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Author’s Preface

IF YOU ARE a student in your first course on economics, I know
that you are hard to please: you tend to find many books dull,
tough, or condescending. It has been my ambition to avoid all
these unloved qualities and to write in a lucid style with a bit of
a snap in it. I hope you will like what I have done. Some parts of
this book, perhaps, are a little more “abstract” than you are used
to. Certain sections in Chapters 9 and 10, on Labor Policies, and
in Chapter 12, on Measuring the Degree of Monopoly, are per-
haps more technical and “theoretical” than you can stand. But try
them anyway.

If you are a “general reader” without any background in eco-
nomics, you will find the more “descriptive” parts—Chapters 4 to
8—on Business Policies and Government Policies the easiest. But
even if the other chapters are harder, I hope you will find them
readable and interesting enough to make your reading effort
worth while. I can rely on you to know how to skip the more tech-
nical sections in Chapter 12 and elsewhere, even without specific
advice from me. Incidentally, I should like to know how well or
how little I have succeeded in making complicated things intelli-
gible to the general reader. So, please, would you mind writing
me about it and telling me which parts in this book you have
found clear and interesting, and which parts you have found dull
or unintelligible?

If you. are a student in a second or third course in economics,
I hope the book will be rewarding to you in its entirety. Of course,
your chief interest may not be in general economics but in a spe-
cial field. If it is Labor Economics, I am afraid you will find my
Chapters 9 and 10 rather different from the ideas put forth by
most other books on the subject of trade-union wage policy; but
I trust you will be tolerant of dissenting opinions. If your field is
Government Control of Business, or Industrial Organization, you
will surely need more illustrative “case” material than is con-
tained here, but the systematic treatment that I have tried to give
here of the economic issues involved, may, if I have succeeded,
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vi AUTHOR’S PREFACE

afford you a better perspective and firmer understanding of the
field as a whole and of the factual information gained from other
sources.

If you are studying the economics of competition and mono-
poly, this book may provide you with useful background know-
ledge; but it does not furnish enough of the necessary theoretical
analysis. For this you will have to turn to a companion volume,
published simultaneously by the Johns Hopkins Press under the
title The Economics of Sellers Competition: Model Analysis of
Sellers’ Conduct, where I present an exposition of the economic
theory of competition that will, I hope, provide you with a solid
foundation for analytical economic reasoning.

If you are a trained and well-read economist, the present book
may interest you mainly for what are, I believe, its somewhat orig-
inal ways of dealing with issues with which you are familiar. To
be sure, you will probably disagree with some of my views and I
expect criticism from you, mostly of the really controversial issues
of wage theory.

If you are a teacher of economics, I hope you will find that
this book is suitable for your students. I wish you would give it a
try and let me know how it works.

I expect brickbats on two scores. You may object to the num-
ber and length of footnotes; I felt it desirable that the discussion
in the text be amplified in a way that permits the reader who
does not care for more to skip it without loss of continuity. And
you may object to some repetition; but the majority of readers
do not finish the book in one sitting, and when reading a chapter,
may well have forgotten what was said two or three chapters
earlier. Moreover, some repetition is needed if the exposition is
to make sense. For example, if business practices evolve in adapta-
tion to changing government policies while government policies
are again readjusted to changing business practices, one cannot
reasonably avoid discussing each in connection with the other—
and this implies repetition.

A few sections of the present book have been published else-
where. An earlier version of Chapters 1, 2, and 3 has been used
in mimeographed form in courses in elementary economics at the
University of Buffalo. A portion of Chapter 3 is being published
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under the title “Monopoly and the Problem of Economic Stabil-
ity” as one of the papers presented at the conference on Monopoly
and Competition and Their Regulation, held by the International
Economic Association in Talloires, France, in September 1951. A
section of Chapter 5 is being published under the title “Char-
acteristics and Types of Price Discrimination” as one of the pa-
pers presented at the Conference on Business Concentration and
Price Policy held by the Universities-National Bureau Committee
for Economic Research in Princeton, N.J., in June 1952. A section
of Chapter 6 was published as an article entitled “The American
Antitrust Laws—Success or Failure?” in the Schweizerische Zeit-
schrift fiir Volkswirtschaft und Statistik, Vol. 87 (1951), pp. 513
520. Finally, an early version of substantial portions of Chapters
9 and 10 was published under the title “Monopolistic Wage De-
termination as a Part of the General Problem of Monopoly” in
Wage Determination and the Economics of Liberalism, Eco-
nomic Institute of the Chamber of Commerce of the United
States (Washington: 1947), pp. 49-82.

I probably should explain that the present book together with
the companion volume on The Economics of Sellers’ Competition
take the place of what was previously announced as a forthcom-
ing book “On the Economics of Competition and Monopoly.”

"I am indebted to numerous friends who have helped me in the
preparation of this book. Listing only those who gave me gen-
erously of their time, I wish to thank John T. Dunlop, of Harvard
University, who assisted me, back in 1939, in writing the first
draft of an essay, portions of which are contained in this book;
John D. Sumner, of the University of Buffalo, Roy W. Jastram, of
the University of California, Emile Benoit-Smullyan, then of the
Department of Labor, and Edwin G. Nourse, then of the Brook-
ings Institution in Washington, who gave me friendly criticism
of those parts of the manuscript that I had written before 1942;
Sigmund Timberg, formerly of the Department of Justice, who
made valuable comments on Chapter 6, on “Antitrust Laws”; and
Edith Tilton Penrose, of the Johns Hopkins University, whose
contribution to this book has been singularly extensive. She dis-
cussed with me nearly every problem of analysis and exposition,
read and suggested improvements on almost every page, did most
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of the library research for Part III, on “Government Policies,” and
furnished a complete draft for Chapter 8. While the credit for
many good features of this book should be hers, the responsibility
for its shortcomings is of course entirely my own.

I wish to record my gratitude to the Rockefeller Foundation
for a grant permitting me to give a whole year—1942-43—to my
research on the problem of monopoly, although most of the studies
of that year were on the patent system and the results of these
studies will eventually go into a monograph on that subject. Finan-
cial aid received from the Lessing Rosenthal Fund for Economic
Research at the Johns Hopkins University is also gratefully ac-
knowledged; it was used to defray editorial and clerical expenses
connected with the preparation of the present book.

Finally, I wish to thank Angela Lavarello, Secretary of the
Department of Political Economy at the Johns Hopkins Uni-
versity, who cheerfully assumed the responsibilities connected
with the task of getting the manuscript typed.

Fritz MAcHLUP
Baltimore, Maryland, July 1952
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CHAPTER 1

Fundamental Notions and Concepts

Loose Charges and Vague Notions: The Sins of Monopoly and the Virtues
of Competition - Vague Notions and Indiscernible Facts

Competition, Pure and Perfect: Perfect Market - Pure Competition - In-
terview with a Pure Competitor - Non-Pure Competition - Pure Com-
petition as an Ideal - Perfect Competition - The Function of Competitive
Prices

N roLrricAL and popular discussions of economic problems the
I term “monopolistic practices” is often used to mean “evil prac-
tices,” chiefly of “big business.” At the same time many scholarly
economists assert that monopolistic forms of competition are typical
and normal for all markets of industrial products. Are we then to
conclude that all industrial policies are by definition “evil prac-
tices”? This is not a very felicitous background for an objective in-
vestigation of current economic problems. It would be helpful if
politicians, lawyers, economists, and businessmen understood the
language of one another better than they actually do.

Loose CHARGES AND VAGUE NOTIONS

The Sins of Monopoly and the Virtues of Competition

An impressive list of sins allegedly committed by “the monopo--
lies” is periodically resubmitted. The monopolies, according to the
indictment, pick the pockets of the consumers by charging too high
prices; cut the throats of small, independent businessmen by ruth-
less local price-cutting; exploit their workers and suppliers of raw
material by iniquitous hiring and buying techniques; reduce the
national product through uneconomic allocation and inefficient use
of productive resources; jeopardize social stability through concen-

(31
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tration of economic control; use all sorts of pressure to influence
governmental policies in behalf of their own interests; prevent pos-
sible improvements of the standard of living by suppressing the
adoption of superior production techniques; aggravate economic
depressions by maintaining inflexible prices in the face of falling
costs and falling demand; obstruct sustained recovery by choking
revived demand through unwarranted price increases; create
permanent unemployment by restricting production and resisting
expansion; cause deflationary drains of purchasing power by ac-
cumulating idle cash surpluses; and threaten the existence of free
enterprise and democratic government.

The charges against “monopoly” are at the same time credits to
“competition” inasmuch as the latter is supposed to prevent the evil
consequences ascribed to the former. But more specifically, compe-
tition is credited with securing lower prices for consumers, im-
provements in the qualities of the products, the introduction of new
products and new services to the consumer, the use of the most -
efficient methods of production, and the best allocation of the
productive resources of the economy.

Not everybody, however, has been using only dark colors for
picturing the effects of monopoly and only bright colors for the
effects of competition. There are many to whom the word competi-
tion suggests—instead of “order and efficiency”—disorder, an-
archy, the “law of the jungle,” ruthlessness, wastefulness, and
hence a state of economic life that is socially undesirable. To them
it appears preferable to restrict competition, and substitute for it
various schemes of “orderly marketing,” “regulated competition” or
“cooperation.” But somehow the public appeal of the word compe-
tition is sufficiently favorable, and that of the word monopoly suf-
ficiently unfavorable, to persuade the advocates of regulation or
cooperation to retain the word competition in the descriptions or
preambles of their schemes, and to insist that they do not propose
to eliminate competition but merely to limit it, to hold it to
“healthy” degrees. »

There is also the idea that competition is helpful as long as it
does not go too far; in other words, that we may have too much com-
petition as well as too little, and that there exists somewhere a dose
that is just right and beneficial for the economy. Since we have not
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yet learned how to measure the amount or degree of competition,
some have proposed that there are good and bad kinds of competi-
tion. Producers are inclined to dislike price competition, that is,
attempts by individual sellers to secure more business by reducing
their prices. Most consumers, however, find price competition
among sellers more useful than any other kind, and many econ-
omists agree with them.

If it is a seller’s ambition to secure more business, he can do
other things as well as, or instead of, reducing his prices. He may
improve the quality of his product; he may provide additional
services to his customers; he may attract new customers or win
loyalty of his old ones by advertising and other sorts of selling
effort; he may deliver his products over great distances without
collecting the full cost of transport; he may grant his customers
more credit or for longer periods or on better terms; he may lie to
his customers about some special qualities of his products; he may
disparage the wares of his competitors; he may disturb the business
of his competitors and thus divert their customers to himself; he
may make it inconvenient for buyers to patronize his competitors;
he may reduce the business of his competitors by obstructing their
access to certain supplies or services needed for their production;
or he may through ruinous price wars force competitors out of
business. If all these practices come under the heading of competi-
tion, it is certainly impossible to make generalizations about the
benefits or evils of “competition.” It would be necessary to distin-
guish socially harmful forms of competition from socially desirable
ones. Some economists prefer to call the presumably harmful prac-
tices “monopolistic practices” and confine the word competition
to those forms which they consider beneficial to society. To fit the
definitions to one’s prejudices is analytically of no use. It is possible,
though, to adopt such a narrow definition of competition that it
covers only some idealized situations—which are regarded as so-
cially desirable—and to call all deviations from this construction
“monopolistic.” This is permissible, but then it is necessary to pro-
vide distinctions on the basis of which the various kinds of devia-
tions from the “ideal” competition can be analysed and appraised.

In view of the wholesale condemnation of “monopoly,” it is
hardly astonishing that from time to time action against the “de-
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fendant” is urgently demanded. The difficulty, however, is that it
is not known, or certainly not agreed upon, who the defendant
really is. Against whom should action be taken—and what action
should be taken? Are all industries monopolistic® Which are the
more, which the less, monopolistic industries? Should we punish
them; break them up; nationalize them; rationalize them; regulate
them; prohibit particular practices; apply specific measures to
specific situations; use moral suasion; compete with them through
public operation of rival establishments; influence them through
the placing of government contracts; design special systems of
taxes and bounties; reduce certain tariffs; or—should we do
nothing?

Vague Notions and Indiscernible Facts

One fundamental difficulty is that there is no agreement as to
what should be considered the criterion of monopoly. Not only are
the legal concepts of monopoly different from the various economic
concepts; but most of the concepts are vague, or to say the least,
rarely amenable to demonstration by discernible and measurable
facts. Indeed, it can be shown that any attempts to measure the de-
gree of monopoly power by various “reliable symptoms” leads to
inconsistent results.!

To say that monopoly means absence of competition is not of
much help. Absence of competition of any sort? Certainly no seller
has a monopoly in this sense, because he must compete for the
consumer’s dollar with the thousands of different products that
are offered in the market. To say that monopoly means control over
output is not of much help either. Control over what output? His
own? Certainly every seller would be a monopolist in this sense,
because he has control over his own output—except for the vagaries
of nature and the acts of God, State, and foreign or public enemies.

Both these unsuccessful definitions seem to make a little better
sense if they incorporate the word industry: “absence of competi-
tion in the industry” and “control over the output of the whole in-
dustry.” To those who have not given much thought to these ques-
tions, the matter seems rather simple: If there is only one seller

1See below Ch. 12.
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in the industry, there is a monopoly; if there are many sellers in
the industry, there is competition. Alternatively the definitions
might incorporate the word commodity: “Absence of competition
in the sale of a certain commodity” and “control over the output of
a certain commodity.” But, unfortunately, the concepts of “an in-
dustry” and of “a commodity” are both hopelessly vague, one as
much as the other. This is not surprising, because an industry is
often understood as a group of firms producing the same commodi-
ties (although frequently it means a group of firms using the same
materials or processes). Hence if we have a hard time deciding
whether two similar articles are two different qualities of one com-
modity or two different commodities, we must have the same
difficulty deciding whether their producers belong to the same or
to different industries. Are plate glass and flat glass two different
commodities? Are plate glass manufacturers and window glass
manufacturers in two different industries? You may take your
choice. But if this is more or less a matter of taste or convention,
there can be no definite meanings to the phrases “competition in
an industry” and “control over the supply of a commodity.”
Whether there is competition or monopoly in any particular
case would thus depend on what we choose to call an industry. If
there was only one producer of aluminum, he would be a mo-
nopolist in the “aluminum industry,” but one of many competitors
in the “non-ferrous metals industry.” If there were many makers
of fountain-pens but only one maker of ball-point pens, the latter
would be characterized as having a monopoly or as being in com-
petition depending on whether we decide to distinguish a ball-
point pen industry or to include it in the fountain-pen industry.
Many people have recognized that it makes little sense to take
the number of firms in an industry as the criterion, because one or
two out of a very large number of firms may be so big and powerful
that they practically control the industry. The conclusion was
drawn, quite correctly, that the degree of concentration of control
within the industry was much more significant than the number of
firms. For example, it may not mean much that there are sixty
firms in a certain industry if one or two of them own a high pro-
portion of the industry’s assets and transact the bulk of its sales.
But still, as long as one may arbitrarily delimit the industry and
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can choose between narrow or extensive boundaries, the degree
of concentration in such an arbitrarily defined industry may not
be indicative of the competitive situation. If we define industry
and commodity very narrowly, the degree of concentration will
be high, but there may be plenty of competition between the firms
of this industry and firms in other industries. Their products,
although called different commodities, may be highly substitut-
able for one another and thus compete vigorously with one an- .
other in the markets. On the other hand, we may define industry
and commodity rather broadly and may then find that some firms
in that industry, despite its low degree of concentration, enjoy a
very sheltered position, a degree of control over the price of their
products which one cannot help characterizing as monopoly
power.

These arguments suggest that the customary lines drawn be-
tween industries may not be the ones that are relevant for the de-
gree of competition prevailing among firms. Products offered by
firms regarded as being in different industries may be more sub-
stitutable for each other than products offered by firms in the
same industry. But how can we ascertain the substitutability be-
tween goods? We know that it is not the physical similarity that
counts. The substitutability between physically identical- goods
may be zero if they are at different places very far apart. Physically
very different products may be close substitutes for one another and
thus compete heavily for the favor of the consumer. (Just think
of fuel oil, coal, coke, natural gas, electricity, etc., which may all
compete for the same use.) Sometimes there is a possibility of
comparing physical efficiencies of competing materials or products
(for example, through caloric contents). But often the decisive
element is nothing but the “appeal” that the competing goods have
to the buyers. It is the consumer who ultimately decides what he
wants to buy and how easily he will switch from one product or
one product quality to another.

The greater the readiness of buyers to substitute other products
for the product of a particular firm, the smaller will be that firm’s
control over its selling prices. As the characteristic of monopoly
power, control over price is much less ambiguous than control over
- . output, although one still has the problem of finding criteria and
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measurements for the degree of control over price. Various meas-
ures have been suggested to express the “buyers’ readiness to
switch.” The two expressions most relevant for our purposes are
the price-elasticity of demand and the cross-elasticity of demand.
Both relate the quantities demanded to prices charged: the former
relates them to the prices of the product itself, the latter to the
prices of other products in the market. Thus, they indicate what
would happen to the sales of a product if its price were changed,
and what would happen if the price of another product were
changed.?

There is little chance of obtaining the information needed for
actual estimates of these elasticities. The cross-elasticities are par-
ticularly hopeless unknowns. The price-elasticities or, as they are
usually called more briefly, the elasticities of demand, are not quite
so far beyond our reach. But we must realize that these elasticities
are nothing but hypothetical propositions. They tell, for example,
how much more of a product could be sold if its price were lowered
by a certain percentage. These hypothetical judgments are con-
jectures about people’s inclinations. To be sure, many businessmen
think that they have a pretty good idea of the responsiveness of
their market, but, if they have, their idea will hardly be formu-
lated in any exact terms and, in any case, such matters are regu-
larly treated as business secrets. Thus, unable to measure the buy-
ers’ inclinations, we cannot even ascertain the sellers’ conjectures
about these inclinations. At best we may try to infer something
about the sellers” conjectures by observing what policies they pur-
sue. But these are indirect and unreliable clues indeed.

Elasticities of demand certainly have something to do with
monopoly, whether we can measure them or not. A seller does not
have much leeway in his price policy if he believes that customers
would respond very sensitively to small changes in his price:—a

2 The price-elasticity of demand for good A is the relative change in the
quantity of A demanded, divided by the relative change in the price of A
charged. The cross-elasticity of demand for good A with respect to good B
is the relative change in the quantity of A demanded, divided by the relative
change in the price of B charged. (A more complicated measure of the sub-
stitutability between the two goods is the elasticity of substitution. It is the
relative change in the ratio of the quantities of A and B demanded, divided by
the relative change in the prices of A and B charged.)
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small increase in price, and he would have practically no takers
for his product; a small reduction in price, and there would be so
many takers that he could not meet the demand. A seller faced with
a demand as elastic as this has little “control” over price. On the
other hand, a seller facing a less elastic demand has a much greater
choice of possible selling prices. To be sure, he may feel that his cur-
rent price is the most profitable one—that is, he may not care toraise
his price, although he would still expect to make substantial sales
at a higher price; and he may not wish to lower it, expecting that
not much more could be sold at a lower price. He may not in fact
experiment with higher and lower prices, but he will probably feel
that he has a greater leeway in his price policy. Thus, he has more
“control” over price in the sense that the price he will charge de-
pends more on his judgment and less on the dictates of the market.

Sellers often endeavor to reduce the elasticity of demand for
their product. Advertising, for example, not only serves to increase
the demand but also to reduce its elasticity. For it may attach cus-
tomers more faithfully to the particular seller or his product, thus
allowing him to keep their patronage in spite of a rise (or a refused
reduction) of the selling price. Frequently sellers pursue all sorts
of policies to distinguish their products more effectively from rival
products; the more different they become in the eyes of the cus-
tomers, the less substitutable other products seem to be for theirs,
the less likely will the sellers lose custom when they put up the
price or refuse to lower it.

Collusion among rival sellers, long known as a way of reducing
the degree of competition and increasing the chances for charg-
ing “monopoly prices,” can also be explained in terms of demand
elasticity. In the absence of collusion each seller is chary of raising
his price, fearing that he would lose customers to his competitors;
and many a seller is tempted to cut his price, hoping that he would
attract much business away from his competitors. Collusion among
sellers can “remedy” this situation. For example, if a seller knows
that his competitors will follow his lead, his fear that any price
increase would drive his customers to rival sellers is allayed, and
his temptation to steal customers from them is gone because he
knows that any price cut would be immediately followed. Price
leadership, of course, is only one of many manifestations of col-
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lusion. Incidentally, though, whether or not price leadership neces-
sarily implies collusion is a very controversial issue. The whole
problem of collusion is full of controversy, because the law in the
United States has made collusion among competitors an illegal
restraint of trade and, therefore, businessmen are wary and direct
evidence of collusive practices is hard to obtain. If collusion must
be largely inferred, it cannot well be used as a criterion of mo-
nopoly—apart from the fact that one cannot be sure that collusion
always creates or increases monopoly power.

Merger with a competing firm is a rather obvious way of reduc-
ing competition. The fusion of previous competitors reduces the
elasticity of demand for the products of the united firm. No more
stealing of customers between them, less temptation to cut prices,
less fear of losing customers at raised prices. But, again, we have
no way of “proving,” in concrete cases, in quantitative terms the
increase in monopoly power that results from merger, no way of
measuring the reduction in the degree of competition.

We have said nothing thus far about monopoly profits. Is not
the presence of monopoly profits a good indication of the presence
of monopoly power? Probably so. But how can monopoly profits be
distinguished from ordinary profits? Should any profit rate above
some “normal rate” be attributed to the exercise of monopoly
power? The vagueness of the concept of profit would make an
affirmative answer to the last question rather rash. There is an
abundance of arbitrariness in the calculation of profits, what
with the wide-open problems of valuation of fixed assets, deprecia-
tion allowances, comparative risks and uncertainties, differential
talents, and so forth. Moreover, there is the argument, most per-
suasive, that absence of monopoly profits need not imply absence
of monopoly power, or even absence of the actual exercise of
monopoly power.

Price inflexibility has sometimes been suggested as an indica-
tion of the presence of monopolistic control. But this is no less
elusive a piece of circumstantial evidence of monopoly power than
the others. Monopoly does not always result in inflexible prices,
and inflexible prices are not always attributable to monopoly. This
is not to deny that there may be a strong correlation between price
inflexibility and the exercise of monopoly power.
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After this superficial survey of some notions closely associated
with monopoly, we cannot help being impressed with the inor-
dinate degree of vagueness surrounding almost all these concepts
and relationships, or with their indiscernibleness in the real world
of the facts the concepts are supposed to cover. Tired of the fuzzy
ideas and anxious to find some clear and stable point of reference,
economists escape with relief to the construction of an abstract
model of pure and perfect competition in a perfect market, a model
which, however unrealistic it may be, has the advantage of being
definite and relatively unambiguous.

CoMPETITION, PURE AND PERFECT

The model of competition can be taken apart into three pieces,
to which some people have given the names “perfect market,” “pure -
competition,” and “perfect competition.” But since these terms
have not been generally accepted, there exists much terminologicaf
confusion, despite conceptual clarity.? The labels on the concepts
sometimes get interchanged; and especially the shuffling between
“pure” and “perfect” may involve the uninitiated in a comedy of
errors. Since the terminological tug-of-war between the “purists”
and the “perfectionists” seems to drag on without there being
much chance of a decision, and since its entertainment value is
slight, T have elsewhere proposed different terms for both. Here,
however, I shall avoid the use of new terms and I propose an agree-
ment with the reader on the following designations: “Pure competi-
tion” shall mean perfectly elastic demand for a seller’s product;
“perfect competition” shall stand for perfectly free entry into his
field; and “perfect market” shall refer to a market organization
which secures to each seller and buyer full knowledge of all bids
and offers, free access to each other, and complete freedom as to
the prices and quantities for which they may contract.

® For a survey of the terminologies of various authors, see Fritz Machlup,

The Economics of Sellers Competition: Model Analysis of Sellers’ Conduct
(Baltimore: Johns Hopkins Press, 1952), Ch. 4.
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Perfect Market

The concept of the perfect market is designed to rule out such
things as a buyer remaining ignorant of an opportunity to purchase
at a lower price, or being barred from purchasing at the price at
which, others are served, or being prohibited from paying a price
that he would be willing to pay; or such things as a seller having
to accept a lower price because he has failed to hear about buyers
who were paying more, or being unable to reach them, or being
forbidden by governmental control measures to accept the higher
price the buyers are offering or to sell them the quantities they
wish to buy.

Thus, three institutional conditions must be fulfilled if a market
is to be called perfect: (1) All buyers and sellers have complete
knowledge of prices and price offers; (2) every buyer can buy from
any seller, and every seller can buy from any buyer, without dis-
crimination; and (3) no restrictions are imposed upon sellers or
buyers as to the prices which they may accept or as to the quan-
tities for which they may contract. To these institutional condi-
tions we must add a “psychological” condition generally made in
economics: that people prefer more income to less, or in particular
that sellers prefer to make more money rather than less and that
buyers prefer to get more for their money rather than less.

If a perfectly homogeneous commodity is traded in a perfect
market, it cannot be traded at different prices at the same time.
For, obviously, with the “full knowledge” and the “free access”
that are implied in the perfection of the market, no seller would
want to accept a lower price than others are getting and no buyer
would want to pay a higher price than others are paying. Moreover,
no sellers would be left with any unsold quantities that they had
_ been ready to sell at the price that was actually paid for the com-
modity; and no buyers would be left with any unsatisfied demand
which they had been ready to satisfy by paying the price that was
asked for the commodity. This implies that the bidding and asking
in a perfect market must result in the emergence of a price at which
the quantity supplied and the quantity demanded are equal.

In reality few markets are perfect, but a good many markets
come more or less close to being perfect. Even if a large number of
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markets are far from perfect, we cannot understand what is going
on in such markets except by making comparisons with the ideal
model of a perfect market. In other words, the model helps us to
make sense out of the observed “market processes,” market prices,
and volumes traded, and out of the presumed “market forces” such
as supply and demand.

A market may be perfect even if competition is neither pure nor
perfect. In other words, sellers and buyers may have full knowl-
edge of all prices, price bids and offers; free access to each other;
absolute freedom to sell or buy any quantities they like and to
take or pay any price they find acceptable; a strong ambition never
to take less than they can get; but none of these things—which con-
stitute “perfection of the market”—presupposes or entails that sell-
ers are in positions of pure competition and under the pressure of
perfect competition.

Pure Competition

Pure competition exists if a seller thinks that at the market
price he could sell as much as he wanted while at a higher price
he could sell nothing at all. He has no difficulty selling his goods
at the given price and sees no difficulty selling larger quantities at
the same price if he cared to do so; but he would expect to lose
all his sales if he charged a higher price. This clearly defined situa-
tion certainly implies absence of control over price. At a higher
price no sales could be made, and a lower price would constitute
a needless sacrifice on the part of the seller.

It is possible that the situation depicted in this model is ap-
proximated, if not actually realized, in the markets for certain agri-
cultural products. No single cotton or wheat grower may think
himself capable of influencing the market price of his product.
He may have his ideas as to the future changes of prices, but he
will not think that the relatively small quantities which he might
sell can affect the price in the least. He is such a trivial part of the
total market that the commodity exchange would neither become
firmer if he withheld some of his produce nor become weaker if he
sold larger quantities.

What are the preconditions for a state of pure competition?
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Only a seller who offers relatively small quantities of a standard-
ized product, undifferentiated from the product of a very large
number of other sellers, can be in a position of pure competition.
That the products are identical in quality means, not that there
cannot be various grades of the commodity, but only that within
each grade all units are so nearly homogeneous that there is no
preference on the part of buyers for the product of a particular
seller. Nor must there be any other reasons why buyers should pre-
fer one seller to another—for example, better service, greater
convenience and the like. If there should exist any differences be-
tween sellers, they must not be worth even a penny to the cus-
tomer: the loyalty of a customer to particular sellers must not cost
him anything; or, more correctly, there must not be any loyalty
which would enable the seller to keep a customer in spite of charg-
ing more than other sellers.

Identity of quality and of service are not sufficient to ensure
absence of customers’ preferences for particular sellers; location
may make a significant difference. Location need not interfere
with pure competition if sellers in various locations ship their
entire output to a central market where only one price rules at any
one time. But if a seller serves different customers at different dis-
tances from his location, his sales possibilities begin to look very
different. The different transportation costs, either in money or in
convenience, which the buyer has to incur with respect to differ-
ently located sellers, would create for most of these sellers some
degree of control over price. A slightly higher selling price (f.0.b.
at the shipper’s place) would involve the loss of only the more dis-
tant customers; and on the other hand, the quantities salable at a
given price are definitely limited so that only a reduction of his
price would enable the seller to reach more distant customers.
Hence, the sales volume would depend on the price which the
seller charged, that is, competition would not be “pure.”

Interview with a Pure Competitor

The more we examine the concept of pure competition, the
more convinced shall we be that the concept does not fit the situa-
tion prevailing in industry. To make this absolutely clear we may
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present here a short questionnaire, or a report on an imaginary

hearing, with the answers which a “purely competitive” seller

would have to give.

Q. Do you believe that you might get a higher price for your
product if you reduced your output or withheld part of it from
the market?

A. No. My output does not count. If the others go on selling the

same quantities, nobody would notice that I sell less and' I

would not get a higher price.

Do you believe that you might depress the selling price of

your product if you tried to sell more?

No, not unless the others tried to do the same. The small quan-

tities which I can sell do not make any difference to the market.

. How many other producers are there selling the same product

which you sell? '

I don’t know. There are hundreds of them.

. Do you ever try to take a customer away from one of the others?

No, that is not necessary. I have no difficulty selling my output

to the same or to other customers.

Is your product better or inferior in comparison with the

product of most of the others?

It is the same. You cannot distinguish them. My first quality is

the same as anybody else’s first, and my second quality is the

same as anybody else’s second.

Are your customers very loyal to you?

I don’t care. If the one did not come, another would come along.

Could you not get a higher price from customers who are loyal

to you?

No, nobody would buy from me if he had to pay me more than

the market price.

You would lose all customers if you asked a higher price?

Yes, I could not sell anything if I did not accept the market

price.

. Do you advertise?

No. Why should I?

Could you not sell more if you advertised?

I can sell any quantity I care to sell without advertising if I
accept the current price.
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If you are able to sell more, why don’t you do it?

I can sell all I produce.

. But could you not produce more?

Yes, I could, but it would not pay me to produce more at the
present price.

DO O

Non-Pure Competition

It does not take much imagination to recognize that with few
exceptions the answers would be very different if the questions
were put to representatives of most industries. Among the rare
cases which come close to the “ideal type” of pure competition are
the producers of percale (a certain type of gray goods), the most
standardized product of the cotton textile industry. In one inquiry
into the policies of a firm in that industry it was found that “prices
of both raw materials and gray goods are market-determined and
the company has no control over them.” * This is not, however, a
typical situation in industry, and our imaginary interview would
elicit quite different answers from most American industrialists.

The difference would become especially striking with respect
to the question “why don’t you produce more?” To this question
we might expect either of two answers from the majority of in-
dustrial representatives: one, “We would not be able to sell more™;
the other, “We would not be able to sell more except at unbear-
ably low prices.” Precisely these answers are considered by many
economists to be the essence of the monopolistic element in market
positions, regardless of how many traits of competltlve selling -
may be present in these markets.

To the businessman most forms of non-pure competltlon ap-
pear much more competitive than the model of pure competition.
Nothing particularly competitive is seen in the behavior of our
pure competitor. He does not try to win customers from his rivals;
he does not try to advertise; he does not claim any superiority of
the quality of his product; he does not care about, and still less
compete for, the loyalty of his customers; and he does not worry
about what his competitors might do or think about his own ac-

* Industrial Wage Rates, Labor Costs and Price Policies. Monograph No.
5. Temporary National Economic' Committee (Washington, 1940), p. 50.
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tions. A feeling of rivalry towards his competitors is foreign to that
“pure competitor.” It may sound paradoxical that pure competi-
tion should exclude everything that resembles the businessman’s
idea of competitive actions and real rivalry among sellers. What
most businessmen would consider the essence of heavy compe-
tition—price cutting and underselling, quality boasting, advertis-
ing, stealing one another’s customers—is claimed by the econo-
mists as evidence of the absence of pure competition and of the
presence of monopolistic elements. Thus one can easily under-
stand why the businessman is amazed at the peculiar conceptions
of the economist.

Pure Competition as an Ideal

The economists have good reasons for not scrapping the model
of pure competition although it clearly does not fit many actual
cases and the underlying assumptions seem so utterly unrealistic
to the practical man. The model is useful as a standard of compari-
son and as a standard of performance. As a standard of comparison
the model has explanatory value, just as the model of a perfect
vacuum has explanatory value in physics even if masses never
move in a perfect vacuum. As a standard of performance the model
is used in judgments of welfare economics and in the evaluation
of economic policy, although it can be used only in combination
with a number of additional assumptions. Certain results that can
be deduced from such a combination appear so happy and desir-
able to most economists that they like to regard pure competition
not only as an “ideal type”—an abstract construction for analytical
purposes—but also as an “ideal”—a state of affairs to which they
wish reality would conform as much as possible.

The additional assumptions to be combined with the model of
pure competition are perhaps not quite so unrealistic, although
opinion on this point is divided. One assumption is that business-
men know their technological possibilities and their cost condi-
tions, know how to calculate, and attempt to make as much profit
as possible—in short, that businessmen are sensible and money-
minded. In addition it is assumed that they have their eyes and
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ears open, find out quickly about any new opportunities for making
money, and try to take advantage of such opportunities—in short,
that businessmen are enterprising. A final assumption is that the
social and legal institutions are such that any businessman at any
time is free to take up the business that he chooses and can gain
free entry to any trade that seems attractive. These assumptions
may be put together into a model of the alert, profit-seeking and
freely moving entrepreneur. If this model is combined with the
model of pure competition, results can be deduced which are
widely regarded as the best possible arrangement of the economic
resources at the disposal of society.

The condition of perfectly free entry into any field or branch
of business has been regarded by some as the chief criterion of
perfect competition, and its absence as the quintessence of mono-

poly.

Perfect Competition

Perfect competition requires that everybody is free to move un-
limited amounts of productive resources into any field that looks
promising to him, and that there are no man-made obstacles to the
movement of factors of production into and out of particular em-
ployments. ‘

Free mobility of resources, free access to all occupations and
free entry into all industries do not imply that each and every unit
of any kind of resources should be willing and able to move or be
moved at the slightest provocation. It is sufficient if some small
fraction of the factors of production in any occupation or at any
place have such mobility. If wage rates at one place or in one oc-
cupation rise, the assumption of mobility and free access does not
mean that all qualified workers should rush in at the same time
from all sides. If profits rise in an industry, the assumption of free
entry does not require that at one stroke hundreds of new enter-
prises take up that business. Such movements, rather, are supposed
to be gradual. The chief points are that there must not be any man-
made obstacles obstructing or delaying the movements, and that
these movements tend to equalize the prices of homogeneous
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factors of production, including the rates of return of investible
funds and the earnings of enterprise.®

The condition of perfectly free entry into any field of economic
activity is certainly not satisfied in reality. There are thousands of
barriers keeping out newcomers from particular occupations, trades
or industries at particular places. Most of these barriers have been’
erected at the instigation of insiders seeking protection against

“overcrowding.” Some of the barriers are the work of private or-
~ ganizations, others are the work of public institutions set up under
the laws of the land by national, state, or local government.

But, again, the assumption of perfectly free entry is useful,
despite its lack of realism, in the analysis of reality as well as in
the derivation of propositions of welfare economics. Let us now
take a look at the welfare implications of the combined model of
pure and perfect competition in perfect markets.

The Function of Competitive Prices

The functioning of the price system is evaluated according to
its efficiency in steering the available resources—natural (land),
human (labor), and man-made (capital)—into those uses which
yield the most urgently demanded products and services. The allo-
cation of resources must be regarded as uneconomic if it is possible
through a shift of resources from one use to another to improve the
well-being of any one without reducing the well-being of anyone
else. It is also uneconomic—that is, it implies that society takes
less than the best it could have—if a shift of resources could be
found by which somebody’s well-being is improved and someone
else is hurt, but the former would still be better off than before
even after paying full compensation to all that are hurt by the
change. It is convenient to separate in one’s thinking the problem
of compensation payments by those who gain to those who lose
through a reallocation of resources, and indeed to separate the

3 This tendency refers only to homogeneous factors. Liquid funds seeking
only gilt-edged investment and liquid funds disposable as venture capital are
no more homogeneous (i.e., interchangeable) than white-collar labor and the
labor of steeple-jacks. That capital goods in their specific form must not be
regarded as homogeneous with liquid capital funds should be obvious. It is

odd that people should have made the error of lumping them all as “capital,”
seemingly substitutable for one another without difficulty.
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whole problem of income distribution from the problem of the
efficiency of national production, that is, the problem of total na-
tional income.® With any given distribution of income the most
economic allocation of productive resources is then achieved when
no shift of resources could produce a net increase in national in-
come. In plain language, we have the best when nothing better
can be had. This optimum allocation can be achieved only if con-
sumers and producers can make their choices on the basis of prices
which truly reflect the cost of products and services—cost in the
sense of the most desirable alternative uses of the resources, the
“foregone opportunities,” which society is sacrificing in devoting
the resources to any particular use.

There are so-called “external” repercussions which do not usu-
ally enter into the price system: for example, the dissatisfaction
caused by the smoke that a factory “furnishes” to the neighbor-
hood as an undesirable by-product of its output; or the satisfaction
caused to the community by the good-looking houses whose value
expresses only the satisfaction of the individual buyers. Apart
from these deviations of private benefits and costs from social
benefits and costs—deviations for which governments sometimes
~ try to compensate, and often overcompensate, through some sort
~ of intervention—the price system would reflect social benefits and

costs, as appraised with the given distribution of incomes, provided
there were no artificial restraints in the movement of resources
and no self-imposed restrictions in the use of factors or in the out-
put of products with a view to influencing their prices. Both types
of restraints and restrictions are called “monopolistic.” They may
cause prices of factors and products to be above or below their
“competitive” values, that is, above or below the values they would
have if used entirely for the most heavily demanded of all com-
peting uses they could serve. If one regards it as the function of
the price system to effect the allocation of resources among alterna-
tive uses, one may conclude that competitive prices result in the
“optimum allocation.” ?

8 Logically the separation can néver be complete, because the values by
which efficiency and national income are measured reflect buyers’ preferences
under a given distribution of income. See below Chapter 11.

