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Cartel Deterrence and Settlements:

the Brazilian Experience’

Paulo Furquim de Azevedo (FGV-EESP)
Alexandre Lauri Henriksen (CADE)

Abstract

Settlements are an important part of a programaodkt deterrence, particularly when the likelihazfd
conviction and the litigation costs are higher. sThipe of negotiated procedure to reach finalitynis
essence complementary to the fully adversarialgaores associated to the trial by the adminiseativ
judicial courts, and to other investigative instents, such as the leniency agreement. The Brazilian
experience provides some insights about the diffemdels of direct settlement in cartel casestaed
complex interaction among settlements, leniencga@gents, and trial outcome. First, there is leefoay
the complementary models of settlements, the firgtnted mainly to increasing the likelihood of
detection, and the second oriented to saving sadats of litigation. Second, the concern with the
preservation of the demand for leniency agreemietghe competition authority to restrict the uge o
settlements, which are effectively designed fordb&endants that are likely guilty and give highalue

to finality. The recent experience illustrates tthet current settlement policy has not caused dngrae
effect on leniency agreements, while reducingditign costs and granting finality in some cases.

Key words. settlements, plea bargaining, cartel deterrencezBian competition
policy

JEL: L42

1. Introduction

There is not much controversy that settlementsaarenportant part of a
policy of cartel deterrence (Hammond, 2006a; Con2007). Some authors emphasize
the win-win feature of negotiated procedures torewdhte the administrative and
judicial disputes related to cartel prosecutiompgosed to fully adversarial procedures
(Landes, 1971; Scott and Stuntz, 1992; Wils, 2008js almost consensusn the

literature is absolutely expected, provided thattipa are rational and do not have

“To be published in Zach, R; Heinemann, A.; KelldshA. The Development of Competition Law:
Global Perspectives®Ed. London : Edgard Elgar, 2010.

! Although the literature is quite convergent abitat potential benefits of settlements, there igsaeht
regarding some actual results, mainly related ¢optinishment innocent defendants. About thesesgyiti
see Schulhofer (1992) and Bar-Gill and Gazal-A28006).



significant cognition problems. Inasmuch as litigatcosts may be avoided and the
fully adversarial procedure is always an alterraativ the settlement, parties must be at
least better off if they opt to settle a case.

More relevant and with important policy implicateis the discussion
about the appropriate design of this type of camtrparticularly because it is not a
trivial solution given the information asymmetrytlween the competition authority and
defendants, and the complex interaction amongesetihts and other investigative
mechanisms, such as leniency agreements. This pagdnesses this issue both
theoretically, by means of a simple game theorktreadel, and empirically, by means
of the Brazilian experience.

A quite straightforward model explores the relasiop among three
alternatives available to cartel participants: purg the trial, engaging in a leniency
agreement, or settling the case. The model leawtstie well-know problem of
asymmetric information about risk preferences (Gmen and Katz, 1983; Reinganum,
1988), focusing on the private information, unknawrthe competition authority, about
the costs of the admission of guilt and of pursuhmgtrial (i.e., the benefits of finality).
As a traditional result in the contract theory wasymmetric information, a menu of
contracts that separates the various types of defes is the recommended solution.
When it is difficult to design a mechanism thatide to separate the various types, the
competition authority may opt to ration the acdesthe settlement (Stiglitz and Weiss,
1981).

The Brazilian experience with settlements, althouggry recent, is
particularly interesting because the amendmenthm Brazilian Competition Law
allowing settlements in cartel cases delegatechéoGompetition Authority (CADE)
great discretion in the design of such agreemekgésa consequence, the Brazilian
experience allows to analyse different models oftleseents and the complex
interaction between settlements and leniency aggatn

This article is organized as follows. First, it déises the historical and
institutional background in order to provide theuridations for understanding the
Brazilian case. Next, based on the internationglearnce, it provides the basic
principles for the design of settlements in cadates. As a core section, we then

theoretically discuss two polar models for settleteg(2nd Leniency agreement and



pre-judicial settlements) and the controversialéssof pleading guilty and the amount
to be paid by applicants for settlement. Lastly, dvaw some lessons from the recent
Brazilian experience with settlements. As a manmdlifig, we claim that there is leeway
for the complementary models of settlements, tist @riented mainly to increasing the

likelihood of detection, and the second orientedawing social costs of litigation.
2. Cartel deterrence in Brazil

The Brazilian program for cartel deterrence expemel a substantial
change in the first decade of 2000. This changestier$ connection with the discussion
regarding the convenience of the use of settleragrdements in cartel cases. Up to the
1990s, the vast majority of successful conduct £gs®secuted by the Brazilian
Competition Policy System (SBBLwere trivial to deteét Cartel cases were rare and
generally resulted from complaints or evidence ghbdrom outside the SBDC usually
by independent public prosecutors. These casesthaveommon characteristic of not
requiring substantial investigative effort of th®[BC, because the complaints were
often accompanied by evidence or the required eceleould be obtained from public
sources such as public registrars or notaries.hbrtsthe ability of the SBDC to
investigate cartels was still to be developed.

The change began with the amendment of the Congoetiaw in 2000
by means of Law No. 10.149/2000, which allowed 8&DC to enter into lenience
agreement with whistleblowers. The same amendmsntepted the mechanism of
settlements in cartel cases, aiming at providingemmowerful incentives for cartel
participants to engage in the lenience programchvhwas the single instrument of
agreement between the SBDC and a member of a .cdited was important to
introduce the new institute as a concrete andciitteaalternative for possible cartel’s
whistleblowers and, more importantly, to grant tee tcompetition authority a

fundamental instrument for detecting and punisttiagels (Brenner, 2005).

? Sistema Brasileiro de Defesa da Concorréncia

% According to information compiled by CADE, 73% GRADE’s convictions were imposed to medical
cooperatives. Although such kind of cases areatithmon in the first decade of 2000, there wasarcl
diversification of the profile of convictions, pelarly the increase of cartel cases.



The legal change was not yet sufficient to inddee use of this type of
investigative instrument for cartel deterrence. @etition Law was not yet a self-
enforcing institutiof, as there was not yet the general belief abousharent for cartel
participants. Without expectations regarding tHeelihood and the severity of the
punishment, cartel participants did not have ingestto ask for full immunity as
beneficiaries of a leniency agreement. This is gbbp the main reason why the first
lenience agreement was concluded only in 2003etiears after its legal provision in
the Brazilian Competition Law.

