintenance, on the other hand, direets all competition
into nonprice modes. Thus, retailer's will compete by providing valu-
able but otherwise unavailable information.

When applied to complicated and/or search goods such as stereo
equipment, personal computers, or furniture, the special services
theory appears potent." But Telser's special services theory cannot
readily account for the purely vertical r.p.m. of many relatively simple
repeat-purchase items involved in recent Federal Trade Commission
complaints, among them Florsheim shoes, London Fog raincoats,
Levi-Strauss jeans, Pendleton shirts. See's candies, Gant shirts, and
others.

Recently, research on resale price maintenance has both extended
Telser's work and introduced new rationales for r.p.m. (Bittlingmayer

I. William Comanor( 19851 and F. M. .Scherer (198.11 dissenl. They argue thai informa-
lion may be more valuable to marginal consumers. Thus, nianul'aclurers who ean eonlrol
information services through r.p.m. may oversupply such services.

3. For all iis insight. Telset's seminal papet fell prey to three sources of confusion that
bedevil the literature to this day. First, r.p.m. is rarely, if ever, the substitute for retailer
selection, which the paper makes it; (ypicaily. manufacturers that impo.se r.p.m, are also
extremely selective about their retail networks. Rather, the practice shotild probably be
viewed as a policing device for enstiring thai the selected retailers adhete to the manufac-
turer's policies. Second, r.p.m. need not be imposed by means of the fair-trade laws.
Measuring the effect of the fait-tiade laws does not measure the effect of r.p.m. Third,
reiser implies that the ntanufacturer needs consciously to undetstand his model in otdet
to impose the poliey wisely. The manufacturer needs only to know the ultimate teiation
between r.p.m. and profits.



4M> Joyrnal ni' Ikisiiics^

1983; Maihewson and Winter !983«, 198V;, 1984: Overstrcel 1983;
Marvel and McCaffcrly 1984).

'rhc first ol'thcNC, ihc quality/style cerliiicalion model of Marvel and
McC'alTcrty, focuses on retail stores that carefully screen polcnlia!
products for qoalily and style, earrying only those that meet its Ingh
standards, Sereenii^g comes at a co^t. however, and ahvays with the
dangei that competing retailers Ihai do not sereen can >imply eopy the
product assorUiiem at the high-qujihty store and sell for less beeaiise
the> do not bear screening cosl!>. B> assuring thai screeoing stores do
not have lo meet price ciunpcntion fK>oi others thai do not screen, the
threal is reduced under r,p.in.

The Maihewsoo-Winter papers explore (he problem of oionopoiy or
market power al ihe relail level. In such a situation r.p.iB-. by function-
ing as a priee ceiling ra(her than as a prsee (loot.. can prevent the retailer
frt>m charging his own monopoly markup, llius r.p.m. can benefit both
eonsiioiers and manufacturers by liiiiitiog retailers" exercise of market
pov\er. This problem also is briefiy soenlioned by Oversireet (1983, pp.
39-41) cind by BittlingmayeiM !983), Of course, the avoidance of a two-
stage m(.)nopoly (narkiip often has been eited as a privaJe and social
gain of verhcal mtegratioo (Allen l97iK

Bittlingmayer similarly posies r.p.n'L as a private and socialty
benetieial form of price regulation. However, BitSlingnusyer stresses
thai r.p.m. may be imposed l<̂  aehieve equilibrium, whieh in practiee
meaiis lo avoid chaos aod instability in the dowi^slream sector. He
presents some interesting historical e,\aniples thai seem (o (it his
theory. Thus there may be a basis for Ihe fear that businessmen some-
times express of eompeiiiioo in eomplenientary or downstream see-
tors, where ordinary economic analysis would predict that sueh cmn-
petition woukl make them better off.