* More should be said about the relevance which the distribution of in-
come may have for the notion of the optimum allocation of resources. Since
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The price of a factor of production employed for a certain use
is above its competitive level if further quantities of the factor
equally suitable and available for the same use are not employed
in that use but for other uses at lower prices (or are not employed
at all). The price of a product is above its competitive level if it
exceeds the added cost at which an increased quantity of the
product could be produced, that is, if it more than covers the prices
of the additional factors of production required for producing more
output.

Pure and perfect competition would prevent factor and product
prices from staying above or below competitive levels. Perfect
competition—free entry of enterprise and resources into all fields
—would prevent factor prices from staying higher in some uses
than in others and would prevent product prices from staying
higher than the cost of the factors required for the product. Pure
competition—perfect elasticities of selling and buying opportuni-
ties and, thus, absence of sellers’ and buyers” control over prices—
would prevent production from remaining at volumes below those
for which additional cost of production would equal the product
prices. Thus one may make the statement, subject to certain quali-

prices are based on consumers’ demand, and demand, in turn, on the con-
sumers’ expected satisfactions, each weighted by the individual consumer’s
purchasing power, the distribution of income is obviously reflected in any
free system of prices. If we should dislike the given distribution of income,
are we still to call an “optimum” allocation of resources one that corresponds
to competitive prices reflecting the given income distribution? The answer is
that there is only one way of judging the allocation of resources and this is
through a system of economic indicators of relative importance and scarcity,
called prices. Anyone who dislikes the given distribution of income can advo-
cate its redistribution through taxes and transfer payments (although he should
take into account the effects which such a redistribution may have upon the
total productivity of the economy). But if the advocate of redistribution at-
tempts to achieve his objective by distorting the relations between prices, he
will have no way of judging the results of his interference. He will not even
know whether the allocation of resources which he engineers comes closer to
what he would like best; it may just as easily be inferior, at the expense of the
majority of people concerned.

We conclude that any allocation of resources can be optimal only with
reference to some distribution of income, whether it be one which includes
large incomes from inherited wealth and big differentials due to differential
opportunities, or one which results from a system of drastic inheritance and
income taxes.
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fications, that pure and perfect competition would lead to the
most economic utilization of available productive capacity, be-
cause producers would strive to make unit costs of production as
low as they could possibly be, that is, lower than if volumes of out-
put were either greater or smaller; and that consequently the com-
bination of the abstract models of pure and perfect competition
can be useful as a “standard of performance” for the economic
processes of the real world, and perhaps also for an examination
of the possibilities of creating in the real world conditions that
come closer to (or deviate less widely from) the assumptions made
in the idealized models or, where this seems impossible, of bring-
ing about results that approximate those of the workings of the
models.



CHAPTER 2

Monopoly: Meanings, Effects, Manifestations

Monopolistic Restrictions of Operations and Entry: Restrictions of the
Volume of Operations - Restrictions of Entry - Practices to Tighten Re-
strictions of Operations - The Economic Effects of Monopolistic Restric-
tions - Provisos and Reservations

Monopoly in Business, Labor, and Agriculture: Monopolistic Business
Policies - Various Meanings of Business Monopoly - Monopsony in Busi-
ness - Monopolistic Restrictions in Agriculture - Monopolistic Labor
Policies

HE IDEAL constructions of pure and perfect competition serve
T as a convenient frame of reference for specifying the mean-
ing or meanings of monopoly as well as for distinguishing its vari-
ous manifestations, The economic effects of monopolistic restric-
tions, likewise, can best be demonstrated with the aid of these
analytic models. '

Monorporistic ReEsTRICTIONS OF OPERATIONS AND ENTRY

Deviations from competitive price can be divided for analytical
purposes into two kinds: those connected with restrictions of in-
put and output on the part of insiders operating in a field of
activity, and those connected with restrictions upon outsiders, pre-
venting them from entering a particular field of activity. This di-
vision derives logically from the main parts of the model of com-
petition, pure and perfect. The absence of pure competition causes
firms in a field to restrict their operations because of anticipated
effects on factor prices paid and product prices received. The ab-
sence of free entry keeps potential newcomers—productive factors
and new enterprise—away from the field.

[24]
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Restrictions of the Volume of Operations

Under pure competition there is only one reason why a firm
will not expand its operations: technological or organizational ef-
ficiency would so suffer from an increase in the volume of pro-
duction that production cost would be too high for the given level
of selling prices. The seller, without any choice as to the height of
the selling price but able to sell at the given price as much as he
cares to sell, would clearly produce as much as it would pay him
to produce at that price. For as long as the additional cost of addi-
tional output would fall short of the selling price, he could in-
crease his profit by increasing his output, and nothing would keep
him from doing so. This situation is radically changed if com-
petition is not pure. Now the seller cannot sell at one given price
any amount of output that he might care to sell. At a given price
his sales opportunities are limited. He may be able to sell more,
but only if he lowers the price, and this it may not pay him to do.
On the other hand, he may be able to raise the price and still sell
a substantial quantity, and this he may find to be the best proposi-
tion.

If a seller thinks he can sell at a given price all he cares to
sell, his production will certainly be larger than if he thinks he
could sell more only at lower prices or not at all. The knowledge
that more can be sold only at reduced prices, if at all, is an efficient
check on increased production; in other words, this knowledge
is effective in restricting the operations of the firm. The production
volume, therefore, is not only limited by the technological and
organizational conditions under which the firm produces, but also
by its conjectures concerning the elasticity of the demand for its
output. If these conjectures change, the firm will be inclined to
change its selhng prices and its production volume. For example,
if a revised view includes the anticipation that demand would
respond to price adjustments more sensitively than was previously
thought, prices may be reduced by the firm. On the other hand,
if a smaller response is anticipated, the firm may find it best to
raise its prices. The prices which the firm charges will of course
determine its actual sales. Hence, the anticipated elasticity of de-
mand is a major factor in determining the output of the firm. The
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smaller the elasticity of demand as seen by the seller, the more
drastic will be the restriction of his operations.

Although economists speak of these restrictions of operations
as “monopolistic” restrictions, the firms in question, or their man-
agers, may not even realize that they restrict their output. As a
rule, they satisfy the entire demand that is effective dt the an-
nounced price, and would be more than glad to expand produc-
tion if the market could absorb more. The charge of output restric-
tion appears to them as unfair and surely contrary to fact. To the
question “Why don’t you produce more?” they would answer:
“We could not sell more,” or “The market could not absorb more.”
In all probability these would be truthful answers. But “output
restriction” does not mean refusal to sell all that is demanded at
the given prices; instead, it may mean merely maintenance of
prices which were set precisely because the seller recognized the
limitations of the market. Thus, another possible answer to the
question might be: “The market would only take more at prices
lower than we could afford.” Sometimes it might be franker to
answer: “We could not sell more unless we cut our prices and this
would reduce our profit.” In not a few instances, however, the an-
swer would be: “We could not sell more except by unfair price cut-
ting”—which implies the existence of an understanding of what
price is considered “fair” by the trade and is therefore tantamount
to the existence of implicit collusion among the competitors.

Restrictions of Entry

While monopolistic restrictions associated with imperfect elas-
ticity of demand have recently received the greater share of at-
tention by theoretical economists, monopolistic restrictions asso-
ciated with imperfect freedom of entry used to be the focus of
interest in the monopoly discussion. Perhaps this was because, in
the era of liberalization from governmental regimentation of in-
dustry, public interferences with entry had aroused strong popular
opposition; and private interferences with entry had often been
rather spectacular and had led to the American trust-busting era.
As time went on, the private interferences have become less blatant
and the public interferences have regained popular support.
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Private barriers of the spectacular type have included open
threats of cut-throat competition against newcomers and harassing
patent suits so costly as to ruin a competitor even if he won, a
practice which besides putting existing competitors out of busi-
ness creates a climate that keeps potential competitors away. Less
ostentatious private barriers are the withholding of financial aid
to potential competitors by cooperating banking institutions, the
denial to newcomers of the existing channels of distribution, the
use of discriminatory pricing techniques jeopardizing the profit-
ability of industries at new locations, closed-shop agreements be-
tween labor organizations and employers in conjunction with high
initiation fees or the refusal of union cards to job-seeking laborers,
and many other techniques of giving protection or security to in-
siders against the competition from outsiders.

Public barriers have included franchises, provisions for cer-
tificates of convenience and necessity, other municipal licences,
a large variety of international or interstate trade barriers, exclu-
sive patent grants preventing competitors from making certain
products or using certain processes or machines, and hundreds of
less conspicuous ordinances and regulations designed to protect
vested interests against newcomers’ competition.

Differences in earnings between insiders and outsiders are not
incidental effects but are the very objective of the institutional
barriers against the entry of additional factors or new enterprise
into the fields deemed “worthy” of protection. In some instances
the restrictive measures include the direct fixing of minimum prices
for the services or products in the field in question. At these prices
the dertand is limited and there are no takers for the additional
supply. In such cases restrictions of entry are not immediately ap-
parent as the causes of the higher-than-competitive prices (or
wage rates), although as a rule overt restrictions will still be neces-
sary in order to make the prices (wage rates) hold up against the
onrush of competition “from the outside.”

Practices to Tighten Restrictions of Operations

Restrictions of entry are the intended results of conscious
measures or policies of interest groups or of government acting on
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their behalf. The restrictions of the operations within existing
firms, as we have described them above, are not fundamentally
the results of consciously restrictive practices or policies. They
are merely incidental to the setting of selling prices by sellers who
know the limitations of the market and therefore will neither ex-
pand their outputs as they anticipate too large a decrease in price
nor reduce their prices as they anticipate too small an increase
in sales. There are, however, a number of practices and policies
which firms may pursue for the purpose of increasing the aware-
ness of each firm of the effects its actions are likely to have upon
the prices received by it along with the rest of the industry. In
other words, where the elasticity of demand for the product of
each firm acting independently would be so high that the firm
would be apt to underrate the effects of its isolated actions upon
the whole market, movements for the development of increased
“industry-consciousness” of the competing firms will be set afoot.
Two kinds of policy can further this objective: collusion and
merger. The former aims at greater unity in spirit (and action),
the latter at unity in corporate body.

Collusive practices may impose direct output restrictions upon
the competing members of the group. For example, the firms may
agree on absolute production quotas, or on fixed relative shares of
aggregate sales. But only a small part of all collusive arrangements
are of this type. A much larger part relate to limitations of price
competition, division of markets or fields of operations, etc. Hence,
the effects of these arrangements—often merely tacit understand-
ings—are only indirectly restrictive of the production volumes of
the individual firms. The direct effects are merely to make price
reductions less attractive (or price increases more attractive) to
the individual sellers.

Understandings among competitors attempting or effecting
regulation or limitation of competition are called cartels. Carteli-
zation of an industry composed of a very large number of small
firms is difficult to achieve without the help of the government. If
combination and consolidation of small firms through merger can
reduce the number of competitors in the industry, or if some strong
merger-born firms attain dominance in the industry, cartelization
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will be greatly facilitated. Thus, extensive mergers are doubly
effective: first of all, they lead to larger units which, because their
share in the market is substantial, will find self-imposed output
restriction, or self-restraint in price cutting, to be the best principle
for their conduct; secondly, they reduce the number of firms and
increase the strength of some, and thereby promote the develop-
ment of a climate in which the competing firms are inclined to act
in concert and conform to standards of conduct, which results in
turn in further restrictions of the volumes of operation.

The Economic Effects of Monopolistic Restrictions

All these types of restriction—restrictions of entry, restric-
tions of operations by cooperating firms, restrictions of operations
by merger-grown firms, and restrictions of operations without col-
lusion or merger—have in common that the use of productive re-
sources for a particular purpose falls short of the level called for
by the “competitive norm.” It is perhaps a confusing use of words
. if-every deviation of prices from their “competitive” level, or
everything which results in restrictions of output below its “com-
‘petitive” level, is said to be “monopolistic.” It certainly cannot be
said that all such restrictions are the consequence of “monopoly”
in the traditional sense or in the legal sense or even in the sense
which I have adopted elsewhere to classify market positions of
particular sellers. Yet there is no use trying to stop trends in the
dynamics of language. The adjective “monopolistic” has expanded
in meaning and its contents have grown far beyond those of the
original noun “monopoly.” The words “monopolistic,” “monopoly
power” and “degree of monopoly” are now generally used with ref-
erence to firms which no one would contend enjoy monopoly posi-
tions or act as monopolists.*

! Some economists go further and use also the noun “monopoly” for the
position of a seller whose product is only slightly different from those of his
competitors. E.g., “Heterogeneity as between producers is synonymous with
the presence of monopoly.” Edward H. Chamberlin, “Product Heterogeneity
and Public Policy,” American Economic Review, Supplement, Vol. XL
(1950), p. 86.—On the other hand, the fashion of seeing monopoly or a defect
of competition in the simple fact of product differences has been severely
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In discussing the economic effects of monopolistic restrictions
one should carefully separate the effects on particular groups
within the economy from the effect upon the economy as a whole.
For example, there is little doubt that restrictions of entry are
highly beneficial for insiders thereby protected. There may be
some doubt about the long-run benefits to the participants of col-
lusive restrictions, but very often these benefits are real and lasting.
To jump, however, to the conclusion that what's good for an in-
dustry must be good for the entire economy would be utterly
wrong. There will always be some who are harmed by the restric-
tions, and indeed there is a presumption that the net effect on the
economy as a whole is harmful.

Concerning this net effect on the whole economy, that is, the
effect on the total national product, a distinction between static
and dynamic analysis may be in order. Statements that seem to
be unquestionable on the basis of static analysis, assuming given
resources, given technology and given money supply, become open
to question in an analysis of growth and progress and in an analysis
of deflationary movements. However, we are not permitted to skip
static reasoning on the ground that it may turn out to be subject
to qualifications or corrections when the additional assumptions
appropriate to a dynamic analysis are introduced. We shall, there-
fore, defer our comments regarding the effects of monopolistic
restrictions on economic progress, and regarding their relationship
to the problem of deflation, until we have seen what static analysis
has to say about the effects of monopolistic restrictions on the eco-
nomic allocation of productive resources.

As we have seen before, the main function of prices in a ra-
tional economic system is to steer productive resources into the
production of the most urgently demanded commodities. This im-
plies that one purpose of high prices is to discourage consumers
from buying a commodity, or larger quantities of a commodity,
the production of which would require factors of production that
are more urgently demanded for other things. Where the requisite
criticized: “The talk about the defects of competition when we are in fact
talking about the necessary differences between commodities and services
conceals a very real confusion and leads on occasion to absurd conclusions.”

Friedrich A. Hayek, “The Meaning of Competition,” in Individualism and
Economic Order (Chicago: University of Chicago Press, 1948), p. 97.
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factors are available the function of prices is to encourage the
purchase of the product. This function is disturbed if a product is
overpriced, which may happen in two ways: (1) the factor prices
may be too high relative to the values of the factors in competing
employment; and (2) the product price may be too high relative
to the factor prices. In both cases the purchase of the product is
discouraged although there are no equally urgent alternative uses
competing for the resources.

The first disturbance refers, thus, to the prices of productive
resources, primarily labor. Monopolistic wage fixing can severely
restrict the employment of labor. Industries that have to pay
monopolistic wage rates will ordinarily employ less labor than
they would at competitive wage levels. Workers, willing and able
to work but unable to find employment in these industries, are
compelled to look for other employment. Some will crowd into
other occupations and fields, in which access is not restricted, and
will thereby depress the wage rates in these occupations and fields.
Others will remain unemployed. (That is to say, “full-time leisure”
may be the only alternative “use” of their labor power. Only if un-
employment were voluntary on the part of the “worker” could
full-time leisure be regarded as the preferred alternative use of
his time.)

The second disturbance of the economic allocation of resources
refers to the prices of products. Sellers can set prices so high as to
restrict the purchase of products to an output level at which addi-
tional production would cause an addition to total cost of produc-
tion that could still be more than covered by the prices at which
the added output would sell. The productive resources which re-
main unused for the industry concerned as a result of its smaller
output would either remain unemployed or they might find em-
ployment for uses less desired than the one from which they were
excluded. The alternative employment might be in industries
where producers are not in a position to foresee the price falls
which go with increased output; or, in more technical terms, the
factors of production may find in more competitive industries the
employment which they were refused by more monopolistic in-
dustries.

The fact that product prices are higher than the additional cost
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at which additional output could be produced, may thus have two
results: an “uneconomical allocation of resources” among various
lines of production; and an “uneconomical rate of utilization of
resources” for production in general. “Not used for the right things”
—is the one result; “not used at all”—is the other. While the former
may be said to spring from the fact that the degree of control over
prices is different in different industries, the latter can be attributed
to the existence of monopoly prices in general—except, of course,
when other considerations, particularly shrinkages in total effective
demand, become more important.

Provisos and Reservations

‘The economic effects of monopolistic restrictions, according
to this analysis, are expressed and evaluated in terms of a sacrifice
of potential national income: the wasteful use of productive re-
sources resulting from the restrictions makes the total income
smaller than it would be in the absence of the restrictions. Resources
used for less urgently demanded products, resources used less
efficiently, and resources remaining entirely unused—these are the
economic consequences of monopolistic restrictions.

One must be on guard against the widespread misunderstand-
ing that the effects of monopoly power are always visible in the
form of “exorbitant prices” being charged to buyers. Several brief
comments on this issue may be helpful. (1) If a price is called
exorbitant when it includes a large profit margin over production
costs as shown by customary accounting methods, one should bear
in mind that the difference between historical cost, based on book
values, and economic cost, based on alternative-opportunity values,
may be substantial and may completely distort the test. (2) Where
the monopolistic restrictions lead to inefficient use of resources, it
may be the economic costs that are excessive, not the profit mar-
gin. (3) Where resources are relatively underemployed in a cer-
tain field, their relative oversupply to unrestricted fields may lead
there to inordinately low prices. The price relationships are what
matters, not individual prices or the average level of prices. (4)
Not infrequently firms with monopoly power choose for strategic
reasons to keep the selling prices of their products temporarily be-
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low rather than above their competitive values based on factor
prices, which (although the buyers-of the particular products may
like it well) involves a wasteful allocation of resources. (To avoid
it, prices must be allowed to rise in.accordance with the relative
scarcity of the resources allocated to the production ) (5) Mo-
nopolistic firms, pursuing for certain periods such a policy of keep-
ing prices below competitive values, may not be able to satisfy
the demand effective at these low prices and may therefore resort
to some private systems of consumer rationing with the result that
the products are not allocated according to economic princi-
ples.

A qualification must be stipulated concerning the generality
of the conclusion which sees wasteful use of resources in every kind
of deviation from pure competition. Homogeneity of products was
listed among the prerequisites of pure competition. But consumers
may like variety, heterogeneity of products; indeed they may pre-
fer more expensive heterogeneous goods to cheaper homogeneous
ones. If this is so, it would be illegitimate to conclude that the

-~ estrictions of output by each of the heterogeneous producers con-
stitute a sacrifice of national income. To be sure, since the produc-
tion of homogeneous products would be more efficient, people
might be able to obtain more product if they did not insist on
product variety; but insofar as they do, they must accept the “re-
stricted output volumes” as an unavoidable consequence.

A reseryation must be made concerning the dong-run effects of
certain restrictions of entry. For example, one may argue that some
restrictions (such as patents) increase national income in the long
run because of induced changes in technology. The short-run losses
of national income that result from restrictions of entry are prob-
ably undeniable. But if these restrictions induce the development
of technologies which would not emerge otherwise, it may be pos-
sible that the short-run losses would be worth taking in anticipa-
tion of later, but lasting, gains. Tariff protection for infant indus-
tries as well as patents on inventions have been justified by such
arguments. These issues W111 call for further discussion in the next
chapter.

Similar claims of long-run advantages more than compensating
for short-run sacrifices are made by advocates of cartel restrictions
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and similar monopolistic devices. Their contention is that these
restrictions allow certain sensitive parts of the economy to build
up greater resistance to cyclical fluctuations and thus to increase
the “economic security” of large numbers of people and indirectly
of the whole economy. These contentions are not convincing to
those who believe that increased security of some is likely to in-
volve reduced security to others and no more stability to the econ-
omy as a whole. The answer to the problem of the business cycle
and of monetary deflation is to be found in more enlightened mone-
tary and fiscal policies as well as in policies designed to give
greater stability to aggregate private investment, not in policies of
restriction of competition with the resulting restrictions of pro-
duction.?

A comment of a different nature concerns the unequal distribu-
tion of monopoly power in the economy. If relative prices are the
significant thing in the economic allocation of resources and if
deviations of the competitive price relationships are the causes
of misallocation, would not matters be improved by measures to
equalize all monopolistic (bargaining) power? Would not relative:
prices then be more nearly the same as relative prices under uni-
versal competition? In other words, if the nation cannot reach its
full economic potential when it is half monopolistic and half
competitive, and if it is apparently too difficult to “demonopolize”
the monopolistic half, would it not be the best solution to monopo-
lize the competitive half? This idea of solving or alleviating the
monopoly problem, not by reducing existing monopoly power,
but by creating monopoly power where none exists or strengthen-
ing it where it is weak, may appeal to those who have not studied
the theory of “bilateral monopoly.” Those who have know that
the relative prices and the corresponding resource allocation in
an economy where almost all sellers have monopoly power and
almost all buyers have monopsony power will not even faintly
resemble the relative prices and resource allocation in a competi-
tive economy. The idea of equalizing monopoly power in order

2 K. E. Boulding argues that “the drive towards monopoly is not only the
result of . . . human selfishness, but is also a desperate and rather misguided
attempt to solve . . . the problem of deflation.” See “In Defense of Mo-
nopoly,” Quarterly Journal of Economics, Vol. LIX (1945), p. 524.
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to approach more closely the results of competition is poor eco-
nomics—and political dynamite.

MonoroLy 1IN BusINESS, LABOR, AND AGRICULTURE

To divide monopolistic restrictions into two kinds—restric-
tions of operations and restrictions of entry, the one relating to
existing firms and their lines of product, the other relating to new-
comers (additional resources and new enterprise) to particular
fields of production—may satisfy the strict logic of the monopoly
problem. But this lumps too many things together. For an applied
analysis it is useful to distinguish between monopoly in business,
in labor, and in agriculture, and then to subdivide monopoly in
business according to the type of practices employed in the crea-
tion, maintenance, increase, or exploitation of monopoly power.

Monopolistic Business Policies

The subdivision of monopolistic business policies is compli-
cated because the business aspects, the legal aspects, and the eco-
nomic aspects must be given some sort of simultaneous considera-
tion in spite of the fact that they are very different from one an-
other. Moreover, the types of techniques and practices employed
by business are too numerous to be conveniently packed away in
a few conceptual boxes. But since, for the beginning at least, a
simple classification is more useful than a detailed and exhaustive
one, we propose to distinguish the following four categories of
monopolistic business policies:

I. Policies by which an individual firm, not acting in concert
with others, determines its selling prices, product qualities, selling
efforts, and production volumes in such a manner as to take ac-
count of the limitations, and to make the most of the elasticities,
of its sales possibilities as it sees them, or also in such a manner as
to reduce the existing limitations and elasticities by influencing
the buying propensities of the consumers.?

3 In order to avoid a more cumbersome formulation we have confined our-
selves to the output and selling side of the business. The definition of the
analogous policies on the input and purchasing side of the business calls for
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I1. Policies by which two or more firms act under some implicit
or explicit understanding concerning pricing or marketing and
which reduce their freedom or weaken their inclination to use all
the means at their disposal to compete for more business and a
larger share in the market.*

ITI. Policies by which an individual firm attempts to reduce
competition in its markets and to increase its influence over prices
by constraining, blocking, or controlling competing firms or elim-
inating them as independent sellers through merger or otherwise.

IV. Policies by which one or more firms, through their own
acts or by promoting or inducing acts of third parties including
trade associations, pressure groups, and governments, create or
maintain obstacles to the entry of new firms into particular fields
of economic activity or to the movement of productive resources—
labor, land, materials, capital—into particular occupations, fields
or methods of production. '

There is an essential difference between the first category and
the other three. In contrast to the others, the first category does
not include policies designed to reduce competition through actions
directed at actual or potential competitors or to achieve or maintain
cooperation among competitors. It is true that by adopting policies
of the first category a seller may succeed in reducing the substituta-
bility of rival products for his own products, thus reducing the elas-
ticity of demand and increasing his control over his prices. But this
is done through actions directed only toward his consumers, for ex-

distinctions between buying, hiring, renting, and borrowing. Omitting the
last two, that is, concentrating only on materials and labor, the monopsonistic
business policies of this first category may be described as policies by which
an individual firm, not acting in concert with others, determines its purchas-
ing prices (wage rates), specifications (job qualifications), purchasing terms
(hiring techniques and working conditions) and quantities (employment
volumes) in such a manner as to take account of the limitations, and to make
the most of the elasticities, of its buying (hiring) possibilities as it sees.them,
or also in such a manner as to reduce the existing limitations and elasticities by
influencing the selling (working) propensities of the suppliers (workers).

¢ The analogous policies on the input side—confined to materials and labor
—can be described as policies by which two or more firms act under some
implicit or explicit understanding concerning purchasing prices (wage rates)
and sources of supply (recruiting and hiring) and which reduce their freedom
or weaken their inclination to use all the means at their disposal to compete
for larger quantities (for a larger work force).
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ample, through promotional efforts or improvements in quality or
service. It is also true that the policies of the first category may in-
clude discriminatory pricing. But, if so, the discrimination is prac-
ticed, not as part of a cooperative pricing scheme (which would
belong in the second category) and not as part of a plan to weaken
or eliminate a competitor (which would belong in the third cate-
gory ), but rather as a method of exploiting existing differences in
the customers’ eagerness to buy and ability to pay or as a method of
developing a larger clientele. Finally, it is true that policies of the
fiist category may become subject to governmental attention, super-
vision, or interference. But this will be the case only if the firm in
question or its service is regarded as a “public utility.”

How broad our four categories are will be appreciated when
one realizes that the first category includes all types of sellers:
small heterogeneous sellers serving only insignificant fractions of a
large market; sellers in close competition with only a few rivals;
sellers without any direct competitors. The second category in-
cludes all sorts of conduct by which competitors may try to coordi-
nate their actions or cooperate in the market: implicit understand-
ings, compliance with an “ethical code” of the trade, tacit or ex-
plicit collusion, resulting in peaceful market sharing, division of the
market, common use of pricing formulas, or elaborate cartel ar-
rangements. All these and many other schemes may be voluntary
or imposed, temporary or lasting, fully complied with or frequently
violated, lawful or unlawful.

The following synoptic tabulation may serve to point up the
main differences between the four categories of monopolistic busi-
ness policies:

Category II: Cooperation, Collusion, Cartelization.

Category III: Oppression, Domination, Merger, Concentration.

Category IV: Exclusion, Barriers, Licences, Protection.

Category I: Ordinary business operation, non-collusive, non-
oppressive, non-empire-building, non-exclusive, un-
protected, but with some control over prices.

Various Meanings of Business Monopoly

From our discussion it has become more than apparent that
monopoly is a word with many meanings. Even the narrower con-
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cept of business monopoly has several different meanings. It might
be convenient if we could all agree on one meaning only and then
select other words for the meanings deprived of their name. Yet
there is no chance of agreement. Thus we shall go on using mo-
nopoly in all its conventional meanings, leaving it to the reader to
decide which one is relevant in the particular context. But it may
be worth while to attempt definitions for the meanings most fre-
quently referred to.

Our discussion of pure and perfect competition will now stand
us in good stead: at least three of the definitions that we shall offer
are derived from it. Monopoly is defined as

(1) any deviation from the model of pure and perfect competi-
tion;

(2) the market position of a seller with limited sales possibili-
ties—quantity sold depending on selling price (and selling
effort), or price received depending on quantity disposed
of—who therefore has a choice in determining his price or
output policies;

(3) the market position of a seller protected by barriers against
potential competition from new enterprise, additional re-
sources, or rival products entering his field or market;

(4) the market position of a seller who does not consider any
products of others as direct substitutes for his own product,
nor regards the prices and marketing policies of other sell-
ers as affecting his own sales possibilities, nor anticipates
the appearance of such other sellers in the market in conse-
quence of his own policies;

(5) the market position of the sellers in an industry who, hav-
ing recognized the reciprocal effects of their individual com-
petitive actions, the avoidability of a competitive depression
of selling prices, and the mutual advantages of greater co-
ordination in their marketing policies, pursue a common
course of action in the market, based on implicit under-
standing or explicit agreement;

(6) the market position of a seller who through expansion by
merger or otherwise has acquired such a dominant position
in his industry that he can impose his will upon his competi-
tors or can influence them sufficiently to achieve some meas-
ure of coordination in their selling policies.

It will be noted that deviation from pure competition is the
essential characteristic in the second definition, and deviation from



MonoroLY: MEANINGS, EFFECTS, MANIFESTATIONS 39

perfect competition is the essential characteristic in the third one.
Many other variations of these themes have been advanced, some in
terms of the logically implied relationships between costs and
prices.® The fourth definition combines three criteria which I have
carefully examined elsewhere as part of a “model analysis” of
sellers’ conduct.® The fifth definition centers on collusiveness, the
sixth on concentration and domination. Many more definitions
could be added to this selection, but they would constitute for the
most part merely different combinations of the characteristics em-
ployed in the ones presented.

In discussions of the general economic effects of “monopoly”
upon the output of the nation and, in particular, upon the use of
its productive resources, the first definition is relevant. In the
model analysis of sellers’ conduct, where several fine distinctions
must be made and different ideal types of behavior constructed,
the fourth definition of monopoly comes into its rights. For dis-
cussions of economic policy and development, of political charges
against and defenses of “monopoly,” of the role of government and
its attitudes toward “monopoly,” the first definition is too wide,
the fourth too narrow, the second too general to be relevant. Only
such aspects of “monopoly” about which something can be done—
conceivably at least—are relevant for such discussions. Hence, the
reference here will be to the third, fifth and sixth definitions, em-
phasizing barriers to entry, collusion, concentration, domination,
and similar matters possibly subject to governmental control.

5 The second definition could be reformulated as
(2a) the power of a producer to sell his product at a price above its
marginal cost and at the same time make marginal cost equal
(or nearly equal) to marginal revenue.
The third definition could be reformulated as
(3a) the power of producer to sell his product for a long period at
an economic profit, that is, at a price exceeding the economic
average cost, which is the sum of the current prices or oppor-
tunity costs (whichever are lower) of all productive services
needed for the production of the product, divided by the
quantity produced.
8 Fritz Machlup, The Economics of Sellers’ Competition: Model Analysis

of Sellers’ Conduct (Baltimore: Johns Hopkins Press, 1952), Chapters 4 and
17.
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Monopsony in Business

In its most general meaning “monopoly” includes not only the
selling side but also the buying side of the business. The definitions
and discussions here presented are mostly so phrased as to refer
only to sellers. But it should not be too hard for the reader to
formulate for himself the definitions and propositions as they
would apply to buyers and their control over the prices of the
things they purchase (hire, rent, borrow).

In its literal meaning the word monopoly, according to its
Greek roots, refers only to selling. For a long time writers used the
words “buyer’s monopoly” when they spoke of the buyer’s con-
trol over the prices of the goods or services demanded. Now we
have a separate word for it: monopsony. Thus, we have also the
terminological counterparts to all ideas pertaining to monopoly.
We can speak of monopsony power and of monopsonistic business
practices, of collusive monopsony, and of monopsony based merely
on the heterogeneity of the buyers and the elasticity of supply that
confronts them as a consequence.

One must not think that a firm having some degree of monopoly
regarding its products will necessarily also have some degree of
monopsony regarding its means of production. There is nothing
in the logic of things or in the reality of economic conditions that
necessarily makes a monopolist also a monopsonist. His position
as a seller and his position as a buyer are independent of each
other. He may be the sole producer of some new gadget for which
there is no close substitute on the market. But he need not for that
reason be the only buyer, or even an important buyer, of labor in
his area, or of steel or plastics, bolts and screws, fuel and oil,
cartons and tape. On the other hand, a producer of a commodity,
say percale, that is sold under conditions of almost pure com-
petition, may conceivably be located in an area where he is the
only employer of labor. Or a producer of an industrial material
with little control over his selling prices may have substantially
more control over the price of some raw material that is produced
‘in the vicinity of his plant.

There are also, of course, many instances where -monopoly
power and monopsony power are combined. The small number
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of large producers of national brands of cigarettes have undoubt-
edly a substantial degree of monopsony in the markets for tobacco
leaf as well as a considerable degree of monopoly in the sale of
cigarettes. (Compared with them, a small producer of cigars, or of
cigarettes of an unadvertised brand, has very little monopoly
power and probably no monopsony power at all. )

Although there is no presumption that any particular business
firm simultaneously possesses both monopoly and monopsony
power, the inclination to believe that “business” has that double
power to exploit is understandable. For, according to a widely
used set of definitions, business is the only group of economic units
(or “organisms™) that both buy and sell for profit. “Consumers”
buy only; “workers,” “land owners,” and “capitalists” sell only;
“business firms” buy and sell. Hence, only business can be able to
exercise control over both buying and selling prices. Such tauto-
logical reasoning may easily mislead in questions of applied eco-
nomics. For example, it would force us to lump agriculture with
business, because farmers ordinarily have to buy (hire, rent, bor- -
row) some of their means of production. For many purposes,
however, it is necessary to separate agriculture from other forms
of business, just as it may be necessary to keep trade (in the nar-
row sense ) apart from industry (in the narrow sense), or mining
from manufacturing. This, of course, leaves the exact contents of
the concept of “business” rather indefinite, and generalizations
about monopoly and monopsony in “business” must be applied
with extreme caution.

Monopolistic Restrictions in Agriculture

One hears very little of monopoly in agriculture. There are
good reasons for this: in agricultural production private monopoly
is rare unless it is directly aided and fostered by government.

In most fields of agriculture, especially in the so-called staple
crops, the number of producers is extremely large, their indi-
vidual size is small in relation to the total market, their product
is fairly standardized. Thus, the single firm, or farmer, has no
control over price. The probability of all farmers getting together
to agree on coordinated marketing or fixed selling prices is small
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because there are too many of them to make agreement possible
or to permit supervision of compliance or enforcement against “in-
dividualists.” Nor is it likely that a few of them become sufficiently
strong to coerce the others to conform. Under these circumstances
the chances of monopolistic policies in agricultural staple products
are slight—except under governmental programs.

Agricultural programs by governments are, as a rule, monopo-
listic arrangements in one of the senses defined before: they are
designed to keep prices received by producers above the com-
petitive level and they attempt to achieve this through restricting
operations by existing producers or distribution of the produced
output or entry of available additional resources into production
or entry of competing suppliers into the market—or through a
combination of these restrictions.

Nevertheless, for historical reasons, agricultural “monopoly
arrangements” of the government are not normally called by that
name because habitually one thinks more of “private” monopolists.
The early English popular movements against monopoly were
against privileges granted to private firms, not against state-
operated monopolies. The American political antimonopoly cam-
paigns were against “the trusts” and “big business.” Governmental
prosecution of monopoly was against private restraints of trade.
To be sure, the governmental measures designed to raise agricul-
tural prices above competitive levels and to restrict supplies of
agricultural products below competitive levels were often criti-
cized and opposed; but the difference in the political situation,
more impressive than the similarity of the economic nature of the
policies, apparently has prevented critics from using the term
“monopolistic” to characterize the agricultural programs of the
government. Economic analysis, however, and economic welfare
evaluation may conveniently deal with these programs in terms of
monopoly restrictions and monopoly prices, regardless of what
terminology is employed.

Not all agricultural monopoly is confined to government pro-
grams. Other forms of organization can be used for the execution
of monopolistic policies concerning non-staple produce. For ex-
ample, in dairy farming and fruit growing the formation of strong
cooperatives has been a successful instrument of monopolistic
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policy, although even here direct intervention by the government
was often required for the enforcement of the “agreements” against
producers who would not agree. Aided by the coercive power of
the state, collusive monopoly has achieved an “enviable record of
success” in several fields of agricultural production—enviable from
the point of view of some industrial producers whose attempts at
cooperation with their competitors have been only moderately suc-
cessful and frequently short-lived.

There will not be much discussion of agricultural monopoly in
this book. Chapter 8, on “Governmental Aids to Monopoly,” con-
tains a sketchy account of some farm programs in the United States.
Beyond that, the word “agriculture” will not often occur in the
discussions of monopolistic practices or of monopoly power. But
failure to mention the word agriculture does not imply inapplica-
bility or irrelevance of the analysis to agriculture. The firm and the
seller whose conduct is analysed may be a farmer just as well as
an industrialist or merchant. An industrial producer as a member
of a “selling cartel” or “syndicate” and an agricultural producer as
a member of a marketing cooperative may behave very similarly
in several respects and the same analytical model may apply to
both. And that the analysis of the small, undifferentiated seller of
homogeneous products may fit the agricultural producer of staple
products better than most industrial producers has already been
said.

Thus, as far as the competitive or monopolistic conduct of the
individual farmer is concerned—rather than the execution of mo-
nopolistic farm policies of the government—much of the “theory of
the firm” may be found to relate to agriculture no less than to
other forms of business. As far as the general monopoly problem
and its significance in the economy is concerned, many of the gen-
eral observations of these chapters are as pertinent to agricultural
restrictions as to any others.

Monopolistic Labor Policies

To what extent will the applicability of most general observa-
tions about the effects of monopoly extend to labor and monopolis-
tic labor policies? And to what extent will the analysis of sellers’
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conduct fit the case of the sale of labor effort? Our answer to the
first question is: “to a very great extent,” but: “hardly at all,” to
the second.

Neither an individual worker selling his labor to an employer
nor a labor union bargaining about the price at which labor may
be bought by an employer, can be usefully regarded as a firm sell-
ing its products or services. The analysis of the conduct of a busi-
ness firm as a seller of its output has little to offer for the explana-
tion of the conduct of a worker or a labor union. There may be
some similarity between the considerations of a syndicate or the
council of a cartel and the executives of a labor union, the former
pondering what prices, the latter what wage rates, their members
should obtain. But how far this similarity goes and to what extent
the same model can be helpful in the analysis of both cartel price
and union wage determination are open questions. It is not sug-
gested here that the model analysis of sellers’ conduct is applicable
to the problem of wage determination.

It is suggested, however, that the effects of union wage de-
termination can and should be analysed in terms of monopoly
prices and monopolistic restrictions. Wage rate making through

collective bargaining by large national unions can hardly result
in a competitive wage structure, nor is it intended to do so. The
substitution of collective bargaining for the individual bargain has
the very purpose of eliminating wage-depressing competition
among job seekers, and to the extent that this purpose is attained
the resulting wage determination must be regarded as monopolis-
tic. Wage rates thus set above the competitive level restrict the vol-
ume of employment in the firms or industries concerned. And since
the presence of a large supply of unemployed eligible candidates
for the same jobs may make it difficult to obtain and maintain these
monopolistic wage rates, policies of restricting entry into the union,
into the occupation, or into the region may be pursued as valuable
or necessary supports for the wage policies. These restrictions of
entry are, of course, no more and no less monopolistic than’ the
various barriers to the entry of new enterprise in industry. Both
are de51gned to protect the earnings of the insiders against new-
comers’ competition.