Equally or more important than the change in tlgalldramework has
been the fostering of expertise and adoption ofemappropriate mechanisms for the
detection of cartels, such as wiretapping and, drtiqular, dawn raids. This change
started at the beginning of the first decade of 020But has been intensified
considerably in its second half. According to treci®tary of Economic Law (SDE),
between 2003 and 2005, only 11 search warrantbéaa granted. In 2006, 19 warrants
were granted. In 2007, once again the number ofants exceeded the accumulated
throughout SBDC's history, reaching 84 warrantsiwggd and accomplished

Concomitantly, with the purpose of preservatiorewfdence, two orders
of temporary arrest were granted between 2003 &@%.2This instrument was used
with stronger intensity in 2007, when SDE, in parghip with the Public Attorney’s
Office, obtained, just in this year, 30 warrantseshporary arre&t

The use of new investigative mechanisms, such a@ daids and
wiretapping, increased the likelihood of carteledtibn, and, as a consequence, the
demand for leniency agreements, which also haddditi@nal effect on the probability

of the disclosure of a cartel. Within the next fgars as of 2003 approximately ten

* The concept of self-enforcing institution is drafvom Greif (2006), who defines institutions as “a
system of rules, beliefs, norms, and organizatibastogether generate a regularity of (social)alvedr”.

The Competition Policy is an institution that hates (Competition Law), beliefs (expectations ttiet
unlawful behavior will be punished), norms (e.gogedures to apply for a leniency agreement) and
organizations (e.g. the competition authority). iastitution is self-enforcing if “each individuaiaking

the structure as given, finds it best to follow thstitutionalized behavior that, in turn, reprodsche
institution in the sense that the implied behawonfirms the associated beliefs and regenerates the
associated norms”, that is to say, that the ingtitus “effective in generating a particular beiwat,

® In 2008, from January to September, the numbeeafch warrants was 54, close to the figures of 200
for the same nine months.

® In 2008, from January to September, the numbeemporary arrest increased to 32, denoting a more
intense use of this type of instrument to allowexding evidence on collusive behavior.



agreements were signed, including several whiclealed antitrust violations yet
unknown by the SBDC.

With the use of such investigative instruments, @emnintense action
against cartels was possible, including the selectf cases of greater economic
relevance and which have higher probability of dotmen, allowing a more efficient
use of investigation resources. As SDE summarizesitd annual report, "the
investigative operations took place in sectors m#ag relevance to the economy,
including alleged domestic cartels, such as thes dneolving cement and gasoline
stations, as well as alleged international cartei@stigated simultaneously within
several jurisdictions, such as the ones involvirgine hoses and air freight."

Lenience agreements and the new investigative mexha caused a
significant change not only in the profile of casesught to administrative trial at
CADE but also on the strength of evidence suppgrtire cases. Until 2003, cartels
cases were based on indirect evidence and priedigdsm. The discussion within the
administrative proceedings focused on whether ther® or was not a violation to the
law. The denial of the existence of the conductduse be the main content of the
defendants’ defense before CADE as well as of gipeals filed before the judiciary. In
such cases, the role of the judiciary focused greveng the CADE's decision after the
conclusion of the administrative proceedings andfathe issuance of a conviction
decision. The judiciary used to review mainly aspaelated to due processes and
defendants’ rights.

In contrast, in a context of direct evidence, whycbws in relevance due
to the lenience agreement and the new investigatsteuments, the defense focuses on
the legality or validity of each of the direct esitte, reserving a secondary role to the
question of whether a violation to the law existBdthis new stage of the Brazilian
program of combat to cartels, defendants accespith@ary predominantly while the
administrative proceeding is still in progress,r@asing the costs of litigation. Such
resources, in the event of termination of the dispoould be more efficiently used in
new investigations and, thus, in the deterrenocgadtions to antitrust law.

The increasing costs of litigation with defenddotsered the demand for

a negotiated procedure to end cartel cases. Setilsnmare pareto-efficient if they

" DPDE/SDE/MJ annual report, 2007, page 21.



eliminate the costs of litigation while maintainiog enhancing the dissuasive effect of
the enforcement of the competition law. As a consege, settlements are an important
mechanism in a program of cartel deterrence, pdatiy when the success in detection
is sufficient to generate relevant cartel cases hedce, the effort of defendants to fully
contest the entire administrative procedure. Nextisn exposes the main aspects of
settlements in cartel cases, exploring its featasea contract between the competition

authority and defendants.
3. Settlement as a contract

The settlement is a contract between the authanty individuals and
companies accused of antitrust offenses, for icstaangaging in a cartel. The main
items of this contract are the waiver of rightstioe waiver of the exercise of such
rights. The ability to practice such disposal aat been granted by the competition law
in the case of the authority and, regarding themi#dint, belongs to his/her sphere of
waiver powers.

As to the defendant, the waiver of rights may takeious forms. It
essentially takes the form of obligations of ndtragwhich are usually accompanied by
other types of obligations such as collateral orByszilian law provides for some
mandatory content in cartel settlements. Obligatiother than those depend upon
mutual agreement between the parties. The mandptowysions of a cartel settlement
are: (i) obligation to cease the unlawful conduict,setting a fine in cases of breach of
the agreement, and (iii) the obligation to pay &uméary sanctioh Examples of
provisions which depend upon the negotiation betwdbe parties are: (i)
implementation of a compliance program by meanstoth the defendant is obliged to
adopt internal procedures to prevent further viokst to the antitrust law, (ii) the
obligation to cooperate with the investigation nogress within the SBDC by means of

the production of additional evidercgiii) admission of guilt, which has relevant

8 The amount paid as a fine is granted to the Fédenad of Diffuse Rights (FDD), which is then
allocated to projects oriented to the benefit aiegal diffuse rights, such as environment cons@amat
cultural and history preservation, and consumetegtmn.

° This obligation may be split into sub-items, whiglows setting various formats thereto. These sub-
items may be the obligation to grant access torin&ion and documents to the antitrust authority, o
obligations such as instructing employees to pmuidormation or documents.



implications to the credibility of the commitment ¢ease the dispdfeand (iv) waiver
of procedural rights, such as to continue litiggtiloth within the administrative
proceeding and the judicidry

The competition authority, in its turn, interruptse administrative
proceeding and, once the obligations therein aftg docomplished, closes the case.
Furthermore, depending on the terms of the agregrttem amount that would be due

upon conviction for violation of the competitiorwlanay be reduced.