The Misleading Markups Model of Retailer Free Midijig

I'he new siiodel that eao account not. oniy for some otherwise pu/zhng
resale f?rsce mainlenaiice but also for some full-line foreing can be
coostructeil as fi)l]ovvs, I'Or siniplicity we asMiuie tliat a maoufaeturer
produces Iwo different versions of osie good wiih differing quality.
While the quality of particular versions of the pRKluct is assuiHed to be
known to ihe n^anufaetEsrer and !o reuulers. il is unknown to eoosuni'-
ers ontil after purchase and use, Qoality in this sense has been labeled
an '"experience" eharacteristie by Phillip Nelson H974L Iliirabihsy is
an exanspie of ^oeh a trait, bin a number of others ean be imagined,
depending on the produet- The highei'-quahty good eosls snore to pro-
diK'e,

In the absence of Spcocian signaling (v^airantK^s and so lorth). eon-
Msî un̂ s I'egard î iodeK (sffered at identkal retail prices as qualitatively
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equal regardless of stylistic differentiations. In addition, consumers are
assumed to have prior favorable beliefs concerning the brand's ex-
pected quality in relation to its retail price. In other words, ex ante they
expect future purchases of the manufacturer's products to be what
Nelson calls a good buy. These expectations are rational and change in
response to changes in relative prices and to changes in quality that are
observed only after purchase and use.

As Klein and Leffler note, one temptation faced by a vertically inte-
grated manufacturer is to trick consumers by substituting inferior
goods for its better products. However, doing so is not necessarily
profitable. In the Klein and Leffler analysis, the integrated manufac-
turer continues the "honest" policy by providing high-quality goods as
long as

^Rf!"~^- *"
where QR" is the one-period quasi rent from using a fraudulent or
misleading price (selling the lower-quality good at the higher price),
QR" is the perpetual quasi rent from the honest pricing policy, and /• is
the interest rate for the period necessary for consumers to become
informed.

Rewriting in terms of the additional quasi rents collected for one
period of trickery, ^QR", the condition for honest policy can be ex-
pressed as

QRtl + liQRi' ^ I + /•
QRlf r •

or, more simply.

" *QRH - r -

The quasi rents of honesty depend on price and salvageable marginal
costs. If prices are too low, condition d ') cannot be met and honesty
does not pay. Therefore, in equilibrium, the higher-quality good will
not be provided, Klein and Leffler demonstrate that a price sufficiently
above salvageable production costs to make honesty the best policy is
likely to exist (although it may not be sustainable as an equilibrium
price).

Introducing another layer of distribution by an independent retailer
alters things. To simplify, we assume that one retailer behaves per-
fectly competitively except for possibly using misleading markups. We
initially assume that all the manufacturer's goods are priced at retail so
that the prices reflect quality across the entire line in the retail outlet.
We demonstrate that the incentives of independent profit-maximizing
retailers can make this desirable situation an unstable one.
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One retailer •^tnuegy, which we can call the iiiisloadHig markup sira?-
egy. consists of pricing ihe lower-quality mudels Kicntieal]y lo the
highc!'-c|!ia]Hy ones from which they arc ex aoie uridisliiiguishahle To
(l^e extent \\\ni (he low'er-i|iiality-l(Hver"Wh()lcsale price models arc
retailed ai higherH|uality prices, Ihe i'etailei" captures a rent. Sioee the
i'Ji'and name is associated wilh the manul'aeturer, he IK hlanied b> the
i.-onsumer. no! by Uie I'claiier,

1 his is ao example of the general problem ihat manuracUirers ha \ c in
policing Ihe hehavioi of retailers who have no Ntakc n\ the Orii! .speeifie
asset used iii production vet ivho can iofluence qiiatHy of the Hnal
p]X)ducI as reeeives.! by eonsurners, 'llic fetailei' laces ao cx^eroahlv. A
•single retailer W'ill continue Ihc honest piieing (markups pr^iicy only if