Some sensitive advocates of strong labor unionism have ob-
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jected to the phrase “labor monopoly” and consider it to be a slur
on the objectives of the labor movement. There are historical rea-
sons for this disinclination to treat combinations of workers in the
same language as combinations of businessmen. For there was a
time when workers were prohibited from forming combinations
while.business combinations went unchallenged. Some employers’
coalitions had the explicit purpose of keeping wage rates down—
they were, technically speaking, collusive monopsonies. Even after
the legal bans against labor coalitions were lifted, it took them
considerable time to attain substantial “bargaining power,” that
is, monopoly power. With understandable sympathy for the under-
dog, the lawmakers in the United States then completed the swing
of the pendulum and wrote explicit exemptions for labor into the
antimonopoly laws. With this history behind the development of
labor organizations one may understand the protestations of their
advocates that “there is no such thing as a labor monopoly.”

It is peculiar that one should have to quarrel about the “justi-
fication” for using the term “monopoly” in connection with labor
organization when the purpose is neither legal nor political but
entirely analytical. It is reminiscent of the fight of the trade asso-
ciations against the use of the word monopoly applied to their
activities in connection with the pricing techniques of their mem-
bers. From the legal point of view their protestations were under-
standable. Analytically they were specious and irrelevant. Trade
unions and trade associations, to the extent that they are concerned
with wages and prices and with collective or cooperative methods
of determining them or influencing their determination, unques-
tionably invite the use of the same models or tools of analysis, at
least with respect to the effects of their activities on relative prices
and the allocation of productive resources.
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HERE ARE those who think that monopoly has one thing in
T common with the weather: you may complain but you can-
not do anything about it. A few do not even complain about
monopoly, but find many good things to say about it. On the other
side are those who are in a constant state of agitation about the
evils of monopoly and call for a mobilization of all political forces
against it. In the middle are the judicious ones, together with the
meek, the placid, and the indolent.

But monopoly is not an indivisible whole. It is a variety of in-
gredients, separable and inseparable, in the “ragout” of the na-
tional economy, some of which can be fished out to great ad-
vantage while others cannot. The real issue is not about “monopoly
as a whole,” but about bigger or smaller individual lumps of

monopoly, and the question of whether they can and should be
gotten rid of.

INEVITABILITY AND DESIRABILITY OF MoONOPOLY

For each separate lump of monopoly the question of its avoid-
ability and desirability should be asked separately. There are ba-
[46]
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sically four different answers: any particular element of monopoly
may be (a) unavoidable and desirable; (b) avoidable but de-
sirable; (c) undesirable but unavoidable; (d) undesirable and
avoidable. If there were agreement about which of the answers
was correct in a particular instance, there could be no doubt that
we should do nothing to combat monopoly in each of the first
three cases. And in the fourth, before “doing something” one
would have to ask two further questions: “just how undesirable?”
and “avoidable at what cost?”

The Cost of Avoidance

Only seldom is it possible to answer the question whether some
particular Jump of monopoly is “unavoidable” with an unqualified
yes. It can nearly always be turned into a question of the cost of
avoidance. For example, if monopoly in telephone service is defi-
nitely inherent in the technology of the thing, one might still elim-
inate this monopoly by doing without telephone service at all.
Most people will undoubtedly agree that this would be too high a
cost to pay for the removal of this particular lump of monopoly.
The meaning of avoiding monopoly power, of course, need not
imply a choice between all or none but rather between more
monopoly or less. It is, for example, technologically possible to
have several competing companies furnish telephone service in
one city. The cost of the service under this set-up would probably
be higher and the convenience to the public would be considerably
reduced. Depending on whether “inevitability” is to mean that
monopoly power cannot be eliminated (except by eliminating the
entire production of the good or service) or that it cannot be re-
duced, we should find the answers (a) or (b) appropriate in this
instance. With respect to the quality of the service, the telephone
is an obvious example of a field in which monopoly is desirable.

In other instances the cost of reducing monopoly power and the
relative desirability of monopoly seem to merge into one ques-
tion. Take the case of streetcar systems in large cities. We have
known cities with competing tramway companies, serving parallel
streets and operating four tracks in wider streets. The disadvantage
of having more streets cut up by car-tracks, the advantage of more
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people being closer to a car line, the disadvantage of no transfer
between competing lines, the advantage of quality competition (if
it exists), all these considerations are so mixed up with the com-
parative cost of the service that it is hard to consider them sepa-
rately. (Incidentally, it should be said that the existence of “duo-
poly” rather than monopoly in the narrow sense of the word rarely
involves a reduction in the “degree of monopoly” and any closer
approximation to the state of “pure competition.” On the other
hand, even a streetcar “monopoly” may have to compete with
several other means of transportation, such as elevated and under-
ground railways, bus lines and taxi cab companies. ) The consensus
seems to be in favor of monopoly in the streetcar service of a city,
although the considerations behind this view need not support
monopoly in bus service.

The relative inevitability of monopoly in the provision of a
community with water, gas, and electricity is well recognized. It
lies in the technology of distributing these utilities to the con-
sumer: the mains, pipes and cable lines could not economically
be duplicated and certainly not multiplied. These are “natural”
monopolies. The cost of reducing—to say nothing about avoiding
—monopoly in these fields would be so enormous that one is en-
titled to say that monopoly here is practically inevitable.

Public versus Private Monopoly

Where monopoly is inevitable or, more correctly, where its
avoidance is too costly, the question of public versus private
monopoly arises. In favor of public,.and against private, monopoly
the following arguments have been advanced:

1. If someone has to have power, it is less intolerable if vested
in the state rather than in private persons.

2. The state may be assumed to be more responsible in the
exercise of monopoly power than private persons.

3. The state is executor of the public will and guardian of the
public interest, whereas private persons look out for their own in-
terests; hence, consumers and workers will fare better under pub-
lic than under private monopolies.

4. It may be desirable to have the products of certain monopo-
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lies furnished at prices below average cost; for example, where
enterprises must operate under decreasing marginal cost—which
may happen precisely where monopoly cannot reasonably be
avoided—marginal cost pricing would imply selling below cost;
public ownership of the monopolies, with the state covering the
deficits out of general funds, is preferable to any system of gov-
ernment subsidies for private monopolies.

The case against public and for private monopoly has been
argued as follows:

1. The managements of private monopolies, since they are
always suspected of operating against the public interest, will be
more carefully watched; the managements of public monopolies,
supposed to have the public interest at heart, are not prima facie
suspect, and therefore will be less suspiciously watched.

2. Private managements are afraid of the government and are
more careful to avoid cause for discontent than public manage-
ments who regard themselves as part of the government.

3. Private monopolies can attract more competent men for
their management than can public monopolies, where “politics”
is apt to dominate the selection of personnel.

4. Private monopolies must protect their liquidity more care-
fully than public monopolies, which may fall back on “general
funds”; hence, costs and efficiency are likely to be watched more
closely under private management.

5. Public monopolies are more exposed to pressures of organ-
ized interest groups, such as trade unions or special consumer
groups.

6. If there is dissatisfaction with the conduct of private mo-
nopolies, the people have an appeal to the government, which may
start to “discipline” the monopolies; if the people are dissatisfied
with the government operation of monopolies they cannot carry
their appeal to anybody but the government itself.

7. If as a result of changes connected with the growth of the
economy—especially with technological progress—a more com-
petitive organization of the industry should become practical, there
is some chance that competition, direct or through newly developed
substitutes, will eventually emerge and end the rule of private
monopolies; but if monopolies are public, entry of newcomers
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will probably be outlawed and competition by new substitutes
prevented.

Many more arguments exist on each side; only the more re-
spectable ones were here enumerated. We should note that the
nationalization of inevitably monopolistic industries is not always
a socialist demand, but is sometimes proposed by antisocialist
advocates of a free-enterprise economy.! On the other hand, some
of the arguments against public monopolies are sometimes given
strong support by socialist writers who favor nationalization but
recognize, and wish to guard against, the dangers incident to pub-
lic operation of nationalized industries.?

* Henry C. Simons, A Positive Program for Laissez-Faire: Some Proposals
for a Liberal Economic Policy (Chicago: University of Chicago Press, 1934).
Reprinted in Henry C. Simons, Economic Policy for a Free Society (Chicago:
University of Chicago Press, 1948). Simons states that “the case for a liberal-
conservative policy must stand or fall on the . . . abolition of private mo-
nopoly. . . . It implies that every industry should be either effectively
competitive or socialized and that government should plan definitely on
socialization . . . of every industry where competitive conditions cannot be
preserved” (pp. 57-58).

2W. Arthur Lewis, “Recent British Experience of Nationalization as
an Alternative to Monopoly Control.” Paper presented to the Round Table on
Monopoly and Competition and Their Regulation, International Economic As-
sociation (Talloires, September 6, 1951). The following quotations from this
objective account may serve as illustrations for some of the arguments listed
in the text. “The appointing of public directors to manage an undertaking is
not sufficient public control.” “Parliament is handicapped in controlling cor-
porations by its lack of time. . . . Neither have Members of Parliament the
competence to supervise these great industries. . . . Parliament is further
handicapped . . . by paucity of information . . . for example, less informa-
tion is now published about the railways than was available before they were
nationalized.” “Except in the case of transport, the British government has
resisted proposals that public corporations should be treated in the same way
[as private monopolies], with the result that the consumer is formally less
well protected vis-a-vis public corporations than he was vis-a-vis private firms
operating public utilities.” “The [public] corporation’s Board, though publicly
appointed, has many loyalties in addition to its loyalty to the public. It has also
a loyalty to itself, and to its own staff, which may well conflict with the in-
terest of the consumer.” “Public corporations have not found it easy to dis-
miss redundant workers, or even to close down inefficient units or to expand
more efficient units in some other place (e.g., railways, mines). It may well
turn out that public corporations are less able to promote this kind of effi-

ciency than are private corporations, in the British atmosphere of tenderness
towards established sources of income.”
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Large-Scale Production

There may be industrial products of which the entire demand
can be met by the output of a single establishment. Where the ca-
pacity of the productive establishment of “optimum size” is very
large in relation to the total demand for the product, competition
cannot exist or cannot endure. The fact that the technological de-
velopments of the last century have resulted in conspicuous econo-
mies of large-scale production has frequently been interpreted as
evidence of the technological inevitability of monopoly.

Those who offer such an interpretation overlook the fact that
the growth of markets and of total demand has usually kept pace,
and often more than kept pace, with the growth of the efficient
plant size.? That the size of industrial firms has grown as much as
it has and the number of independent firms in many industries has
decreased during the last fifty years was not solely or chiefly the
consequence of technological developments. To say this is not
to deny that there may be certain products for which highly
monopolistic supply conditions are practically unavoidable for
technological reasons. (That is to say, to make these products in
separate plants operated by separate firms—so that there would
be a larger number of firms—might cost so enormously much
more than to make them in one single plant that people would
refuse to consider it as a practical possibility. ) But this, surely, can
be only an exception, not the rule. Ordinarily the economies of
large-scale production in manufacturing industry can be fully
utilized if the total output is produced in a relatively large num-
ber of plants. If these many plants are operated by only a small
number of firms, each running several plants, one cannot point to
technology as the explanation of monopoly.

Besides technological economies, however, there may be or-
ganizational or managerial economies of large-scale operation,
making it cheaper if several separate plants are centrally managed
by a single firm. There may be savings through the possibility of

¢ Without technological changes the increase in total demand might have
resulted in a parallel increase in the number of firms of unchanged size. If

technology has changed and the size of the individual plant of optimum effi-

ciency has grown apace with total demand, the number of firms could have
remained unchanged.
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avoiding duplication of systems of records and supervision re-
quired by each firm, of employing systems of control, research or
engineering development which small firms could not afford, of
regularizing the flows of inputs and outputs. No convincing evi-
dence of such economies has been presented, but it cannot be de-
nied that they may exist. One can hardly believe, however, that
they are great,* certainly not great enough to warrant statements
to the effect that independent operation would be impractical.
Thus, it is probably safe to make the generalization that in the
case of the vast majority of all standardized products total demand
is sufficiently large to permit the existence of a large number of
establishments, each fully taking advantage of the technological
economies and of most of the organizational economies of large-
scale production and each operated by an independent firm in
competition with all the other independent firms. This would
rarely mean “pure” competition, but the “degree of monopoly” of
each of these firms could not be substantial.

That so many industries producing highly standardized prod-
ucts in a considerable number of separate plants are nevertheless
controlled by a very few large corporations is primarily the result
of the unchecked merger movement. A large percentage of the in-
dustrial establishments now operated by giant companies were
once operated by independent firms; these firms have been ab-
sorbed in the course of time by “empire-building” corporations
bent upon control of a large portion of the industry. The accumula-
tion of formerly independent establishments in the hands of cor-
porate giants is a matter of public record. There may be real and
substantial economic benefits connected with such concentration
of industrial control, although I do not see them.® But one thing

¢ There are offsetting diseconomies of large-scale central management:
“One of these is inflexibility—the difficulty that any far-flung enterprise ex-
periences in adjusting itself to varying circumstances. Another is red tape—
the tendency to avoid incoherence and confusion by excessively rigid rules
and meticulous observance of hierarchical lines of authority. A third is internal
conflict—the tendency of members of a large organization to intrigue against
one another for power by devices that partially thwart each in the perform-
ance of his assigned duties.” Corwin D. Edwards, Maintaining Competition:
Requisites of a Governmental Policy (New York: McGraw-Hill, 1949), p. 115.

5 In many cases, “central-office functions are likely to be limited to such
matters as pricing, litigation, lobbying, and maintenance of satisfactory pub-
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seems certain: neither the growth of the firms nor the economic
advantages supposedly connected with it can properly be at-
tributed to technological developments.

The strong element of monopoly prevalent in most industries
manufacturing standardized industrial products cannot be said to
be unavoidable. It may be claimed, however, that it is desirable.
These claims we shall presently discuss. But before we do we turn
to another argument for the inevitability of monopoly.

Variety of Product

While the thesis of the technological inevitability of monopoly
in the production of most standardized industrial products is only
a legend, the argument that monopoly is unavoidable in the pro-
duction of differentiated products rests on firmer ground.® If each
of many producers, no matter how many they are, is, in the eyes
of the consumers, a little different from all the others—because the
product quality, the service, the location, or the personality of the
seller are different—each of these producers will have “monopoly
power.” This element of monopoly is inevitable so long as the
heterogeneity of the producers continues.

It may in many instances be possible through governmental
intervention to eliminate the heterogeneity and vsith it the mo-
nopoly power of the producers. But where the heterogeneity is the
result of differences in the quality of the product it is frequently
considered desirable. The wider scope for choice on the part of
the consumer may be considered to be a positive contribution to
the economic welfare of the nation. Where, on the other hand, the
heterogeneity of the producers is the result of differences in plant
location, the cost of making them all alike for enough consumers
in order to eliminate the monopoly power of the producers may.
be forbidding. In this sense, the element of monopoly in the pro-

lic relations. However advantageous the enterprise may find such projects,
there is no public advantage in private accretions of power for such purposes.”
Ibid., p. 115.

8 This presupposes that the expanded meaning of “monopoly” is accepted.
To those who favor a narrower meaning the argument that product differences

imply “monopoly” is untenable. See Hayek’s comment quoted above in foot-
note 1, p. 29.
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duction of these products is inevitable. Let us illustrate these
points.

What kind of governmental measures could succeed in “ho-
mogenizing” a qualitatively heterogeneous product? Imagine for
a moment that there are forty cigarette factories in the country,
that each is operated by a separate firm selling its own brand.
Each firm, being the sole seller of its brand, will have a modest
degree of monopoly. The government then decrees that all pro-
prietary names be abolished and that there be no more than four,
completely standardized qualities, each corresponding to very
exact specifications, conformance to which is strictly enforced. All
producers, losing their “identity,” lose the small monopoly power
they have had. And consumers lose the opportunity of choosing
among forty varieties. They can now choose among only four. If
the larger variety of product is desirable, the monopoly power
that goes with it cannot well be deemed undesirable.

What measures can be taken to “homogenize” a locationally
heterogeneous product? Imagine for a moment that there are 200
cement factories widely dispersed over the country, that each is
operated by a separate firm, that each makes exactly the same
standard quality cement, and sells f.0.b. from its own factory, that
is, from a location different from that of all the others. Each firm,
being the sole seller in its areas, will have a modest degree of mo-
nopoly. The government then decrees that there be no more than
twenty central cement markets in the country, each with large
warehouse facilities, and that all cement must first be shipped to
these warehouses, rather than directly to consumers or local build-
ing supply stores. All producers, losing their regional freight ad-
vantages, lose the small monopoly power they have had. And the
cost of cement to the consumers will be very much higher than
before because of the serious waste of cross-hauling the cement
from the neighborhood factory to the (possible distant) ware-
house and back to the place where it is needed. If this waste is
considered intolerable, as it well might be, society will not stand
for such an extravagant scheme and will consider the locational
heterogeneity and the monopoly power that it involves as unavoid-

able.”

7 Lest anyone fall into grievous error, we repeat that the monopoly power
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If it is then granted that the element of monopoly inherent in
the heterogeneity of producers may be desirable or practically un-
avoidable, how serious is the monopoly power involved? Where
the number of producers is large, where the size of the individual
producer is not large relatively to the total market, and where no
restrictions are placed in the way of potential newcomers to the
field, the monopoly power of the producers is likely to be trivial.
Where the monopoly power is substantial, it is in all probability
derived, not from the heterogeneity of the producers of their
product, but from reduction in their number and increases in their
size achieved mostly through merger, from collusive arrangements,
or from barriers protecting them from newcomers’ competition.
These are the sources of that monopoly power which is really
strong—and avoidable.

Exploitation of Natural Resources

It is frequently contended that the private competitive ex-
ploitation of natural resources results in such wastes that restric-
tion or regulation of competition is called for in the public in-
terest. From this it is a short step to the advocacy of government-
supported monopolistic arrangements regarding the exploitations
of these resources, the advocates of course insisting that they are

which rests on the heterogeneity of many small producers is relatively small,
and that the fantastic schemes described in the text and rejected as un-
desirable or excessively costly, had the objective of eliminating that small
monopoly power. They must not be confused with similar private schemes of
quality standardization and freight equalization which, however, have the
effect of drastically increasing the monopoly power of the producers. For
example, assume that the four “standardized qualities” of cigarettes are given
brand names, each owned and exclusively used by a large firm which operates
numerous factories. As a result the monopoly power of each of these four
firms will be immensely greater than in the case of the forty varieties. Assume
that the twenty “central markets” for cement are not used as actual storage
and distribution centers but merely as industry-wide basing points for base-
price determination and freight calculation, and that all cement producers
quote identical delivered prices on that basis. As a result the monopoly power
of all these producers, participating in a common pricing scheme, will be far
greater than in the case of the two hundred regional monopolies. This is not
the place to give detailed explanations of the differences between the cases
described. The danger of the snare and the difficulty of extricating oneself
from it will probably be appreciated by the reader.



56 CoONCEPTS, PROBLEMS, APPRAISALS

merely trying to protect the public welfare. It is, however, clearly
a confusion of thought to argue that because natural resources can
be and have been wastefully exploited under private competition
the only method of conserving them is to establish monopolistic
exploitation.

The confusion arises because of the failure to recognize that
it is possible, and indeed necessary, to separate the question of
whether there shall be competition among producers from the
question of whether producers shall be free to adopt any method
of exploitation they desire. It is certainly true that the reckless
cutting of trees, the careless ploughing of the soil, the stripping
of oyster beds and fishing grounds without regard for their re-
placement may forever deprive society of these resources and
have many serious ramifications in other directions. It is equally
true, however, that regulations may be imposed on producers
requiring them to adopt approved practices without interfering
in the least with a competitive market. In very special cases, for
example, the exploitation of an oil pool, it may be necessary to im-
pose some restrictions on competitive exploitation. But the so-
called “conservation” measures actually adopted in this as in other
cases go far beyond anything required in the interests of true
conservation and in some cases are themselves productive of waste-
ful monopolistic exploitation.®

“Unstable” Industries

It is frequently alleged that for a large number of commodities
the supply and demand conditions are such that under unregu-
lated competition prices fluctuate excessively, creating undesirable
and unjustified instability in the industry. Particular reference is
usually made to certain primary commodities, e.g., tin, coal, wheat,
sugar, coffee, tea, rubber, cotton, copper, vegetable oils. Although
similar allegations are also made by advocates of cartels for manu-
factured commodities, the problems are usually seen in a more
extreme form in agriculture and mining.

The case for monopolistic regulations affecting agriculture and

8 A more extensive discussion of government measures undertaken in
the name of conservation of natural resources will be offered in Ch. 8.
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mining is frequently made on general grounds, but there are in
fact several different types of “instability” that must be distin-
guished. For when careful distinctions are made, it becomes clear
that in few, if any, cases do monopolistic restrictions on output
assist in removing the basic difficulties and in many cases they
can be expected to aggravate them.

1. Cyclically fluctuating demand and inelastic supply. The de-
mand for some commodities is very inelastic with respect to price
but highly elastic with respect to income. When, therefore, the
income of consumers falls, demand falls precipitously, and a re-
duction in price will do little to encourage consumption. If at the
same time supply is inelastic and production, therefore, fails to
contract until the price has been forced down to very low levels,
severe losses will be inflicted on all producers. Certain raw ma-
terials widely used in industry, e.g., rubber, are affected this way
by cyclical fluctuations in income of the manufacturing countries.
Two types of proposals, to be used singly or in combination, have
been made to “correct” this situation: Severe restrictions on output
through quota regulations, and price support through buffer stock
purchases.

Let us deal with the last proposal first. If buffer stock opera-
tions were so conducted that no net accumulation of stocks took
place over the period of the business cycle, and if there were no
controls on output, it would mean that the average price was the
“right” one, i.e., approximated the price that would just call forth
a supply equal to the amount demanded at that price during
the period. Under such conditions, buffer stock operations need
not be regarded as monopolistic regulations tending to distort the
allocation of resources. Unfortunately, no buffer stock has ever
been operated so wisely and, indeed, the uncertainties regarding
the “right” price and the relevant cyclical period are so great that
such operation would require a remarkable degree of omniscience.
Were it carried out in good faith, there might be something to be
said for the attempt, but the chances are great of the arrangement
breaking down because of mistakes and mismanagement and in
particular because of the pressure of vested producer interests who
always consider prices too low.

Output control is the more favored proposal, especially by the
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more powerful producer groups, because by this device excess
stocks, which would depress prices, are prevented from emerging
while at the same time quota systems always give the largest pro-
ducers the largest quotas. By means of production or export quotas
production is reduced as demand falls. Prices may conceivably
be prevented from dropping appreciably, but the reduction in to-
tal income cannot be prevented. The reduction in output results,
of course, in a reduction of employment and, consequently, since
it is the very purpose of the restriction scheme to reduce output
more severely than it would have been reduced in response to a
drastic price fall, the income of the area may shrink more drastically
than it would have under unrestricted competition.®

If the objective of output restrictions is to make consumers pay
more money for less goods, the first part of the scheme—more
money—may be justified in severe depressions; but the second
part—less goods—cannot be defended. The scheme is clearly a
means of reducing the hardships that the fall in demand works
on producers; it is a sort of concealed subsidy paid to the pro-
ducers by other elements in society. If the subsidy could be ob-
tained without the output restriction, society would accept an in-
come transfer but would suffer no income loss. The monopolistic
output restrictions do nothing to remove the basic cause of the
trouble—the fall in demand—and are thus only a palliative which,
like many palliatives, may in the long run aggravate the illness.
Vested interests in the maintenance of controls are created, pres-
sures for using them to exploit consumers long after the cyclical
“crisis” is past always emerge and, even if one looks at the matter
from the producers” point of view alone, it is doubtful whether
in most cases all producers, or even the majority, are benefited.
One of the chief drawbacks of output regulation is the arbitrary
allocation of the permitted output among producers. Quotas are
usually set on the basis of past output. Hence, high-cost producers

® The total proceeds from exports would be larger (because we assumed
demand to be relatively inelastic), but since output and employment are
smaller, total wages would be lower and profits higher. Total area income
would immediately be smaller in the case of absentee ownership. But even
with domestic ownership total area income may eventually shrink further if

the propensities to spend out of profits are much smaller than the propensities
to spend out of wages.
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are frequently protected against low-cost producers, which is an-
other way of saying that low-cost producers are discriminated
against in favor of high-cost producers, and the total cost of the
smaller output is higher than it need be.

2. Fluctuating crop yields. The supply of some commodities
fluctuates appreciably as a result of weather, pests and other con-
ditions not within the producers’ control. This is the case of many
annual crops, e.g., wheat. For the most part the crop must be
disposed of for what it will bring and, if demand is relatively
inelastic with respect to price, a large crop will have to be sold
at a very low price and the total income of the producers will
be smaller. The lower price is not a signal that too many resources
have been devoted to the production of the commodity, for in
the following year yields may be poor and with the same resources
a very small crop may be produced. Price will then rise and the
producers will have a “good year.” The fluctuations in prices and
incomes as a result of fluctuations in crop yields are widely con-
sidered undesirable and buffer stocks or other “support price”
devices have been proposed to eliminate them. The remarks with
respect to buffer stocks made above are equally applicable in
this case. Correctly managed, buffer stock operations might intro-
duce a useful element of stability both from the point of view of
agriculture and of industry. It should be noted, however, that if
the crop does not have to be carried too long and can be reasonably
easily stored, and if there is any element of predictability in the
cycle of changing yields, the operations of ordinary market specu-
lators can be expected to smooth out some of the price fluctua-
tions. There is, however, clearly no case to be made for monopolis-
tic controls if fluctuating crop yields are the only cause of price
instability.

3. “Cobweb” cycles. The price of some commodities is alleged
to fluctuate excessively because producers never learn from past
mistakes and are always doing the wrong thing. Such is supposed
to be part of the explanation of the price “cycles” of certain agri-
cultural commodities where the producers plan on the basis of the
current market price. If this price is high they think it will stay
high and plan for a large output. When eventually the output
comes on the market, prices fall drastically. Producers then think
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that the price is now going to stay low and they plan for a very
small output. When this comes to the market the price goes up
again. The cycle is thereupon repeated indefinitely. This type of
instability (if in fact it exists, and it could only exist under very
special conditions and in the absence of effective speculation)
could clearly be reduced or eliminated without monopolistic con-
trols over output by an efficient program of education and informa-
tion, perhaps supplemented by an improvement of credit facilities.

4. Backward rising supply curve. Another type of instability
is alleged to occur when a commodity is produced by small peas-
ant producers who respond to price falls by producing more in an
attempt to maintain a given total income. Thus as prices fall, pro-
duction increases, prices fall even further and the producers be-
come progressively worse off. It has never been clearly demon-
strated that any appreciable number of producers do act in this
way. But even if they do, attempts to restrict their output would
not improve their lot if they were in competition with any other
groups of producers whose output was unrestricted. Thus, apart
from the fact that it is next to impossible to impose restrictions
on large numbers of small producers who are unwilling to cooper-
ate, output controls would have to cover all competitive groups
and be very rigidly enforced if the groups for whose benefit the
controls were introduced were not to be placed in an even worse
position than they were before. ‘

5. Instability due to excess capacity. By far the largest source
of so-called instability is the existence of excess productive ca-
pacity of producers whose output is not saleable at a price that
would cover their costs but who nevertheless continue to produce.
Monopolistic regulations are therefore demanded to prevent “dis-
organization” of the industry and “cut-throat” competition,® i.e.,
to protect producers who would be ruined by competition. In such
situations it is very common to find that the existence of “excess
capacity” in the industry is accompanied by a tendency to expand
capacity. This merely indicates that low-cost producers find it

0 This is, in my opinion, a misuse of the term cut-throat competition,

which was originally meant to refer to deliberate acts by a seller to eliminate a
rival.
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profitable to increase their production at the same time that high-
cost producers find it unprofitable to produce with existing ca-
pacity. Protection of the high-cost producers is then clearly at the
expense of low-cost producers as well as of consumers and would
seem unjustified both economically and ethically. Indeed, in many
cases the demand for monopolistic regulations is merely a demand
from a special group for favors at the expense of the rest of so-
ciety.

In other cases, however, especially where a very large part
of existing capacity would have to be scrapped if prices were per-
mitted to descend to competitive levels, it is argued that the re-
quired transfer of resources is so extensive and so difficult that
severe hardships would be worked not only on producers but on
the economy of whole regions and sometimes of whole countries
if it had to be done very rapidly. In addition, if producers are very
hard to force out of production, as is commonly the case where
alternative occupations are few (“one-crop economies”) there is
the likelihood that a price sufficiently low to force out enough
producers would force out too many so that excessively low prices
would be replaced by excessively high ones and a long period of
“disorganization” would follow.

Under these circumstances, existing high-cost producers, who
are very frequently the more powerful ones, demand permanent
output controls. These demands are economically indefensible.
Certain economists, however, have argued that temporary output
controls should be permitted for the purpose of facilitating the
necessary adjustments and slowing down the transition. If the
control scheme were carried out by disinterested economists, it
might have some merit,** but it will always in fact be carried out
by interested producer groups and their governments. Further-
more, the advocates of such policies always overestimate the dif-
ficulties of making changes in the economic system and under-
estimate the flexibility of the system. The introduction of mo-
nopolistic controls is the introduction of a further element of

11 The chief condition to be satisfied is that the shift of productive re-
sources from the industry with excess capacity into alternative employment is
not merely talked about but actually carried out, and without favoritism.
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rigidity and it is extremely unlikely that it will increase the adapt-
ability of the economy.*?

Monopolistic Shock-Absorbers and Stable Growth

Monopolistic restrictions have often been credited with per-
forming the useful function of “stabilizers” in the economic sys-
tem. The relationship between stability and monopoly is not
simple and at least three different issues have been referred to in
these terms. Two of them have already been taken up in this
chapter.

There is first the issue just discussed, the prevention of ab-
normal price fluctuations in particular industries, basically un-
stable because of the peculiar conditions under which they operate.
Monopolistic restrictions are advocated for these industries in or-
der to stabilize the prices of their products.

There is, second, the prevention of deflationary reductions in
average price levels and aggregate income levels in the econom
as a whole, whose instability is allegedly increased by highly fiex-
ible prices of factors and products.?*> Monopolistic restrictions are
advocated, especially for labor, in order to create a price inflex-
ibility that will put a floor to declines in general prices and in-
comes.'* As we have said before (p. 34), however, there is no
evidence for the claim that increased price stability in selected
sectors of the economy will increase the income stability of the
economy as a whole. It may just as well reduce it. Answers to the
problem of fluctuations of the aggregate income of the nation must

12 The rejection of monopolistic controls as “solutions” for the various
problems of instability should not mean that these problems cannot or need
not be solved.

13 “In fact, when people talk and write about the ‘evils of competition,’
what they are usually referring to, all unconsciously, is the process of defla-
tion.” K. E. Boulding, “In Defense of Monopoly,” Quarterly Journal of Eco-
nomics, Vol. LIX (1945), p. 534.

14 “It is becoming apparent that ‘price flexibility,” far from being the golden
recipe for prosperity, may lead us into disastrous and even bottomless defla-
tion . . . It is only the inflexibilities in the system, however, that prevent
such a bottomless deflation. . . .” Boulding, op. cit., p. 531. Perhaps it should
be mentioned that Boulding includes among the “inflexibilities” the fact that
the money supply cannot run down without limit.
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be sought in other measures than monopolistic actions for price
maintenance.

It is the third issue that now calls for our attention: the pre-
vention of especially drastic reductions in the profits of industries
requiring an abundant flow of private investment funds in the
long run that would be discouraged through excessive depression
losses. Monopolistic restrictions are advocated in order to prevent
competition from being too discouraging to investors.

Should monopolistic restrictions be regarded as useful props
under the capital structure of industries which under unrestricted
competition would in bad times suffer such losses that the flow of
investment funds needed for its long-run growth would be im-
paired? In an economy with rapid change, unlimited competition
is said to be too rough, too ruthless, too discouraging to investors.
A dose of monopoly has, according to some, a balancing, steady-
ing effect, permitting the economy to progress less erratically,
more steadily and, as a net result, faster than under unlimited com-
petition. If a mechanical analogy may be used, monopolistic de-
vices may act as shock-absorbers without which investors would
not dare to travel the rough and bumpy roads to higher levels of
national production.

The argument is persuasive. The flow of funds into investment
is certainly a prerequisite of the growth of the economy. In a pri-
vate enterprise system the flow of funds depends on the confidence
of investors. Few risks to the value of investments are greater than
those arising from unrestricted competition among rival producers
fighting for larger shares in temporarily declining markets. The
elimination or reduction of these risks by means of monopolistic
devices can do much to bolster the confidence of investors and
thus to make them devote their funds to the expansion of pro-
ductive capacity.

This argument for monopolistic restrictions as “shock-absorb-
ers” necessary for the confidence of investors financing the growth
of capacity is very similar to the argument for monopolistic re-
strictions as “brakes” necessary for the confidence of investors
financing the development and use of new technology. The role
of monopoly as a brake on innovation in order to promote tech-
nological progress will now be analysed: the conclusions arrived
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at will apply with equal validity to the question of the role of
monopoly as a shock-absorber.

Monopolistic Brakes and Technological Progress

The contention is that unrestricted competition, by denying
innovators enough time to enjoy the profits of their new ventures,
would discourage innovation and retard technological progress.
Comparing on this score the performance of perfectly competitive
capitalism with that of monopoly capitalism, the advocate of the
latter comes to the conclusion that “perfect competition is not
only impossible but inferior.”

Perfect competition, according to this view, is inferior because
it creates a climate inimical to technological innovation. Investors
in technological research and development and investors in such
untried ventures as the introduction of new products or new
processes must be granted some measure of protection against
the speedy emergence of profit-removing competition. Innovators
would tend to hold back if they feared that imitators would quickly
follow their lead and deprive them of the fruits of their courage
and ingenuity, or if they feared that a steady stream of further
innovation would render their large investments obsolete long
before the investments had paid for themselves.

There is, however, the opposite view, to the effect that bar-
riers against newcomers, against imitation, and against the in-
troduction of improvements, retard innovation and restrict the
utilization of new technology not only temporarily but also in the
long run. It is held that the use of old techniques is kept profitable
by protective barriers against newcomers and, in the absence of
a constant threat that others may come forth with improved tech-
niques, the firms in the sheltered positions lack the incentive to
develop better products and better ways of making them or even

15 Joseph A. Schumpeter, Capitalism, Socialism and Democracy (New
York: Harper, 1943), p. 106. It was Schumpeter who used the metaphor of
the monopolistic “brake” necessary to speed up progress. This was his state-
ment: “, . . restrictions of this type are, in the conditions of the perennial
gale, incidents, often unavoidable incidents of a long-run process of expan-
sion which they protect rather than impede. There is no more of paradox in
this than there is in saying that motorcars are traveling faster than they other-
wise would because they are provided with brakes.”
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to exploit technologies that would look promising to one who had
a good chance of breaking into the field. In addition, the new tech-
nologies that are introduced are not utilized to the extent to which
they would have been under unrestricted competition, because
the newly discovered paths remain closed to general use, and thus
the actual contribution to the nation’s income that is made by suc-
cessful pioneering falls far short of its potential contribution.

These, it will be noted, are the customary arguments for and
against strong patent protection. Without the monopolies which.
patents grant to innovators, investment in innovating ventures
will not pay sufliciently and the necessary venture capital will not
be forthcoming. (The development of the chemical industry is
often attributed to the protection which it has enjoyed in the
monopolistic exploitation of its new inventions.) With strong
patent monopolies, on the other hand, industrial development will
be retarded by making it rather hopeless for the barred outsider
and unnecessary for the sheltered insider to press forward on the
road to progress. (The development of the automobile industry
is often attributed to the fact that the courts sided with Henry
Ford when he contested the validity of early patents granting
exclusivity for motorcar production. )

What is true concerning patent protection may hold equally
well for other monopolistic restraints. Not all types of inventions
are patentable, and not all innovations in industrial production are
based on inventions. The execution of the innovation, rather than
the discovery or invention, is the thing that really counts in this
respect and for which the protection from competition may be
needed. Is innovation encouraged or discouraged by restrictions
of entry into an industry? No proof is possible for one contention
or the other. Is expansion furthered or retarded by the existence
of price agreements or other cartel practices limiting competition
in an industry? No experiment can verify or disprove one theory
or the other. We are left to rely on our “considered judgment” in
deciding where the weight of argument lies.

References to historical facts are not conclusive in this question.
It is true that instances of deliberate suppression of inventions
have been found only in industries in which there is a high degree
of monopoly. But perhaps these inventions would not have been
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made in the first place if these industries had been more com-
petitive. It is true that certain typically competitive industries
have shown comparatively little progress in technology and or-
ganization, while some highly monopolistic industries have shown
remarkable advance. But this does not indicate that these indus-
tries have been stagnant or dynamic because they were competitive
or monopolistic, respectively. In many instances, for example, it
was chiefly the technological advance itself which, with the aid
of patent protection, was responsible for the development of dom-
inating monopolies. Cause and effect would thus be reversed: tech-
nological progress under existing institutions would make for mo-
nopoly positions rather than monopoly for progress.

Even if it were clearly established that monopoly in certain
industries promoted faster technological progress, it could not be
concluded that the speed of technological progress in society as a
whole was accelerated by monopolistic restraints. The concentra-
tion of technological progress in these industries might instead
indicate that innovating talents and efforts had merely been di-
verted to them from other fields by the higher rewards the mo-
nopoly offered.

It is probably true that “monopolization may increase the
sphere of influence of the better brains.” ¢ But this neither means
that monopolization creates these brains nor that without mo-
nopolization there would be no appropriate use for them. The in-
ventive genius, the contriving instinct, the organizational talent,
the venturous drive, the gambling spirit, the dynamic personality,
all these requisites of progress are not dependent on opportuni-
ties to monopolize any field and could find ample scope for inno-
vation in competitive industries. The giant corporation with its
rich resources and secure monopoly power can attract the re-
searchers, inventors, organizers, and enterprising talents by let-
ting them share in its monopoly profits, paying higher salaries than
competitive industry can afford. They would certainly not be idle
if industries were without monopoly power; they would merely
be distributed over other fields of activity.