4. International experience

Settlements in BraZit share several features with other negotiated
mechanisms to finish litigation, which are appliedther jurisdictions, in that the U.S.
plea bargaining is one of the most prominent. Thereonsiderable international
experience regarding these mechanisms to termudit@al or administrative disputes.
In order to provide some empirical foundations tbe design of settlements, this
section summarizes the main aspects of the interrstexperience in using these types
of agreement between the competition authority@articipants of alleged cartels.

First, it is necessary to acknowledge that thell&éganework providing
for settlement agreements is embedded in the atistiial environment of each
jurisdiction, which varies significantly among cades (North, 1990; 2005). The
institutional environments may vary in many aspesish as the functioning of the
judiciary, the costs and benefits to litigate, atite possibility of negotiating
administrative and criminal penalties in a singédtlement. Thus, other jurisdiction
experiences should always be examined taking iotount these differences, which,

generally, prevent the mere emulation of intermeatigoractices to a particular country.

19 By pleading guilty, the defendant shall incur ighter costs to re-start the litigation, becauséhkis
chances of success become lower once his/her iemwaut in the offense is admitted. Therefore, this
fosters a credible commitment as to the end ofdispute with the antitrust authority, either in the
administrative proceeding or within the judiciary.

1 gpecifically, this obligation may take the formretognition of the legality and withdraw of coriges
of the search performed by the authority withinethefant’s facilities in order to gather evidencetaf
offense. The contests against searches performéaebguthority usually block the use of such eviden
within both the administrative and criminal sphef@scause all cartel members are usually prosedated
a single administrative proceeding, such contestg Iofock the progress of the proceeding as wethas
overall prosecution of the members of such cartel.

12 The settlement in Brazil is denominafBermo de Compromisso de Cessagiodisposed in the art. 53
of the Brazilian Competition Law (Lei 8.884/94).



Two recent studies prepared, respectively, by tB€D and the ICK,
compiled the practice and opinions of various amit authorities with regard to the
form and desirability of settlements in cartel cas€éhese studies show that legal
boundaries and usage of these agreements are djtideent among jurisdictions.
According to ICN, within 20 surveyed jurisdictiortbe legal statutes of only 9 of them
allow antitrust agencies to enter into settlemémtsartel casé$. The authorities who
have more experience in the use of the instrumentttee United States, Germany,
France and Canada.

The main differences are the following:

i) Requirements to enter into the agreement.

Some jurisdictions require a plea of guilty and toenmitment to active
cooperate in the prosecution of others cartel mesiseich as the United States and
Canad®’. Others, like South Africa and France, do not mskeh requirements. Those
countries allow the conclusion of agreements witteyplicit admission of participation

in the offense, but the party shall not contestgéd violation&®.

'* OECD, 2008; ICN, 2008.

% The antitrust authorities in South Korea, Hungang Sweden are studying the adoption of settlement
instruments in cartel cases. The antitrust divisibthe European Commission have just introducésl th
mechanism but as yet without any concluded settiéme

!> The regulations of the European Commission gohis same direction, restricting the bargaining
possibilities of the defendants. In this sense Bhmpean Commission clarifies that the regulatisme|
not allow negotiation regarding the existence ef\tlolation or the sanction to be applied.

'® The study published by the OECD (2008) discuskespbssible strategies that may be adopted by
antitrust authorities, and their consequences wheradmission of guilt is required at the discretad
the authority. In their words,while in certain jurisdictions such as the Unitetat8s a negotiated
settlement will always include a defendant’s adiors®f guilt that could be used as evidence ingtav
follow-on litigation, in certain other jurisdictian the competition authority or prosecutor might not
invariably insist on a guilty plea. In these juristions, where the guilty plea is ‘on the negofigtitable’,
defendants are likely to resist a demand to plaaittygif they are concerned about the effects pfea in
follow-up civil litigation. Presumably, where theropetition authority agrees to settle without altyui
plea, it can extract a higher fine. But that casghhbe the worst outcome for private litigants dese
they will end up without a formal decision findiigbility and without a settlement admitting liailbyl.
That outcome might deprive at least some privdigalnts of the only realistic opportunity to briram
action against cartel members at reasonable cdsfishout the evidence from a competition authority
decision based on a settlement with guilty pleay timight find it too burdensome and risky to estabh
full case in civil litigation. Conversely, if th@mpetition authority insists on a guilty plea, iaynhave to
lower the fine it can obtain in a settlement. Whiokution a competition authority prefers shouldatly

be determined by the goal of maximizing overaledence. A lower fine in a plea agreement as aeric
to ‘buy’ a guilty plea might be justified if the ify plea makes civil litigation more likely andigjation
can lead to fines that exceed the discount graiméhle plea agreemefit.



i) Evaluation of the cooperation offered by thdeshelant

The evaluation of the cooperation obviously vargesording to the
circumstances of the case. The difference fundaatigntegards the degree of
predictability that each jurisdiction provides fiitre mechanisfi. In general, greater
predictability as to the adopted criteria impliesnaaller range of cooperation valutfig
In this regard, the most notable difference ish@ models used in the U.S. and in the
European Union (EU). While in the former the agreatis essentially a mechanism for
obtaining evidence and reducing the costs of ifieny perpetrators, in the EU, the
agreements can only be executed after the completiothe investigation, and,
therefore, their key role is to reduce the costdefense of the antitrust authority
decisions in the judiciary. Issues such as the atmln of the contribution to the
investigations (Hammond, 2006b) are, thereforelatrant according to the method
used by the EU. In part, such distinction may stesm the admissibility of lenience
agreements with more than one defendant in theifcOpposition to the U.S., where,

like in Brazil, only the first-in applicant may difg for the agreement.

iii) Assessment of the relationship between settiérand the leniency program.
Some authorities notably in those of countries of Common Law, where
negotiated procedures are more ustlbklieve that settlement and lenience agreements

are integrated policies. Nevertheless, both survelydCN and OECD note that

" In order to provide greater predictability regaglithe expected value of the cooperation with the
authorities, the US Department of Justice, throsjggeches of its Deputy Assistant Attorney Genéfal,
Scott D. Hammond, reports that the following fasttargely determine the value of that cooperation,
taking in consideration the experience in the mresicases: (i) the cooperation must be providea at
time when investigation is benefited, (ii) the imamce of the cooperation and its value to sigaifity
advance the investigation, and (iii) whether thenpany is able to bring additional evidence of csille
behavior in other markets, thus qualifying for tlhennesty Plus" program. Regarding the importance of
the last factor, Mr. Hammond emphasizes that slatgmber of investigations were initiated because o
evidence brought under the "Amnesty Plus" program.