where the relaiier's quasi rents arc dehned aiia!ogoiis[v lo Uie manufa.c^
lurcr 's in equatHsn U')- I'A'en (t~ there weoc 110 extcrnalit\ among Ihc
retailers, ihere is ao externality here bcnvceo Ihe retaik'i' and the
nianufacsurer. The reiailei. b \ adopting misk'ading inarkupv, harms
the maniiiaeturer 's future quasi rents a^ %ej! as his own. Hiiis ihe e\(ra
quasi reoi's dn Ihe mauufacuirer or for one retailer are ideniieah beiug
sinjpiy the e^lra priee obtained foi' the lowcr-quahtv gootK, H<>wevei.
(he sacfiiieed future \ii'caiii of quasi rents . O/?;/, under the lionest
pricing oi' markup is lower for the retrdk'i' than ihey i^ouki be for an
integrated ou\!iut'aeturer. Thus ,

IQRf' iOA'f

asid a single retailer would be nu-^re likely to use a rnisleadiiiji pohc\
Ihan wxHsld AH, inicgi'aled mariuCacUifei.

When we consider large ouoibers of ludependetU retailers, die tx ie r
oalily probleoi beeonies subsSaotiallv uos'se. l(. l\w siniplieiiy, we sisp-
pose thai consiioiers" ehoiee of retailers is pnrelv rasKioni witii equ;il
probahihtK's aod (hat quasi rents aic proportional to sa le . , we eaa
rehUe the quasi rents of die ooe I'etailer io ihose wilh n reuulcrs:

where ihc lowercase r superscript refers to die individual I'esailcr when
there ,u"e iiia.ny. However , with raiulom eh^siec ol ictaikn's. any one
uidivithial leiaiier no longer sacrifkes all ihc fuUue qua'^l leut-* -^^C ••he
honesi pohey bv mic peiitnl *jf usnui the misleading !iiarkii-i The future
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lost quasi rents are spread equally atnotig all retailers because the
manufacturer is blamed by disappointed customers. The future losses
over all retailers as a group resulting from one retailer's dishonest
markup are {l/njQRf,. Therefore, the lost future stream of quasi rents
for any one retailer in one-/ith of that, oc{\lii}-QR",. Thus the condition
for honest policy, if there are many retailers, becomes

(6)

or. simply.

Obviously, the incentive to cheat with the misleading markup rises as
the number of retailers rises.

Realistically, there are many other considerations. Some moderate
the fraudulent markup problem, and some intensify it. These are dis-
cussed below.

Discussion

Under misleading markup pricing some revenues will be lost from
consumers who would have been willing to buy the lower-end models
at a low price but who will buy nothing under the higher misleading
markup price. Since we have assumed that consumers expect the qual-
ity-price ratio to be constant for a given manufacturer, these shoppers
will now select the brands of other manufacturers.^

But, because comparison shopping involves search costs, especially
when the models are also differentiated in ways unrelated to quality
(style, color, and so on), few sales may be lost to other stores whose
prices continue to track quality.** In the present, therefore, the retailer
will find profits decidedly rising under the misleading markup strategy.'^

3. Of course, some consumers who would have bought the lower-quaiily-lower-price
model when both options were present in the store will buy the low-quality marked-up
model when it is the only option oftered-

4. Once the consumer has expended the cost of arriving al a particular store, Ihe
marginal search cosl of screening a few competing products within the same store is
frequently trivial compared to that of finding Ihe same brand and model ai a competing
store (Steiner 1984), As such, the retailer who loses some sales of particular brands under
misleading markup pricing may find solace in the sale of competing brands within his
store.

.•i. Here our model radically differs from that of Marvel and McCafferty, In their
world, a retailer's reputation is an inpul into a consumer's decision to buy the product,
and brand-name capita! rests primarily wilh the retailer rather than wish the manufac-
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Hx posi, those consumers who buy Ihc lower-quality models will be
disappoinicd iit making a bad buy. Ihat is, qtialiSy will be less than Iht'y
expected- In the foUire they wiil rationally expect a reduced qiiaiity-
price ratio for the brand, evcu ii'tlicy discover the ri:tailer\s inck.