It can hardly be said with any assurance that progress would
be slower if it were not concentrated in firms or fields where patent

16 Schumpeter, op. cit., p. 101.
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protection makes it most lucrative. More assuredly it may be said
that without concentration progress would be more balanced. And
in all probability, it would be faster if the new paths broken or
opened by industrial pioneers were not closed to others by mo-
nopolistic barriers, but remained open for general use. This is not
an argument against reasonable “toll charges” exacted by the path-
finders under a well-devised patent system; but it is an argument
against the tight restrictions which industry can set up under the
present patent system and by many other methods available under
present institutions.

Monopoly Policies versus Tax Policies

In our brief examination of the role of monopoly as a brake de-
signed for safe traveling on the road of technological progress we
have concluded that full utilization of imaginativeness, talent
and drive probably does not depend on monopolistic protection
of innovators. But there still remains the question of full utiliza-
tion of investible funds. It is with regard to this question that the
monopolistic brake and the monopolistic shock-absorber may have
analogous effects. An adequate volume of investment is regarded
as a major requirement for the maintenance of a high level of em-
ployment in the economy. Sufficient incentives to invest are, there-
fore, of paramount importance. The argument that unrestricted
competition will weaken or kill the investment incentives, while
monopolistic devices will strengthen them, needs additional at-
tention.”

Investments in ventures with novel products and novel tech-
niques are exceedingly risky. A chance of high profits acts as
“bait” for the investor who is to take the risk of losing most or all
of his capital in his venture. If successful, the risk-taker may be
rewarded by a high profit. The success, however, will attract others
to take up the business which has proved so profitable and no
longer involves large risks. Thus, profits will soon disappear under
the pressure of competition. But it is surely safer to make invest-

** The reasoning in this section follows closely the arguments which I
presented in my chapter “Summary and Analysis” in Financing American
Prosperity, ed. by P. T. Homan and F. Machlup (New York: Twentieth Cen-
tury Fund, 1945), pp. 424 ff.
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ments as a “follower” rather than as a “leader.” Yet if everyone
chooses to wait for others to lead and to show him the good in-
vestment opportunities, no investment will be forthcoming.

This reasoning suggests that most people will be willing to
undertake new ventures only if their lead can be secured by mo-
nopolistic devices. The longer the time during which competitors
are kept away, the greater will be the profits of the innovator. But
who can tell how much of a lead is appropriate? If we foster in-
vestment by “leaders” through restricting investment by “follow-
ers,” can we know whether investment on balance will not be more
restricted than encouraged?

The pioneer knows that others will come after him if his ven-
tures meet with success. The innovator reckons with the eventual
emergence of competitors; a jump ahead of them, he needs the
expectation of making enough money while he is in the lead. If the
gain which he expects to make in the meantime, until competitors
catch up with him, is sufficiently attractive, he will go ahead. But
this attractiveness depends, among other things, on the tax sys-
tem. High taxes on the income from enterprise may act as a de-
terrent of investment. Is it wise for society to create this deterrent
and then to rely on the effects of a compensating “sop” for in-
vestors in the form of monopolistic devices?

We recognize here a peculiar relationship between two very
distinct fields of governmental activities: tax policy and monopoly
policy. The alternatives seem to be whether to deal with high
profits from enterprise by taxing them away regularly or by allow-
ing competition to wipe them out as fast as it can work; whether
to secure investment incentives by lower taxes on income from
enterprise or by monopolistic restraints of competition. There can
be little doubt that, instead of erecting barriers to competition in
order to increase the pioneer’s or insider’s gain, it is simpler and
safer to increase it by letting him keep more of it—that is, by tak-
ing less through taxes.?®

The greater the slice the government takes from the returns to

18 This should not be understood as an argument for lower income taxes
in general. There can be differential tax rates for different types of income.
This is the proposal made by Sumner H. Slichter, in his chapter “Public Poli-

cies and Postwar Employment,” in Financing American Prosperity, op. cit.,
p- 818.
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venture capital, the more “necessary” does it become to “bribe”
capital into new ventures by permitting monopolistic devices to
fence off any competing investments. The result is an artificial
plugging of outlets for masses of investible funds in order to chan-
nel a small portion of them into well-protected “investment oppor-
tunities.” If innovators are permitted to keep more of their gains
they will be attracted to new ventures despite the probability that
“the gravy” will soon be gone owing to the unrestricted stream of
competing investments that will follow them into the new fields.

Insecurity is a serious deterrent to the maintenance of an ade-
quate flow of funds into productive investment. But it is not a
sound policy to reduce insecurity of investment by creating “se-
curity from competition.” For, although there are certain risks to
investment which can be reduced or eliminated in order to increase
the total flow of funds into investment, a reduction of the “risk of
competition” is apt to have the opposite effect. If it succeeds in
encouraging one investment, it usually does so by restricting an-
other.

DzeBrts aAnp CrepIts oF MONOPOLISTIC RESTRAINTS

It is not easy to find one’s way through this maze of claims and
counterclaims and to assess their validity and significance. Validity
and significance—because some arguments may be perfectly valid
but relatively insignificant, others would be highly significant but
may be of doubtful validity. The confusion is increased by the
manifold meanings of monopoly, by the indiscriminate application
of highly abstract concepts on a level of concreteness for which
they are inappropriate, and by attempts to discredit the opponent’s
arguments by giving his terms other meanings than those he had in-
tended. On top of all this we may find serious clashes between the
objectives which different “experts” elect to regard as the ultimate
goals of society.

False Issues and Real

The proponents of anti-monopoly policies are often criticized.
A favorite sport of the critics is to demonstrate the impossibility of
pure and perfect competition in the real world. If every deviation
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from pure and perfect competition is monopoly, no policy can
succeed in eliminating monopoly. From this it seems plausible to
jump to the conclusion that anti-monopoly policies are futile and,
hence, undesirable.!?

There is an element of monopoly in the situation in which
sellers are somewhat different from one another. Is this a reason
for condoning cartel arrangements or other forms of cooperation
among them? There may be an element of monopoly in the fact
that it takes time for new enterprise to move into a profitable line
of business. Does this make it good policy to aid insiders in prolong-
ing this period? One may define perfect competition so narrowly
that it would require newcomers to appear on the scene a few min-
utes after new profit expectations are aroused by changes in de-
mand or by new technical knowledge. Under such circumstances,
of course, there could be no profit in costly research, development
and innovation. Must one conclude from this that technological
progress is impossible under perfect competition, and monopoly is
a prerequisite of progress? Alternatively, one may define perfect
competition to allow the existence of normal frictions and delays
and, hence, of a period of undisturbed profits, before newcomers’
competition becomes effective. Monopoly, then, would be only the
artificial prolongation of the period of protection from newcomers’
competition. And the real question would be whether or not the
extra stimulation which the extra profits from the lengthened
period of protection may provide for innovating ventures are worth
the cost of the delayed full exploitation of the new technology—
which is a legitimate question and one that must be analysed be-
fore one can have a well-founded opinion about the kind of pro-
tection that society should accord to those who introduce new in-
ventions.

19 “Indeed, far from competition being beneficial only when it is ‘perfect,’
I am inclined to argue that the need for competition is nowhere greater than
in fields in which the nature of the commodities or services makes it impos-
sible that it ever should create a perfect market in the theoretical sense. The
inevitable actual imperfections of competition are as little an argument against
competition as . . . imperfect health is an argument a[%ainst health.” Fried-
rich A. Hayek, “The Meaning of Competition,” in Individualism and Eco-
nomic Order (Chicago: University of Chicago Press, 1948), pp. 103-104.
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In any event, the controversy about the role of government in
aiding or restraining competition and in aiding or restraining
monopoly is not concerned with those elements of monopoly which
are practically inevitable. The controversy is confined to “avoid-
able monopoly,” to monopolistic practices that can be prevented, to
monopolistic barriers that can be removed, to monopoly-promoting
institutions that can be abolished. More concretely, the controversy
about the “monopoly problem” turns on such questions as whether
all forms of collusion should be prosecuted, whether mergers of
competing firms should be prohibited, whether trade unions should
have closed-shop agreements and industry-wide collective bar-
gaining, whether the patent system should be reformed to make it
less restrictive, whether building ordinances by municipal govern-
ments should exclude new materials or protect local producers,
whether states should limit operation in various fields to holders of
certificates of convenience and necessity, whether the nation
should maintain a high protective tariff, whether the government
should force fruit growers to conform with marketing arrange-
ments drafted by cooperatives to which they do not belong,
whether storekeepers should be fined if they sell tooth paste and
baby oil below the list price, whether local labor unions should
have the right to exclude out-of-towners working in their profes-
sion, whether large corporations should be permitted to resort to
local price-cutting in order to force smaller competitors out of busi-
ness, whether truckers should be forbidden to haul goods at rates
below the officially approved ones, and so on and so forth. Pages
could be filled merely listing the concrete questions of policy con-
cerning “the monopoly problem.”

Conflicting Objectives

It can be shown that maximum total income, maximum total
employment, maximum progress, maximum stability, maximum
security, and maximum freedom are social goals which are not fully
compatible with one another. They go together to a certain extent,
but beyond it they conflict with each other. People differ in the
compromises they would prefer. Some would sacrifice more of
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current income than others would to secure a rapid rate of progress.
Some would do with less progress if it could be had only at the
price of considerable instability. Some would insist on a guarantee
of full employment even if it should jeopardize freedom. Some put
the economic security of workers and producers above the realiza-
tion of higher incomes and greater freedom.>®

If people disagree on the ultimate goals, we cannot expect them
to agree on particular policies. We shall not attempt here to analyse
the relationships of competition and monopoly to each of the al-
ternative socjal goals, especially since monopoly, as we have
previously shown, is not an indivisible whole and different elements
or phases of monopoly may bear different relationships to particu-
lar objectives. (For example, a strong patent system probably has
more to do with “progress,” a closed-shop agreement or a municipal
licensing ordinance more with “security.”) Thus we cannot expect
that experts will consistently incline toward the competitive or the
monopolistic answers to the many questions which constitute the
monopoly problem. Only those who place the “income” and “free-
dom” goals decidedly ahead of the others may show a conspicuous
bias in favor of competition and against monopoly in almost all
avoidable forms. Even this presupposes, in addition to the con-
sensus on the hierarchy of ultimate social goals, a consensus on

what are in fact the probable effects of particular policies and in-
stitutions.

A Balance Sheet

It may be helpful to construct a list of charges and counter-
charges in the form of a balance sheet of “debits and credits” in
the account of monopolistic restrictions. The monopoly elements
charged with harmful or credited with beneficial effects include
governmental restraints of competition as well as restrictive busi-

20 “Tt seems quite possible that a society arranged for the maximum se-
curity of producers based upon powerful monopolies—including union mo-
nopolies of workmen—would satisfy men better than one arranged to get the
maximum freedom of consumers’ choice and workers” mobility.” C. Sutton,
“The Relation between Economic Theory and Economic Policy,” The Eco-
nomic Journal, Vol. XLVII (1937), p. 52.
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ness or labor practices, public as well as private barriers to the
movement of resources into economic uses.2!

MonNoroLisTIC RESTRAINTS OF COMPETITION
Debits ‘ Credits

(1) They result in uneconomic
allocation of productive re-

(1) They result in a more eco-
nomic allocation of produc-

sources. tive resources in a dynamic
economy.
(2) They give rise to extortion | (2) They benefit the consumer in

of the consumer through
higher prices and lower
qualities of Products.

the long run through lower
prices and better qualities.

(3) They permit exploitation of | (8) They avoid competitive re-
workers  through  lower ductions of wages and deteri-
wages and poorer working oration of working conditions
conditions, under competitive pressures.

(4) They eliminate the penalty

(4)

They make superior methods

which competition involves
for inefficiency and inertia,
and thus entail inefficient

available, including scientific
research and use for better
brains.

management and operation.

(5) They remove incentives to | (5) They permit long-range in-
technological - innovations vestment and encourage in-
and reduce the flow of in- novations.

vestment.

(6) They prevent full utilization
of productive capacity.

(6) They allow greater expansion
of productive capacity in the
long run.

21 The charges are taken from the “indictment of monopoly” which Clair
Wilcox compiled for his useful study Competition and Monopoly in American
Industry, Monograph No. 21, Temporary National Economic Committee
(Washington, 1940), pp. 16-18. The credits are taken chleﬂy from the de-
fense of monopoly which Joseph A. Schumpeter presented in his eminently
original and provocative book cited on p. 64 above. The arrangement of all
debit and credit items, in particular the omission of a credit item balancing
the tenth debit item, is my own contrivance. This was done for exposmonal
purposes, as will become apparent later in the text.
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MonoroLIsTIC RESTRAINTS OF COMPETITION

Debits Credits
(7) They obstruct adjustment to | (7) They alleviate depressions,
economic  change, e.g, provide effective remedies for
through rigid prices, and set-backs, and thus facilitate
thus contribute to general steadier industrial- expansion.

industrial instability.

(8) They retard improvements | (8) They promote improvements

in the standard of living. in the standard of living in the
long run.

(9) They aggravate the existing | (9) They give rise occasionally to
inequality in the distribution abnormal profits, which func-
of income through excessive tion as bait for other investors,
profits and concentration of making most capitalists work
wealth. for nothing.

(10) They threaten the existence
of free private enterprise and
representative government.

MoNoroLY AND DEMOCRACY

The balance sheet which was presented above to give account
of the charges and credits to monopolistic restraints did not ex-
actly balance. While the accounting may have been faulty in gen-
eral and several items on either side may have been omitted, the
items that were entered showed a definite debit balance. For one
particular item on the debit side no offsetting entry appears on
the credit side. This item related not to economic but to political
consequences of monopoly.

Monopoly and the Road to Serfdom

The charge in question contends that monopoly “threatens the
existence of free private enterprise and representative govern-
ment.” 22 The contention that monopoly constitutes a serious threat

22 Wilcox, op. cit., p. 18. The Federal Trade Commission, in a report sub-

mitted in 1939 to the Temporary National Economic Committee, stated: “The
capitalist system of free initiative is not immortal, but is capable of dying
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to democracy is frequently advanced without explanation. What-
ever the explanation, the charge certainly does not mean that the
demise of democracy from an overdose of monopoly is predicted
as an inevitable and immediate occurrence, but merely as a threat-
ened and gradual development. This development may take sev-
eral different forms, some of which may be sketched here:

(1) Monopolistic restraints in industrial, agricultural and labor
markets prevent the capitalist system from working satisfactorily
and lead to increasing government regulation of economic life; the
larger the scope of regimentation and the greater the responsibili-
ties of government in the economic sphere, the less satisfactorily
can democracy operate; after a succession of serious economic and
political crises, democratic government will give way to an authori-
tarian regime.

(2) Monopolistic restrictions of production and employment
may so badly sabotage the working of the private enterprise econ-
omy that a dissatisfied majority or a desperate minority may
(through peaceful means or violent overthrow, respectively) es-
tablish a government committed to a system of a centrally planned
economy. Efficient management of such a system will call for
authoritarian rule.

(8) Monopolistic groups in industry, agriculture and labor
acquire and exercise so much political power that their influence
upon government becomes intolerable and paralyses the demo-
cratic machinery; in defense against the strong pressure groups,
democracy is “suspended,” and a strong-arm government is set
up along authoritarian lines.

(4) Monopolistic groups acquire and exercise so much eco-
nomic power that the conflicts among them (through bargaining,
strikes, shutdowns, boycotts) assume the character of economic
warfare; eventually, following a series of paralysing strikes with
outbreaks of violence and mass disorder, government finds itself
compelled to establish order through authoritarian methods (pos-

and of dragging down with it the system of democratic government. Monopoly
constitutes the death of capitalism and the genesis of authoritarian govern-
ment.” Hearings of the Temporary National Economic Committee, Part 5
(Washington: 1939), p. 2200. Innumerable other statements in the same vein
could be quoted.



76 CoxNcepTs, PROBLEMS, APPRAISALS

sibly after government has been “taken over” by one of the mo-
nopolistic groups in an attempt to suppress the others).

Democracy in a Planned Economy

The number of these “models” can be easily multiplied through
slight variations and combinations of their different elements, but
they all picture the end of democracy. Agreement or disagreement
on this issue is, however, a precarious matter because “democracy”
can mean so many different things. To know what it means is espe-
cially important in the controversial question whether a centrally
planned economy is or is not compatible with democratic govern-
ment.

In one of its many meanings, democracy implies opportunity of
the people to accept or refuse the men who are to govern, whereby
this opportunity must be afforded through “free competition among
would-be leaders for the vote of the electorate.” 2* Provided that
these are the only criteria of “democracy,” and nothing else is re-
quired, democratic government can conceivably endure if it is
saddled with the responsibility of planning and running the eco-
nomic system; but it is not very likely to endure under such con-
ditions.

Even if democracy in a merely formal sense could be main-
tained in an economy planned and operated by the government,
it would be highly questionable how “free” such a “democratic”
society would be. “Democratic control may prevent power from
becoming arbitrary, but it does not do so by its mere existence. If
democracy resolves on a task which necessarily involves the use
of power which cannot be guided by fixed rules, it must become
arbitrary power.” 2¢ Economic decisions are matters of judgment
rather than of application of fixed rules. As long as economic power
is so widely dispersed that those who make economic decisions
lack any large amount of power, and as long as the decisions of the
state are chiefly on matters that can be decided by applying fixed

23 Schumpeter, op. cit., p. 285. It should be noted that the exact con-

tents of these criteria will depend on the meaning of “free competition” among
politicians for votes.

2¢ F, A, Hayek, The Road to Serfdom (Chicago: University of Chicago
Press, 1944), p. 71.
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rules, society can operate without excessive exercise of arbitrary
power. The concentration of economic power, however, and its
fusion with political power is apt to be fatal to free society—re-
gardless of whether or not it is called “democratic” according to
the letter (rather than spirit) of a definition which stresses only
the empty forms of political institutions. The more criteria of not
merely formal character are included in the definition of democ-
racy, the smaller becomes the probability that the government of
a government-planned economy can in the long run remain demo-
cratic.?® And the probability that a government-planned econ-
omy will be the successor of an economy directed or misdirected
by powerful private monopolies becomes increasingly threaten-
ing. _

If competition is so weakened and restrained that the “auto-
matic controls” by which anonymous market forces steer the eco-
nomic system are removed, the establishment of “direct controls,”
handled by a central power, becomes necessary. “A Community
which fails to preserve the discipline of competition exposes itself
to the discipline of absolute authority.” 2¢

Superstition or Prudence?

The foregoing warnings against the dire consequences of mo-
nopolistic practices to society may sound too dramatic. It is pos-
sible that our fears are exaggerated. But there is always the diffi-
culty of evaluating the seriousness of a danger. Who can say
whether any particular warning is due to overcautiousness, timid-
ity or even superstition or, on the other hand, to prudence and fore-
sight?

There is the view that we have come to hold “a wildly exag-
gerated opinion of the amount of monopoly power possessed and
exercised by producers . . . ,” and that the explanation can be
found “in a well-recognized trait of human nature, the urge to ex-

25 According to Hayek, whose views on this issue are often regarded as too
pessimistic, “the clash between planning and democracy arises simply from
the fact that the latter is an obstacle to the suppression of freedom which the
direction of economic activity requires.” The Road to Serfdom, p. 70.

26 Henry C. Simons, “Some Reflections on Syndicalism,” Journal of Politi-
cal Economy, Vol. LII (1944), p- 5.
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plain any supposed evil by finding an ‘enemy’ and to deal with
it by ‘liquidating’ somebody.” 27

It is, of course, possible that “monopoly” is merely a bugbear
frightening the believers in free enterprise and free society; but
it is equally possible that we have underestimated the acuteness
of the danger and have allowed the situation to deteriorate to such

a degree that only a very radical effort can still save our social and
political system. '

27 Frank H. Knight, “Anthropology and Economics,” Journal of Political
Economy, Vol. XLIX (1941), p. 264.



PART II— BUSINESS POLICIES






CHAPTER 4

Monopolistic Business Practices: Collusion,

Merger, Exclusion

Meanings and Distinctions: Confusion Worse Confounded - Distinctions
and “Reality”

Cooperation, Collusion, Cartels: Gentlemen’s Agreement - Trade Associ-

ations, Cost Calculations and Statistics - Delivered-Price Formulas - Car-

tels with Enforcement Apparatus - The Contents of Cartel Arrangements
- Profit Pools and Average Price Cartels - Centralized Selling

Oppression, Domination, Merger, Concentration: Manifold Interrelation-
ships, Warfare and Cooperation - Oppressive Practices - Domination - The
Merger Movement - Integration and Conglomeration - Concentration

Restrictions on Entry: Governmental Barriers - Threats and Ruinous Cam-
paigns - Barred Access to Resources - Bigger Minimum Size

HE NEATEST definitions and clearest classifications of business
monopoly and the soundest analyses of its economic effects

will not tell us what we are really talking about unless we have
some knowledge of actual business practices. Hence, a more de-
scriptive discussion of monopolistic business practices is called
for. A couple of chapters devoted to this purpose are, however, a
very imperfect substitute for books of case studies. Those who
have never read historical works on trusts and cartels, price poli-
cies and business concentration are urgently advised to do so. They
will find them interesting reading, some of them even exciting,
almost like detective stories. Certain trust and antitrust stories,
such as the Standard Oil case, the Tobacco case, the United States
Steel case, are significant parts of American history and, thus, of
the education of every American. Studies of more recent develop-
ments in corporate policies and industrial concentration reveal im-

portant economic and political aspects of the present American
[81]
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scene.! We shall not undertake in these chapters to present large
amounts of case material on monopolistic business practices, be-
cause it would not be possible to do justice to such material within
that short compass. But we shall offer a generally descriptive dis-
cussion.

MEANINGS AND DISTINCTIONS

A descriptive discussion of monopolistic business practices calls
for a reminder about the expansion that has taken place in the
meaning of the term “monopolistic.”

Confusion Worse Confounded

As was pointed out before, economists frequently speak of a
monopoly even where there are many sellers offering practically
the same product or service and where there are no restraints of
trade, no cartels or other elements of collusion, no large firms
dominating the market, no trusts, no history or expectation of merg-

* There are many good books available on these subjects. The best writing
will be found in Frank A. Fetter, The Masquerade of Monopoly (New York:
Harcourt, Brace and Co., 1931), discussing chiefly the oil and steel cases.
Other works to be recommended include Arthur Robert Burns, The Decline
of Competition (New York: McGraw-Hill, 1936); Walton H. Hamilton and
Associates, Price and Price Policies (New York: McGraw-Hill, 1938); Thur-
man W. Arnold, The Bottlenecks of Business (New York: Reynal and Hitch-
cock, 1940); Clair Wilcox, Competition and Monopoly in American Industry,
Monograph No. 21, Temporary National Economic Committee (Washington,
1941); Harry L. Purdy, Martin L. Lindahl, and William A. Carter, Corporate
Concentration and Public Policy (New York: Prentice-Hall, 1942); Corwin
D. Edwards, Economic and Political Aspects of International Cartels, Mono-
graph No. 1, Senate Subcommittee on War Mobilization of the Committee on
Military Affairs, 78th Congress, 2nd Session (Washington, 1944); David
Lynch, Concentration of Economic Power (New York: Columbia University
Press, 1948); George W. Stocking and Myron W. Watkins, Cartels in Action
(New York: Twentieth Century Fund, 1946); Vernon A. Mund, Open
Markets: An Essential of Free Enterprise (New York: Harper, 1948); Walter
Adams, ed., The Structure of American Industry (New York: Macmillan,
1950). Beyond the compass of the American scene, one of the most useful
studies of monopolistic business practices is the small book by E. A. G. Robin-
son, Monopoly (Cambridge: University Press, 1941), which in a most engag-
ing manner succeeds in combining theoretical insight and factual case ma-
terial.
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ers, no private or governmental barriers to the entry of new re-
sources. The mere fact that a firm could sell some of its product at
a higher price than it actually does indicates that it has a choice,
and this is enough to characterize its market position as “mo-
nopolistic.” The mere fact that a firm finds its sales limited by the
market, that is, by the demand for its products, is sufficient to char-
acterize its prices as “monopoly prices.” i

Indeed, in this wide sense in which the word is now used, one
may say that any price policy whatsoever is a monopolistic policy
by definition. For price “policy” clearly implies that the firm or
organization in question can choose between possible prices and,
perhaps, can influence the range of prices from which it can choose.
This involves some sort of “monopolistic position.” In this sense
almost every business in manufacturing and in retailing, from the
smallest grocery store up to the Aluminum Corporation, is some
sort of a monopoly, the difference being one of degree and not of
principle.

It is admittedly confusing that economists—including the pres-
ent writer—should condone such an expansion of the concept of
monopoly that almost every man becomes a monopolist and “mo-
nopoly” is thus turned into a politically neutral concept, and should
nevertheless continue to use it also in the narrower sense in which
monopoly is possibly an unlawful and probably a socially harmful
thing against which the forces of the state should be mobilized.?
One can only hope that repeated warnings of the multiplicity of
meaning will avert or reduce the danger of confusion.

Lawyers may scoff at the ambiguities introduced into the dis-

2 There are those who habitually look for sinister motives behind every
terminological decision of a writer. It happens that the widening of the
monopoly concept which has made monopoly so pervasive and universal in
our economic system could be ascribed to two very different political pur-
poses. (1) The socialist critic of the capitalist order can use the semantic
trick for deriving the following inference: “Since monopoly is socially harm-
ful and since almost every seller in our economic system necessarily possesses
monopoly power, the system is bad and must be abolished.” (2) The con-
servative critic of antitrust prosecutions can use the same trick for this con-
clusion: “Since it makes no sense fighting the inevitable, and since monopoly
is inherent in almost every kind of business, antitrust prosecutions are useless
and should be stopped.” I cannot deny that both types of inferences have
been made by partisans of the respective attitudes.
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cussion because of the inability of economists to agree on a clear
meaning of the word. But the legal concept is equally ambiguous.
Lawyers in the United States have for many years protested the
vagueness of the antitrust laws and the impossibility of “predict-
ing” the legality or illegality of particular business practices. It
would be of no help if economists were to attempt to adopt legal
definitions of monopoly and monopolistic practices. Apart from
the difficulty of determining what the legal definitions are and what
the legal status of certain business practices is under the American
antimonopoly laws, one must not forget that the law is different
in different countries and the same sort of business practice is legal
in some countries and illegal in others. Hence, the economic con-
cept of monopoly must be independent of the legal one. A general
survey of monopolistic business practices cannot, therefore, be
based on their legal status. We shall, however, wherever it seems

appropriate, include references to the legal situation in the United
States.

Distinctions and “Reality”

One may attempt to distinguish monopolistic business ac-
tions according to whether they serve to create, to maintain, to
strengthen, or to exploit a monopolistic position. These distinc-
tions, like many others, are not easily applied to concrete situations.
First of all, it is difficult to ascertain either the intended ‘or the
actual results of any action. Neither of them can be conclusively
proved. Intentions are highly subjective matters and can at best
be introspectively recognized or reconstructed by the actor or in-
ferred by the observer. Actual results can only be shown to be
“probably s0” on the basis of accepted theory. There cannot be
certainty about causal relationships.?

It is further difficult to determine to what extent an action
which strengthens a monopolistic position may at the same time
help to maintain it, or to what extent an action which exploits a
monopoly position contributes also to its maintenance. In ideal

3 The best we can ever expect to have by way of “proof” is a “reasonable”

conformance of observations with a “plausible” model (or mental construc-
tion) of links between hypothetical causes and hypothetical effects.
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cases a separation may be possible. But as soon as we deal with
real cases rather than ideal ones, the separation becomes as a rule
impracticable. Nevertheless, in certain instances it may be reveal-
ing to ask whether particular actions are more likely designed to
create, to maintain, to strengthen, or to exploit a monopolistic
position.

Four categories of monopolistic business policies were distin-
guished in Chapter 2. These distinctions do not provide, however,
a suitable framework for the organization of a full discussion of
monopolistic business practices, because purpose and form were
two of the chief bases of classification when we set up these cate-
gories, and particular practices can be used for many different
purposes and in many different forms.* Nevertheless it is still use-
ful to consider together certain practices that clearly are related to
questions of “cooperation, collusion, and cartels—the labels used
for our second category—to “oppression, domination, merger, and
concentration”—the labels for the third category—and finally to
the fourth, restrictions on entry. Several larger complexes of mo-
nopolistic business practices, however, which cut across these cate-
gories but are more conveniently discussed under headings of their
own will be taken up in the subsequent chapter.

CooPERATION, CoLLUSION, CARTELS

No lines, certainly no clear lines, can be drawn between co-
operation, collusion, and cartelization.® For purely informal, self-

¢ In using the words business actions, behavior, conduct, practices, and
policies without formal definitions I have assumed that their meanings are
‘clear without semantic exercises. There are writers who make careful distinc-
tions between some of these terms. Sociologists, for example, have pointed out
that the word “conduct” has a strong connotation of rationality, which may not
be intended by the word “behavior.” Emphasis on the typical or habitual is
usually intended when one speaks of “practices,” and long-term consistency
and purposefulness are part of the meaning conveyed by the word “policies.”
To be sure, different kinds of practices may serve one kind of policy, and one
kind of practice may serve different kinds of policies. Moreover, while prac-
tices can often be observed by an outside-observer, policies can only be in-
ferred.

5 I have defined cartels as “business arrangements which have the purpose
or effect of reducing or regulating competition.” See my chapter on “The
Nature of the International Cartel Problem,” in A Cartel Policy for the United



86 BusiNess PoLICIES

imposed restraints on competitive conduct without any direct or
indirect communication among competitors and without any set
pattern for pricing or selling practices the term cooperation may
be most fitting. For less informal limitations in competitive con-
duct, involving direct or indirect communication among com-
petitors or compliarice with a set pattern of pricing or selling, the
term collusion may be more appropriate. For arrangements in-
volving more frequent communication among competitors or some
sort of permanent organization such as a trade association, an
“institute,” a statistical bureau, periodic circulars or published
notices the term cartel may be most suitable. Since there is an air
of suspicion and illegality attached to the terms “collusion™ and
“cartel”—in the United States at least—"“cooperation” is the widely
preferred term for all forms of restraint or non-aggressiveness in
competition. It is not easy in the United States for a businessman
to participate in collusive activities or cartels and yet have the
same good conscience that one has who merely “cooperates” with
his fellow men—or fellow sellers. However, neither pangs of con-
science nor court convictions are relevant for economic distinc-
tions. As the economics of the three things is the same, attempts to
keep them apart result in distinctions without differences.

Gentlemen’s Agreement

Among the better known forms of collusion the gentlemen’s
‘agreement is usually given a prominent place. A gentlemen’s agree-
ment is an unwritten agreement among competitors. That such
agreements are oral rather than in writing is of no importance from
an economic point of view but is of great practical importance in
the United States, because a written document might be found
by an agent of the Attorney General’s office in the files of one of
the parties to the agreement and might be used as evidence of a
violation of the antitrust laws. In some other countries business-
men avoid putting their agreements in the form of written con-
tracts because this would make them liable to stamp taxes. But

Nations by Corwin D. Edwards and others (New York: Columbia University
Press, 1945), p. 3. Essentially the same definition applies to cooperation and
collusion among competing sellers.
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whether they are notarized compacts, witnessed and signed con-
tracts, exchange of correspondence, unsigned memoranda, oral
undertakings before witnesses, oral agreements confirmed by sol-
emn handshakes, casual nods, telephonic okays, or merely implicit
consensus shown by compliance makes little difference for their
economic effects. Indeed, when we speak of the effects of an agree-
ment we usually mean the effects of the performance which it con-
ditions. Compliance is not dependent on the form of the agree-
ment. An oral, or even tacit, understanding may be more faithfully
complied with than the most formal contract.® The degree of com-
pliance depends on a number of circumstances, such as the num-
ber of participants and the rate of change of external conditions.
In comparison with these circumstances the form of the agree-
ment weighs little.

The gentlemen’s agreement holds its special place in the history
of collusion chiefly for two reasons. One is the famous state-
ment made by Adam Smith in 1776 and quoted with great regu-
larity in all discussions of this kind. He said: “People of the same
trade seldom meet together even for merriment and diversion, but
the conversation ends in a conspiracy against the public, or on
some contrivance to raise prices.” 7 The other reason is the fame of
one of the best known American examples of such gentlemen’s
conversations, the so-called Gary Dinners, where the leaders of
the steel industry met from time to time, during the years 1907-
1911, to discuss—for “merriment and diversion”—by way of after-
dinner speeches, the market situation and the most appropriate
prices for their products. Since price-fixing agreements were un-
lawful in the United States, those gentlemen believed themselves
to be within the law when they avoided formal agreements. But
if the main speaker submitted that the market situation warranted,

¢ Judge Gary of the United States Steel Corporation once explained that
“close communication and contact” among the members of his industry had
created such mutual “respect and affectionate regard” that they regarded
themselves as honor-bound to protect one another and that each felt that this
moral obligation was “more binding on him than any written or verbal con-
tract.” United States v. United States Steel Corporation, Brief for the United
States, 11, p. 989.

? Adam Smith, An Inquiry into the Nature and Causes of the Wealth of
Nations (publ. 1776, Routledge ed. 1903), p. 102.
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in his humble opinion, a price of so and so many dollars, and if
the next speakers expressed their belief that the main speaker, who
incidentally was usually the biggest steel boss, had shown per-
fect understanding of the situation and that they saw eye to eye
with him, the dinner party was likely to be a lasting success (giving
indigestion only to the non-invited public).

Trade Associations, Cost Calculations and Statistics

Price agreements can be couched in such terms that no agree-
ment is voiced and no price is mentioned. The “correct” price can
be computed from some announced basic formulas containing as-
sumed “average” cost figures, “customary” charges, “regular” per-
centages for overhead and profit. The whole scheme is then offered
as a code to sell at “cost plus fair profit,” which is represented as
the only “fair,” indeed the only “ethical,” thing to do. These “cost”

figures are, of course, mere conventions. Trade associations often
consider it their duty to help their members in the observance of
“ethics” and in the calculation of the “cost,” and they supply them
with all the necessary information, keys and instructions. These
thinly concealed forms of collusion are very widespread, almost
ubiquitous, and in public opinion as well as in the practice of the
courts they are regarded as reasonable and fair policies.®

Apart from the guidance that trade associations give their mem-
bers in the “fair” calculation of cost, they may influence members’
price and production policies through some meaningful “statis-
tical” services. In at least one case a “Statistical Committee” of a
trade association was abolished by court action, and the associa-
tion and its members were enjoined from distributing statistical
information on production, sales, orders, and prices as part of a
scheme to reduce competition among the firms.? Statistical services
of this sort are by no means rare in trade associations.

& Thurman W. Arnold, then Assistant Attorney General in charge of the
Antitrust Division, said in his 1942 testimony before the Senate Committee on
Patents: “That idea of a fair cost is one of the most frequent things we find
in American industry. , . . Itis a typical cartel agreement. They want to be
sure that no one really competes.” Hearings of the Senate Committee on
Patents on S. 2303, Part 2 (Washington, 1942), p. 974.

® The Court enjoined the Glass Container Association and its members
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A special type of trade association, praised as something like a
stream-lined model of fairness in competition, is the open-price
association.*® The official aim of open-price associations is the
fullest publicity for prices and transactions. Each member reports
its prices and transactions to the association, which in turn dis-
seminates this important information to all members. This prac-
tice purportedly permits the perfect knowledge of the market that
is said to be a prerequisite of a perfectly competitive market; in
actual fact it is singularly adapted to achieve “concerted action
with respect to prices” ** on the part of the “competing” members
of the association. The similarity between price-fixing agreements
and open-price agreements is particularly obvious in cases where
“waiting periods” are provided, binding each competitor to main-
tain his old price until a certain time after he announces openly a
new price. Thus each seller can be confident that none of his com-
petitors will get the jump on him and they all will maintain their
prices and resist downward pressure with greater assurance.'?

But even without waiting periods the open-price system is very
effective in lowering the degree of competition, especially if the
participating firms are honest and trust one another. If each firm
is confident that its competitors do not grant secret discounts or
refunds (and do not count thirteen pieces as a dozen or 2100
pounds as a ton, and do not call their first quality second, etc.)

from agreeing “to collect, compile, analyse, or distribute data concerning the
production, sales, orders, shipments, deliveries, costs, or prices of glassware
or of machinery used in the manufacture of glassware, where there is a dis-
closure of data concerning any particular manufacturer or where the pur-
pose or effect is to coerce or intentionally persuade any manufacturer to limit
or control production or to fix, raise, or maintain the price of glassware or of
such machinery.” United States v. Hartford-Empire Company et al. (North-
ern District of Ohio), 46 F. Supp. 541 (1942). See also Supreme Court 323
U.S. 892 (1945). ,

10 First advocated by Arthur Jerome Eddy, The New Competition (Chi-
cigo: A. C. McClury & Co., 1913).

11 These are the words used by the Supreme Court in 1925 in its decision
in the case Maple Flooring Manufacturers Association v. United States (268
U.S. 563, 586). In this decision, however, the Court paradoxically held that
the open-price system would not result in concerted action.

12 The Federal Trade Commission in its Report on Open-Price Associa-
tions (Senate Document 226, 70th Congress, 2nd session, 1929) reported on
no less than 1103 such associations, of which 975 were interstate.
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they will all firmly stick to their announced prices and see their
sales volume shrink rather than start “chiseling.”

Delivered-Price Formulas

The most effective reduction, or elimination, of price com-
petition can be achieved if the products of rival manufacturers are
standardized and are offered at identical delivered prices, regard-
less of the location of the individual manufacturer. Where freight
costs are small relative to the value of the goods, the manufacturers
can absorb these costs and offer the product at a uniform price all
over the country. Where freight costs are more important, the
producers may agree on zone-prices. Under such a system all pro-
ducers charge identical delivered prices, not uniform for the whole
country but uniform for all destinations within the same zone.
(The agreement, of course, need not be formal. It is enough if all
sellers follow automatically the price announcements of a leader.)