'8 Generally, the jurisdictions have adopted morgilile criteria, which involve greater discretion in
setting the conditions of the agreement. Regardingossible trade-off between transparency and
predictability about the terms of the plea bargaghHammond (2006b) states thétthe Division [DOJ]
were to establish an absolute, fixed discount fecosd-ins without consideration of these types of
variables [cooperation, etc.], then the need foroportionality would be sacrificed for increased
transparency. Proportional treatment also oftenuiegs consideration of factors shared only with the
sentencing court and not the public, factors sushtlee state of the investigation at the time of the
cooperation, the nature and extent to which thepepation advanced the investigation, and whether th
cooperation earned Amnesty Plus credit for disclgsindetected cartel offenses. The Division caseful
weighs all of these variables in measuring the @alfila company’s cooperation to ensure proportional
treatment of cooperating parties across all Divisimatters”.
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settlements may undermine the demand for leniegosements; therefore, they might
be conflicting policies? This complex interaction between lenience agreésnand

settlements are the main subject of the theoretditalysis presented in the next section.

Iv) Differences concerning the tradable rights.

According to each legal system, some rights may betwaived or
granted, which reduces the scope of the agreemenpravents some arrangements that
could be of mutual interest for the parties. Fa@tance, the legal literature regarding
plea bargaining sometimes express the concern aheutact that such agreements
might undermine the right to defense or subverfulsgce within punitive system. This
would happen if an innocent pleads guilt in orderatvoid a more severe penalty
(Schulhofer, 1992; Bjerk, 2007).

There seems to be some consensus points, whidiriefly summarized
as follows:

1. Settlements may be an efficient way to succHgslerminate cartels
cases, promoting a better allocation of investigatand processing resources and
increasing the detection and punishment of offetsestitrust la’. Such agreements
may also provide certain benefits to defendantschwlaire socially desirable, such as
saving litigation costs and reducing the uncenyaaitout the punishment. The reduction
of uncertainty is beneficial both for the defendasince it reduces his/her degree of
exposure to a unknown penattyas well as to society because spending substantial
resources and extensive prosecution do not alvesystrin an appropriate punishment.

2. A reputation of consistency and fair negotiatioay be important for
effectiveness of a settlement. Uncertainty and asgtmc information about the

negotiation process may be undesirable for bottigsar Similarly, there seems to be

' The OECD emphasizes that if the antitrust autiesrican obtain substantial punishment by means of a
negotiated instrument, in theory, negative effeqsn the demand for leniency should not exist. (DEC
2008: 9).

% Such agreements may maximize the deterrence dffepromoting better use of existing resources.
Thus, even if the agreement involves a slight rédndn punishment of the defendant, the saving of
public resources could be used to detect and psocesv offenders, thereby enhancing overall
punishment and deterrence.

“L In this sense, the OECD recommends tiegdotiated settlements will work best if the coitipat
authority can establish a public record of its kmttent practice and a reputation of being transpére
consistent and fair in settlement negotiations. IBhing negotiated settlements, guidelines, andipub
speeches can contribute to these goal®ECD, 2008: 9).
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consensus that an antitrust authority may only kewlecan agreement if it has sufficient
information about the relevant facts of the case.

3. A concern of most jurisdictions regards to passieffects that
negotiated agreements may have in reducing punishrmed thus undermine the
enforcement of antitrust law. In this regard, atdng of credible threats based on
substantial punishment imposed in previous casesdeerease or even eliminate the
negative effect such agreements may have on gerdwwrrence of antitrust

violationg?.

5.Principles that should govern settlement design

5.1. Introduction

Roughly speaking, actual or potential defendants icartel case have
three options: (i) application for a lenience agreat, (ii) application for a settlement,
and (iii) pursuing the trial, being subject to pbks conviction for violation of
competition law. As a consequence, the design sdttement has possible effects not
only on the continuity of litigation, but also dmetdemand for lenience agreements, one
of the main instruments for detecting cartels.

The interaction between these instruments has irapoimplications on
the controversial issues of admission of guilt #mel amount to be paid as a pecuniary
sanction. In this session, these and other iss@esxplored in more detail in order to
ground the analysis of the Brazilian experience.

The analysis of defendant’s decision comprehendsidantification of
costs and benefits in each possible option. Sutbrapmay have great variability and
complexity. They may be affected by characteristicthe defendants themselves, the
businesses affected by the unlawful conduct, aadc#ntel’smodus operandiFor sake
of clarity, this section will present a simple mbdé defendants’ choice, which points

out the main principles relevant to the design afettlement. Therefore, the section

2 The OECD recommends that negotiated instrument®fmination of cartel cases should be used with
caution in jurisdictions in which the program ofndoat to cartels is still developing and the threfat
future sanctions have some degree of uncertairgytathe lack of confirmation of sanctions impoged
previous cases by the judiciary.
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begins with a discussion of the goals pursued byatititrust authority. Such goals shall
be the basis for the evaluation of the most apptgdesign of a settlement. Then, the
choice model is presented, emphasizing items ssdheaneed of admission of guilt,

commitment to cooperate with the investigation, dredlevel of the pecuniary sanction.

5.2. Authority’s and defendants’ goals in a settleent

In order to assess the convenience of a settlenterst, necessary to
consider the goals each party pursues within sookract. As usual in Economics, it is
reasonable to assume that a defendant choosedt¢neatve (e.g. entering into a
settlementvis-a-vis pursuing the trial) which offers the greatest metutaking into
account the expected fine at the end of the tp@tuniary sanction in the settlement,
collateral obligations, litigation costs and his/degree of risk aversion.

In its turn, the goal of the antitrust authority tise enforcement of
competition law as provided for in most of the gdiictions legal statutes. What is
generally understood as enforcement of the conmpetitaw is the ability of the
authority to prevent and guide individuals’ and @amies’ behavior, more specifically,
to prevent anticompetitive behavior and mergersctvimay harm the consumer or
social welfare by means of anticompetitive acti@farrel and Katz, 2006). Therefore,
agreements between defendants and the authority meusigned if, and only if, they
enhance the deterrence of anticompetitive behavior.