Of coLirse, those consumers who learn of Ihe retailer's deception will
rationayy biiy fewer goods with unknown qiialitalive features froni the
same retailei" in the future. Nonetheless, if such consumers iruly be-
have as if sunk costs arc sunk, they will ool withhold future purchases
of goods of known quality. But. perhaps most important, very few
consumers will discs>ver tiie subtle fraud.

Loss of future purchases of oiher products by cuslonicrs who do not
discover Ihe fraud are clearly zero- Their disappoiolment wiib their
poor buy does not damage the credibility or reputation of fhe relailer
when she ruse goes ijodeleeted. On Ihe coolrary, the unsospeeting
consigner will rationally projeet his disappointment with the quality ol
the product ontt) the manufacturer."

While the retailer will lose future sales of the maoufacUiict's prod-
ucts from disappointed but unsuspecting consumers, the store itself
wii! suffer only a portion of the eotire sales loss caused by its Ci)nduct.
Much of the rest will be borne by cooipeHog retailers stocking the
brand. Had ihe deceitful reiailer suslained the entire loss, Ihc fraud
wouid not have been as profitable, especially if the retailer's capital for
the nianufactorer's goods was very speeitic' But it still might be
profitable.

Two separate oK'chanisms affecl other retailers. The downwarsl ad-
juslmenl of consumers' quality/price expectations will cause ao overall
loss of demand that will be shared by al! vendors of the produet. But to
the extent thai misleading markups lower the average priee ot Ihe
manufacturer's line within a store (even as lower-end prices rise), com-
peting honest retailers ean develop false reputations lor being expen-
sive overall. !l is easier for consumers to make interstore price eoo^-
pasisons among strongly branded items than among the host ol weakly
branded unadvertised products Ihal stores typieally also carry kSteiner

ilieiyrer. This sJHialion is nso-:) likely to ari
iioods and/or a rapidly L-hangiiig ta;,h)on element (Sieiner 1984i. [it Msch ca^cs. st'isrch
".-o^ls can be drasrici>ily reduced wfien ihe consunier i-an rely on the good name afiiJ
reputasiofi of ^e!ect^;d vendors. In our model, however, it î  ihc jiianufacturer, noS ?he
retailer. M,ho carries ihe greater htanJ-nanH- capital. Circumsfarsces '.;uy. hu! we think
itrM the enipincai facts tavoi' our view for nit;s^ observed tises o[ r.p.Bs. i-cn example,
Hsost resale price niairitunance case'^ irnoiv^: very familiar brands, (Oversircei 1983. pp.
84 -N)>, 177- ^)8K h î  h:»-d fo believe that constiineis iciy on the scrccfiijig and assur-
anc(.'s of local leraikis iha! these prodiicis are worih pijri;hasing

U. On !lK' osher hand. foJlowmg Wufvei .snd Mc(\ifferty, if XIK PHMIOCE is ^^eakly
hranded, ihe disappointnieni over a poor buy uili nationally S'e projected onio ',he re-
iaiicr,

'?. I'hjs may he isne explaoaiion lor the high degsee of hnind-speciik- >mi'simenl ih,a
siianv stroneiv branded A<sods n-^.k of Ihesr aiilhojized r'etailcrs.
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1984). If interstore search costs exist and if consumers see relatively
high prices on strongly branded items at a particular store, they will
rationally (if incorrectly) conclude that the store in question is simply
relatively expensive overall.

Such a store has two potential defenses. The simplest is to drop the
product in question. However, as Marshall recognized, retailers must
handle certain strongly branded items because consumers expect
them. If they are to do so without loss of overall reputation and com-
petitive position, the alternative may be the competitive, as opposed to
the fraudulent, induction of misleading markups.

Thus, in yet another variant on the classic free-rider problem,
policies that may be harmful for retailers as a whole may be quite
profitable for individual stores. Over the long run, as consumers reduce
their prepurchase expectations of quality, sales of the higher-end lines
will decline. The situation approaches that of the Akerlof lemon mar-
ket, in which consumer uncertainty regarding quahty becomes so great
that only lemons remain. Here Ihe victim's average quality level may
sink to that of his lowest models, which may, of course, be well above
lemon, or even average, quality for the industry.