Where the freight costs are a very substantial part of the price,
zone prices become inconvenient. It is then better to have a sepa-
rate price for each destination. But how can it be arranged that all
sellers always quote an identical price, as is required if price com-
petition is to be eliminated? That they communicate with one
another on every order for which they are invited to bid would
not be practicable (nor would it be advisable under the antitrust
laws). The solution for this problem was the so-called basing-
point system. “The basing-point technique of pricing makes it
possible for any number of sellers, no matter where they are lo-
cated and without any communication with each other, to quote
identical delivered prices for any quantity of the product in stand-
ardized. qualities and specifications, going to any of the 60,000 or
more possible destinations in the United States. It is only neces-
sary that one or a few ‘base prices’ governing the entire industry
be announced. All competitors can then use the formula ‘applica-
ble base price plus specified extra charge plus applicable railroad
freight.” Depending on whether it is a ‘single basing-point system,’
a ‘multiple basing-point system,” or a ‘plenary basing-point sys-
tem,” there will be either one basing-point for deliveries to all
destinations or a number of basing-points of which the one ‘gov-
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erning’ a particular destination can be found by a simple rule.” **

It should be mentioned that some such pricing schemes as the
basing-point system work best if the manufacturers exclude deal-
ers and middlemen and sell directly to the consumers. If there were
wholesale dealers with large stocks, it might be difficult to super-
vise the delivered prices and avoid frequent “outbreaks” of price
competition.

Cartels with Enforcement Apparatus

Formal price-fixing agreements, informal gentlemen’s agree-
ments, price recommendations and “cost calculations” of trade as-
sociations and institutes, open-price associations, delivered-price
systems, and similar collusive arrangements often work without
any enforcement mechanism. The conditions of success for these
schemes—success for the sellers, of course, at the expense of con-
sumers—are not present in all lines of industry and trade. One of
the conditions is that the members of the industry be reasonably
reliable and observe the “ethical code” of their business, for if
there is too much cheating and chiseling, the fixed or recom-
mended prices will not be maintained. Another condition is that
the production volume in the industry be currently adjusted to
the inflow of orders, for if production is not “to order” or not geared
to the volume of orders which come to hand at the fixed prices,

13 Fritz Machlup, The Basing-Point System (Philadelphia: The Blakiston
Company, 1949), p. 7. Many defenders of the basing-point system have de-
nied that it is necessarily a collusive scheme. They are right. “It is conceivable,
for example, that a firm might devise such a formula for use by its own em-
ployees in its sales department even though no other firm was making use of
the same formula. For example, a firm may have several plants located in
different regions. The price list of the firm may indicate that delivered prices
are calculated by adding to the listed base prices the lowest freight from any
of the establishments of the firm to the destination. These delivered prices may
apply no matter from which plant delivery is made. The firm, finding that the
closest plant cannot fill the order at the particular time, may assign delivery
of the order to one of its other plants. This is, in a sense, a basing-point method
of pricing. But if it is only used in one firm and not by any of its competitors,
the practice is not part of a plan or scheme generally used within the industry
for the purpose of quoting identical delivered prices” (Ibid., pp. 19-20). But
“if the system is used by competitors with mutual knowledge, it constitutes a
cartel, a scheme to limit or eliminate price competition among the partici-

pants.” Ibid., p. 20.



92 BusiNess PoLiciEs

these prices will not stand up against the pressure of accumulating
unsold stocks.

If the first of these two conditions is absent, a strict control of
all sales or sometimes even a centralized selling organization will
be needed for the maintenance of the monopoly price. If the sec-
ond condition is absent, a control of sales quota or of production
volumes or both will be needed. Certain pools and cartels provide
for these controls, that is, in the favorite language of the advocates
of monopoly, they include the necessary devices to secure “orderly
marketing” in an otherwise “chaotic” industry.** The kind of ap-
paratus for checking on compliance and providing for enforcement
and sanctions depends of course on the laws of the country.
“Straight” cartel agreements were most customary in Germany,
where they were legal and enforceable, and even fostered by the
government.’® In countries where the courts would not enforce
cartel agreements, the agreements usually provided for private
arbitration of all disputes and for the potential forfeit of blocked
deposits held by trustees to secure payment of penalties for con-
traventions. In countries where straight agreements in restraint
of trade were unlawful, subterfuges had to be found. Patent agree-
ments were the most efficient instruments of cartels. Patent li-
cence contracts could be most conveniently used for stipulating

4 Some writers distinguish between pools and cartels. Perhaps a differ-
ence can be found to exist in the time element: the cartel is usually intended to
be a long-term affair while the pool may not have such high ambitions. But
few writers accept this distinction. Until some ten years ago many organiza-
tions would be called pools if they were in America or England, and cartels
if they were on the European continent. In the meantime, however, the word
cartel has become more widely accepted in the English-speaking world in pro-
fessional as well as in popular literature. A few writers have used the word
cartel only for international business agreements. There is no reason for this
narrow use of the word. In smaller countries perhaps the larger number of
business agreements among competitors include foreign members and are
therefore international cartels. But in larger countries domestic cartels will be
more numerous than international cartels, although the economic significance
of the latter is considerable. For recent studies on international cartels see
George W. Stocking and Myron W. Watkins, Cartels or Competition (New
York: Twentieth Century Fund, 1948) and Corwin Edwards’ monograph
cited above in footnote 1-on page 82.

15 As early as 1901 there existed 450 cartels in Germany. See Hearings of
the Senate Committee on Patents on S. 2303, Part 3 (Washington, 1942),
p- 1274. '
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all sorts of restrictions relating to selling prices, markets and mar-
keting channels, output qualities and output volumes, and many
other matters.

Cartel arrangements in the form of restricted patent licences
are popular not only in countries where cartels by straight agree-
ment are against the law but also in countries where such agree-
ments are legal but not enforced by the courts. It is relatively sim-
ple to sue for infringement of a patent. If the cartel agreement is
in the form of a patent licence, the licensee has acknowledged the
validity of the patent and he becomes automatically an “infringer”
when the patent licence is terminated because of his failure to per-
form in accordance with all its provisions.'® Industries which do
not make any patentable products and do not use any patentable
processes must resort to other forms of cartelization. For instance,
trade-mark agreements have been used as the instrument of in-
ternational cartel arrangements concerning branded goods, espe-
cially where territorial divisions of markets were desired, and the
trade-mark laws for the enforcement of the arrangements.

Great difficulties of supervision and enforcement have long be-
set cartel agreements in retailing, especially in countries where
price fixing is illegal. In the retailing of branded articles the dif-
ficulties are reduced if the producer is willing to fix and insist on
uniform resale prices and if the law is changed to make resale
price maintenance legally permissible and enforceable. This has
been done in the United States. Back in 1922 the Supreme Court
of the United States declared that retail price fixing by agree-
ment between manufacturer and distributor, then known as the
“Beechnut system of merchandising,” was illegal because it sup-
pressed competition and hence violated the antitrust laws.!” But
then, under the organized pressure of distributor groups, aided by
some manufacturers, the legislatures in 43 of the 48 states and,
with respect to interstate commerce, the Congress of the United
States, saw fit to permit, by enacting resale-price—maintenance
laws, the abolition of price competition among retail dealers of
brand-named or trade-marked goods.

16 Cf. my chapter on “The Nature of the International Cartel Problem,”
in A Cartel Policy for the United Nations, p. 8.
7 Beechnut Packing Company v. United States, 257 U.S. 441.
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For these laws, which in plain language must be called “price-
fixing laws,” the legislators chose the euphemistic name “fair-
trade laws.” 18 Under these laws a manufacturer or wholesale dis-
tributor may fix minimum resale prices, discounts, and mark-ups
for branded or trade-marked goods by a contract with the retailer.
Indeed such price agreements are enforceable even against re-
tailers who have not directly agreed: the manufacturer’s contract
with one distributor applies automatically to all of them.® No
matter whether the cost of distribution is high or low—and it can
certainly not be equal everywhere—the retail price fixed by the
manufacturer must be maintained by all retailers under threat
of penalties imposed by the courts.?® Thus, the government has
taken over the enforcement of these retailers’ cartel agreements
for branded articles.

The Contents of Cartel Arrangements

The more modest cartel agreements are confined to the terms
of sale, such as discount, credit terms, cancellation rights. For the
greater part, however, cartels are concerned with prices. Price
cartels will rarely require the consent of all members of the gartel
for each separate price change. Ordinarily this question is left
to the decision of a small committee or of one price leader. Some-

18 In the Hearings before the Temporary National Economic Committee,
Mr. Wendell Berge, member of the Committee and Special Assistant to the At-
torney General, stated that “through a vertical agreement [as legalized by the
Fair Trade Act] in an industry you can accomplish what is forbidden [by
anti-trust laws] if attempted horizontally.” T.N.E.C. Hearings, Part 5 (Wash-
ington, D.C., 1939), p. 1763. The Federal Trade Commission has repeatedly
expressed its opposition to this legislation for retail price fixing. See its Report
on Resale Price Maintenance, transmitted to the House of Representatives,
January 30, 1939.

19 In 1951 the Supreme Court declared that the Federal law did not ex-
tend to state enforcement of price fixing agreements against price-cutting re-
tailers who had not signed the agreements. But in 1952 Congress amended
the law and legalized state enforcement of the price fixing schemes.

20 It may be well to explain that if for many years you paid only 39 cents
for a 50-cent tube of tooth paste you were not buying at a cut rate. The mini-
mum contract price was “list price minus 20 per cent minus 1 cent.” A cut
rate, below 39 cents, would have been in violation of the contract and, thus,
of the fair-trade law.
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times different firms act as price leaders for particular types or
qualities of product or for particular markets.

In less formal price cartels without “organs” and enforcement
apparatus, the sanctions for underbidding may consist merely in
the “social disapproval” of the “unethical conduct” by the offender;
where the group contains financially stronger members, sanctions
may be imposed in the form of retaliatory measures. In more
formal price cartels, with secretariats, staff, committees, or sepa-
rate agents, the advisory, supervisory, and enforcement functions
may be much more elaborate.

By dividing the markets among the “would-not-be competi-
tors,” giving each relatively free reign in his own sheltered ter-
ritory, price agreements may be rendered unnecessary, or less
necessary. Each “competitor” becomes a monopolist in the nar-
rower sense of the word—or almost such a monopolist—in his
territory.

Division of the markets may be geographical, functional, or
technological. Geographical division is most frequent in interna-
tional cartels. Functional division is accomplished if each cartel
member is allowed to serve only particular categories of customers.
Technological division of the market refers chiefly to restrictions
upon the field in or purpose for which the products or processes
of production may be used by each concern. This method, espe-
cially adapted to patent licensing contracts, sometimes operates to
reduce existing competition, but more often to forestall poten-.
tial competition.

In some instances of territorial division of the market each
member has his own territory to himself, with no “overlapping”
and sharing; in other cases there may be a distinction between “re-
serve territories,” “free territories” (into which all members are
free to sell) and “pay territories” (into which all members may
sell upon payment of certain commissions or “duties” into a gen-
eral fund to be distributed periodically among all or particular
members ).?! The division of territories, which eliminates or dimin-

21 For illustrations of all sorts of pools by actual cases in American indus-
tries see Charles S. Tippetts and Shaw Livermore, Business Organization and
Control (New York: D. Van Nostrand Company, 1932), pp- 300-307.
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ishes competition in each of the regional markets, may be used
either as a substitute for price agreements or as a method of sup-
plementing and reenforcing price agreements and of preventing
“reckless” unrestricted production. Where the producer is wide-
awake to the limitations of the demand for his product he will
not underestimate the effect his unrestricted output may have on
the market situation and he will be more likely to try to hold his
production down to the rate at which orders at the fixed price
come to hand. v

More direct output controls are exercised by quota cartels or
“output syndicates.” The member firms are allotted quotas con-
stituting the maximum output volumes permissible, either in ab-
solute or in relative figures. Although absolute production quotas
might often work more reliably, relative quotas, e.g. percentage
shares in the total sales of the industry, are more readily accepted
by the members when they, after vigorous struggles for large shares
in the market, join the restriction scheme. Sanctions may be pro-
vided for firms whose sales exceed their quota; usually these firms
have to pay penalties for their excess sales into a fund which is dis-
tributed among those whose sales fall short of their quotas.

In some cases cartel quotas are transferable among members,
so that firms wishing to operate on a larger scale may purchase
the quotas of members who decide to close down temporarily.
Sometimes the members of the syndicate may decide to pay cur-
tailment subsidies or “shut-down compensations” to firms which
are prepared to reduce their production or to close down for a
time, thereby allowing the other producers to work at a higher
per cent of their capacity. (Since such practices would constitute
unlawful restraint of trade in the United States, American in-
dustrialists have accomplished the same objective by buying up
whole plants or firms rather than by buying their abstinence from
production. On the European continent shut-down compensations
have been quite common. )

Profit Pools and Average Price Cartels

There are too many types of pools and cartels to permit of any-
thing approaching a complete survey here. A few more types, how-
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ever, though not frequent, are interesting. The profits pool, which
provides that all net-earnings be paid into a general fund to be
redistributed among the members according to a predetermined
plan, is sometimes a device adopted in order to win over to the
cartel idea some stubborn producers who have qualms that they
might be at a disadvantage against other firms in the pool or
cartel. Another purpose served by profits pools may be the “just”
distribution of the excess income from price discrimination. If the
pool abolishes competition for the orders from customers who
could afford to pay higher prices, and so makes the exaction of
these higher prices possible, a method of avoiding jealousy among
the members over their shares in the high-price business will prove
necessary. Pooling the profits may prevent jealousies which could
easily disrupt the whole organization.

The same objective—to avoid jealousy and to distribute good
orders and less satisfactory business equitably among the mem-
bers—can be accomplished by average price cartels. Skilful ex-
ploitation of the market calls for price discrimination and, in order
to avoid a struggle for the better orders, the members may agree
to pool all receipts, to compute a weighted average of prices and
remunerate every producer on the basis of the resulting average
price. This averaging of all obtained prices is useful also when
the cartel finds it expedient to change selling prices during the
year. Assumed that prices had to be lowered in the second half
of the year, firms which were ahead in their sales quota would
get a greater share of the better-priced business than firms who
caught up only during the latter part of the year. An annual averag-
ing can take care of both price discrimination and price fluctuation
through time. Schemes of this sort, however, have proved to be
rather intricate and prolific of quarrels and dissatisfaction among
the participants.??

22 The writer was at one time in charge of the average price computation
of a cartel in Austria. The experiences with this scheme were not altogether
happy. Among better known examples of average-price cartels were the coal,
iron, and steel syndicates in Germany: Rheinisch Westfilisches Kohlensyndi-

kat (started in 1893), Oberschlesisches Roheisensyndikat (1901), Stahl-
werksverband A.G., Diisseldorf (1901).
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Centralized Selling

In all of the forms of pools, cartels or syndicates mentioned
the firms may do their selling individually and independently or
they may do it through a common sales agency. Where a common
sales agency is established by formal agreement, one speaks of a
selling cartel or syndicate. If the formation of a common or united
sales agency implies that all firms must give up their own sales
organizations, there will usually be considerable resistance on the
part of producers who are afraid of losing valuable market connec-
tions, difficult and costly to recover later in the event the cartel
should eventually fail. On the other hand, the single sales agency
for the whole group will be almost a necessary condition for the
lasting success of a cartel if the industry produces a standardized
material and consists of a large number of small firms whose so-
called business “ethics” is not high and who are without powerful
leaders.

OrprESSION, DoMINATION, MERGER, CONCENTRATION

The relationship between our second and third categories of
monopolistic policies (p. 87) is not entirely one of contrast and
substitutability but partly one of commixture and complementar-
ity. In plain language, it is not always “either one or the other,”
but often “one with the other.” In some instances the choice “cartel
or trust,” or “cartel or merger,” may aptly characterize the his-
torical development, but “cartel among merger-grown corpora-
tions” is often the formula that better fits the facts. In some in-
stances “voluntary cooperation among equals” and “domination
of the giant over the weak” may be true opposites, but more often
cooperation develops into domination or domination into coopera-
tion, and in most industries the two coexist in various blends.

Manifold Interrelationships, Warfare and Cooperation

Even within the compass of our third category the relationships
are somewhat complicated. The four words in our label of the cate-
gory—oppression, domination, merger, concentration—need not
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indicate either alternatives or complements; there may be all sorts
of causal and historical relationships among them. Oppressive
practices may be used by a firm vis-d-vis its competitors for several
years, leading to a period of peaceful cooperation among the firms
with one of them holding a dominating position; eventually weaker
firms may be merged with the stronger, and this results in a high
degree of concentration of control in the industry. Or the oppres-
sive practices may lead directly to merger, the merger-grown
corporations acquiring enough control to dominate other firms in
the industry. Oppressive practices may or may not continue after
domination is achieved. Or oppressive practices may be no part
of the picture at any time, cooperation being initiated without
prior struggle; this cooperation may lead to domination with or
without eventual mergers, or to mergers with or without eventual
domination over the remaining independent firms in the industry.
It is also possible that neither oppression, nor domination by one
of the competitors, nor cooperation among the competitors exists
in the beginning and that instead outside-operators, such as finan-
cial groups, initiate a number of mergers, and a high degree of
concentration of control in the industry results.

We recall the distinction between the uses of monopolistic prac-
tices for the creation, increase, maintenance, or exploitation of
monopolistic power. Contrary to the opinion of some lawmakers,
there can be no oppressive or predatory practices to “create” mo-
nopoly power, because no one who does not already have some
such power could do anything oppressive to others. A modicum of
monopoly power is needed before any action of an individual firm
can have appreciable effects upon others. The general aims of
oppressive business practices are to maintain existing monopoly
positions and to strengthen them.

Lawyers who have not yet arrived at a “relative” concept of mo-
nopoly—as something which can exist in various degrees, rang-
ing from very low to very high—have stressed, almost to the ex-
clusion of other aspects, the importance of predatory practices for
the “creation” of a monopoly. Price discrimination in the form of
local price cutting, deliberate “cut-throat competition,” was for
many years regarded as the very prototype of monopolistic prac-
tice. This was probably due to the fact that early public discussion
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and court proceedings directed the limelight of legal and economic
monopoly investigations in the United States toward the then-
notorious monopolistic practices of the oil and tobacco industries.

The facts in the Standard Oil case go back to the period from
1870 to 1901; the court proceedings to the period from 1892 to
1911; but in most textbook discussions of “monopoly” the Stand-
ard case has remained the standard case ever since. Cut-throat
competition was the main weapon in the “creation” (correctly:
“strengthening”) of monopoly in the oil case; the local price cut-
ting, which was to ruin the small independent companies or to
force them to terms, was practiced by the big company itself or,
in order to deceive the public and the law, through “bogus in-
dependents.” The practice was successful if the competing com-
pany was forced out of business or forced to conclude a price agree-
ment or forced to follow the leader’s price policy or forced to enter
a still closer combination with the large concern—selling out to it
or merging with it by joining a “trust” or by being absorbed in a
holding company.

These violent practices were not the essence of the monopoly
positions which they helped create. The early history of American
monopoly was a history of economic warfare. For this reason the
American public failed to recognize the old song when the words
changed and monopoly became largely a matter of economic co-
operation. Price agreements, selling pools, trusts, mergers and all
the rest need not be different in effect whether they are the result
of force, threat, persuasion, mutual interest, voluntary cooperation
or professional ethics. The substitution of peaceful monopoliza-
tion for belligerent monopolization makes little difference to the
consuming public. Indeed, the public may have been worse off
when the periods of “wars of extermination” were followed by
periods of gentle “follow-the-leader” or “live-and-let-live” policies;
as an eminent student of the monopoly problem once said, “mo-
nopoly had learned to ‘say it with flowers” and make the public pay
the florist’s bill.” 23

‘23 Frank A. Fetter, The Masquerade of Monopoly, p. 53.
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Oppressive Practices

A firm resorting to oppressive practices vis-d-vis its competi-
tors in order to strengthen its monopolistic position may have its
sights on a variety of objectives. For example, it may attempt to

(a) reduce the competitors’ business volume absolutely,

(b) keep competitors from growing, or from growing faster,
and thus reduce their relative shares in the total business,

(c) favor some firms at the expense of others, thereby promot-
ing a balance of power facilitating greater control over prices and
output, '

(d) coerce competitors to accept its price leads and to desist
from price cutting,

(e) impress competitors with the futility of vigorous competi-
tion and the desirability of cooperation,

(f) induce competitors to sell either their corporate control
or assets,

(g) force competitors out of business.

The first three aims merely concern a change in the balance of
power within the industry, either for the sake of attaining a greater
freedom of choice in price and marketing decisions or for the sake
of preparing the ground from which to launch further attacks. The
next two aims (d and e) are restrained competition and collusive
arrangements. Here we see a close connection between monopo-
listic practices of the third category, oppressive in this case, and
those of the second category, involving cooperation and cartel
activities. It is the pattern of “a war to end all wars” or of preda-
tory competition to replace vigorous competition by restrained
competition. The last two aims (fand g) are to remove competitors
from the scene, either by absorbing or by eliminating their pro-
ductive capacity.

It is very hard in practice to set up and apply criteria to dis-
tinguish vigorous competition from oppressive or predatory com-
petitive practices. Thus, if a struggle between competitors ends
with the complete elimination of one of them, it is difficult to estab-
lish whether he succumbed to superior efficiency or to an expensive
assault with intent to kill. If, however, a competitive struggle ends
with a merger between the rival firms and with continued opera-
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tion of their productive facilities, the presumption that it was a cut-
throat battle of oppression rather than a forthright battle of ef-
ficiency is stronger. In other words, where the productive capacity
of one of the firms is eliminated the contention that it was too in-
efficient is more plausible than in instances where it is taken over
by another firm which thereby increases its control over prices and
output. To put it in somewhat frivolous terms, a shot-gun marriage
between competitors smells more strongly of monopolistic prac-
tice than a shot-gun killing.

What makes competitive actions “oppressive practices’? What
test is there for us to say whether competition is vigorous (a Good
thing) or predatory (a Bad thing) in a particular case? In the ab-
sence of a book of rules, how can we decide whether the fight is
fair or foul? The loser is always inclined to shout “foul” and the
winner to have an air of self-righteousness. How can competition
be refereed and by what standards?

We shall defer most of the discussion of these questions until
the next chapter when we talk about “Unfair Competition.” But
the fundamental principle of the answers can be given here. We
have seen that the basic “merits” of competition lie in its contribu-
tion to economic efficiency (optimum allocation of productive re-
sources) and dispersion of power. Competition resulting in the
elimination of firms because they are less efficient serves one of the
functions assigned to it. Competition leading to greater concentra-
tion of control without an increase in efficiency does not. Ideally,
competition benefits the consumer in all its phases; during the
competitors’ struggle as well as after the disappearance of the in-
efficient and the expansion of the efficient producer. Not so if a
financially stronger firm drives a financially weaker competitor
out of business by “competitive” practices without being eco-
nomically more efficient in the sense that it can make more output
with given resources. This stronger firm finances its competitive
campaign out of its capital (or out of its earnings from other ac-
tivities ); it succeeds not because it is more efficient in producing
the goods and services with which it competes, but merely be-
cause it commands overwhelming financial strength. This is the
kind of competition that is called oppressive or predatory and in-
jurious to the public interest.
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The trouble is that it is hard to find conclusive evidence of the
predatory nature of competitive actions. Mere “selling below cost”
need not be in the least oppressive in intent or character. With re-
gard to certain types of price discrimination oppressiveness can
be presumed, though the presumption is refutable. As the law-
yers concerned with the provisions of the Clayton and Robinson-
Patman Acts well know, these are matters defying definition. It
is impossible to write into the law prohibitions which would not
prohibit desirable kinds of competitive practices, and exemptions
which would not exempt undesirable kinds of practices. With re-
gard to a very large number of business practices, we are almost

“without any practical test evaluating their competitive or mo-
nopolistic character. The courts have struggled valiantly with
these issues. We shall, in the section on Unfair Competition, pre-
sent a long list of practices which at one time or other were de-
clared illegal by the court because of their oppressive character.
It is even uncertain whether the prohibitions of predatory compe-
tition have done more good or harm to the economy, because many
firms, allegedly or actually afraid of the sanctions of the law, re-
sort to “soft” or restrained competition in order to avoid charges
of cut-throat competition, and therefore spare the inefficient com-
petitors whose elimination would be justified in the interests of a
more efficient economy.

One thing is certain: “injury to a competitor” or “injury to com-
petitors” must not be mistaken for “injury to competition.” In-
deed, competition which is really beneficial to the public will as
a rule be injurious to some, if not all, competitors. Unfortunately
many legislators have allowed themselves to be persuaded to the
erroneous belief that what is injurious to competitors is apt to be
injurious to competition.

A clear case of injury to the public is that of a firm gaining a
“competitive advantage” over its rivals by maliciously creating
obstacles to their operations. The resulting increase in the procure-
ment, production or selling costs of the competitors entails that
society will get less product from given resources, a result exactly
opposite to that traditionally ascribed to competition. “Competi-
tive” practices designed to reduce the efficiency and increase the
cost of the rivals are regarded by some economists as “monopolis-
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tic” practices par excellence. Indeed there are some who see the
criterion of monopoly in the creation of artificially high cost to all
actual or potential competitors.

Domination

That a firm “dominates” an industry may mean no more and no
less than that it possesses a large degree of monopoly. In other
words, “domination” and “monopoly power” are sometimes so de-
fined that they become synonyms. This is a waste of words, par-
ticularly since a word is needed to denote the relationship among
firms when one or more of them have a strong influence upon the
conduct of the others. Domination in this sense exists if a firm has
the power to impose its will upon others in the pricing and market-
ing of their products and services.

Monopoly power need not imply domination in this sense. The
“monopolist” in the narrowest sense of the word has no competitor
whom he can dominate. The so-called “monopolistic competitor”
has too insignificant a position in the market to dominate others.
Typically domination will occur in situations of “oligopoly,” but
need not occur even there. This does not mean that it is a rare oc-
currence. Indeed, there are indications that domination exists in
a very large number of industries.

Two connotations which the word domination has to many,
the existence of a feeling of antagonism between dominating and
dominated firms and, still more, the existence of violence or strug-
gle, must be rejected. There may or may not be a history of vio-
lence—oppressive practices—behind the dominating position of
a firm; in any case the domination, once achieved, may be per-
fectly peaceful, benign, or even friendly. More often than not, the
dominated firms feel that they are “protected” rather than “abused,”
and they are willing to support the dominating firms when the lat-
ter are under political attack.2 '

Peaceful and friendly domination contains of course a large
dose of collusion. Price leadership, the practice of one firm initiat-
ing price changes and others following suit, combines cooperation

2¢ For an example, see my book on The Basing-Point System, p. 168.
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and domination in different mixtures, depending on the motiva-
tions which the followers have for their continuing compliance.
We shall come back to this in the next chapter.

Domination by outside-operators should again be mentioned.
Such domination may be achieved by a holder of patents under
which all firms in the industry must be licensed, by the lessor of
machinery which is indispensable to producers in the field, by the
supplier of a monopolistically controlled material needed by all
processors, or by a financial institution exercising control over all
or most corporations in the industry. Instances of all these types
‘of outside domination have become well known through court
cases and congressional investigations.

The Merger Movement

The often repeated statement that the monopolization of in-
dustry was accomplished in Europe through cartels and in the
United States through mergers is probably exaggerated in that it
underestimates the degree to which collusive practices are com-
mon among American business firms. (The underestimation is un-
derstandable since most of the collusive arrangements are secret
or skilfully camouflaged.) But there can be no doubt about the
fact that the merger movement has been relatively much more im-
portant in the United States than in Europe.

The chief reason for this was unquestionably the one-sidedness
of the antitrust laws, which were relatively effective in prohibiting
“loose-knit combinations”—agreements in restraint of trade—but
entirely ineffective in preventing “close-knit combinations™ in the
form of mergers.?* Additional reasons were in the corporation laws
and in the tax systems. The corporate form of business facilitates
changes in ownership and control, but because of peculiarities in
the corporation laws and because of considerable differences in

25 A classic example of this absurd legal situation is the Addyston Pipe and
Steel case. In that case—Addyston Pipe and Steel Co. v. U.S. 175 U.S. 211
(1899)—six companies were enjoined from conspiring to fix prices in the sale
of cast iron pipe. Subsequently they merged and became the largest manufac-

turer of cast iron pressure pipe in the country. See Report of the Federal Trade
Commission on the Merger Movement (Washington, 1948), pp. 8-9.
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the tax rates the development of the corporation in continental
Europe was hampered in comparison with its development in the
United States.

In any event, the merger movement in the United States was
phenomenal in its dimensions. Several tidal waves of mergers were
observed: the first from 1890 to 1904, a second between 1919 and
1921, a third between 1926 and 1929, and the most recent after
the close of World War 11.2¢ The methods by which the mergers
were accomplished changed over the years, chiefly in adjustment
to changes in the law and its judicial interpretation.

One early method of accomplishing a quick combination of
several independent firms was so much talked about that its name
became the name of the whole movement. The so-called trustee
device, the trust agreement by which in 1882 some forty different
oil companies were brought under a unified control, started the
nomenclature according to which trust-making and trust-busting
became almost identical with creating and breaking up monopoly
positions. The idea of the trust agreement was that stockholders of
corporations, the unified control of which was intended, turned
over their stock to trustees, receiving a trust certificate in return.
With the control over the companies in the hands of the trustees,
price policies, production policies and investment policies could
be wisely planned and perfectly coordinated.

When the courts in several cases declared that trust agreements
of the described sort were illegal, new forms of combination and
coordination were resorted to. Interlocking of directorates became
a very popular device for achieving coordination of policies on the
part of separate corporations. If the same men give instructions or
advice in several “competing” companies, competition among these
companies is not likely to be very vigorous. It should be noted,
however, that membership on the board of directors does not al-
ways involve a really “directing” function and that names some-
times appear on directorates for not much more than decorative

26 Between 1940 and 1947 “more than 2,450 formerly independent manu-
facturing and mining companies have disappeared as a result of mergers and
acquisitions. . . . The asset value of these 2,450 firms amounted to $5.2 bil-
lion, or roughly 5.5 percent of the total of all manufacturing corporations in
the country during the wartime year of 1948.” Report of the Federal Trade
Commission on the Merger Movement, p. 17.
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purposes. The interlocking of directorates may involve, but need
not involve, practices affecting the market control of the industry
concerned.

The simplest, and at one time most popular, method of com-
bining the control over several corporations is the holding com-
pany, a corporation whose chief assets are blocks of shares, suf-
ficiently large to assure control, of other corporations. Here again
the oil industry has played the role of the pioneer. It was in 1899
that the Standard Oil Company of New Jersey was founded, a
holding company controlling the stock of over forty petroleum
companies. Many industries followed Standard’s example. The
American Tobacco Company included over sixty concerns. The
United States Steel Corporation, founded in 1901, welded twelve
combinations, each composed of a number of formerly separate
firms, into one organization, which thus comprised what once had
been approximately two hundred independent managements op-
erating more than 400 separate plants.?”

o7 «

In 1898 the Federal Steel Co. was incorporated as a consolidation of
the Illinois Steel Co., the Lorain Steel Co., and the Minnesota Iron Co., the
latter being one of the largest iron-ore concerns in the Lake Superior region
with important rail and lake transportation facilities. At that time Federal
Steel operated about 15 percent of the Nation’s ingot capacity. In the follow-
ing year, 1899, the National Steel Co. acquired several important steel-
producing companies and had about 12 percent of the country’s ingot ca-
pacity. Finally, in March 1900, the Carnegie Co. (New Jersey) was formed to
take over the original Carnegie Steel Co., Ltd. and the H. C. Frick Coke Co.
This consolidation operated about 18 percent of the country’s ingot capacity.
These three companies, each resulting from previous mergers, and together
owning 45 percent of the ingot capacity of the Nation, were united in 1901 to
form the United States Steel Corp. Together with these three steel ingot
producers other fabricating firms were also merged. These included: (1) the
American Tin Plate Co. which in itself was the merger of 36 companies in
1898 and operated about 75 percent of the Nation’s tin plate capacity; (2)
the American Steel & Wire Co. which was a merger of 19 companies in 1898
and operated about 80 percent of the Nation’s wire and wire-products ca-
pacity; (3) the National Tube Co. which was a merger of 21 companies in
1899, operating about 85 percent of the production of iron and steel tubing;
(4) the American Steel Hoop Co. which was a merger of 9 companies in 1899;
(5) the American Sheet Co. which was a merger of 26 companies in 1900,
producing flat rolled products; (6) the American Bridge Co. which merged
27 companies in 1900 and was reported to have held about 50 percent of the
structural fabricating capacity of the country; and (7) the Shelby Steel Tube
Co. which operated about two-thirds of the output of seamless tubing. Finally
the United States Steel Corp. in the year of its inception also acquired the
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There are of course several other methods of corporate com-
bination. A merger between corporation A and corporation B can
be accomplished by A acquiring B, by B acquiring A, or by both
being acquired by C, the latter being either a holding company or
also an operating company. For legal, financial and tax purposes
it may make a serious difference whether the control over pro-
ductive facilities is exercised by direct ownership or by holding
enough shares of another corporation that owns the facilities, or
perhaps by holding shares of a corporation that holds shares of a
corporation that holds shares of a corporation that owns the real
assets. But for the price and output effects of the combined con-
trol over productive assets the method by which it is achieved
and maintained are less relevant.

The great significance of stock acquisitions by corporations
lies in the relative ease with which combinations can be effected
by this means. This device makes it unnecessary for a corporation
which desires to acquire another corporation to buy up the whole
firm; it can obtain full control by buying a portion of the corporate
stock. It may have to acquire 51 per cent of the stock, but where
not all the stock is “voting stock,” or where the stock is fairly
widely distributed, a much smaller percentage may secure con-
trol.?® Often no liquid capital is needed for the stock purchase, for
the seller may be willing to dispose of his shares in exchange for
shares in the acquiring company.

The Sherman Antitrust law in the United States might have
stopped the merger movement had the courts not allowed them-
selves to be persuaded that merger among competitors is per-

Lake Superior Consolidated Iron Mines Co. which owned the bulk of the
Mesabi iron range.” The Iron and Steel Industry. Report of the Subcommittee
on Study of Monopoly Power of the Committee on the Judiciary, House of
Representatives. Eighty-first Congress, Second Session, December 19, 1950.
(Washington: 1950), pp. 45-6. (Misprints in the Report garbling the infor-
mation on National Tube Co. are corrected here after consultation with the
Department of Commerce.)

28 A merger by which a corporation acquires 100 percent or close to 100
percent of the stock of another company is often called consolidation. This
term is used also for the accounting practice of treating the assets and liabili-
ties of a fully owned subsidiary as assets and liabilities of the parent company.
In a third use consolidation means the legal acquisition of the assets and
liquidation of the subsidiary corporation.
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missible as long as it is “reasonable” and does not create a mo-
nopoly “in and of itself.” 2° The Clayton Act later (1914) gave the
Government power to forbid stock acquisitions where the effect
may be “to substantially lessen competition” between the merged
firms. But the result was merely that other methods of accom-
plishing mergers became more popular. Whereas in the early years
of the merger movement the bulk of all mergers were in the form
of stock acquisitions, later more mergers took the form of asset
acquisitions.

Merger through asset acquisition is not quite as easy as through
stock acquisition. That the managements of both corporations
agree on the desirability of the transfer of the assets is not enough;
to sell all its property a firm needs the consent of its stockholders.
Where this is hard to obtain it may be necessary for the would-be
buyer first to acquire enough stock to control the firm. But since,
because of the prohibition of merger by stock acquisition, it was
legally unsafe to leave it at that, the control was quickly used to
accomplish the sale of the assets of the firm. This was the “stock-
first, assets-later” method of merger. Corporations acquired the
stock of other corporations even where this apparently violated
the legal prohibition and then they voted the stock so as to ac-
complish merger of assets. The courts held that under the law
(prior to the 1950 amendment) the Government had no power
to order a “divestiture” of assets even if these assets had been ac-
quired by way of an illegal acquisition of stock. This method was
therefore a convenient detour around the obstacle which the law
had meant to put in the way of mergers between competitors. But
even this detour was not often necessary, because the “completely-
by-assets” method, permissible because of the loophole in the law,
was not always so difficult as it seemed.?

29 The quoted words are famous phrases from Supreme Court decisions.
The “rule of reason,” pronounced in 1911 in the Standard Oil case but going
back to an old common law case, confines illegality only to “unreasonable” re-
straint of trade. That a large combination is not illegal if it is not “in and of it-
self” a monopoly, that is, if enough independent competitors are left, is a state-
ment of the 1920 decision in the United States Steel case.

% The Department of Justice examined most of the mergers and acquisi-
tions which took place in manufacturing industries during 1946-47; out of the

several hundred mergers examined, it found that in less than ten percent of
the cases was it essential for the acquiring company to buy the stock as a
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Integration and Conglomeration

Mergers between competitors do not constitute the bulk of
all corporate mergers; nor are they the only kind that is relevant
to the problem of monopoly and competition. Three directions of
expansion are usually distinguished in discussions of the growth
of the business firm: horizontal integration, vertical integration,
and diversification.

Integration of firms or establishments means different things to
different people. It may mean technological integration, where the
productive facilities are brought into physical contiguity, if not
under the same roof; or administrative integration; or merely a
loose coordination of financial control. Some who insist on using
the term only in the narrowest—physical—sense, object to its use
for mere combinations of management or control.** But in its most
common use the term denotes the unification of administrative
functions; this may or may not include technological integration.

Horizontal integration is the unification of the management of
establishments producing the same products. Vertical integration
unifies the management of establishments of which one uses
(processes, fabricates, distributes) the products of the other. Di-
versification adds new lines of business to the production program
of a firm. If the new product is so different from those previously
produced that it is classified as belonging to a different industry—
which is admittedly very arbitrary—one frequently speaks of the
corporation as having become a “conglomerate.” Acquisition of
several firms engaged in very diverse industries is sometimes re-
ferred to as an “agglomeration.”

If former competitors are brought together under unified cor-
porate control, it is obvious that competition between them is re-
duced or eliminated. But not every case of horizontal integration
is a case of merging former competitors. If a bread factory in Bos-
ton and a bread factory in San Francisco are merged, competition

necessary step in securing the assets. Report of the Federal Trade Commission
on the Merger Movement, p. 6.

31 Cf. Frank A. Fetter, The Masquerade of Monopoly, p. 354. Fetter con-
temptuously spoke of “integration without integrity” when he referred to
people who gave technological illustrations for cases which in fact were only
combinations of managerial or proprietary control. Ibid., p. 88.
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is not reduced, because there could not have been competition
between them. A holding company controlling the street car sys-
tems of Philadelphia and of Buffalo may serve several purposes,
proper or improper, but reduction of competition in the sale of
their services cannot be among them. In many instances, however,
horizontal integration involves reduction or elimination of com-
petition in the markets in question.