Negotiated mechanisms between the competition &tythcand
defendants, the lenience agreement included, afiectffectiveness of the competition
policy in two ways. First, the agreement may exgegounishment for cooperation with
the authorities. On the one hand, the punishmera oértel member who cooperates
with the authority is reducedCeteris paribus this under-punishment mitigates the
deterrence effect of the policy. On the other hahd,cooperation with the authorities
offered in exchange will raise the likelihood ofteltion of illegal conducts, which is
especially relevant in cartel cases since this tipads undoubtedly known to be
unlawful, and, as a consequence, the offenders ¢iffeto hide any evidence of such

behavior, making it more difficult for the authgrio build the case.
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The second way whereby a contract between the ddmopeauthority
and defendants may affect the enforcement of thapetition policy is reducing
litigation costs. Eliminating costs regarding inwgation, advocacy and legal
representation saves time, as well as financial lamthan resources, whicteteris
paribus leads to greater efficiency of the competitioni@ol The enforcement of
competition policy being more efficient, the authpmay, with the same budget,
increase the deterrence of anticompetitive behavidre economic literature also
defines as additional benefits derived from settliets (i) the reduction in risks, since it
was not possible to precisely anticipate the aitfisrdecision, only to be known as of
the administrative trial, and (ii) the screeningcimenism which may help to distinguish
guilty from innocent defendants (Grossman and KE#33).

The analysis of the appropriate design of a sedétgrshall consider the
increase effect in the deterrence of anticompetibehavior and possible undesirable
effects related to inadequate punishment of theeagent applicants, whether punishing
innocents or under-punishing perpetrators. Theract®on between these effects is

detailed below, using a simple model of the defatglahoice.

5.3. A simple model for defendant choice

The defendant faces the three basic alternative=saddl mentioned:
leniency agreement, settlement, and trial. Thenignaf this decision is variable and its
outcome may depend on actions of other defendanta cartel case (Baker and
Mezzetti, 2001; Perlofét al, 1996). For example, if a defendant engageslémiance
agreement, this alternative will not be availaldeabhy other defendant. In addition, the
applicant for a lenience agreement is eligiblefédrimmunity only if the competition
authority has not yet opened investigations agathat particular cartel. Similar
incentives for early application are provided far CADE’s Resolution No. 46/2007
regarding settlements. Such resolution explicitgtedmines that the timing of the
settlement proposal be taken into account for ealn of the amount of the discount
that the applicant is eligible. The presentatioat tlollows aims to isolate in a simple
model the alternatives available to the defenddrttsrefore, it deliberately ignores two
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aspects of defendants’ decision process: the timinthe decision and the strategic
interaction among defendants.

Cartel deterrence is based on three main instrisné@htadministrative
sanctions, especially the imposition of fines armdlateral obligations, (ii) criminal
sanctions, and (iii) compensatory private suitghmse who were directly damaged by
the cartel. These instruments may be set by aesjndicial body, as is the case of the
U.S., or by different bodies, as is the case ofzBrand France. In the latter, the
decision about an administrative sanction or setl®, taken by an administrative
tribunal, may have unknown consequences on théhded of the decisions in other
areas, inasmuch as the information about the ctomien the administrative tribunal
may affect the decision in the other judicial baditn our model, we allow for these
indirect effects and take the single judicial bedya special case.

In addition to these burdens related to cartel rdetee, the
administrative proceeding results in costs relavedefense, representation, and loss of
reputation, which does not distinguish guilty fromnocent defendants. As a
consequence, those costs do not play the rolehibiimg the unlawful behavior, as
they do not provide different pay-offs related tffedtent conducts. These costs incurred
by both guilty and innocent are net social costenef privately incurretf.

In our model, these privately incurred costs reldtethe development of
the administrative proceedings are separated mtogroups: dissuasive punishment,
which gathers the administrative sanctions and iplesghanges in the likelihood of
conviction in criminal and civil areas, and othests of pursuing litigation up to the
administrative trial. These costs are respectivelgresented herein byrXand G,
where the subscript ‘t’ is mnemonic for ‘tri&l’

The lenience agreement, in turn, may or may nobles/costs of cash
disbursement, according to the timing of its amlam, and provides for criminal
immunity. In contrast, there are costs relatechtoadmission of guilt and the effective

cooperation with the investigation, which may vaignificantly among defendants of a

% In addition to these social costs incurred priatey guilty and innocent defendants, the dispute
between the authority and defendants involves titests to the authority itself and the judiciatiye
latter used in the arbitration of the dispute.

4 These values correspond to the certainty equivalérhe yet unknown trial outcome, taking into
account the defendants risk aversion and the diga@te. The certainty equivalent is the value wehos
utility is equivalent to the expected utility asgded to an uncertain outcome (e.g. a lottery).
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cartel case. Such costs may result both from clsangé¢he likelihood of success of
claims for civil damages as well as from retaliatlwy cartel members. For the sake of
comparison between the lenience agreement ancettiensent, these costs are divided
into two: X_, which corresponds to pecuniary sanction and athkgations included in
the agreement, and_ Y which corresponds to the costs of pleading gusty the
effective cooperation with the authorities, whene tsubscript ‘L’ is mnemonic for
‘leniency’.

Finally, the settlement implies costs of cash disbment and collateral
obligations, represented herein by, ¥nd, as the lenience agreement, costs related to
pleading guilty and effective cooperation with taghorities, represented herein by, Y
where the subscript ‘'S’ stands for ‘settlement.can be zero if the settlement does not
include the admission of guilt and obligations dfeetive cooperation with the
authorities. Some relevant aspects to the decisibrthe parties, such as if the
transaction encompasses both criminal and admatistr spheres, are ignored at
present, but they will be taken into consideratiaier when the details regarding the
principles that should govern the design of settiets are explored.

The defendant’s decision problem may be representEdyure 1, which
links each alternative to its costs.