The Role of Resale Price Maintenance

Resale price maintenance, especially when implemented through fac-
tory preticketing with the maker's logo, represents a manufacturer's
counterstrategy against such misleading markups. In a word, r.p.m.
can deter retailer free riding on manufacturer brand-name capital. The
consumer, viewing differing factory pretieketed prices for a company's
models, has received a message from the manufacturer that quality
levels differ, outward appearances notwithstanding. In effect, pretiek-
eted prices from a company with brand-name capital stake the good
name of the company on the claim that the given model is in a distinct
price/quality category. In this view, the manufacturer supplies not only
the products themselves but also quality-grading services.*

Under resale price maintenance, the store pursuing the misleading
markup strategy must remove the pretieketed price and substitute its
own. Manufacturers can and do make this a costly and laborsome
process by appending tamper-resistant price labels, thereby deterring
misleading markups.

Further, as Mathewson and Winter (1983a) and Bittlingmayer (1983)

8. While these two functions are usually combined, they need not be. The company
that selLs under its own tmsted brand name products made by an unknown firm may be
supplying little more than a grading service, e.g.. Winchester rides made by Olin Koden-
sia of Japan. This can economize on constjmer resources, especially when consumers are
poorly informed about the characteristics of particular products. This also explains the
sale of unrelated products by the same mantifacturer as a consumer information deyice.
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Hole. r,p,fTL impoNCLl as a prscc !l(K)r can radically reduce the price
\'arialjon both above aod below ihc m;uniained price, l-< r̂ exaiiiple,
suppose {hat d price floor is imposed soniewhcrc in (he n^sdsl ot a i'ciail
ptice (iistnbiaion. Price cutlers will readily come to the iiiadufactiircr's
ailefUion through the complaints of eoiiipcung reiailers. These de-
viants can be brooghl into line ihrough sonie foroi of discipiinarv ac-
tion. On the other hand, charging above ihc prelicketed price adver-
tises thill the stoce m qyesSKsii is lekiUvely expensive. I'or the reasons
we h'Avc aireadv t i led , this eaii be a particularly disastrous signal when
the iteni n\ qisestion is ^Irongly branded- We think it is rarel \ \ if ever,
done.

On the other hand, niargtos inahitained under r.p,ni, are frequendv
low I'or Uie indusfry aod product elash. At least two mechanisois arc at
work- Firs!, heavily branded items lin'n over relatively last, so retail-
ers ' capital Ci)sss pei unit sold are low\ Moreover, d' die produet is so
heavily branded thai consumers insist on seeing n n\ viriiially every
retail outkn. manufaeturers can further sqyee /e retail margins—-often
lar below ihose oi 'cusioniary isnbranded goods, ' '

To v\'hatever extenf threshold effects eome into play, riill-line loreing
can TiHiher underoiine the ineentives for free riding, especiailv when
the t'fill hoe is enforced in some fixed proporlion, I'oi' exainple. the
ulliiiiale implementation of misleading markups is for a retailer to stoek
only ihe lower-end products and lo advertise heavily low priees on
'"fanjous make r " prodi^^ts, ' 'Brand X for Less~~ would be an example
of the type of advertising we have lo iniiid. By redueing the relative
number o!' units on which oiisleading oiarkups ean be lakcn, iull-hne
Ibreing ean ^erve to deter fhe strategy.^"

AlIernsHive Manidactiirer Strategies

-'\ skeptic may ask. "Bttt why resale piice maintenance'.^ ATter all. die
manuiaeturcr has alternative methods actually in use foi' deJening mis-
leading markups -" This is true, but the alternatives eai^ be less
effieicnl. I-"urther. most other methods ean be used in coiyunetion with
r p.sn. They are not necessaiily substiiutes.