Where corporate mergers effect vertical integration, how do
they affect competition in the markets? In what ways may the
merging of processors, fabricators or distributors with their sources
of supply influence the degree of competition? In some instances
there may be no effect at all, although there is a presumption that
the market for the materials or products in question will become
thinner and more sensitive if a part of the supply will not pass
through it but will be assigned by administrative decision to a par-
ticular user. In other instances the administrative channeling of a
part of the flow of supplies, the by-passing of the market, may
severely affect other users’ access to such supplies. If these supplies
(or facilities or services) have been available to all comers, but
after the merger are denied to competing users or offered to them
only in a discriminatory fashion, the vertical integration may be
instrumental in securing a dominating position for the concern.??
Firms that are competitors of the integrated concern in the sale
of the end product may be its customers as purchasers of necessary
materials, services or intermediate products and they may become
quite dependent on its good graces. The integrated concern through
its influence upon prices in the different stages of production may
be able to control “the operating margins of its customer-com-
petitors” 2 and to squeeze them when they do not “behave.”

Diversifying mergers may reduce competition in the markets

32 Often the purpose of vertical integration may be “to assure the con-
tinued supply of parts, but the effect is to squeeze out those concerns unable
to buy up their suppliers, and to concentrate the business in the hands of
fewer integrated companies.” Answers by the Attorney General to questions
submitted by a Congressional committee. United States versus Economic Con-

centration and Monopoly. A Staff Report to the Monopoly Subcommittee of
the Committee on Small Business, House of Representatives, 79th Congress
(Washington, 1946), p. 250.

3¢ Corwin D. Edwards, Maintaining Competition: Requisites of a Govern-
mental Policy (New York: McGraw-Hill, 1949), p. 98.
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for some products by linking the distribution of these products
with others, in which the concern is in a stronger position. To be
sure, tying arrangements and full-line forcing, devices by which
the supply of certain products—in which the concern has a more
or less monopolistic position—is restricted to those faithful cus-
tomers who also patronize the concern as a supplier of other
products—in the sale of which it would have to compete with other
suppliers—may be attacked in court if they can be shown to re-
duce competition substantially. But the appearance of “compulsion”
or “coercion” can be easily avoided; things can be arranged in a
more subtle fashion and it may become a matter of “convenience”
and “expediency” for most buyers to obtain all the products in
question from the concern that can supply them together; thus,
competitors not carrying the full line may be squeezed out of the
market. There are also other methods, for example, exclusive-
dealer arrangements, through which a diversified concern may
gain competitive advantages over less diversified firms—advan-
tages which are in no way connected with efficiency in the use of
productive resources in the production and distribution of output.

Conglomerating mergers bringing together, under unified con-
trol, a variety of lines of business not connected by any technologi-
cal or distributive links may affect the market position of the con-
cern only by way of the increase in power that goes with the
increase in size. Even if the concern, on the strength of its own
share in the markets in which it buys or sells, should have no great
influence over prices and other terms, it may acquire such influ-
ence as an adjunct of the power generated by sheer bigness. Some
of this power comes from the special advantages which the big
business concern has “in litigation, politics, public relations, and
finance.” ** And by effectively exploiting its power the “giant en-

3¢ Edwards explains this as follows: “The large concern has an advantage
in the law courts because it can afford to use htlgatlon systematically as a
competitive weapon, not only where it stands to win the suits, but also where
the costs and delays of litigation will embarrass its less powerful rivals. It can
acquire unusual influence in politics through personal contacts and campaign
contributions and through unremitting attention to the detail of all political
matters which affect it. It can do much to manufacture its own reputation by
large expenditures for direct and indirect advertising under the guidance of

public relations counsel. It can attain a substantial degree of control over
the sources of credit, for through affiliation with one or more great commercial
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terprise can sap the vigor and attenuate the usefulness of com-
petition” in many of the markets in which it deals.?"

- The United States Congress has recently (1950) closed two
loopholes in the anti-merger provisions of the Clayton Act: the orig-
inal provisions covered only merger by stock acquisition and only
merger between firms in substantial competition with each other.
Now mergers by asset acquisition and mergers between any two or
more corporations can also be prevented if they may effect a sub-
stantial reduction of competition in any line of business in any sec-
tion of the country. It is doubtful that the courts will interpret a
mere increase in size of a corporate combine as likely to effect a sub-
stantial reduction of competition. How the potential effects of
vertical integration will be judged is still an open question.*® And
what if a firm, looking toward vertical or horizontal integration,
absorbs other firms one by one and if competition each time is
" only slightly reduced, although the eventual cumulative effect
may be substantial? Moreover, it should not be impossible for in-
genious businessmen and lawyers to invent new methods of achiev-
ing intercorporate control without corporate merger.37

banks it may have preferential access to funds and be protected against the
calling of its loans when credit is overextended or its own position has be-
come precarious; and through affiliation with one or more great investment
banks it may command sympathetic underwriting service. Such financial
affiliations may also be useful in imposing a handicap upon inconvenient
rivals; for the affiliated bank is unlikely to extend or continue loans to com-
petitors whose market policies are regarded as dangerous to the large enter-
prise, and the affiliated investment bank is unlikely to encourage security flota-
tions by such rivals.” Ibid., pp. 102-104. o :

35 Ibid., p. 105.

s However, the Repert of the House Judiciary Committee which accom-
panied the bill amending the Clayton Act referred specifically to vertical and
conglomerate mergers as potential threats to competition: “If, for example,
one or a number of raw-material producers purchases firms in a fabricating
field (i.e., a ‘forward vertical’ acquisition), and if as a result thereof com-
petition in that fabricating field is substantially lessened in any section of the
country, the law would be violated, even though there did not exist any
competition between the acquiring (raw material) and the acquired (fabri-
cating) firms. ‘

“The same principles would, of course, apply to backward vertical and
conglomerate acquisitions and mergers.” Report No. 1191, To accompany
51.113\9.4297)34’ House of Representatives, 81st Congress, 1st Session, (August

87 Loan arrangements may figure among the possibilities: a firm may grant
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Concentration

Prohibition of future mergers will not undo the mergers of the
past or reverse their effects. The degree of concentration of con-
trol 38 that has resulted in particular industries from the unchecked
merger activity between 1890 and 1950 will not be quickly affected
by checks upon further mergers.

We must guard against the impression that the concentration
of control is entirely the result of mergers. There is no necessary
association between merger and concentration. If we refer to the
concentration of control in particular industries, narrowly defined
according to specific product classes, we must realize that only
horizontal combinations contribute to such concentration, while
vertical combinations and diversifications do not.>And just as there
may be merger which does not result in concentration, there may
be concentration which is not the result of merger. For if some
firms grow by “internal expansion,” i.e., by new construction of

a large loan, coupled with cash considerations, to another firm with the option
of receiving payment of interest and principal in kind in the form of the
debtor’s product. There are probably many other methods of achieving results
which used to be obtained through merger.

38 Degree of concentration, it should be noted, is not easily defined and
still less easily measured. The greatest difficulties lie in delimiting the in-
dustry whose total capacity (assets, sales, output, or employment) is o be
examined and in obtaining the necessary data. But even if we were sure how
to delimit the industry and if we were able to obtain all the data we want,
there would still be the question of constructing a numerical index by which
the concentration of control in the industry could be expressed in an unam-
biguous way. The customary indexes state the percentages of the industry
totals (of assets, sales, output, or employment) that are accounted for by the
largest four and the largest eight firms in the industry. Now, what will these
measures show if the second largest four firms grow relatively faster than the
four largest and also faster than most of the smaller firms? The largest four
firms may then account for a smaller percentage, while the largest eight firms
may account for a larger percentage of the industry than they did before this
change occurred. “Concentration” will have increased and decreased at the
same time, depending on how we look at it.

For measurements of the degrees of concentration in many industries and
for a discussion of the main issues involved see below, Chapter 12.

8 Unfortunately, an index measuring concentration in such an industry
will still show an increase if it is computed on the basis of total assets, value
added, or employment. Only if it is based on sales of output in the same

stage of fabrication will the concentration index be unaffected by vertical
integration.
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productive facilities, while other firms fail to grow, or go out of
business, the degree of concentration will become greater without
any “external expansion,” i.e., without any acquisition of existing
productive facilities.

The part of the growth of individual firms that has been due to
internal expansion and the part due to external expansion can be
roughly calculated. But this does not imply that the causes for an
increase in the degree of concentration of control in particular in-
dustries can be determined. Even if all expansion had been hori-
zontal and without diversification—which is hardly ever true—a
“calculation” of the increase in concentration attributable to merger
could be made only on the basis of highly arbitrary assumptions.
One would have to assume, for example, that all the firms that were
absorbed by others would have survived as independent entities if
they had not been absorbed, and would have neither grown nor
declined. The result of a calculation on this basis would over-
estimate the role that merger has played in the increase in concen-
tration if the absorbed companies, contrary to the assumption,
would have disappeared in any case, or at least declined. On the
other hand, the part that merger has played would be under-
estimated by the same procedure if the absorbed companies would
themselves have grown relatively to the rest of the industry had
they remained independent. Thus, the historian cannot say much
about the actual “results” of past mergers that does not rest on
judgments of a hypothetical nature, namely, on judgments as to
what would have happened in the absence of the mergers.*°

40 Such judgment may be well founded. For example, the history of the
concentration in the steel industry may be safely interpreted as a history of
merger. For the early mergers see footnote 27 on p. 107. In 1945, the three
largest companies owned 58.9 percent of the steel ingot capacity of the country.
Report of the Federal Trade Commission on the Concentration of Productive
Facilities, 1947. (Washington: 1949), p. 23. An analysis of the growth of
fixed assets of these three companies, with a breakdown according to internal
growth (new construction) and external growth (acquisition of assets of
other firms), showed that such acquisitions (including initial acquisitions
at the foundation of the companies) amounted to 20 percent of the total fixed
assets of the United States Steel Corporation, to 30.4 percent of the Bethlehem
Steel Corporation, and to 43 percent of the Republic Steel Corporation.
(These figures were calculated by Gertrude Guyton Schroeder in her study
“The Growth of the Major Basic Steel Companies, 1900-1948,” which is part
of a project financed by the Merrill Foundation and directed jointly by G. H.
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The implications of the degree of concentration for the degree
of competition are rather obvious. Given all other conditions,
especially with regard to competition from products of other in- -
dustries and competition from foreign products, an increase in the
concentration of control in a particular industry implies a reduc-
tion of competition in the sale of its products. This is so for several
reasons. First, the larger the percentage of capacity controlled by
the largest firms the greater the dependence of the customers upon
these firms; the customers cannot switch their patronage, because
the rest of the firms in the industry could not take care of their
needs. Second, the larger the degree of concentration the easier
the conclusion and maintenance of informal alliances and tacit
understandings among the largest producers. Third, the larger
the degree of concentration the smaller the incentive of the small
producers to pursue independent policies and to engage in price
competition.

It has long been fashionable to explain the high degree of con-
centration of control in many industries by allegedly large econ-
omies of horizontal integration. These economies may relate to
production, distribution, or administration. There is no evidence
that merely administrative integration of separate establishments
can effect large economies in manufacturing industry. (See above,
Chapter 3, pp. 51 ff.) Economies of large-scale distribution apply
only to a few industries. Can the existence of significant economies
Evans, Jr., and myself.) According to a computation of the Federal Trade
Commission of the growth of steel companies between 1915 and 1945, 33.4
percent of the total increment in net assets of the Bethlehem Steel Corpora-
tion was due to acquisitions, while the corresponding figure for Republic Steel
Corporation was no less than 63.8 percent. Report of the Federal Trade
Commission on the Merger Movement (Washington: 1948), p. 72. Of course,

the expansion of these concerns was for a large part vertical in direction and
hence not always relevant to the final concentration of steel production
capacity.

According to Professor George Stigler’s testimony “all the largest steel
firms . . . are the product of merger. Not one steel company has been able
to add to its relative size as much as 4 percent of the ingot capacity of the
industry in 50 years by attracting customers. Every firm that has gained four
or more percent of the industry’s capacity in this half century has done so by
merger.” The Iron and Steel Industry. Hearings before the Subcommittee on
Study of Monopoly Power, Committee on the Judiciary, House of Representa-

tives, 81st Congress, 2nd Session, Serial No. 14, Part 4B (Washington: 1950),
p- 996.
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of horizontal technological integration explain the high degrees of
concentration attained in many industries?

" Additional productive facilities newly constructed by an exist-
'ing company may be technologically integrated with the previ-
ously existing facilities or they may be actually or potentially sepa-
rate from them. The significant question (for the evaluation of the
growth of firms and concentration of industry) is whether there
is a sort of symbiosis between the productive facilities of a firm, in
the sense that their “togetherness” makes them more productive,
or whether they could just as well, without serious loss of effi-
ciency, be completely apart or separately operated. In other words,
the question is whether or not firms big enough to realize all
advantages of large-scale production would have to be so big
that a few of them could satisfy the entire demand for the product.
If so, a high degree of concentration in such an industry would be
fully explained as a requirement of technology.

Conditions of this sort seem to exist in a few industries, for ex-
ample in the manufacturing of computing machines or of air-
craft engines. Apparently they do not exist in a large number of
industries in which the degree of concentration is extraordinarily
high.

No matter whether high concentration is technologically con-
ditioned or not, it certainly spells domination. And concentration
is extremely high in American industry. According to recent studies,
one third (measured by value) of all manufactured products in
the United States is produced in industries in which four or less
producers control 75 to 100 percent of production.*!

RestrICTIONS ON ENTRY

There are essentially four ways in which businessmen can re-
strict entry into the field of their operations. The insiders can keep
out potential newcomers by

(i) using the government to exclude them,
(ii) discouraging them by threats of ruinous campaigns,

1 Competition and Monopoly in American Industry. Monograph No. 21,
prepared by Clair Wilcox, Temporary National Economic Committee (Wash-
ington: 1940), p. 116.
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(iii) restricting their access to needed resources,
(iv) increasing the minimum size of the efficient unit of op-
eration.

Governmental Barriers

The use of the power of the state to restrict entry into a mar-
ket, industry, trade or profession raises problems over which econo-
mists have long been at loggerheads. Is it a matter for “economics,”
“sociology,” or “politics” that certain groups within the economy
can get the government to undertake the protection of their spe-
cial interests? Assuming that this protection is found upon critical
evaluation to be injurious to “general welfare” and the “public
interest,” should one “blame” the government for the objection-
able policies, or the particular economic group for prevailing upon
the government to intervene on their behalf, or the people at large
for their stupidity in tolerating such government policies? > No
attempt is made here to elaborate on these problems, although the
fact that separate chapters will be devoted to governmental poli-
cies may reveal some of the analytical inclinations of the writer.

The “practices” by which men in certain occupations, business-
men in certain industries, attempt to influence government to inter-
vene in their behalf and protect them from newcomers’ competi-
tion may, from some points of view, be regarded as “monopolistic
business practices.” The financing and organizing of lobbies in the
legislatures, the pressures upon representatives and senators, the
distribution of “educational” literature, the attention to “public
relations,” especially the creation and maintenance of sympathetic
attitudes of the press, and similar tasks may be counted among
monopolistic business practices inasmuch as they may be prerequi-
sites, in a democratic country, for getting the government to under-

42 For Marxian theorists the answer is clear: “capitalism” implies for them
that government is an instrument in the hands of the capitalists for the sup-
pression of the masses. Hence, Marxians reject in their economic ahalysis
separation of business (read: bourgeois) and government. Libertarian econ-
omists, on the other hand, are inclined to separate the political problem of
what the government does from the economic problem of how businessmen
take advantage of it and from the sociological problem of how the people can
be befuddled about what is good for them.



CoLLusioN, MERGER, ExcLuUSION 119

take the acts by which competition is restricted. The protective
measures taken by the government ordinarily prohibit entry ex-
cept after onerous conditions are satisfied, dues, fees, or duties
are paid, or special permits, certificates or licences are obtained.
Numerous examples of governmental barriers against the entry
of markets, industries, trades or occupations will be given in Chap-
ters 7 and 8.

Monopolistic business practices in a more direct sense than in’
the case of business getting government to restrict competition are
those practices by which business uses existing governmental in-
stitutions beyond the scope for which they were intended by gov-
ernment. The most obvious examples of such unduly extensive
uses of exclusive devices are connected with patents for inventions.
The use of the patent privilege beyond the intended scope of the
patent monopoly granted by the government may be in three di-
rections: as instrument of collusion, as instrument of domination,
and as instrument for the exclusion of newcomers to the industry.
The actual practices involved will often serve more than one of
the purposes. For example, a patent pooling agreement which
through its restrictive provisions achieves cartelization of its mem-
bers may be closed to newcomers and therefore achieve effective
protection of the insiders against any ambitions of others to break
into the industry. Or, the accumulation of most of the funda-
mental patents in an industry in the hands of one firm may not only
give that firm domination over all other members of the industry
but it may also effectively insulate it against outsiders. Again, the
use of patents, basic or not basic, of unquestionable or of doubt-
ful validity, for harassing litigation may not only be a means of
oppressing, subduing or eliminating financially weaker competi-
tors, but at the same time constitute a powerful discouragement
to anyone desirous of going into the same business.*?

43 “In reviewing the role that patents have played in radio development,
one cannot help being depressed by the excessive litigation involved. The
high cost of patent suits has played into the hands of the large corporations:
the great electrical firms have operated patent factories in which a field is
blanketed with applications, and suits are pressed aggressively against in-
fringers.” W. Rupert Maclaurin, Invention and Innovation in the Radio In-
dustry (New York: Macmillan, 1949), p. 256.
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Threats of Ruinous Campaigns

The last example, in which legal exclusive privileges are used
chiefly for the purpose of causing unbearable expenses to weaker
competitors, may be mentioned under more than one heading.
Harassing litigation, on patents or otherwise, within an industry
works as a warning to potential newcomers. The threat of ruin-
ous campaigns of costly litigation may be enough to keep the
most venturous would-be entrants away from the industry.

Harassing litigation, however, is not the only method of dis-
couraging potential competitors. Periodic price wars, if they are
sufficiently destructive, may serve the same purpose. This is not to
say that every firm initiating a costly price war against weaker
competitors actually thinks of the value which its campaign may
have for it as a deterrent to any possible invaders of the field.
Price wars are often more a matter of emotions than of rational
deliberations with calculated risks and estimated chances of suc-
cess. But there probably are instances of cut-throat competition
where a strong competitor does pursue fairly definite aims and
considers the effectiveness of his price policy as a deterrent to
potential competitors along with its direct objective of weaken-
ing his existing competitors.

Even the “normal” pricing techniques that are practiced in an
industry may be such as to involve inherent threats of ruin to en-
trepreneurs weighing the prospects of entering. The basing-point
system is a case in point. Under this system the locational advan-
tages of producers close to their customers are largely neutralized
through so-called freight-equalization and no one can count on
his regional business or is able to fight for it through price com-
petition. Distant competitors, powerful concerns not minding the
expense of large freight absorption, may go out to take as much as
possible of the business in the natural market of a weaker com-
petitor, forcing thereby the latter to seek unprofitable business in
remote markets. This risk is a serious discouragement to outsiders
considering entry into an industry using a basing-point system.**

4 “The power of the large concerns to use the basing-point system of
pricing and the inherent discriminatory selection of market territories for de-

pressing, or even destroying, the profits of their small competitors must un-
questionably act as a barrier to entry. No matter how promising the es-
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The most drastic of all threats to potential newcomers is the
threat of violence, the threat of physical damage to productive
facilities and of personal injury to their operators. If this is in-
cluded in a survey of monopolistic business practices, it is done
so with the qualification that the initiative for these schemes of
violence, in the instances of which I know, did not come from the
businessmen in the trade but from racketeers organizing the “pro-
tection” of the businessmen for purposes of extortion. The “pro-
tective organizations” enforced compliance with price fixing
schemes by dealing roughly with “chiselers” and newcomers and
they “levied” heavy dues, sometimes in the form of participations
in gross sales or profits, upon the members in good standing. The
laundry and cleaning industries, the barber shop and shoe shine
operators, and similar service trades in some regions of the United
States have at times been known to operate under such monopolis-
tic schemes imposed by gangs and rackets. Illegal trades, such as
bootlegging, gambling and prostitution, are the more usual “vic-
tims” of these practices, with the government or police sometimes
providing the double boon of official prohibition and unofficial
protection.

Barred Access to Resources

There are usually some resources or services that are indispensa-
ble for producers in an industry. If it is possible to deny these re-
sources or services to newcomers, insiders can thereby secure their
own protection. Newcomers’ access to strategic materials, ma-
chinery, transportation services, distribution channels, or finan-
cial accommodation may either be entirely barred or seriously
hindered through discriminatory practices, often stemming from
conspiratorial arrangements between the sources of supply and
the insiders attempting to exclude new competitors.

tablishment of a new firm would look to enterprising outsiders on the basis of
prospective costs and prevailing selling prices in the chosen territory, the pos-
sibility that the existing large concerns may at any time pay special attention
to that territory and ‘meet the competition’ of the newcomer, leaving him
only the chance of seeking business that calls for forbidding amounts of
freight absorption, must ruin the best prospects.” Machlup, The Basing-Point
System, p. 167.
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Complaints about barred access to strategic materials have
frequently been publicized. At the end of the last century the
printing type trust, for example, cornered the entire American sup-
ply of strip brass to make printers’ rule, forcing an outsider to
send to Germany for some of the material.*> Where such practices
involve conspiracy they are obviously unlawful—at least in normal
times. Under war-emergency regulations, however, when direct
controls are used, allocations of scarce materials are quite officially
made in such a way that new competitors are excluded.

Cases in which machinery was refused to potential newcomers
were known in the steel industry. Manufacturers of tin-plate had
contracts with machine makers under which large cash subsidies
were paid to the latter for their commitment not to supply any
competitors. The annual subsidies became more expensive when
new firms started to make machinery and also had to be paid off to
keep them from equipping competitors.*®

The most famous case in this category is the freight rate dis-
crimination favoring the old Standard Oil Company at the ex-
pense of independent oil refiners. By playing one railroad against
another, the oil trust got them to agree to pay large rebates on the
freight bills of the trust as well as of the competitors—but to pay
all these rebates to the trust. Under these circumstances, existing
independents had a slim chance to survive, and newcomers no
incentive to take up the business.*?

Instances in which the use of the existing channels of distribu-
tion were denied to weaker competitors and to new competitors
have been known in several industries, such as cigarettes,*® news-
papers, motion pictures, and dress patterns.*® Needless to say, if
it is known that a newcomer to an industry cannot count on having

45 George L. Bolen, The Plain Facts as to the Trusts and the Tariff (New
York: Macmillan, 1902), p. 36.

48 Ibid.

#7 John Moody, The Truth about the Trusts (New York: Moody Publish-
ing Co., 1904), p. 114.—I learn from Aaron Director of the University of
Chicago that this story, though repeated in a host of books, cannot be sub-
stantiated by the available evidence.

8 Report of the Industrial Commission on Trusts and Industrial Combi-
nations (Washington: 1901), Vol. XIII, pp. 333-37.

% Standard Fashion Co. v. Magrane-Houston Co., 258 U.S. 346 (1922).
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access to the services of the wholesale or retail distributors in the
field, there will be few newcomers—or none.

Denial of funds to newcomers is another method by which in-
siders in an industry or trade, in conspiracy with investment bank-
ers and commercial bankers, have attempted to prevent new com-
petition.

Bigger Minimum Size

- Industries in which the smallest productive unit that can still
be efficiently operated is very large are not readily entered by
newcomers. This is so for several reasons: it takes enormous
amounts of capital to put up a new unit; the establishment of a
new unit may mean such a large addition to the existing capacity
of the industry that the effect upon total supply may be more
than the market can be expected to absorb without drastic price
reductions; and the uncertainties involved in all this may appear
forbidding. Thus, a large minimum size, or large optimum size,
may be seen to be a sort of “natural” barrier to entry. This, how-
ever, is not always quite so natural as it may appear; it certainly
is not always a requirement of technology. Some organizational
features of an industry may increase the optimum size of the single
firm far beyond technological requirements, and these organiza-
tional features may be gratuitous in the sense that the goods and
services in question could be produced and distributed just as well
(or almost as well) without them.

Some of the “institutions” of industry—trade practices, selling
methods, etc.—have grown up without having been consciously
devised by any individual member of the industry; others are the
result of deliberate decisions, but even if they later proved to have
monopolistic effects, they need not have been designed with these
in mind. One may therefore hesitate to call practices monopolis-
tic when only their incidental effects have turned out to be so. Yet,
where no censures or accusations are implied, a discussion that fails
to include unintentionally monopolistic business practices would
be incomplete. Hence we call attention to some business practices
which have had the effect of increasing the optimum size of
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the individual firm in an industry. far beyond technological re-
quirements and, thus, of increasing the difficulties of newcomers
attempting to enter the field.

National advertising is one of these practices. There are many
products that can be made in small plants just as efficiently as in
large plants—or perhaps even more efficiently if account is.taken
of transportation costs—but for which advertising expenses are so
heavy that it becomes practically impossible for small firms to
undertake them or for new firms to risk incurring them. The cost
of advertising a certain brand of a product on a nationwide scale
may be so high that only giant corporations with huge volumes of
output can take the risk. If the public taste after years of “condi-
tioning” becomes so dependent on advertising appeal that unad-
vertised brands, or little advertised brands, stand little chance with
the consumer, it becomes almost impossible for a new firm to enter
the field. The necessary investment in advertising becomes forbid-
ding. '

For a series of years the advertising expenditures of the three
biggest cigarette manufacturers were over $40,000,000 a year.®°
“Such tremendous advertising,” according to the Supreme Court,
is “a widely published warning that these companies possess and
know how to use a powerful offensive and defensive weapon
against new competition. New competition dare not enter such a
field, unless it be well supported by comparable national adver-
tising. . . . Prevention of all potential competition is the natural
program for maintaining a monopoly here, rather than any pro-
gram of actual exclusion.” 51

One of the most conspicuous methods of increasing the mini-
mum size of the efficient business unit is the integration of the dis-
tribution machinery with the production apparatus. Small firms may
be fully as efficient as large firms as far as the physical production

% From 1935 to 1939 total advertising outlays of the three principal
tobacco companies were consistently over 40 million dollars. This “large-scale
advertising . . . has principally served as a means of achieving control over
prices and monopoly profits, while in turn protecting these prices and profits
against serious inroads from new firms . . . We may conclude that the key
to the monopoly problem in the cigarette industry is advertising.” William H.
Nicholls, Price Policies in the Cigarette Industry (Nashville: Vanderbilt Uni-
versity Press, 1951), pp. 200-201.

51 American Tobacco Co. v. United States, 328 U.S. 781, 797 (1946).
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of merchandise is concerned, but if it is “necessary” for each firm to
have its own distribution machinery with exclusive retail outlets in
hundreds, or thousands, or even hundreds of thousands of localities,
the possibility "of small firms in such industries is effectively
eliminated. This method of restricting newcomers’ competition
was tried unsuccessfully in some industries, while others have used
it with full success. Attempts failed where the intent of exclusion
was too obvious and the government intervened on behalf of un-
restricted competition. A case in point was the attempt of a big
Chicago newspaper to transform all newspaper vendors into their
exclusive agents so that a competing paper would have to create
its own distribution system. This scheme was stopped by the anti-
trust enforcement agencies. But in other industries the intent of
the integration was either not obvious or originally not of a restric-
tive nature and the government allowed the system of exclusive
selling outlets to develop into effective barriers against newcomers’
competition.

The integration of retail distribution and production need not
take the form of direct ownership or of corporate affiliation with
the retail firms. Contractual arrangements may do the trick. If the
existing producers have exclusive contracts with all dealers and
agents in the business, no new producer can enter the field unless
he is prepared to set up a complete organization for retailing his
product. It may take a very large firm to do this, although apart
from this a small firm could be a most efficient producer in this
industry.

The increase of the optimum size through the practice of
“integrating” retail distribution with production is sometimes ac-
companied by similar arrangements concerning the servicing and
repair work for branded durable goods. If a product is sold over a
wide territory, has to be periodically or occasionally serviced or
repaired, and cannot conveniently and cheaply be returned for
such work to the producing plant, a separate service and repair
business must exist. To the extent to which the existing service and
repair firms are either affiliated or contractually tied up with the
existing producers, no new producer can enter the field without
creating a whole new network of firms that can service and repair
his product. Even where the minimum size of an efficient produc-
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ing unit would be small enough to make it easy for new firms to be
established, the task of setting up the organization for servicing
and repairing their products may be so formidable that newcomers
are practically barred from the industry.**

52 The automobile industry is probably a good example for the issues under
discussion, because all three factors mentioned as contributing to the increase
of the minimum size of the efficient firm are prevalent there. In the physical
production of automobiles a firm of relatively small size—relative to the large
firms now in the industry—need not be less efficient than some of the biggest.
Among the greatest difficulties confronting a newcomer in the industry—
there has been only one surviving newcomer in the last thirty years—are the
problems of national advertising, retail distribution and service and repair
work.

To point to the monopolistic consequences of these business practices is
not to contend that they are on balance injurious to the public interest and that
“there ought to be a law against them.” There are surely great advantages for
the traveling automobilist in the fact that he finds an “authorized” repair
station with parts and accessories for his make of car in almost every town
or city through which he passes. Whether or not equally competent service
could be had under a system without exclusive dealer arrangements I do not
feel qualified to say.



CHAPTER 5

Monopolistic Business Practices:
Price Leadership, Discrimination,
Unfair Competition

Price Leadership: A Background of Merger, Domination, Coercion - Con-
formance without Pressure, Suasion or Collusion - Mutual Understanding
between Leader and Followers - Four Types of Price Leadership

Price Discrimination: Definition - Monopoly Power as a Prerequisite -
Classifications of Price Discrimination - Personal Discrimination - Group
Discrimination - Consumer Location - Consumer Status - Product Use -
Product Discrimination - Price Discrimination and the Public Interest

A Digression on Price Uniformity: A Symptom of Collusion or of Compe-
tition? - Necessary Distinctions - Implications of Price Identity and Uni-
formity

Unfair Competition: What is Unfair? - The Right to Compete - Economic
Classification - Deception of the Consumer - Competition to Reduce Com-
petition - No Harm to the Consumer

N THE PRECEDING chapter numerous monopolistic business prac-
I tices were described under headings corresponding to a classi-
fication attempted on an earlier page. Large complexes of monopo-
listic business practices which cut across the categories distin-
guished in that classification were reserved for discussion in the
present chapter. These are the practices conveniently grouped un-
der the headings “Price Leadership,” “Price Discrimination” and
“Unfair Competition.” A digression on the implications of price
uniformity will also be included in this chapter.

Price LEADERSHIP

A witness before an investigating committee of the Govern-

ment once warned of “one of the most dangerous types of mo-
[127]
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nopoly, the price-leader-type of monopoly. This type of monopoly
is often beyond the pale of existing law, because you can’t find any
evidence of conspiracy or collusion.” * He traced its development
chiefly to “unrestricted merger” and to the dominant positions
thereby acquired by large concerns in the industry. In any case it is
clear that price leadership, which of course implies the existence of
firms who follow the leader, can be a result of collusion among
competitors as well as of domination by a strong concern.

A Background of Merger, Domination, Coercion

In most discussions leadership in certain fields is closely linked
with domination of industries by merger-grown giant corporations
and of coercive practices employed by them. There is, however,
no reason for confining one’s attention to those price-leadership
positions which have grown out of the merger movement. After all,
(1) firms can grow large without merger; and (2) firms can be
price leaders without being large in terms of dollars of capital or
carloads produced or men employed.

In connection with the first point it should be clear that a firm
which has expanded only by adding newly constructed capacity
can be just as large and just as powerful as a firm which has grown
by acquiring existing capacity through merger and:combination.
Of course, one may wish to erect legal obstacles to growth through
merger of existing firms, without opposing growth through crea-
tion of new plant capacity. But it should be understood that in-
ternal as well as external expansion can lead to the emergence of
giant concerns, to concentration of market control and to positions
of price leadership.

With regard to the second point—possible price leadership by
small firms—the relativity of size should be borne in mind. Where
the market is limited, territorially or otherwise, a small firm—small
in terms of capital or other “objective” measures—may enjoy a
dominant position. Thus, neither expansion nor merger nor growth
of any sort need have been among the factors responsible for the

* Investigation in the Concentration of Economic Power, Hearings before

the Temporary National Economic Committee, Part 5a (Washington, 1939),

p- 1771, Testimony of W. J. Ballinger, Economic Advisor to the Federal
Trade Commission.
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monopolistic position and, in particular, for the leadership role of a
firm. '

Historically, to be sure,—and this is the reason for the usual
color of the pictures presented—most cases of price leadership that
have through court action or congressional investigation come to
the attention of the public involved large-sized firms and, indeed,
merger-grown firms. )

Price leadership invites particular disapprobation if the “leader”
enforces his will upon the “followers” by force, threat and in-
timidation. There are even cases, mostly in local trades, where the
“forceful influences” are extra-economic, such as social boycott and
similar sorts of moral suasion or acts of violence committed or
threatened by racketeers and “protective societies.” In larger in-
dustries the pressures, if there are any, are more likely to be threats
of price wars, harassing litigation, and the like.

About the maintenance of price leadership in the steel industry
with its basing-point prices the Federal Trade Commission has said:
“The potential punishment for any serious attempt to violate the
basing-point price system is price raiding, that soon brings the
rebels to terms.” 2 Although the existence of price leadership was
admitted by the steel producers, the statement that “price raiding”
or similar methods of punishment were used by the leaders in or-
der to hold the followers in line has not remained unprotested.
But even if someone were to prove that there was no determina-
tion on the part of the leaders to punish the bad boys who failed
to obey, he could not prove that the good boys who did obey were
free from fear of punishment for disobedience. It is a matter of
record that punitive actions and threats of punitive action against
- recalcitrant members have occurred in several industries where
price leadership existed and there is good evidence that price fol-
lowers have operated under the impression that they would be
harshly dealt with if they failed to “play the game 100 per cent.” 3

2 Federal Trade Commission, “Monopoly and Competition in Steel,” a
report submitted to the Temporary National Economic Committee, in Hear-
ings before the Temporary National Economic Committee, Part 5 (Washing-
ton, 1939), p. 2198.

¢ This phrase is part of the Supreme Court’s description of price enforce-
ment procedures employed by the leaders in the cement industry. Federal
Trade Commission v. The Cement Institute, 333 U.S. 683 (1948).
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Threats of patent litigation may be highly effective in securing
compliance with the price scheme of the leader. In earlier years
the Government prosecuted cases of patent-protected price lead-
ership only if they were based on “bogus patents.” For example,
in the first cement case, in 1910, a bogus patent that had been em-
ployed for purposes of price enforcement was disallowed. It was
only in 1940, after an envigorated Antitrust Division had attacked
the use of bona fide patents on gasoline production for the enforce-
ment of prices set by the leader, that the Supreme Court decided
that the patent licensing device must not be used to suppress com-
petition in marketing the product.*

Conformance without Pressure, Suasion or Collusion

The fact that price leadership has often been aided by enforce-
ment schemes should not mislead us into believing that pressure ’
upon the followers is necessary for the existence of price leader-
ship. In many cases the “little fellows” pursue a follow-the-leader
policy because this is in their own interest and secures them the
highest possible net earnings quite apart from any punishment for
non-conformance. Compliance with the leader’s price policy, just
as compliance with trade association rules or with “fair cost” rules,
frequently becomes a matter of “business ethics”—which should
be considered as one of the most popular cartel supports. This was
recognized by the Supreme Court when it stated “that the phrase
‘business ethics” is used to denote compliance with ‘marketing
policies and prevailing prices’ of the . . . industry, which are the
‘marketing policies and posted prices of the major . . . companies
or the market leaders among them.”” ®

“Enforced compliance” may be necessary during brief periods
when there is—perhaps during a recession—a temporary tempta-
tion for the little fellow to step out on the leader; but normally
acceptance of the prices set by the leader is to the small seller
not only the most profitable but also the most natural thing to do.
Indeed, there are industries where the small producer is in a posi-
tion of quasi-pure competition: he is unable to sell anything at a

¢ Ethyl Gasoline Corporation v. United States, 309 U.S. 436 (1940).
5 Ethyl Gasoline Corporation v. United States, 309 U.S. 436 (1940).
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higher price but he can sell at the given price any quantity that
he can produce with his capacity. He accepts the “market price”
as beyond his control and it makes little difference to his position
that this market price is not the result of the impersonal forces
of “supply and demand” but the result of the price policy of one or
two large producers in the industry.

This picture, however, fits only situations in which the leaders
are very big and the followers very small. The individual follower,
to correspond to this model, must be conscious of his own insig-
nificance; if he thinks that an increase in his sales might hurt the
business or the pride of the leader, he is no longer unconcerned
about the reactions of the leader and the considerations behind
his business decisions assume a different character. Where the
size of the leader compared with that of his followers is not like
that of a giant compared with dwarfs, the motives of the followers
are likely to include a conscious desire to avoid price competition,
and their decisions are probably made in deliberate compliance
with a mutual understanding or a common course of action.

Mutual Understanding between Leader and Followers

That the petroleum industry for decades followed the Standard
Oil companies in the purchase price of crude oil and in the selling
price of gasoline; that the agricultural machine manufacturers for
several years followed the price lead of the International Har-
vester Company; that the anthracite coal industry accepted for
many years the prices set by the Philadelphia and Reading Com-
pany; that the prices of corn products were consistently the same
as those set by the Corn Products Refining Company; that the price
of newsprint in the Pacific Coast area followed the quotations of
the Crown Zellerbach Corporation and in the rest of the United
States the quotations of the International Paper Company; that
fertilizer in the South was sold according to the price list of the
Virginia-Carolina Chemical Company and in the North according
to the price list of the American Agricultural Chemical Company;
that the price of industrial alcohol conformed to the price an-
nouncements of the United States Industrial Alcohol Company; .
and that similar situations existed in the markets for non-ferrous
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metals, lead, crackers, canned salmon, and many other products,®
can be satisfactorily explained only in terms of implicit or explicit
understandings.” In some instances the existence of a mutual
understanding between leader and follower can be clearly in-
ferred from statements by parties involved; in other instances from
the fact that periodic conferences were held between leaders and
followers in order to “exchange information.” ®

For many years the firms concerned did not deny the existence
of price leadership, indeed they were anxious to admit it in order
that the identical price quotations by allegedly competing firms
would not be attributed to outright price agreements. At that time
the parties relied on the Supreme Court decision that “the fact that
competitors may see proper in the exercise of their own judgment
to follow the prices of another manufacturer does not establish
any suppression of competition or show any sinister domination,” ®
and on the hope that evidence of explicit understandings between
the competitors would not be detected. The situation changed
considerably when the Supreme Court decided that “the fixing of

¢ For case material on all of the above mentioned instances of price leader-
ship see Chapter III of Arthur Robert Burns, The Decline of Competition
(New York: McGraw-Hill, 1936), pp. 76-145.