Figure 1: A simple model of defendant’s choice

(XL +YL)
Leniency

Settl t
Defendant etfiemen Xs+ Yy

Trial X+ G)

The competition authority has all the bargainingveo to define the

administrative sanctions, including the cash diseorent and collateral obligations, as
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well as to determine the need of admission of gailid cooperation with the
investigation. On the other hand, the competitiartharity does not know the
magnitude of the costs related to the admissiongaft and cooperation with
investigation (6 and Y. ), and the costs of carrying on with the tria})( In addition,
the authority does not know if defendants are gultinnocent. Even in possession of
sufficient evidence to file administrative proceegh against the defendants and of
additional evidence gathered during the invesiigabf a case, it is not possible to
conclude at the time of the settlement (i.e. befbesadministrative trial and closing of
the case in the administrative sphere) if deferslarg guilty.

Since the authority does not have complete infaonategarding such
variables, there is the risk that the design of Hweement may under-punish
perpetrators (i.e. X+ Ys < Xy) or punish innocent (i.e. & Ys < Cy), which are both
undesirable from a social perspective. As it iatreély consensual in economic and
legal literature, agreements such as the settlesieotild be designed to avoid the
under-punishment of guilty defendants as well aspilmishment of innocent ones. This
can be done, even if imperfectly, by raising thehcdisbursement @ to an amount
sufficiently high to dispel the interest of innotelefendants in seeking a settleni&nt

The information asymmetry regarding the costs aoiadion of guilt and
cooperation with the investigation may also linté tability of the authority to design
agreements which might reduce administrative coaix], therefore, increase the
enforcement of the competition policy. On the oaed) the requirement of admission
of guilt is desirable in order to potentially inase the deterrence effect of the
administrative sanction, in particular becausendarmines trust among cartel members,
which is an important component of the enforcenaémbformal contracts (Lazaric and
Lorenz, 1998). On the other hand, costs of pleadindgty usually vary among
defendants, especially in hard-core cartels, whmsehanisms of punishing defection
often go beyond purely economic retaliation. Suast may be higher than those of a
conviction, as suggested by the fact that thermidenience agreement in several hard-
core cartels. In other words, in such cases, ehengreatest of prizes — i.e., full
immunity to criminal and administrative sanctions not enough to attract potential

applicants for lenience agreements. When this sccany agreement between the

% This is the main conclusion reached by Grossmarkarz (1983) and further by Bjerk (2007).
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authority and defendants that requires admissiogudf, either settlement or lenience
agreements, is, in the defendant’s perspectivesevittan carrying on with the trial, and,
therefore, unfeasible.

The differences in costs of pleading guilty defimeo groups among
those who participate in a cartel. A first groughgas the potential applicants to a
lenience agreement and is characterized costseafljplg guilty and cooperating with
the investigations that are not too high so that £Xv) < (X1 + C). In other words,
the lenience agreement is preferable to the riskprafsecution by means of an
administrative proceeding and possible convictibhe second group includes those
whose costs of pleading guilty and cooperating wiitie investigations () is
sufficiently high so that (X+ Y.) > (X + Cp). Inasmuch as there are several cartel
cases which go to administrative trial without Bamge agreements, this second group is
probably fairly large.

As to the request for a settlement, there are twssiple scenarios. If the
proceeding has already a lenience agreement, tieertdsts of pleading guilty and
collaborating with investigations is not so higke[j (X_ + Y.) < (X1 + Cy)], which
means that this case fits in the first group. Thesen assuming that the costs of
pleading guilty and cooperating with the investigiatis different among the members
of a same cartel, it is reasonable to assume,general rule, that requiring a plea of
guilt in those cases will not dissuade potentigilizants for settlemefft Moreover,
there is no need to discuss possible negativetsftet the leniency program since the
lenience agreement was already executed. In thge, dhe settlement shall require
admission of guilt and the obligation to cooperaith the investigation, as CADE'’s
Resolution No. 46 appropriately provides for.

If the administrative proceeding has not benefifeam a lenience
agreement, there are two cases. First, the cogtieading guilty and collaborating with
investigation are comparatively lower [i.e., (k% Y.) < (X + Cy)], which means that
there are potential applicants to a lenience ageeeémSecond, those costs are
sufficiently high [i.e., (X + Y() > (X7 + Gy)] so that a lenience agreement will not be
reached, even if a settlement is not an availabite. abundant evidence about cartel
prosecutions without leniency agreements befordesstnts were allowed, in mid

% This conclusion does not necessarily apply tosagere individuals are parties in lenience agregme
due to their limited liability, which reduces thests of civil damages they may be obliged to pay.
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2007, suggests that this second case is empiricdyant, perhaps more likely than the
first. Furthermore, there are relatively few caséfenience agreements executed after
the beginning of an administrative proceeding, eatithe time settlements in cartel
cases were prevented, suggesting that the likalilwbgotential applicants for lenience
agreement is much lower in cases in which the adtnaive proceeding is already in
progress.

In such cases, offering a single contract schentiaetolefendant$— e.g.,
requiring the admission of guilt and collaboratieith investigation in all cases — would
clearly under-use settlements, and, thus, preweanhg litigation costs. As part of the
defendants may present high costs of pleadingygjuét., (X_ + Y.) > (X1 + Cp)], such
requirement would eliminate the possibility of katient by members of that group.

This single contract schema for settlements, inctwhinly the value of
the collaboration with investigation is variable, in essence, the practice in U.S., the
jurisdiction that most intensely uses negotiateatpedings to finish cartel cases. This
practice implies that settlements in situationsneh&_ + Y.) > (Xy + C;) — i.e., when
no lenience agreement would be feasible regardiesspossibility of settlement
would be discardedrima facie Additionally, since the lenience agreement presitbr
the maximum punishment reduction (i.e,, X Xs), a settlement with admission of guilt
would never be signed in cases in which no lenieagreement is reached. As a result,
this practice reduces the settlement to a seconenee agreement, which is exactly the
role of plea bargaining in U.S. jurisdiction.

There are three plausible explanations for why th&. model of
settlements is widely used, despite the obligatibpleading guilty. First, the costs of
admission of guilt are probably much lower in th&SUdue to the fact that all possible
sanctions to cartel participants are decided hpglesjudicial body. As a consequence,
a settlement does not generate spillovers or umile consequences to other areas,
such as criminal prosecution. Second, the litigatiosts for the authority are probably
lower in the U.S. since the conviction is not sotgd to judicial review as it is the case
of ordinary administrative decisions. Inasmuchit@galtion costs are lower, the benefits

resulting from abbreviating the trial and givingdlity are relatively lower. Third, as

2 This strategy is also known in the Economics ofi€acts as ‘pooling’.
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suggested by Scott and Stuntz (1992), the pecudiacpunts may be so attractive that
some innocent defendants opt to plead guilty.