One such eouotcrslrategy. namely, thai oi'gs'ading the luodelN in the

9, His cnisrclv possitile ihut ineragc txikil p n c c v.onUi nie m ihc ab'^cnct- orp!olii.:k'

preiickclcci vcUii'l pnce, Discounniig u '^Uonglv branded ik'm below Oic prewtdnig niaii!
V.>.<nci.\ price IcveK can bring NO mauy shuispci^ tylo a \Un\' Xhdi a can oHcn p;̂ y io Uike

(liincil by ielaiicr^a^ is whoie, (.\m\cVhQ\\\ in She absenct- of pichckcting and Ei-kamLvioed
pnocs. Tcntilcrv ma\ revert Us llu- heruer'sUimiaKl pciveal;ige in;»kun Ui'icaits ohM-rved
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factory as good, better, and best, is inappropriate when the quality
classes exceed three and/or when the entire line is well above average
quality. But more important, unlike suggested pricing schemes, ordinal
rankings yield no information concerning quality in relation to price;
proportionate pricing suggests proportionate qualitative differenees,
while "good, better, and best" leave the matter moot.

The importance of relative price in signaling relative quality is under-
scored by Klein and Leffler. Consumers view the price differences as
reflecting quality differences partly beeause the price differenees them-
selves provide the additional quasi rents necessary to give sellers the
incentive to continue the honest, high-quality policy. Thus, rational
consumers may distrust some other quality indicators if they are not
accompanied by the appropriate relative price differences. Consumers
realize that manufacturers will not continue in the long run to provide
the higher-quality goods unless they can recover at least their higher
production costs.

An alternative ehannel of consumer information is that of Spencian
signaling. But. as mentioned earlier, an effective signal is a product
attribute whose eost is negatively correlated with product quality. As
Spence notes, effective signals may be unavailable or too costly in
many cases. For instance, a shoe manufacturer, making two quality
classes of shoes, one of which is easier to keep polished, may laek
adequate signals. While warranties may be good signals for durability
(because the cost of warranties varies inversely with the quality of
durability), they are irrelevant for the quality just postulated. Like-
wise, signaling problems may exist for lawn mowers that require re-
duced routine maintenance or for garments with long-lasting dyes.
Thus, for many categories of goods, signaling unobservable qualitative
differences may be impossible (as in the used ear market) or prohibi-
tively expensive compared to r.p.m. And. even for easily measured
characteristics, warranties are costly to provide.

Vertieal integration into retailing represents a third alternative but an
impractical one in the great majority of cases. The market is too thin
tor. say. a lightbulb store: yet, imaginably, r.p.m. may provide a useful
qualitative index for a manufaeturer of lightbulbs.

Still another possibility is fragmentation of the product line, that is.
the development of separate brand names over the product assortment.
This can solve the problem of misleading markups at the loss of eeono-
mies of scope and scale in manufacturing, advertising, and distribution.
Still it is sometimes observed, particularly in the consumer nondur-
ables industries.

A final eounterstrategy against misleading markups is to restrict dis-
tribution to extremely high margin retailers with truly exceptional com-
munity reputations, for example, the shops on Rodeo Drive in Beverly
Hills. Should the mantifaeturer seleet this eounterstrategy. however.



long-run rexnil margins are likely to be higher and ihc lusmber of retail
oulicSs lower Shan under r.p.ni. Cx'̂ nsiuucr welfare and the manufaciur--
er's proli5:> may suffer. The results under this eouotcrslratcgy sharply
contrasS with ihc predictions of all three traditionally aceepted r.p.isi.
inodels bul especially wilh those of the Teiser special services iTiodcK
which links !*.p.m. to both higher oiargins and reslrieted char^nels of
relail dislribiuion. ParadoKically, the abscnee of mioimuoi r.pjii. can
mean even higher retail priees as (hc manufacturer seck.s less efficleru
alternative means of proteeting consumers from retailors. Such differ-
ences notwithstanduig. tiie present aiodel cao eomplemeot the spceia!
services model: r.p.m. can simultaneously both induce retailer services
aod provide consumers wish indices of uuobservcd quality over a
mannfaetui"cr*s product line,