7 “The idea that the leader has had no intention of being followed, and
the followers did not feel under the least obligation to follow his price leads,
but merely found it most convenient to do so; the idea that the leader-follower
1elat10nsh1p developed without any concerted action, never aided by moral
. suasion, never by threats, never by mutual understandmg, the idea that out
of such a casual relatlonshlp emerged the basing-point system with all its
trimmings is just too absurd to be taken seriously.” Fritz Machlup, The Basing-
Point System (Philadelphia: Blakiston, 1949), pp. 129-30. It should be
stated that most of the industries enumerated as examples of price leadership
practiced more or less developed basing-point systems of delivered pricing.

8 As an example of a revealing statement one may cite the observation
made by the president of the National Petroleum Marketers Association to
the effect that the Standard Oil Company was the “logical organization to
take the initiative in making intelligent and constructive markets to conform
properly with the laws of supply and demand,” and the exclamation by an
officer of the American Oil Men’s Association that “It is God’s blessmg to
the industry that they have a Standard Oil Company to set the price.” Quoted
from Federal Trade Commission, Petroleum Industry; Prices, Profits, and
Competition. Senate, 70th Congress, 1st Session (Washington, 1928), pp.
230 and 231.

® United States v. International Harvester Company, 274 U.S. 693
(1927).
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prices by one member of a group, pursuant to express delegation,
acquiescence, or understanding, is just as illegal as the fixing of
prices by direct, joint action.” *° There was still the possibility that
direct evidence for the “express delegation” or for the “under-
standing” would be required before price leadership would be held
an illegal combination. But then the Supreme Court stated that “It
is enough to warrant a finding of a ‘combination’ within the mean-
ing of the Sherman Act, if there is evidence that persons, with
knowledge that concerted action was contemplated and invited,
give adherence to and then participate in a scheme.” 11 This sharply
pointed up the collusive nature of most cases of price leadership.
This change in the legal standing of price leadership made it
expedient for companies to deny the existence of price leadership
in their field. The usual ways of “proving” or “disproving” that
price leadership has existed in a particular field are peculiar in that
each side tries to support its case by the same evidence: those who
claim that price leadership has prevailed would point to the fact
that, say, in 80 percent of all price changes one particular company
had taken the initiative, while those who claim that no price lead-
ership has existed would point to the fact that in 20 percent of
all price changes firms other than the alleged leader had taken the
lead. This “evidence” of course supports neither of the two claims
unless it is supplemented by information on several other points.
For example, if price changes were frequent—say, several times
a week—and entirely anonymous 12 or at least not openly an-
nounced, and a count over a one-year period showed that the
changes originated in twenty out of one hundred instances with
various firms alleged to be followers, one would be inclined to
question the allegation of price leadership. On the other hand, if
prices had remained stable over long periods, with changes few
and far between, and if the finding of the 80:20 ratio referred to a
period of several years, one could take this as warranting a pre-

10 United States v. Masonite Corporation, 316 U.S. 265, 276 (1942).

( 11 Federal Trade Commission v. Cement Institute, 333 U.S. 683, 716
1948).

12 The anonymlty must be real, as on the stock exchange. For if it were
generally understood that, for example, the opening bid or offer each market
day was normally made by the same firm, the conclusion of collusive price
leadershlp would be inescapable.
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sumption of leadership. The 20 percent might then be the ex-
ceptions that proved the rule. The very fact that prices remained
stable over long periods would suggest that most of the members
of the industry “hesitated” to take the lead, probably because they
“normally” accepted the leadership of a particular firm, which
chose to maintain its prices. A very “orderly market” without er-
ratic fluctuations is usually the result of a collusive system.*?

Four Types of Price Leadership

The legal significance of price leadership depends partly on
the relation between the leader and his followers. Four types of
relationship may be distinguished:

(1) Thefollowers are very small producers who have no choice
of prices; they cannot sell anything at prices above the price set
by the leader (or above a price differing from it by a certain
margin) but they can sell at this price all they care to produce;
hence, they would never think of selling at a lower price.

(2) The followers have a choice of prices in the sense that they
would lose some sales, but not all sales, by raising prices above
the level set by the leader, and might gain some business by lower-
ing prices below that level; yet, in spite of the immediate attractive-
ness of underselling the leader, they must refrain from doing so or
invite punishment through smashing price raids, costly patent law
suits or other harassing tactics.

(3) The followers have the same choice of prices as in type
(2), but refrain from underselling the leader not from fear of
punishment by the latter but because they expect that the “leader”
would turn around, accept the “lead” of the audacious competitor
and meet his lowered price; this would all but nullify the effect
of the move of the for-once-leading “follower” and would turn a
smart and profitable move into a stupid and costly one: in view
of these considerations the followers abstain from experiments in
leadership and leave the initiative to their bigger brethren.

(4) The followers have a choice of prices but—having learned

13 Price stability can exist in a truly competitive market only in the sense

of fluctuations being relatively small. It would be the (rather unexpected)
result of constant “pulling and pushing.”
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that independent pricing allows the buyers to play off one seller
against the other, results in generally lower prices and is in the
long run less lucrative than concerted action—they have secretly
or tacitly agreed to proceed in unison, letting a stronger or smarter
member of the industry act as leader of the concert.

In these four situations we find four different motives for ac-
cepting and maintaining the prices set by the leader. In case (1)
the small firm does not think of price cutting, because it sells all
it cares to sell anyhow. In case (2) the small firm does not dare
cut prices, because it fears punishment. In case (3) the small firm
abstains from cutting its prices because the big firm would surely
meet the lower prices and nullify their effects. In case (4) the small
firm prefers not to cut prices, because it knows that in the long
run it pays well to stick to its agreement with its competitors.

The differences are significant chiefly for the appraisal of the
legal implications under the American antitrust laws. A “conserva-
tive” lawyer would see nothing illegal in the first or in the third
situations, while in the second situation he might look into the
question of coercion and oppressive domination, and in the fourth
he might want to search for direct evidence of the price fixing
agreement. A more “progressive” lawyer would be satisfied with
inferential evidence of concerted price setting in the fourth case.
He would also go into the third case and seek to find why the fol-
lowers expected that the leader would “surely” meet their lowered
prices; if this expectation were based on the systematic use of par-
ticular pricing techniques, a scheme to which the members of the
industry generally adhered, the lawyer would infer the existence
of unlawful collusion. The first case appears to be beyond the pale
of the l]aw—unless the leader had acquired his dominant position
in the industry by illegal methods—for “mere size is no offense.”

PricE DiSsCRIMINATION

The business practices forming the large complex called “price
discrimination” are of such a variety that there are few general-
izations holding for all of them. These practices cut across all four
of the categories of monopolistic policies we have distinguished:
some types of price discrimination are employed in order to ex-
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ploit existing market positions without any collusive or oppressive
elements; other types are practiced under collusive arrangements;
certain types have oppressive purposes, for example, to force a
weaker competitor to terms; and there is also the possibility of
using discriminatory pricing to keep newcomers out of an industry.

Definition

Comprehensive definitions of price discrimination will always
be clumsy because they must include price making by buyers as
well as price making by sellers and they must refer not only to dis-
criminatory price differentials for the same goods and services but
also to discriminatory price uniformities or price similarities for
different goods and services. For in most practical cases the goods
and services subject to discriminatory treatment are not homo-
geneous and the discrimination can be demonstrated only by com-
paring their prices with what they cost the seller or what they are
worth to the buyer.

We shall avoid some of the complications by confining the dis-
cussion to discriminatory selling and by letting the word “products”
comprise goods and services. But we cannot simplify the account
by speaking only of price differentials for the same products; this
would leave out some of the most important instances of discrim-
ination. To sell different qualities at the same price may be just as
discriminatory as to sell the same quality at different prices. It is
the comparison of price differentials with cost differentials which
counts. The different prices which a seller may charge to differ-
ent customers are not discriminatory if they correspond to differ-
ences in cost. A seller practices price discrimination if the relative
prices which he charges for his different products or to his differ-
ent customers are not in line with the relative costs of making
these products or serving these customers.

Monopoly Power as a Prerequisite

The fact that price discrimination has at times been used by
strong concerns to kill off weaker rivals, or at least to prevent their
growth, has lead to the widespread belief that discrimination is
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essentially a method used “to create a monopoly.” To believe that
price discrimination could create monopoly power where none had
existed before is to overlook the fact that it is the existence of
monopoly—of some degree of monopoly (in the wider sense of
the word )—that makes discrimination possible. Even in the sim-
plest cases of price discrimination the basic fact is that the seller
accepts orders that leave him different net prices; ** some prices
are satisfactory to him, others are less so or are even unsatisfactory,
being made perhaps only to spite a rival. A higher degree of com-
petition would make every seller run after the good orders and
refuse the bad ones—until the good ones would be less good and
the bad ones better. Where this does not happen the market is
“imperfectly competitive,” that is, “monopolistic.”

A seller can of course make special prices to his friends or to
poor people even if he is in a position of pure competition. But is
there any use speaking of “price discrimination” if a farmer gives
away some of his eggs or milk to poor children in the village? Acts
of friendship, charity, patriotism, etc., may take the form of special
pricing, but we may omit them in this discussion of the “economics”
of a business practice which is essentially monopolistic even where,
by some standards, it may not be judged to be injurious to the
public interest or where it may make the selling more competitive
than it would be otherwise.1® '

Classifications of Price Discrimination

Neither an analysis nor even an elementary description of price
discrimination can do without some classification. For economic
analysis a classification according to the purposes for which sellers
practice price discrimination, another according to the techniques

¢ A businessman selling to different places with different transport costs,
in different kinds of packing, with different discounts, etc. can compare these
prices only by deducting the differential expenses, that is, by reducing them
to a common basis. Thus he computes his “net prices.”

15 In theoretical analysis comparisons are made between the price and
output decisions made (a) under discriminating monopoly, (b) under non-
discriminating monopoly, and (c) under pure competition. The results under
(a) are hardly ever regarded as more favorable to the public than those under
{(c)—if (c) is possible—but they are often less unfavorable than those under
(b)—which may be the only practical alternative.
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they use, and a third according to the degree of discriminating
power are most helpful. This is, however, too much for this sur-
vey.1® We shall attempt here to describe more than twenty types
of price discrimination, grouped according to techniques em-
ployed, but distinguished also by purposes served, effects achieved,
or special conditions required. For the selected types names will
be chosen that convey their character through the use of suggestive
catchwords.

The techniques of price discrimination are grouped into three
main classes: Personal Discrimination, Group Discrimination, and
Product Discrimination.’” Personal discrimination makes differ-
ences between individual customers the basis for extending differ-
ential treatment to them. Group discrimination differentiates not
between individuals as such but between categories or classes of
customers. Product discrimination selects neither individual cus-
tomers nor customer groups for different treatment but allows cus-
tomers to choose freely among different products (qualities) of-
fered at discriminatory prices.

Personal Discrimination

With one important exception, personal discrimination is by
its very nature an unsystematic form of discrimination. Prices may
be differentiated according to the seller’s appraisal of the individual
customer’s bargaining strength, of his eagerness to buy, of his in-
come, or of the use he intends to make of the product and the con-
sequent earning power it may have for him.

An extreme example of this class is the haggle-every-time type
which only appears in a relatively unorganized market. The buyers
are not regular customers with constantly recurring demand but
are a fluctuating group of varying composition. The seller tries
to size up each buyer’s ability to pay, urgency of demand and
knowledge of the market, and then drives as hard a bargain as he
can. This type of discrimination is interesting more for the art of
personnel selection and for studies in buyer psychology than for

16 A much more comprehensive classification and analysis will be included
in a separate volume on the Economics of Price Discrimination.

17 Ralph Cassady, Jr., “Techniques and Purposes of Price Discrimination,”
Journal of Marketing, Vol. XI (1948), pp. 135—43.
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economic analysis. It occurs chiefly in certain types of retail trade,
for example in antique dealings, or at times in parts of the automo-
bile market by way of trade-in allowances. But it may occur also
in other types of trade or industry. The concessions made to a
strong bargainer may be in terms of price or method of payment
or in terms of extra costs (freight) assumed by the seller. The
seller, while not adopting any systematic policy of discounts or
freight absorption, may be influenced in his dealings with a par-
ticular customer by the terms upon which this customer claims he
can buy the goods from a rival, and bargaining may take place
over price, terms, extra services, and delivery costs.

A similar kind of individual bargaining exists also in markets
in which the buyers are regular customers with constantly recur-
ring demand. The sellers in considerable number, but none of dom-
inant size, offer a little differentiated product in an unorganized
and imperfect market in which transactions are secret and “knowl-
edge of the market” is based chiefly on rumors—so that buyers
can play one seller against the other. Each deal is separately nego-
tiated and sellers are sometimes willing to make special concessions
in competing for particular hard-to-get orders. This give-in-if-you-
must type of discrimination is practiced chiefly in a “buyers’ mar-
ket,” where business is slack and producers have a difficult time
keeping their plants busy. (The theorist who is anxious to fit the
case to his given set of tools might discuss the weakness of the
seller vis-a-vis the hard-bargaining buyer in terms of a very high
elasticity of that separate portion of the demand.)

The let-him-pay-more type is a more systematic but not very
important type of personal discrimination. Sellers who for the
greater part of their business are in a fairly competitive position
with little control over price may have a few customers whom they
can consistently “overcharge.” These may be the “nice” customers
who do not take the trouble to shop around, or customers who,
although they have free access to a more competitive market, are
located so near the particular producer and so far from the cen-
tral market that they fare better at a high discriminatory price than
at the uniform market price. “Let them pay more,” thinks the seller
and exacts higher prices. To the seller these discriminatory sales
are merely some “toothsome morsels,” the bulk of his business be-



140 Business PoLicies

ing done in a competitive market. (It would be a different type
of discrimination if a larger part of the output could be sold in
the discriminatory fashion. )

The size-up-his-income type of discrimination is often prac-
ticed by doctors and lawyers. In rendering their bills they ask
themselves how much the particular patients or clients can afford
to pay for their professional services. Doctors may treat impecuni-
ous patients for very much less than they charge their wealthy
patients. To middle-class patients, “moderate” fees are charged
not so much out of kind-heartedness as in consideration of the
greater elasticity of demand for medical treatment of this class of
people. In charging little to the very poor the doctors may be
motivated by sheer philanthropy and generosity. Their ability to
make their rich patients make up for it will depend on their quasi-
monopolistic position in the field, a position supported by the
strict “code of ethics” which effectively reduces competition in
the medical profession.

The measure-the-use type of discrimination is, in contrast to
the other types of personal discrimination, a very systematic way
of adjusting the price approximately to the profits which the buyer
makes from using the sold or leased article. The monopolisti¢ posi-
tion of the seller or lessor in these cases must be well protected,
for example through patents or copyrights. Patented machines are
often leased to users whose rentals are fixed per unit of output pro-
duced on the machines or in percentages of sales of fabricated
goods. The exhibitors of motion pictures usually pay for the copy-
righted films on the basis of their actual or prospective box office
success in their theatres. A newspaper usually pays for the use of
syndicated columns, comic strips, and news services in rough pro-
portion to the size of its circulation. The underlying theory of all
these schemes is that the prices charged should be at least roughly
in accordance with the earning power Wthh the acquired rights
provide to the buyer.

Group Discrimination

Group discrimination is in a sense a semi-personal type of dis-
crimination. It depends on differences between different groups
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of buyers, and aims at taking advantage of these differences in
such a way that the buyers cannot easily evade the discriminatory
prices. Prices, for example,'® may be differentiated according to
the age of the customer (half fares for children, children’s hair-
cuts); the sex of the customer (reduced admission for ladies at
ball games); the military status of the customer (reduced theatre
tickets for men in uniform ); membership in certain organizations
(sales to members of clubs or associations); the public nature of
the agency acquiring the item (transportation for the govern-
ment). Discrimination between functional or occupational cate-
gories of buyers is often found in subscription rates for papers
and magazines, in selling prices of books (educational rates; trade
editions and college editions ), and in advertising rates (manufac-
turers’ advertisements in newspapers). Social welfare schemes of
public authorities designed to assist specified groups in the com-
munity by the use of discriminatory pricing may also come into
this category (the Food Stamp Plan).

Techniques for discriminating between different groups of
buyers may also be based upon the location of the customer (goods
sold at uniform delivered prices in all markets or at different zone
prices, or surpluses sporadically “dumped” in a market geographi-
cally separated from the seller’s regular market ); upon the patron-
age status of the customer (special rates for new customers, or
quantity and volume discounts to large ones); and upon the use
to which the product is put (fluid milk for fresh consumption and
for processing, railroad transportation for high-valued finished
goods and for low-valued raw materials, or postal service for let-
ters and for parcels).

The most important types of group discrimination come under
the headings just indicated—discrimination according to consumer
location, patronage status of the customer, and product use—and
we shall select them for more detailed discussion. We shall find,
however, that the techniques involved are less significant than
the purposes they are intended to serve. For example, several meth-
ods of separating different buyer groups serve the purpose of tak-
ing advantage of differences in the “squeezability” of the separate

8 Almost all the examples are taken flom Cassady’s classification cited in
footnote 17, p. 138.
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groups—their ability to stand higher prices. Discrimination accord-
ing to the patronage status of the customer may serve the differ-
ent purposes of developing new clientele, of rewarding cooperating
customers and punishing disobedient ones, or of strengthening
strong distributors or fabricators at the expense of weaker ones.
Discrimination based upon the consumer’s location—"locational”
or “geographic” discrimination—may be practiced in order to
squeeze more money out of the market, it may be part of a scheme
of predatory competition, or it may not have any direct or con-
scious purpose but be merely an incidental by-product of a par-
ticular pricing practice.

Consumer Location

We shall select seven different types of geographic discrim-
ination for brief descriptions in this section. In some of these types
the discrimination lies not in price differentials, but rather in price
uniformities or price similarities in the face of cost differences.
Thus, only comparisons of net prices realized after deducting the
costs “absorbed” by the seller can reveal the price discrimination.

The forget-the-cost-difference type of discrimination consists
of a failure to adjust selling prices exactly to the existing cost dif-
ferentials, a failure arising from an inclination “not to bother” or
to “forget about it.” The cost differentials may be too small in rela-
tion to the cost, clerical or other, of differentiating the prices
accordingly.

For example, if a retail store charges fifteen cents for local
delivery regardless of the distance, this will imply discrimination
against nearby customers in favor of more distant customers. It
would not pay to calculate delivery charges on the basis of miles
and pounds. If goods are delivered without extra charge, the cash-
and-carry customers are discriminated against. If the manufacturer
of a nationally advertised article finds it desirable to have it sold
at the same price everywhere all over the country, he absorbs the
freight differences and thus discriminates against the buyers in
places near his plant.!?

19 It is interesting to observe that delivered prices or “freight allowed”
systems (i.e. systems under which the seller absorbs all freight costs) are
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By way of digression we may note here that price discrimina-
tion through the neglect of small cost differences is not always
geographic discrimination: instead of transportation costs some
other expenses may be absorbed by the seller. The underlying
principle is the same. For example, if charge account sales are made
at the same prices as sales to cash customers, the latter pay part
of the cost of credit to the former. Or, if in the garment industry
large sizes of suits are sold at the same price as smaller sizes, the
buyers of the latter are made to pay for some of the extra material
that goes into the garments of their taller or stouter fellow men.

In all these instances, the failure to take account of certain cost
differentials and to have them reflected in the selling prices may
be due to the desire to save the effort or cost of figuring and charg-
ing adequate price differentials or to the desire to gain and main-
tain customer loyalty by avoiding any “annoying” charges.?° There
are other instances, however, in which the seller has altogether
different reasons for absorbing cost differences. In several “freight
allowed” systems of pricing the seller’s purpose is to limit competi-
tion among his various wholesale distributors. His motive is no
longer characterized by a harmless “forget the cost difference”;
it is, instead, to aid in the maintenance of resale prices by a pric-
ing system which discourages interzonal competition among dis-
tributors.

Under this keep-them-in-their-zones type of price discrim-
ination the seller quotes his prices “f.o.b. factory, freight allowed.”
This means that the manufacturer will ship the product to the
wholesaler’s establishment and permit him to deduct the freight
often practiced for the nationally advertised brands while they are not prac-
ticed for the unadvertised brands of the same commodities. The greater
degree of competition in the more standardized commodities makes it un-
profitable to practice the geographic price discrimination which is inherent
in freight absorptions. For example, unadvertised brands of tea, coffee, cocoa,
canned soups, and crackers are sold f.o.b. shipping place without freight
absorption. Advertised brands of the same goods are sold at uniform deliv-
ered prices or with “freight allowed.” See Price Behavior and Business Policy,
Monograph No. 1 of the Temporary National Economic Committee, prepared
by Saul Nelson and Walter G. Keim (Washington, 1940), pp. 298-300.

20 AU.S. Circuit Court once concluded that where freight differences were
small the charging of uniform prices was considered a practice making for

economy and convenience. United States v. Corn Products Refining Co., 234
Fed. 994 (1916).
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from the bill. What this seller calls his “f.0.b. factory price” is really
a delivered price, every distributor getting the product at exactly
the same price c.if. destination. While the manufacturer thus ab-
sorbs the freight to the distributors or to destinations within their
zones, any further freights must be paid by the distributors. The
distributor in Zone A pays for shipments into his zone the same
delivered price that the distributor in Zone B pays for shipments
into B. If the Zone A distributor tried to sell in Zone B, a territory
not assigned to him, he would have to pay the freight from his zone
to the other and the goods would therefore cost him more than
they cost the appointed zone distributor. Distributors are thus
discouraged from invading each other’s territories and the manu-
facturer avoids what he calls “demoralization” of his market.

The motives of sellers who absorb freight under systematic
“freight equalization” schemes are of a different nature. The
match-the-freight type of price discrimination is practiced if a
seller, in an attempt to overcome the competitive disadvantage of
being located farther away from a customer than some of his
competitors, offers to absorb any excess of the actual freight over
the lowest freight from any competitor’s plant to the destination.
Thus, he matches the freight charges from, but not the price
quoted by, competing firms. Delivered prices quoted by competing
sellers would be identical if all competitors not only offered to
match the lowest freight charges but also to quote identical f.0.b.
mill prices or use identical base prices. Freight equalization alone
would not, therefore, imply identical delivered prices. Freight
equalization—a system of meeting lower freight charges, but not
lower prices—is discriminatory in that the seller absorbing a dif-
ference in freight costs accepts a lower mill net price; but the
scheme does not exclude price competition.

Price competition is excluded under a system where sellers
systematically meet the lowest quoted prices as well as freight
charges. Such a scheme, ensuring the identity of delivered prices
quoted by all firms, is not only inherently discriminatory, because
the mill net prices which a seller realizes from sales to buyers in
different locations must vary considerably, but is also inherently
collusive, because it involves a common course of action with re-
gard to prices. In view of the collective or cooperative character
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‘of the pricing scheme we may speak of the play-the-game type of
price discrimination.?! The official name of the scheme is basing-
point system.

Although a definition of this system was given in the preced-
ing chapter in connection with collusive formula-pricing, a de-
scription of how the system works should be given here in order to
demonstrate its discriminatory nature. The single-basing point
system may be best illustrated by the famous “Pittsburgh Plus”
pricing scheme of the steel industry before 1924. Prices of steel
were set f.0.b. Pittsburgh. For all deliveries buyers had to pay the
Pittsburgh price plus the freight from Pittsburgh to the destination.
This would seem reasonable if all steel were first shipped to Pitts-
burgh. But this was not the case. A steel customer in Chicago had
to pay the Pittsburgh price plus the freight from Pittsburgh to
Chicago even if the steel was delivered directly from a steel mill
at or near Chicago. (This steel mill was thus collecting a so-called
“phantom freight.”) With a Pittsburgh base price of $30 per ton
and the freight Pittsburgh-Chicago of $7.60 per ton, the Chicago
steel mill would net $37.60 for steel delivered to the Chicago cus-
tomers, $30.00 for steel delivered half-way between Chicago and
Pittsburgh,?? and $22.40 for steel delivered to Pittsburgh. Simi-
larly, a Duluth steel mill would net $43.20 for steel delivered to
Duluth, $31.00 for steel delivered to Chicago, $25.00 for steel de-
livered to Detroit, and $22.00 for steel delivered to Cleveland.2®
Thus any mill not located at Pittsburgh realized different net prices
for different sales.

21 The catchwords “play-the-game” (or cooperative) discrimination are
borrowed from Frank A. Fetter, The Masquerade of Monopoly, p. 310. We
ought to distinguish: (1) price agreements which intend to secure a certain
scheme of discriminatory prices and (2) price agreements which result in-
cidentally in a scattering of discriminatory prices. The latter is the type
discussed now as the play-the-game type. It results when a geographical
pricing scheme is adopted by all firms in the industry and the firms “play-the-
game 1009, in order to avoid “tearing down the price structure.” These
vhrases were used by the U.S. Supreme Court in the Second Cement Case.
Federal Trade Commission v. The Cement Institute, 333 U.S. 683 (1948).

22 The delivered price at the half-way point between Pittsburgh and
Chicago would be $30.00 plus $3.80, i.e., $33.80. The Chicago mill would

absorb the freight from Chicago to the destination, hence it would net
$30.00.

.2% See Fetter, op. cit., 308 fI.
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Under the multiple-basing-point system each seller quotes as
his delivered price the cheapest combination of any of the an-
nounced base prices and the freight costs from basing point to
destination. For each bid the seller ascertains which of the basing
points is “applicable” for the particular destination point, and adds
to the relevant base price the freight from the applicable basing
point to the destination. Such a system was adopted by the steel
industry in 1924. A mill located at a basing point uses it as a basis
for calculating delivered prices only for destinations within what
is called its own “natural market territory.” For other destinations
other base prices are applicable. If four basing points are estab-
lished for a certain steel product made by twenty different mills
in the country, there will be in effect four territories, in each of
which all delivered prices are calculated as the sum of the base
price announced for the governing basing point and the railroad
freight from that basing point to the destination, regardless of the
actual point of shipment. A non-base mill located closer to a cer-
tain destination than to the basing point, collects unspent freight
on its shipments to that point. On its shipments to destinations
closer to any of the basing points than to its own location, the
non-base mill has to absorb freight, that is, it collects a mill net
price lower than the relevant base price. A base mill shipping into
areas governed by other basing points collects a mill net price less
than its own base price.?*

If all mills were base mills, that is, if every production point
were a basing point, this would not eliminate the discriminatory
differentials in mill net prices which each mill would realize from
different sales, inasmuch as each mill would serve customers at
points governed by different basing points. This would not be so
if each mill were to use only its own location as its “basing point”
for all its sales—but then the industry would no longer have a
basing-point system; it would be under a general f.0.b. mill price
system, resulting in uniform net realizations by each firm and not
in identical delivered prices quoted by different competitors. It is
the very essence of the basing-point system that each seller ac-
cepts the base prices announced by his competitors as the basis

2¢ The mill net price realized by a base mill will fall short of its own base
price by the algebraic sum of freight differential and base price differential.
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for his own delivered price quotations in their territories. This may
achieve two results: First, it eliminates effective price competition
among the sellers and, second, it may allow the powerful firms in
the industry to control the sales volumes, and thus check the po-
tential growth, of the smaller firms. Because of these possible ef-
fects the basing-point system of pricing—which has been used not
only by the steel industry but also by the cement, pulp, sugar, and
lead industries among others—has been vigorously attacked as one
of the worst forms of monopolistic pricing.

When the play-the-game type of price discrimination is used
to hold down smaller firms it becomes a type of local price cutting
by giant firms, similar to the kill-the-rival type of discrimination.
This type achieved greatest notoriety and raised issues which fur-
nished strong arguments for the early trust-busting campaigns in
the United States. For the most part it is of lesser interest to the
economic theorist than to the economic historian and the lawyer.
The kill-the-rival or oppress-the-rival type of discrimination was
made unlawful in the United States by the Clayton Act, which (in
Section 2) declares it to

be unlawful . . . to discriminate in prices between different pur-
chases of commodities of like grade and quality . . . where the
effect of such discrimination may be substantially to lessen com-
petition. . . .

Competition was indeed lessened if, through local price cutting
by the financially powerful concern, smaller competitors were
killed off—either forced to close down or to sell out to their stronger
opponent. Competition was also lessened when the competitors
came to terms, when they stopped ambitious attempts to draw
more business from the larger concern, when they became willing
to fall into line with the policies of the leader. In these latter cases
the rivals were not eliminated as other sources of supply but were
eliminated as factors disturbing the exercise of the stronger firm’s
control over price.

The best-known illustrations of the kill-the-rival type of price
discrimination are the cases discussed before the courts in the suits
leading up to the dissolution in 1911 of the Standard Oil Company
of New Jersey and the American Tobacco Company. In the records
of the Standard Oil case we can read that the
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defendants have pursued a system of unfair competition against
their competitors, whereby the independent companies selling
and marketing petroleum have either been driven out of busi-
ness or their business so restricted that the Standard Oil Company
has practically controlled the prices and monopolized the com-

. merce in the products of petroleum in the United States. This
system has taken the form of price cutting in particular localities
while keeping up high prices, or raising them still higher, in other
localities where no competition exists; of paying rebates to cus-
tomers as a part of said system of price cutting, . . .2°

While it is easy to describe the kill-the-rival or oppress-the-
rival type of price discrimination, it is difficult to prove that a
particular situation in reality is of this type. Local price cutting
may be practiced for different reasons, and “intent” can rarely be
proved. Hence, one will have to search for criteria by which to dis-
tinguish instances of local price discrimination that look alike
but are different in purpose as well as in effect.

The sixth type of geographic discrimination to be included in
this survey is sufficiently different from the others to be clearly set
apart. The dump-the-surplus type of price discrimination is charac-
_terized by its unsystematic and sporadic nature. In order to move his
surpluses without spoiling his regular market, a seller may dispose
of them in a different territory at lower prices. Such dumping is
often highly disturbing to other sellers whose regular market be-
comes the occasional dumping ground for goods withheld from
their usual outlets. But in spite of the numerous complaints which
this type of sporadic discrimination arouses in international and
interregional trade, it does not offer difficult probler=s for economic
analysis.

Permanent dumping—charging lower net prices for exports
than for domestic sales—differs from any of the six types of geo-
graphic price discrimination thus far discussed. It is not of the
sporadic nature which characterizes the dump-the-surplus policy.
It is not designed to secure the stability of existing market condi-
tions as are the keep-them-in-their-zones and play-the-game pol-
icies. It is not undertaken with the intention of eliminating a
competitor as is the kill-the-rival policy. And it is not as incidental

25 United States v. Standard Oil Corhpany. Brief for the United States,
1909, Vol. I, pp. 187-88.
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to the techniques of freight-cost absorption as are the forget-the-
cost-difference and match-the-freight policies. Its purpose is the
exploitation of the differences in elasticity between the demands
of different regions or countries in order to squeeze more revenue
out of the total market without attempting to influence the exist-
ing market conditions. Geographic price discrimination of this sort
is one of the cases of discriminatory pricing to which the theo-
. retical model of price determination for the purpose of profit max-
imization is most directly applicable. (The principle involved re-
sembles closely the principle of charging-what-the-traflic-will-bear
that has been employed in discussions of railroad rate setting.)
We may call this seventh type of geographic price discrimination
the get-the-most-from-each-region type of discrimination.

Examples of this type of discrimination could be found in the
dqmestic and export price policies of many large concerns—if in-
formation were available. One instance that became known from
the congressional investigation of and the court case against the
glass container industry is the geographic discrimination in the
sale of milk bottles. The combination of protection under restrictive
patent licences with the geographic separability of the market
allowed a manufacturer to sell his milk bottles to Texas at much
higher net prices than elsewhere.2¢

Much illustrative material could probably be found in the files
of various European cartels with centralized selling organizations.
It is very likely that the price differentials fixed by these cartels for
their exports to different countries distinctly reflected the differ-
ences in the elasticities of demand that resulted from national tariff
policies and domestic competition within the various countries.?’

26 Investigation in the Concentration of Economic Power, Hearings before
the Temporary National Economic Committee, Part 2 (Washington, 1939),
pp- 611-12.

27 The writer was at one time connected with the Austrian cardboard
cartel. This cartel practiced geographic price discrimination, charging the
highest prices for exports to Turkey and the lowest prices for other overseas
exports. All markets except the last were protected by tariffs and by interna-
tional agreements (sometimes involving concealed preferential tariffs). This
case of discrimination was unusual in that the domestic market was not
charged the highest price; the elasticities of demand in the Hungarian and
Italian markets were lower than that in the domestic Austrian market, and
they were therefore charged higher prices. Prior to the formation of the
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Customer Status

We have referred to three different purposes for which group
discrimination based upon the patronage status of the customer
may be practiced. New customers, large customers, or cooperating
customers may be the groups selected for more favorable treat-
ment in the seller’s pricing policy.

In the promote-new-custom type of discrimination, the exist-
ing demand which the seller can attract through his discriminatory
price cutting does not currently provide enough business to war-
rant his price policy. But the seller expects that this demand will
grow—that people will develop a taste for the product or will
acquire complementary appliances needed for additional consump-
tion—and that the new demand (pictured by the economist as a
new demand curve) will then provide the business and the profits
for which he strives. He may then continue his low price or, more
likely, he may raise it. Promotional rates or prices—promotional
discrimination—will be needed only for development of the de-
mand, not for its continued service.

On the other hand, the seller may wish to favor groups of espe-
cially important old customers. The favor-the-big-ones type of price
discrimination is best characterized by a quantity discount which
is in excess of the economies connected with dealing with large
buyers. There are many economies involved in large-quantity busi-
ness, economies in producing big lots and in selling, handling,
transporting, recording and collecting large items. Quantity dis-
counts, rebates, allowances or other forms of price differentials in
favor of large buyers do not constitute price discrimination as
long as, and to the extent to which, they merely reflect the savings
in outlays, risk, or trouble.?® In actual fact, however, quantity dis-
cartel as well as after its dissolution geographic discrimination was impossible

because of the sharp competition among the Austrian producers, who thus
received the same net prices from sales in the domestic and the various export
markets.

28 When the Goodyear Tire & Rubber Company delivered automobile
tires to Sears, Roebuck and Co., under a contract which had been effective
from 1926 until 1937, the gross price discrimination as compared with sales
to smaller retail sellers varied between 29 and 40 percent. The net price
discrimination after due allowance for cost differentials was computed to
range from 11 to 22 percent. See Federal Trade Commission “Report on
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counts and volume discounts (the latter are allowed on a cus-
tomer’s total purchases over a year regardless of the size of his
single orders) are often primarily devices to favor the large and
handicap the small customers.

Favoritism shown to large buyers need not always be to the
liking of the seller, indeed he may feel that he is being “robbed,”
a victim of the violence of an important customer. The yielding
seller “just could not afford to lose the customer.” (Where the dis-
crimination is in favor of an individual buyer, not of large buyers
in general, the case is really one of the “give-in-if-you-must” type.)
Legislation which prohibits price discrimination may in such cases
be welcomed by the seller as a substitute for his lack of strength
or backbone. .

In contrast to these instances in which the discriminatory
scheme in favor of large buyers is imposed upon a weak seller,
one can find many other instances in which the favoritism to the
large buyers is a deliberate policy of a strong seller trying to im-
prove his monopolistic position by creating a more monopolistic
position for his chief customers. The degree of competition that
prevails in the market in which his customers have to sell—that is,
in the selling market of the distributors or processors of his product
—will be reflected in the prices he can obtain in the long run. He
may therefore be greatly interested in helping his customers to
“improve” their market position by cleaning out “excessive com-
petition” among them. Price discrimination against the “small fry”
can be very effective in establishing such an increased degree of
monopoly for his favored customers in their respective markets.?®
Monopolistic Practices in Industries,” Hearings before the Temporary Na-
tional Economic Committee (Washington, 1939), Part 5A, pp. 2311-12.

29 The Federal Trade Commission has made the following statement con-
cerning this type of price discrimination: “The Commission considered that
a manufacturer, under the Clayton Act, . . . may not make his bargains
according to his own interest by discriminating as he pleases, however honest
and justifiable such courses might be from the standpoint of commercial
principles. Large industrial companies, through price discrimination, can
control competitive business conditions among their customers to the ex-
tent of enriching some and ruining others. . . . If it were left to a manu-
facturer to make the price solely on account of quantity, he could easily make
discounts by reason of quantity so high as to be practically open to the largest

dealers only, and in that manner might hand over the whole trade in his
line of commerce to a few or a single dealer.” Ibid., p. 2312.
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It was primarily this type of price discrimination which the
Robinson-Patman Act of 1936 made unlawful when the effect was
“to substantially lessen competition.”

Discrimination in favor of customers who obey, and against
those who do not obey, the seller’s wishes regarding resale price
maintenance or similar schemes, may be called the hold-them-in-
line type of price discrimination. It serves to control policies of
the customers, and to enforce price maintenance and compliance
with the seller’s wishes by granting discounts to those who “be-
have” and by excluding those who do not. The procedure is either
to grant the discount to all buyers except those on a “black list”
or to grant the discount exclusively to buyers who are on a “white
list.” The latter procedure is, from the point of view of legality,
much safer and therefore more common. One way of doing this
type of business is to give the discount to all buyers who are mem-
bers in good standing of a certain organization or association; but,
of course, there are a good many other ways of doing it; for ex-
ample—to mention only a couple of practices under this heading
—through refunds distributed through the association of the “be-
having” customers, or through free services rendered or other
~ forms of preferential treatment accorded to the behaving customers.

Product Use

Discrimination based upon the use made of the product is of all
types of group discrimination the most interesting for economic
analysis because here the differences in eagerness to buy and abil-
ity to pay, and the profits made through exploiting them, are the
basis and raison d’étre of the discriminatory pricing. (All but one
of the types of group discrimination thus far discussed have been
practiced for different reasons.) A seller’s profit will surely be
higher if he can squeeze each group to just the right extent, exact- -
ing high prices from groups that can stand them and conceding
low prices to groups that could not afford to use much of the -
product at higher prices. The seller will be able to do this if the
market can be divided by objective criteria and the buyer groups
thus separated respond very differently to various price levels for
the product. In other words, the elasticities of demand of the sepa-
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rate groups must be different if price discrimination is to yield in-
creased revenues.