For the general case, requiring admission of gtolt all cartel
proceedings implies underutilization of the setéam The question that remains to be
answered is whether one can design different cotstfar the group that has potential
interest to negotiate the admission of guilt anithboration with investigation [i.e., (X
+ Y, < X7 + G)] and for the group whose costs of pleading gulty high enough to
exclude them as potential applicants to the lemieagreement [i.e., (X+ Y_ > X7 +
Cr)l.

For those who are in the first grotp.e., who want to negotiate a plea of
guilt and the cooperation with the investigatienjust offering a slightly less favorable
agreement than the leniency agreement would makedd¢iendants prefer the latter.
Since the demand for leniency agreements remaialseued, there is no adverse effect
on the likelihood of cartel detection. Moreover] #he potential applicants for
settlements that have a low cost of pleading gwiitl/probably be willing to settle as a
2" leniency, thereby decreasing litigation costs bridging about new evidence about
the same or other antitrust offences.

For those who do not intend to negotiate the adamissf guilt and
collaboration with investigations, the authorityncaffer a contract in which the
pecuniary sanction is equivalent to the presentievadf the punishment that the
defendant would receive by the time of the coneittin the administrative trial,
discounted by an amount just enough to induce diendant to settle [i.e.,9& (X1 +
Cr — ¢)]. In this case, the settlement is featured aseguyalicial agreement, since the
reference for the agreement is the administratieeisibn, which could, in turn, be
reviewed in the judiciary.

It is important to note that the authority does kimdw who the potential
applicants for the lenience agreement are. Thezefilese potential applicants may
apply for a settlement without a plea of guilt, @i if accepted, would reduce the
ability to identify new cartels, and, hence, deseeadeterrence. Therefore, the
settlements without a plea of guilt should be suidfitly unattractive to the group who
has relatively lower costs of admitting guilt.
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Due to this interaction between the settlements #ed demand for
lenience agreements, the size of the discountsedff® induce the defendants to sign
the agreement)?® should be carefully analyzed for an optimal desi§m settlement
without pleading guilty. The greater the discouthte greater the likelihood of the
execution of a settlement, and the greater the fiterfeom the interruption of the
dispute in terms of resource saving. This savingesburces allows deepening the
investigation, both in the cartel case in which $k&lement was executed as well as in
other cartel cases, and enhances the enforcemdéme aititrust policy as a whole. On
the other hand, if the discount is excessive, iy Im@ppen that potential applicants for
the lenience agreement will prefer the settlemattiomt admitting guilt, which would
occur ife > (Xt + Cr) (XL + YL). As a result, the ideal size of discouti§ defined by
this trade-off, in which risinge} increases deterrence by reducing inefficiency tue
litigation (finality of the proceedings) and redaageterrence directly by decreasing the
punishment and, indirectly, by reducing the demfandhe lenience agreement.

It is worth mentioning that the requirement of agision of guilt for all
settlements only maximizes the enforcement of ttigrast law if the benefits arising
from the interruption of the administrative procegd are negligible in comparison to
the costs arising from the possible reduction exdbmand for lenience agreements. As
mentioned in Section 2, the costs of litigation paeticularly relevant at this stage of
the Brazilian program of cartel deterrence, so thatbenefits of a negotiated
mechanism are significant.

In addition to saving litigation costs, even withh admission of guilt, the
settlement brings finality and as a consequencigaés the risks associated to the final
outcome. Given that defendants are likely risk s@gthey are better off paying the
expected value of their probable fines for cerf@mssman and Katz, 1983). It is

expected that the defendants that are most likefpply for a settlement, with or

28 |f the authority had complete knowledge of allishtes and there was common knowledge about their
values, a discount equivalent to one monetary woitld be sufficient to motivate the execution of a
settlement without any loss of demand for the lecéeagreement. As the authority does not know the
defendants’ reservation value, it is reasonablassume that the probability of concluding a settieim
(and thus achieving the benefits of interruptiortted dispute) will grow as the discount increases,
op(Settlement

0&
2
0 p(SettIemel)t< 0.
0°¢

> (0. However, it is expected that this effect is ndted as the discount grows, i.e.
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without admission of guilt and full collaborationtlvinvestigation, are those with a
higher cost of carrying on with the trial, or, aitatively, those for whom finality is
more valuable [i.e., €is significantly high].

In short, the flexibility of the settlement allovise negotiation of two
models of agreements that may enhance the detercgranticompetitive behavior: a)
an agreement requiring the admission of guilt arldcbllaboration with investigation,
taking the form of a second lenience agreementjroh agreement which, although it
does not require the admission of guilt, involves payment of the expected value of

the punishment on the part of the applicant, takivegform of a pre-judicial settlement.

6. The Brazilian experience with settlements: somgreliminary conclusions

Within the first year since the amendment in thazZdian Competition
Law allowing settlements in cartel cases, sevaralpanies and few individuals applied
for settling their cases. The variety of propodajsdefendants in different industries
and cartel cases permit to draw some lessons fierBitazilian experience.

The number of applicants was substantial for & fmesar, particularly
taking into account the experience with the intddhin of the leniency program in
Brazil, which took three years to conclude thet fagreement. Although substantial, the
number of proposals is still much lower than thenbar of potential applicants. Within
the first year, sixteen companies, three trade castsons and ten individuals (all
managers) applied for a settlement, whereas thébeuwt defendants currently being
prosecuted in cartel cases, considering only ca$elsard-core cartels with direct
evidence obtained by dawn raids or communicatiteréeption, exceeds 280

More remarkable is the rate of rejection of setdamproposals by
CADE. The competition authority has approved fowt @f sixteen settlements
proposals presented by companies in cartel casésr:sdBS/SA (slaughterhouse soft
cartel), Lafarge Brasil SA (alleged cement car#glyan Embalagens do Brasil (alleged

aluminum bags cartel) and Bridgestone Corporattleded marine hoses cartel). Three

? These are cases with a very high probability eiviction as a trial outcome. The number of defetslan
in all cartel cases probably exceeds one thousAnmbng the actual applicants for settlements, the
majority is from those cases with direct evidermd,there are also some proposals from soft cartels
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individuals that applied for settlements, all ofamiwere managers of those companies,
also had their proposal accepted: two from JBS/&Rane from Alcan.