I'he Famous Shirtmaker ,4iititrii'st Ca.se

Some inieresting empirical tests of the inisieading markup ouKlel have
originaled from a series of receni r.p,m, aiUitrusl cases agaii^st a weH-
kfiown shirtoiaker of high repuUUion, Under ihe terms of a consent
agreeoien! negotiated with ihe government- the shirtmaker agreed to
discontinue all pretickcting and suggested prices for several years. In
addition. Ihe consent decree also required ttie shirlmaker to notify its
authorized dealers in writing of their right lo set relail priees. .As a
consequence, liala embodying Ihe effects of free pricing became avail-
able lo iisJ'

Aithougi) Ihe famous shirtniakei" pi'oduces hundreds of producK. its
strength appears very eoncentraled in only four ""basic"* shirts, each
sold W'ilh seores of color and pattern variahoos. None sif fhese m6>dels
are distinguished by any recognizable oiodei naiue but ouly by a combi-
naliiiii of seven iiiirnenc and alphabetic eharacters. Although all the
oiaker's shirts are apparently of exeeptiooally high qiialily compared to
eornpeling brands, ooe of the four (model i) hereafter) is inferior lo tlie
others in the basic series. While model I) is almost iodisliiiguishable io
Ihe store, the coarseness *sf its weave renders st rclal!vely uneoiiiforl-
ablc m aetual use. Table I shows Ihe history of pricing under r.p.m.

As one can see. the manufaclurer was setting [tiargins at about 92^>'f,
belov,' the Iraditioual "keystone" markup oi" IQ()9( .^' Inirther. the shirt-
maker v\'as niiaintaining a SI.00 spread at retail betv\'eeo the lower-
tfualily model D luid his other basic shirts,, models A. l-̂ , and (\ from

Ihis p^iptiv were .-olk-cJcd m W^o !ic-kl ssirveys ol prices ;ind in one larger Uilcphi

Ihe (ii.inyfackirer's price, h'or high-qm\.Ul\. we;ik]y briindcu Jipparei. ihc nuiool ' the I
prices iiUcn i\ 7:A) VKv- mjsri^iip is known as '~k<'v-:1ooing" HI the ir;ute



Deterring trttud

TABLE 1

Season

1973-74
1974-75
1975-76
1976-77
1977-78
1978-79
1979-80
1980-81
1981-82

History of Pricing a

Manufacturer's

Model
A. B. 1

11.00
13.20
13.25
13..50
15.05
16.10
18.00
20.00
22.00

Price ($)

s
C Model D

10.15
11.65
12.15
13.00
14.55
15.60
17.00
19.25
21.25

ind Markups: Famous Shirtmaker Basie

Retail
Price ($)

Models
A, B, C Model D

20.00 18..50
24.00 22.00
25.«) 23.00
26.00 25.00
29.00 28.00
31.00 30.00

445

Models

Markup Ratio

Models
A. B. C

1.818
1.818
1.887
1.926
1.927
1.925

Model D

1.823
1.889
1.893
1.923
1.974
1.923

isning daia indicale that r.p.m. wus dropped, following con;

1976-77 on. The manufacturer relied on the retail priee difference,
making no other effort to distinguish the models.

Misleading Markups

We also have information on pricing, after r.p.m. was ended, in the
form of three pricing surveys taken in 1981. Two field surveys, shown
in tables 2 and 3, provide direct evidence in support of the misleading
markup model. The larger of the two surveys, shown in table 2, was
taken in the summer of 1981. Fully 18 of 21 stores were charging
identical prices for model D despite its lower quality, lower wholesale
price, and history of lower preticketed retail prices. The avetage price
difference is $0,19, while under r.p.m. the difference would have been
$1.40 or $1.50. These price differences are significantly different at
much better than the 0.9995 level, implying that the odds of this occur-
ring by chance are much less than one in 2,000."

