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Abstract

In this paper we set out the welfare economics based case for imposing cartel penalties on the
cartel overcharge rather than on the more conventional bases of revenue or profits (illegal gains).
To do this we undertake a systematic comparison of a penalty based on the cartel overcharge with
three other penalty regimes: fixed penalties; penalties based on revenue, and penalties based on
profits. Our analysis is the first to compare these regimes in terms of their impact on both (i) the
prices charged by those cartels that do form; and (ii) the number of stable cartels that form
(deterrence). We show that the class of penalties based on profits is identical to the class of fixed
penalties in all welfare-relevant respects. For the other three types of penalty we show that, for
those cartels that do form, penalties based on the overcharge produce lower prices than those
based on profit)while penalties based on revenue produce the highest prices. Further, in
conjunction with the above result, our analysis of cartel stability (and thus deterrence), shows that
penalties based on the overcharge out-perform those based on profits, which in turn out-perform
those based on revenue in terms of their impact on each of the following welfare criteria: (a)
average overcharge; (b) average consumer surplus; (c) average total welfare.
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