Five of the rejected proposals are related to cHssshave at least one
proposal accepted the alleged cartel of cement industry and thatlominum bags-
which is evidence that there is, indeed, significariability in the costs and benefits of
settling a case within the same industry. In thzeses, not only the applicants offered a
settlement sum considered insufficient to detelusan, but also they did not offer any
effective collaboration with the investigations. eThemaining rejected proposals, all
from the security guard services cartel, were sdehfon the day of CADE’s final
decision, in that they were rejected for not maeptsome requirements of CADE’s
Resolution No. 46/2007 and for being requestedatm

Regarding the model of settlement, as describedhe theoretical
discussion, three out of four settlements with canigs did not require the admission
of guilt and full collaboration with investigatioipre-judicial model), whereas just one
proposal, in a case that had benefited from a meyieagreement, followed the'®2
leniency model. It is noteworthy that no settlementh individuals included the
admission of guilt, which may be due to the higkest of pleading guilty when
criminal prosecution is investigated by a differpricial body, as is the case of Brazil.

The chart below shows the timing, requirements, o paid and

existence of leniency agreement.



Table 1: Settlements concluded in Brazil
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Company

Alleged
Conduct

Affected
market

Timing

Requirements

Contribution

Leniency
Agreement

Bridgestone
Corporation

Hard core
cartel

Marine
hose

After dawn
raid, during
investigation

(08/2008)

Admission of
guilt; Brazilian
market only;
effective and full
cooperation

R$ 1,594,000.00

(appr. 13%
equivalent to the
present value of a
fine of roughly
20%)

yes

Lafarge Brasil S/A

Hard core
cartel

Cement

After dawn-
raids, during
investigation

(11/2007)

No admission of
guilt; compliance
program

R$ 43,000,000.00

(appr. 10% of the
annual gross
turnover;
equivalent to the
present value of a
fine of roughly
15%)

no

JBS/SA

2 individuals
(manager and
employee)

Soft cartel

Slaughter
-house

By the time
of the
judgment

(11/2008)

No admission of
guilt; compliance
program

R$ 13,761,944.40

(appr. 2,5% of
total gross
turnover in the
relevant market)

10% of the
company’s
contribution
(manager) and
approx. US$
3,600.00 for the
other one
(employee).

no

Alcan Embalagens
do Brasil

1 individual
(manager)

Hard core
cartel

Aluminu
m bags

During
investigation

No admission of
guilt; compliance
program

R$ 24,218,550.57

(appr. 10%
equivalent to the
present value of a
fine of roughly
15%)

10% of the
company’s
contribution
(manager)

no

The comparison between accepted and rejected m@ispahows a
remarkable regularity. In all accepted proposals #pplicant valued significantly
finality [i.e., Gy was significantly high]. JBS, for instance, wasarpling an IPO that
could be adversely affected by its antitrust uraety. A similar situation led Alcan to
apply for a settlement, as it was about to sell flusiness unit that was under
investigation, and was willing to clear it for saleinally, Lafarge and Bridgestone

applied for settlements in Brazil as a result o¢ ttompany transnational policy,
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probably related to their application for settleisem other jurisdictions. Pleading
guilty or committing to collateral obligations ime jurisdiction may have adverse
spillovers on the prosecution of a cartel in offueisdictions, particularly in the case of
international cartels. That is probably why partltd demand for settlements in Brazil,
similar to the experience with leniency agreemeistdrom multinational companies
that are settling simultaneously in several coestri

Finally, there is no evidence that the currentlesgint policy has any
adverse effect on the demand for leniency agreesm@nt the contrary, as stated in the
Brazilian submission to OECD, Working Party No 808, “there is a growing number
of candidates to the [leniency] program, includimgmbers of international cartels”.
This positive result may be due to the rationingseftlements, which are actually
designed for guilty defendants with a higher reagon value for finality. Expanding
the settlements for a larger group of applicanysmeans of a higher discount on the
expected fine, may have the adverse effect of aithiga innocent defendants with a
higher value for finality and/or those who would diaerwise candidates for leniency
agreements. In short, although the Brazilian expee with direct settlements in cartel
cases is still incipient, it shows that the lenierand settlement agreements, when
properly designed, are complementary mechanisragpnogram of cartel deterrence.

7. Concluding Remarks

Settlements are an important part of a program astet deterrence,
particularly when the likelihood of conviction atige litigation costs are higher. This
type of negotiated procedure to reach finalitynsessence complementary to the fully
adversarial procedures associated to the trigh&yatministrative or judicial courts, and
to other investigative instruments, such as theetery agreement.

The Brazilian experience provides some insightsutlibe different
models of direct settlement in cartel cases and dbmplex interaction among
settlements, leniency agreements, and trial outcoBmzil has experienced a
substantial change in cartel prosecution since 200@ use of new investigative

instruments, such as dawn raids, communicatiomagegion, and the leniency program,
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caused a significant increase in the likelihoodtaftel detection, bringing about cases
of major economic relevance, in sectors such aseheent industry, chemicals, among
others. As an unintended consequence, the codigation increased substantially,
fostering the demand for a mechanism of settlenti@mbched in 2007.

Within the first year of the settlement program esal proposals from
different industries and cartel cases were subdyitibowing the identification of some
patterns of the current policy. First, there isnlag for the complementary models of
settlements, the first oriented mainly to incregdime likelihood of detection, and the
second oriented to saving social costs of litigatibhe two models are designed to
separate those defendants that have lower coatsnaitting guilt and collaborating with
investigations from those with higher costs, pattidy managers that may still be
subjected to criminal prosecution by a differemtigial body. Second, the concern with
the preservation of the demand for leniency agre¢sried the competition authority to
restrict the use of settlements, which are effetyidesigned for the defendants that are
likely guilty and give higher value to finality. ®hrecent experience illustrates that the
current settlement policy has not caused any adveffect on leniency agreements,
while reducing litigation costs and granting fityalin some cases. The more intense use
of this type of negotiated procedure shall be matita caution. On the one hand,
greater discounts for settlements increase effigidrut, on the other hand, decrease the
dissuasive effect of direct sanctions, and thdihked of detection of new cartel cases
by means of leniency agreements. This fine tungjgsiment is a major challenge for

competition authorities.
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