The same story is indicated by table 3, where eight of the 12 stores
sampled charged identical prices for all models, regardless of quality.
These data are much noisier because of the single large $10.00 price
difference, so the null hypothesis cannot be rejected. That $10.00 ob-
servation apparently represents either an eiTor, a special promotion
not noted by the investigator, or a sale on a few shopworn shirts.

Pooling the data in the two tables allows another test. Here the mean
priee difference is $0,57. This price difference is significantly less than
the $1.40 implied by honest pricing at the 0.995 level, implying that the
odds of the misleading markup occurring by chance are about one in
200.'"

13. The calculated (-statistic is 11.31. while the tabled ( for the 0 9995 I.
the basis of a one-tailed test.

14. The calculated f-statistic is 2.69.
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These Mests are sensitive to outliers, a problem especially apparent
in the smaller survey. Alternatively, one can calculate the probability
of so many small (dishonest) price differences if the stores were equally
likely to underprice or overprice the inferior model. For the table 2
survey, the odds of 19 or more fraudulent markups, given an unbiased
distribution, is 1,11 x 10 ••, or about one in 9,000, For the smaller
survey of table 3 the probability of nine or more misleading markups is
0,073, or about 7%. For the pooled sample, the probability of 28 or
more is only 3.31 x 10 ' , or roughly one in 30,000. In sum, it seems
very unlikely that the observed pattern of misleadingly high markup for
the inferior model D could have arisen by pure chance.

Higher Markups

The second empirical finding is that free pricing led to higher retail
markups, not to the lower ones envisioned in most of the literature.
This fmding provides support for the analyses of Bitthngmayer (1983)
and Mathewson and Winter (1983a, I983fc, 1984). Applying the most
recent r.p.m. markup ratio of 1.925 and 1.923 to the 1981-82 manufac-
turer's prices of $22.00 and $21,25 for models A, B, and D, respec-
tively, one arrives at $42.35 and $40.85 as estimates of what retail
prices would have been under r.p.m. If, to be very conservative, we
allow both prices to be rounded up to the next dollar, the predicted
prices are $43.00 and $41.00. Of 35 possible retail prices, in table 3, 34
exceed these prices. For models A and B, two prices exceed keystone,
none is below, and the rest are at keystone. For model D, one is below
keystone, one is at keystone, and 10 exeeed it, typieally by $1.50.
Further, on this issue of the absolute price level, another survey with a
larger sample can be brought to bear.

Table 4 shows the results of a telephone survey, focusing entirely on
the prices of higher-quality models, that was taken in the fall of 1981,
No enquiries about sales or promotions were made. The mean priee of
these models was $43.89, or $0.89 above the highest possible maximum
retail price under the r.p.m. policy. If we, conservatively, take the
maximum of the suggested range as the null hypothesis, the observed
mean is statistically significantly greater at well over the 0.9995 level,
so the odds of this happening by chance are less than one in 2,000.'^
Performing the binomial sign test and conservatively assuming an
equal ehance of exceeding $43.00 and pricing at $43.00 or below, we
find that the probability of observing 66 or more stores exceeding the
maximum r.p.m. markup is 1.57 x 10"', or about one in 637 million. It
seems clear that the r.p.m. policy reduced margins slightly below key-
stone and that free-pricing margins are mostly at or above keystone.

15. The calculated /-statistic is 5.37.
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Conclusion

Al least in principic. several other lesls of the misleading nsarkup hy-
pothesis could be fornied. Olhcr ihmgs C(*iislanl, orders ti'oin relajlerh
for the lower-quality lines and inventories of higher-quality models
should rise relatively, while the niaoufaciurer's proJils should deeline
in a period of free pricing by retailers.

While our Hndings are tcntauvc. they do csSabiish that free pricing
can injure consumers by allowing retailers to post oiisleading (and
higher) markups.
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