The classical application of this principle has been in the rail-
road industry. It became known there as the charge-what-the-
traffic-will-bear principle of freight rate making and we shall speak
therefore of the charge-what-the-traffic-will-bear type of price dis-
crimination. :

The phrase “charge what the traffic will bear” can easily be mis-
understood. First of all, it certainly does not mean that the highest
possible price is charged without consideration of its effect on sales.
(The highest possible price would be the price at which the small-
st volume of output could be sold. Such a price would hardly be
to anybody’s advantage.) Secondly, if it were taken to mean noth-
ing else but that a maximum net revenue is extracted from the
business, then this principle would obviously be applicable to every
type of business, not merely to discriminating monopolies. The
seller in a purely competitive market will also charge what the
“traffic” will bear—but the “traffic” will not bear more than the
uniform market price. And, likewise, the seller with great control
over the price of his product but without being able to discrim-
inate between his customers will charge what the traflic will bear
—but it will be one uniform price, rather than a set of different
prices, that will fetch the highest possible net revenue. We prefer,
however, to use the phrase not in this all too general sense, but
only in connection with the problem of discrimination. Although
the phrase is often applied by way of analogy to other industries,
we shall reserve it for its original and historical meaning in the
discussion of railroad rates. .

Traditionally three kinds of discrimination are distinguished
in the field of railroad transportation: “personal” discrimination
(which was always unlawful), “local” discrimination (one phase
of which was prohibited by the famous long-and-short-haul
clause) 3° and “commodity” discrimination (which was always re-
garded as legitimate ). “Commodity” discrimination is discrimina-

30 The “long-and-short-haul clause” is a provision of the Interstate Com-
merce Act of 1887 and of its amendment of 1910, forbidding a greater
charge for a short than for a long haul over the same line if circumstances
were substantially similar.
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tion between groups of users of the transportation service accord-
ing to the commodities they ship.®* This kind of discrimination
is generally practiced by railroads and is condoned by the regula-
tory agencies of the government, indeed, it has been considered
indispensable for railroad operation on a paying basis.

Thus, while the law—chiefly the Interstate Commerce Act—
forbids rate differentials which give particular shippers or particu-
lar localities an “undue” advantage over others, it permits differ-
entials which give particular industries substantial advantages
over others. Incidentally, it is often overlooked that discriminatory
rates for various commodities may imply discriminatory treatment
of the different localities or regions in which the different indus-
tries are located. The rates for transportation per ton-mile are
very much higher for expensive materials like silk than for cheap
materials like coal or gravel. (“Expensive” and “cheap” refer here
to value per unit of weight.) The rates for copper are higher than
the rates for steel, the rates for fluid milk higher than the rates for
gasoline. That railroad rates are under government regulation
makes it difficult to state whether or not the approved rate struc-
ture is really all that the traffic will bear in the opinion of the rail-
road management. The inflexibility of court decisions and com-
mission rules, the emphasis on the “fair return” theory, and perhaps
the insertion of various social and political objectives, make it
doubtful that both level and structure of rates conform fully to the
principle of maximization of net revenues. The approved rate
levels are possibly lower in prosperity periods and higher in de-
pression periods than some alert managements would set them if
they were entirely free to charge what the traffic could bear. The
rate differentials, that is, the essentially discriminatory rate séruc-
ture, probably tally more closely with the managements’ views
about the relative elasticities of different segments of the demand

31 On first thought one may be inclined to interpret commodity discrimi-
nation in transportation as a type of product discrimination instead of a type
of group discrimination. Product discrimination, however, refers to different
products or product qualities offered by a seller at discriminatory prices.
Commodity discrimination in railroad transportation, on the other hand,
refers to one product, namely, transportation service, which the railroad
offers at discriminatory prices to different groups, namely persons using the
service for different commodities.



Price LEADERSHIP, DISCRIMINATION, UNFAIR COMPETITION 155

for transportation than the rate level tallies with their views about
the combined elasticities of the total market.

The application of the charge-what-the-traffic-will-bear princi-
ple to industries other than transportation may be called the get-
the-most-from-each-group type of price discrimination. It is often
practiced by public utilities (although also modified by public
regulation of rate making). Electric current for household con-
sumption is usually sold at much higher rates than the current for
users of industrial power. And even these two markets are some-
times subdivided according to the amount or kind of use made
of the electricity. In some communities electric current for hot-
water heating or space heating in households is cheaper than for
lighting; current for very large industrial users, who might find it
cheaper to produce their own power, is sometimes cheaper than for
small industrial users.

For several reasons we know of relatively few illustrations of
the get-the-most-from-each-group type of discrimination for manu-
factured products. First, discrimination in railroad and utility
rates is socially approved and publicly regulated, while discrim-
ination in industrial pricing is usually under suspicion and often in
danger of being construed as unlawful. Secondly, it is difficult to
divide the market into distinct groups of users, while such separa-
tions are easy in utilities and transportation. A domestic household
can hardly purchase electric current in the disguise of a factory,
and milk cannot very well travel in the disguise of gasoline,
whereas in the case of manufactured goods the purchasers who are
supposed to buy at higher prices may succeed in securing their
supply at the lower price, either by “sneaking in” with the pre-
ferred group or by having somebody else do the buying for them.
Thirdly, it is almost impossible to discover the presence of discrim-
ination for manufactured products where there are actual or alleged
cost differentials. The extra cost of transporting bulky articles, or
the differences in the cost of transporting in tank cars, box cars,
and platform cars, can be much more easily proved or disproved
than cost differences in the production of innumerable varieties of
manufactured goods. No public commission digs into the cost
accounts of manufacturing companies in order to compare costs
with selling prices. Finally, an enduring system of price discrim-
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ination requires a degree of monopoly which is not so easily
achieved in manufacturing industry, unless the government helps
to reduce competition through special legislation, patent and copy-
right laws, or similar devices. '

The examples we have of price discrimination practiced by
manufacturing industry in the United States usually come from
court cases or congressional hearings. In the glass container in-
dustry, under the protection of patents which were used for the
organization of a tight cartel through licensing contracts, instances
of discrimination between groups of users became notorious. Ex-
actly the same kinds of glass container were sold at higher prices
as “domestic fruit jars” than as “packers’ ware.” 32 The elasticity of
demand for jars for household use was apparently smaller.

A case of discrimination between different groups of users that
achieved much notoriety related to a chemical product. Manufac-
turers of plastics, protected by patents and patent license agree-
ments, sold a certain material for use in dentures at a price many
times higher than the price they charged for the same material for
industrial use.?* In the dental use the cost of the material was only
a negligible fraction of the cost of the complementary highly
skilled labor and, therefore, the elasticity of derived demand was
so much smaller that it could stand the strikingly increased price.
- The manufacturers were of course anxious to prevent the material
bought at low prices by industrial users from being “diverted”
to dental use. In order to make sure that such diversion would not
occur they advertised that the material sold to industrial users
might contain ingredients injurious to a patient’s health.?* This
slight “differentiation” of the product might make us wonder
whether the case should not be discussed as one of “product dis- .

32 Investigation in the Concentration of Economic Power, Hearings before
the Temporary National Economic Committee, Part 2 (Washington, D.C,,
.1939), pp. 572-74, 591.

33 The price differential was further increased by mark-ups—protected by
price maintenance arrangements—of the distributors. “Thus methyl metha-
crylate when marketed for ordinary commercial purposes sold for 85 cents
per pound, but when sold for denture purposes costs the dental profession
approximately $50 per pound.” Patents. Hearings before the Committee on
Patents, United States Senate, 77th Congress, 2nd Session, Part 2 (Wash-
ington: 1942), p. 719.

3¢ Ibid., p. 721.
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crimination,” rather than group discrimination, since the seller
offered two “different products,” allowing buyers to choose be-
tween a cheap material apparently unfit for dental use and an ex-
pensive one that could be so used. The case demonstrates that the
lines drawn between “classes” of phenomena are arbitrary and
anything but watertight.*

Two other examples of cases that might be regarded either as
instances of product discrimination or of user group discrimination
may be cited. The Aluminum Corporation of America used to sell
aluminum ingots at a higher price per pound than it sold aluminum
in cable form.?¢ Effective competition from copper cables was the
obvious reason for the lower price on aluminum cables. This seg-
ment of the aluminum market would not stand the higher price
that was charged for ingots, the less fabricated product. Similarly,
producers of plate glass charged a much higher price per square
foot for large pieces than for small pieces, although all plate glass
- isproduced in large sheets. The differential was at times more than
100 percent of the price for small sizes. The elasticity of demand
for plate glass in small pieces was high because of the heavy com-
petition of ordinary window glass; in large pieces plate glass had
no serious substitutes in its chief uses and the producers took ad-
vantage of the lower demand elasticity.>” Patent protection and
patent contracts enabled them to practice this discrimination with-
out disturbance either from insiders” defection or outsiders’ inva-
sion.

User group discrimination in the marketing of agricultural
products is practiced either under governmental plans or by agri-
cultural cooperatives aided by governments. The scheme of the
Surplus Commodities Administration, distributing surplus com-
modities at reduced prices to relief families (the so-called Food
Stamp Plan), was price discrimination with a partly “social” ob-

35 T chose to discuss the case as one of user group discrimination rather
than product discrimination because the differentiation of the product was
only a device for preventing the diversion of the substantlally identical prod-
uct from the favored users to those held up for the higher price.

86 The buyers of aluminum cable had to agree not to melt it. National
Recovery Admiinistration, Report on the Aluminum Industry (mimeographed,
Washington, 1935), p. 14.

37 Myron W. Watkins, Industrial Combinations and Public Policy (Bos-
ton: Houghton Mifflin Co., 1927), P: 170.
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jective—and thus may not belong to the type under discussion—
but conceivably a monopolistic seller of these commodities might,
if he could, choose the same system in trying to get the most from
each group.

A two-price and sometimes three-price system has been cre-
ated in the distribution of milk, with very substantial price differ-
entials according to the use to which it is put. The highest price is
charged for milk for fluid consumption, a much lower price for
milk for manufacturing into cheese, ice cream and other products,
and sometimes a medium high price for milk separated as cream.
The monopolistic organizations needed for the maintenance of
these price differentials were provided by producers’ cooperatives
and large-scale distributors, but soon it became necessary to give
the scheme governmental support. Various governmental laws
and regulations prohibit competition in this field in order to secure
the operation of the system which enables the producer to collect
a high price for fluid milk for direct consumption and to dispose
of all surplus milk at lower prices for industrial purposes.?8

Product Discrimination

Product discrimination does not depend upon a separation of
buyers in such a way that they cannot evade the demarcation lines,
but upon a differentiation of the products in such a way that the
buyers will separate themselves and buy at discriminatory prices.
A seller may do this by differentiating his products as to design,
label, quality, time of sale, or distribution channel having a differ-
ent appeal to different consumers.®®

38 See below, Chapter 8.

39 As T mentioned earliet, there is a still wider concept of product dis-
crimination. It concerns the sale of products which are not merely differen-
tiated from each other while still substitutable for the same or similar pur-
poses, but products serving totally different purposes. The prices at which
a seller offers these different products may be regarded as discrimingtory if
the “mark-ups” above their respective marginal costs are different. This get-
the-most-for-each-product type of discrimination is practiced by multi-
product firms when they meet heavier competition in the sale of some of their
products than of others. We shall discuss here only product discrimination
in the narrow sense of discrimination effected through the differentiation of
what is essentially the same product.
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The appeal-to-the-classes type of price discrimination is based
on a systematic attempt to divide the market according to the
ability (or willingness) to pay of different customer groups, not
by discriminating between buyers locally, personally, or through
any seller-determined criterion, but merely by offering the good
or service in slightly differentiated grades or classes among which
the buyers may choose. Cases in point are Grade A and Grade
B milk in New York City and many other places (with only
a small difference in quality or cost); standard and deluxe mod-
els of automobiles (with price differences larger than cost dif-
ferences); railroad fares in pullman parlor cars and day coaches
(with a relatively small difference in the cost of the service);
expensive and cheap seats in theatres and concert halls (with
no difference in cost to the management); goods in fancy
containers and the same goods without containers (with price
differences far in excess of the cost of packing); books in deluxe
binding and in ordinary or even paper binding (with price differ-
entials greater than cost differentials); dining room service and
coffee shop service in the same restaurant (with no or only a trivial
difference in the cost of the service ); and many other goods which
come in high grades and cheaper ones (with no cost differentials
accounting for the price differentials).

Most instances of the appeal-to-the-classes type of price dis-
crimination are considered as perfectly legitimate business prac-
tices. In some of these instances the service to the buyer who pays
the higher price is really superior in quality, even if its short-run
marginal cost to the seller is not higher than that of the service
sold at lower price. (An orchestra seat at a play is certainly better
than a seat in the rear section of the balcony.) In other instances
the inherent class implication is “worth” its price to the buyer (as
in the case of services to people who purchase the distinction
which they obtain through paying the higher price).

This relatively unobjectionable type of price discrimination is
different from the make-them-pay-for-the-label type, where the
whole differentiation lies in the brand or label of the article and
is designed to deceive the buyer by making him believe he is ac-
quiring a more durable or more hygienic or otherwise techno-

logically superior good.
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The Federal Trade Commission reported the case of a feather
bed pillow manufacturing company which

marketed their products under the five brand names “Princess,”
“Progress,” “Washington,” “Puritan,” and “Ideal.” In its advertis-
ing the manufacturer represented that these products were of
different grades in the order named and correspondingly different
prices were charged for each. The Commission found, however,
that all these five brands were of the same quality, and that the
material price differential between the “Princess” and the “Ideal”
brand reflected a difference in the label only.*

The make-them-pay-for-the-the-label type of price discrimina-
tion is definitely obnoxious when the discrimination is combined
with deceptive advertising and misrepresentation (as in the case
just described ). Where differences in quality are not falsely claimed
but merely indirectly suggested through different names or labels,
the practice is not so offensive. It has become customary for cer-
tain producers to sell the same quality of goods at higher prices
under a nationally advertised name or label and at lower prices -
under other names or labels. Certain chemical substances, cos-
metics, toothpastes, etc., are sold under non-proprietary names
much more cheaply than under proprietary names.** The whole-
sale price difference for nationally advertised hosiery and the same
merchandise under private label was, before 1938, up to $1.25 a
dozen.*?

- A seller may also differentiate his product in the clear-the-stock
type of price discrimination by presenting it at special times or,
in the case of retail trade, in special parts of his store. In this type
the seller disposes of stock on hand in order to make room for new
- stock. The best known example occurs in the inventory “sales” of
retail stores, where customers may buy regular stock at much re-
duced prices either at times especially advertised by the seller or
in special parts (for example, the basement) of the store.

#0 Quoted from Price Behavior and Business Policy, Monograph No. 1 of
the Temporary National Economic Committee, prepared by Saul Nelson and
Walter G. Keim (Washington, D.C., 1939), p. 80. The case is Docket No.
1129 of the Federal Trade Commission.

#1 According to Price Behavior and Business Policy, p. 81, the saving for
such purchases under non-proprietary names averaged 76 percent in 1938.

42 See Knit Goods Weekly, January 3, 1938, p. 8.
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The “temporal” discrimination which is involved in the clear-
the-stock type of price discrimination may be sporadic or periodic.
In any event, the seller does not want his bargain sales to encroach
to any large extent on his regular sales. The less business is switched
from regular prices to bargain prices the more nearly is his ob-
jective fulfilled. There is a different type of temporal discrimina-
tion which a seller practices precisely in order to switch some of the
demand for his services from busy to slack periods during the day,
the week, or the year. The switch-them-to-off-peak-times type of
price discrimination is practiced in public utility rates (rates for
off-peak electricity; night-and-Sunday rates for long-distance tele-
phone calls), in street-car fares (lower fares for travel between
rush hours), in hotel rates (lower off-season rates in resorts), in
theatre tickets (matinee prices in theatres), and probably other
instances in which the demand for services tends to be concentrated
at particular time intervals, leaving capacity under-utilized at
other times. In some of these instances, differential pricing need
not be discriminatory pricing. For there would be differentials
even if these services were supplied by pure competitors without
any control over prices. Price differentials are called discriminatory
only if they are “administered” and deviate from those that would
have emerged under purely competitive conditions. Of course, in
practice such a comparison may not be possible.

In most types of pricing described in this section the exercise
of discrimination against some buyers is based upon their own de-
cisions. The “segregation” of the buyers is voluntary, for it is up
to each buyer whether to choose the cheaper or the more expensive
product or service. In some cases, to be sure, particularly where
prices are differentiated according to the time the product or serv-
ice is acquired, the buyer’s choice may not be entirely free. (For
example, long-distance business calls can usually be made only
during business hours; and certain industrial users of electricity
could not possibly confine their operations to off-peak hours.) In
other cases, the choice may be a matter of mere convenience;
again in others, a matter of comparative costs. Where quality ap-
peal is the basis of the price differential, the buyer’s belief in the
higher quality of the higher-priced good or service is the reason
for his preference. In other instances, it may be discrimination itself
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for which he deliberately pays: he may want to be in the more ex-
clusive division, in the company of others who choose to distin-
guish themselves by getting the more expensive variety. (The par-
lor car passenger pays chiefly for the pleasure of traveling with
“better-class” people; the dining-room guest wants to eat in an
environment more distinguished than the cheaper coffee shop.) *3

Price Discrimination and the Public Interest

Discrimination is always “against” some buyers and “in favor
of” others. There are no accepted standards for determining
whether the buyers who pay the relatively high prices are being
“exploited” by the seller or whether the seller is being “exploited”
by the buyers who pay the relatively low price. Both complaints
may be made at the same time and there is no safe ground on which
to decide the issue. In some instances it can be shown that the less-
favored buyers are not put to any real disadvantage by the more
favorable treatment of others. Indeed, thev may even be better
off in consequence of the discriminatory policy. For example, the
price they have to pay may be high relative to the price paid by
others and yet, at the same time, lower than the price they would
have had to pay in the absence of discrimination. This may be so
because discriminatory price reductions may permit the sale and
production of a larger output and economies of large-scale pro-
duction may permit this increased output to be produced at lower
marginal cost. One must not assume, however, that this is a fre-
quent case, although much is made of it even where it cannot pos-
sibly apply.

In some of the cases of discrimination which we have seen in

43 The determination of the most profitable price differentials in cases of
product discrimination is an interesting problem in theory as well as in prac-
tice. And a difficult one as such, because the elasticities of demand for the
separate varieties are interdependent. That is to say, the demand for the
separate varieties is not “given” in the sense that it depends only on the
price charged for the particular variety. It depends also on the prices charged
for the other varieties. Economic theory has very nice solutions for the de-
termination of the optimum set of discriminatory prices under the assumption
of independent demand curves. A solution for interdependent demand curves
requires a more complicated apparatus than that traditionally employed in
geometric price analysis.



Price LeapersHip, DiscriMINATION, UNrFair CoMmPETITION 163

our survey the issue is not one of exploitation, nor one of obtain-
ing economies in production through market expansion, but rather
of creating handicaps for certain purchasers in their competition
with others. In other cases the discrimination is merely incidental
to particular systems of distribution and not regarded as onerous
by any of the purchasers. Or it may be inherent in a system of price
setting which is not intentionally discriminatory, yet in effect dis-
criminatory as well as onerous from the point of view of certain
buyers. Again in other cases the discrimination is part of a price
war between competing sellers which, while it lasts, may be wel-
come to some buyers, but threatens to end in a regime of serious
monopolistic exploitation. Finally, there are the cases where dis-
crimination is a form of subsidization by the government.

Needless to say, in view of such a variety of effects and implica-
tions, it would be unreasonable to pronounce a wholesale con-
demnation of price discrimination of every kind. Analysis will
reach verdicts of social undesirability or impropriety in many in-
stances. The presumption is that discriminatory pricing in most
cases results in a less efficient allocation of resources in the econ-
omy. And in many instances it serves to increase or maintain mo-
nopoly positions of the most undesirable type. On the other hand,
there are situations where price discrimination is the only way in
which an element of price competition can be introduced in an
otherwise monopolistic market regime.

A DiGressioN oN Price UNIFORMITY

Price fixing conspiracies and price leadership may result in
“price uniformity” in the sense that different producers charge
identical prices for their products. “Price uniformity” may also re-
sult from pure competition in the sale of homogeneous goods in a
perfect market, not because producers choose to charge the same
price, but because they cannot get any higher price however hard
they try, and will not consider taking less (since they can sell all
they want to sell at the uniform market price). Thus, both the
presence of pure competition in a perfect market and the total ab-
sence of price competition may result in identical prices being re-
ceived by different sellers.
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A Symptom of Collusion or of Competition?

Under these circumstances one may well understand the be-
wilderment of lawyers and witnesses in court cases, some trying
to present price uniformity as a symptom of collusion among sell-
ers, others as a symptom of competition. Taken by itself, it is a
symptom of neither. Only in conjunction with several other factors
could the existence of a uniform market price be used as an in-
dication of either collusion or pure competition. On the other hand,
there may be collusion with price differentials; and, when there
are standardized differences in quality or extra costs, there may be
price differentials under pure competition. Finally, it is conceiv-
able that there could be price uniformity without either collusion
or pure competition.*

Only an analysis of the partlculal situation can reveal the im-
plications of uniform prices in a given instance. To be sure, if sev-
eral participants in a sealed-bid competition for a large contract
submit identical bids, the presumption of collusion is hardly rebut-
table. Or if several producers at different locations quote identical
delivered prices to buyers at different places which are not regular
markets (prices that differ from place to place, but are for any one
place the same from all producers) the presumption of an ex-
plicitly or implicitly agreed-upon price system is difficult to refute.
No definite and general conclusion, however, can be drawn from
the existence of uniform prices as such.

+ The United States Steel Corporation in its statement prepared for the
Temporary National Economic Committee argued: “. . . it is quite errone-
ous to imply . . . that identity of prices at any given time is necessarily
evidence of absence of price competition. Quite the contrary is true. In any
competitive market, the price quoted by different producers at any given
time for any staple product will naturally tend to be uniform.” T.N.E.C.
Papers (Exhibit 1418), p. 34. In a case before the U.S. Supreme Court—
the Hardwood Lumber Case, 257 U.S. 377 (1921)—it was asserted that
“when different prices are being charged there are obviously no agreements
fixing prices.” This naive assertion was made not by the defendant but by the
Government prosecutor. Brief for the United States, pp. 67-68. Referring to
the conflicting expert opinions of Yale and Harvard authorities appearing as
witnesses in the Maple Flooring case, 268 U.S. 580 (1925), Frank A. Fetter
observed sarcastically: “Yale was trying to prove ‘uniformity’ as a sign of
innocence, and Harvard to disprove ‘uniformity,” assuming that it was a
sign of guilt.” The Masquerade of Monopoly, p. 334.
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Necessary Distinctions

Some of the confusion about the implications of price uniform-
ity is due to a failure to ascertain whether prices are inclusive or
exclusive of transport costs—that is, whether they are delivered
prices or mill-net prices—and whether uniformity refers to differ-
ent buyers or different sellers. It is necessary to distinguish between

(1) uniformity of delivered prices quoted to any one buyer
by different sellers (located at different places);

(2) uniformity of delivered prices quoted to different buyers
(located at different places) by any one seller;

(3) uniformity of delivered prices quoted to different buyers
(located at different places) by different sellers (located
at different places);

(4) uniformity of mill-net prices realized by any one seller -
from sales to different buyers (located at different places);

(5) uniformity of mill-net prices realized by different sellers
(located at different places) from sales to any one buyer;

(6) uniformity of mill-net prices realized by different sellers
(located at different places) from sales to different buyers
(located at different places).

It should be clear that some of these types of price uniformity
cannot coexist with some other types because they are logically
inconsistent with each other. For example, wherever buyers or
sellers are located at different places involving different transporta-
tion costs, uniform delivered prices must mean different mill-net
prices, and uniform mill-net prices must mean different delivered
prices.

We can reduce some confusion if we adopt the practice of
some writers and make a difference between the words “uniform”
and “identical.” We shall speak of “uniform” prices when we refer
to the prices quoted by one seller to different buyers, as in cases
(2) and (4); we shall speak of “identical” prices when we refer
to the prices quoted by different sellers to one buyer, as in cases
(1) and (5); in cases (3) and (6) the prices are both uniform
and identical. '
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Implications of Price Identity and Uniformity

The interpretation of case (1) has an interesting economic and
judicial history. It was this case that experts before courts and in
briefs had in mind when they tried to use the theory of the uniform
and identical equilibrium price in a perfectly competitive market
in support of the assertion that identical quotations of delivered
prices by different sellers were the result of perfect competition.*5
Quite apart from the logical fallacy in the argument that price
equality must be the result of price competition because price
competition results in price equality, the crux of the matter lies
in the innocent or fraudulent confusion between the equal prices
eventually emerging from competitive bidding-and-asking in the
market place and the equal prices initially quoted by different
sellers without any shopping around, without any bargaining, and
without any bidding-and-asking. Competition in a perfect market
does not mean that all sellers start by quoting the same prices;
it means merely that those who quote higher prices will not ob-
tain any orders as long as other sellers accept lower prices. And,
of course, the uniform and identical market price resulting from
competitive bidding-and-asking among potential buyers and sellers
refers only to a moment of time and will usually be subject to fre-
quent if not continuous fluctuations; prices identical as well as in-
flexible over an extended period are hardly possible if active price
competition exists. Thus, identity of delivered prices quoted to one
buyer by different sellers, if it is not an accidental but rather a
regular occurrence, establishes the presumption of an organized
elimination of price competition among the sellers.

Case (2)—uniform delivered prices quoted by any one seller
to different buyers at different locations—implies price discrimina-
tion inasmuch as the seller accepts lower net prices from distant
customers than from customers to which transportation charges
are less. He would surely not do this under pure competition. Ab-
sence of pure competition, however, need not imply the existence
of a monopoly position of any great strength. A very high degree
of competition would still be compatible with the absorption of

5 For documented examples see Machlup, The Basing-Point System, pp.
76-77, 95-99.
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small differentials in delivery cost. If freight differentials are not
small, their absorption would not be consistent with the existence
of very vigorous competition. For under vigorous competition each
seller, trying to secure more of the business that brings higher net
prices, would reduce delivered prices for the near-by customers
and raise them for more distant customers; in other words, he would
not retain the practice of charging uniform delivered prices. But
even the absence of vigorous competition, which can be inferred
from the fact that a seller charges uniform prices in spite of sub-
stantial freight costs, allows no inferences concerning the means
by which competition has been restricted, in particular, whether
or not collusion exists.

In Case (3)—uniform and identical delivered prices quoted
by different sellers to different buyers at different locations—the
presumption that an organized relaxation or suppression of price
competition exists is much stronger, especially if transportation
costs are relatively high. If the case is not one of outright price fix-
ing, it is probably one of price leadership or tacit understanding.
Such a presumption is not necessarily warranted if transportation
costs are relatively small.

Case (4)—uniform mill-net prices realized by a seller from
sales to different buyers at different locations—is the one case that
would be consistent with “pure competition.” The net prices real-
ized by a pure competitor from all his sales must at any one time
be the same. But that the case is consistent with pure competition
does not mean that it would be inconsistent with all sorts of
monopolistic situations. It is quite conceivable that sellers—per-
haps under the pressure of governmental measures—abstain from
price discrimination so that each will realize uniform net prices
from all his sales, but that these mill-net prices are nevertheless
the result of price leadership or outright price fixing schemes. It
is more difficult, however, for sellers to suppress price competition
for long periods if they are compelled to quote uniform f.0.b. mill
prices.

The meaning of Case (5)—identical mill-net prices realized
by different sellers at different locations from sales to one buyer—
is not immediately clear. If mill-net prices are identical and trans-
port costs different, delivered prices must be different. Normally
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a buyer selects the cheapest offer and rejects the others. The buyer
in Case (5) does not; he pays more for goods from distant sellers
than from near-by ones. In other words, he practices price discrim-
ination in purchasing. Obviously he buys also from distant sources
because he cannot get all he wants from the closest source. He is
in a so-called “monopsonistic” position. In paying idehtical f.o.b.
prices to different producers he discriminates against the near-by
suppliers and in favor of the more distant ones.

Case (6) implies that actually consummated sales of goods
delivered from a variety of places to a variety of places with differ-
ent transportation costs yield uniform and identical mill-net prices
to every seller. It would take a peculiar price-fixing agreement to
accomplish this result; for example, a group of buyers could con-
spire to pay for a material a fixed price f.0.b. producing place wher-
ever this may be. To be sure, a governmental price regulation can
do the trick; for example, a regulation fixing the price of an agri-
cultural produce f.0.b. farm regardless of its location.

Unrair COMPETITION

A survey of monopolistic business practices would be sadly
incomplete without a discussion of “unfair competition,” or of
those methods of competition that are called unfair either because
they involve techniques, such as deception or bribery, regarded as
fouls by standards of common decency, or because they injure not
only competitors but also consumers, or because business groups
have been trying to persuade us that such methods are bad for
them, and what’s bad for business must be unfair. Unfair competi-
tion under the traditions of the common law, unfair competition
under recent pressure-group-sponsored statutes, unfair competi-
tion under the norms of some special business ethics,—these are
rather different things; and an evaluation of the “unfair” prac-
tices from the point of view of the economic welfare of society may
differ from the results of applying any of these standards.

What Is Unfair?

A few words ought to be said about the meanings of fair and
unfair. Of course, we shall not review the dictionary meanings of
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fair, ranging from blonde and beautiful to gentle and advanta-
geous. When the modes or results of economic actions are called
“fair,” the connotation is clearly one of justice, equity and pro-
priety, but with a rather vague, shiftable, and highly subjective
standard. What may be fair from your point of view need not be
fair from mine. Where there is widespread agreement, it is prob-
ably because a state of affairs has long prevailed and people have
become accustomed to it. What contlnues to be as it has “normally”
been is often regarded as fair, whereas a deviation from the cus-
tomary is resented by many as unfair.

But if a deviation from the expected—the customary, the
normal—is regarded as unfair by those who are disappointed, one
should ask whether they had any right to expect what they ex-
pected. Do I have a right to expect to be able to recover my in-
vestment? Do I have a right to expect that nobody will imitate
my new ideas? Do I have a right to expect to resell with a profit?
If I have been given a promise, I have a right to expect it to be
kept and I may regard its being broken as unfair. If all my com-
petitors have promised me not to cut prices—though such prom-
ises would be illegal—I may call those unfair who break the
promise. But if they have not promised price maintenance, an ex-
pectation on my part that I shall be able to sell at a profit is only a
gamble and I have no right to shout “unfair” if someone starts

chiseling. I shall be just out of luck.

‘ There is a difference between being out of luck and being
robbed, though many overlook this difference and complain that
they are robbed whenever their hopes are frustrated by actions
of other people who have a perfect right to do what they do and,
indeed, whose actions probably benefit the community as a whole.
Of course, it is different if the actions that hurt the complainant
are clearly in violation of common rules of ethics—rules, for ex-
ample, against lying and deceiving—or clearly injurious to the
public at large. But injury to competitors must not be confused
either with injury to competition or with injury to the public.

Unfair competition under the traditions of common law and
conservative legal doctrines does not include such things as com- .
petitive price cutting, selling below cost, or imitation of a com-
petitor’s ideas, designs or styles. Unfair competition under the
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provisions of statutes enacted since the 1930’s does extend to price
cutting, and in some states to “selling below cost,” in the retail
business. Unfair competition under the codes of ethics of some
special business groups extends to fairly widespread competitive
activities which even accommodating legislatures have thus far
refused to outlaw. Evaluations of any of these practices from the
economic point of view will pay no special attention fo vested in-
terests but will consider only the effects on the economy as a whole.
These evaluations will distinguish competitive actions by which a
seller makes his product cheaper, bigger, better, or more appeal-
ing to the buyer, from competitive actions by which a seller tries
to make his competitors’ products more expensive, less serviceable,
less available, or less appealing to the buyer. There is good sense
in calling competitive actions of the latter, or negative, kind un-
fair competition—for they are prejudicial to the consumer as well
as to the competitors. But competitive actions of the first kind
are probably beneficial to the public, no matter how much they
may hurt some of the competitors. The disappointment of sellers
unable to sell at a profit may evoke sympathy but will not cause
economists to regard the price cutting that causes such disappoint-
ment as unfair competition. Competition that prevents sellers from
making a “fair profit” is not for that reason “unfair.”

The Right to Compete

Businessmen have always sought protection from damage by
competitors and have often gone to court for relief. But the com-
mon law has usually refused to grant such relief and has generally
upheld the right to compete.*®

Fortunately for the economic development of society, the con-
servative legal doctrines of unfair competition have sturdily re-
sisted most of the businessmen’s attempts to suppress competition
by calling it “unfair diversions of trade” and “unfair appropriation
of intangible trade values” by competitors. By and large, the courts
have upheld the right to compete even where competition meant

46 One of the earliest court cases against a competitor was the School-
masters’ Case of 1410. It was brought by two English schoolmasters who

sued a newcomer because his competition had reduced tuition fees. The
court denied recovery of the damages.
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appropriation by a newcomer of the “fruits of one’s labor, invest-
ment, and ingenuity.” **

Since the great depression of the 1930’s a number of statutes
have been enacted which restrict the right to compete and extend
the range of practices regarded as unfair under the law. For par-
ticular industries special interest groups have succeeded in reduc-
ing competition through specific legislation enacted in the name
of fairness. “Preventing unfairness,” if one were to judge from the
letter and spirit of a host of state laws and local ordinances passed
during the last twenty years, is almost equivalent to “preventing
competition.” Through successful campaigns against alleged un-
fairness, monopolistic interests have won many local victories.
On the national scene, the biggest offensive against competition
in the United States was the National Industrial Recovery Act of
1933, inspired by the mistaken theory that it would help to cure
the depression. Almost 900 “codes of fair competition” were formu-
lated during the two years of the N.R.A. This experience taught
many people that competition would soon be completely stifled
or altogether abolished if the businessmen’s ideas of fairness were
allowed full scope in delimiting the range of permissible com-
petitive practices. Nevertheless, in the retail field the right to use
price competition in the sale of articles with trade-marks or trade-
names was well-nigh abrogated in the name of “fair trade.”

Economic Classification

From the point of view of economic analysis the competitive
practices which are regarded as unfair either under the law (com-
mon or statutory) or under the ethical standards of the business
community—"unfair” either because of the malicious or predatory
intent of the perpetrator or because of injurious effects upon com-
petitors or consumers—may be divided into the following four
groups:

1. Competitive practices which tend to confuse, deceive or
molest the consuming public and thus to impair the economic func-
tion of price competition in the markets.

7 Milton Handler, “Unfair Competition,” Iowa Law Review, Vol. XXI

(1936), reprinted in Readings in the Social Control of Industry, ed. E. M.
Hoover, Jr. and J. Dean (Philadelphia: Blakiston, 1942), p. 93.
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2. Competitive practices which, employed by firms with su-
perior economic power, tend to weaken the competitive position
and jeopardize the survival of smaller firms in the industry and,
thereby, to increase or reinforce the monopolistic power of the
former. '

3. Competitive practices (such as nondeceptive imitation and
appropriation of ideas) which, although injurious to competitors
and regarded as unethical by most people, tend to lead to effects
more often beneficial than harmful to the consuming public.

4. Competitive price cutting which, injurious to competitors

but not to competition, regarded as unethical by members of the
~ trade but not by the mass of buyers, is perhaps the most important
form of competition and unquestionably beneficial to the com-
munity.

The fourth class is listed here only under protest. It does not
really belong in the category of unfair competition and, until
twenty years ago, no lawyer and no economist would have in-
cluded it. The one thing unfair in connection with competitive
price cutting is the attempt of its opponents to stigmatize it as
unfair competition and legislate against it in the name of fair-
ness. No further discussion of this point seems necessary in the
present context. The other three classes of unfair competition will
now be discussed in turn. '

Deception of the Consumer

The origin of the term unfair competition is found in cases
dealing with the attempts of one seller to pass off his goods as
those of another by putting them on the market under a trade-
mark or trade-name associated in the minds of the public with the
products of the other. He may appropriate the mark or name of the
other or he may merely imitate it so closely that the public is con- -
fused. Through such deceit trade is diverted to the imitator. The
rightful owner of the trade-mark can bring an action for “infringe-
ment of his copyright”; the originator of the trade-name can bring
- an action charging “unfair competition.”

The protection of trade-marks and trade-names which the law
accords to their proprietors has an economic justification which
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does not hinge on the property rights acquired by the first user or
on the investment of effort and money which he may have made in
order to get his goods accepted and known by the public under the
chosen marks or names. The justification is that intelligent con-
sumption “requires some means of identifying today the articles
that pleased or displeased yesterday.” ** The consumer is entitled
to protection against confusion and deceit. It has been considered
expedient to secure this protection by giving the injured com-
petitor and proprietor of the identifying devices the right to sue the
simulator; this method “vicariously avenges the fraud upon con-
sumers.” * The difficulty inherent in this method is that the protec-
tion of the property interests of a competitor against unfair diver-
sion of trade and the protection of the consuming public against de-
ception are not always concurrent. Some lawyers, emphasizing the
property aspect of the problem, are too much inclined to restrain
competition as unfair where no consumer interests are jeopardized,
or to deny relief against serious consumer deception if a competitor
cannot prove damages to his property interests. Court decisions in
trade-mark cases are full of instances of both these types.

Other practices by which goods of one producer are passed off
as those of another include imitation of labels, packages and ap-
pearances. Any sort of misrepresentation of origin which may seri-
ously mislead the consumer and injure the competitor comes into
‘this category of unfair competition and may be a cause of court
action. The protection of trade-marks, names, labels, brands, etc.,
does, however, enable established firms to secure a position in the
public’s esteem which newcomers in the field may have great diffi-
culty overcoming. In other words, new producers producing equally
good or better products at cheaper prices may be unable to over-
come firmly established public preferences that have been care-
fully nurtured by advertising and other sales campaigns. Devices
to protect the consumer against confusion and deception are dearly
paid for if they deprive him of the benefits of newcomers” competi-
tion. This is the basic justification for grade labeling and other ar-
rangements which enable the consumer to obtain accurate infor-
mation as to the quality of the product he is buying irrespective

8 Handler, op. cit., p. 89.
49 Ibid.



174 Business PoLICIES

of the name or package in which it is presented. Even more
drastic measures might be called for in order to guard against the
danger that the protection of exclusive rights in the use of identify-
ing devices virtually close the field to newcomers. The throwing
open of a trade-name for use by every seller in the field, if the name
has become the generic term for the type of product covered, is a
measure to which courts have frequently resorted.

Protection of the consumer is not confined to protection against
deception as to the origin of goods, but extends to protection
against deception through misrepresentation and misbranding of
goods as to quantity, quality and character. Misrepresentation may
relate either to the seller’s own goods or to the goods of his com-
petitors. False statements by a seller about his own wares, in an
attempt to make them more desirable to the consumer, and false
statements about his competitors’ wares, in an attempt to make
them less desirable to the consumer, are surely unfair and obnox-
ious methods of diverting trade from competitors. It is therefore
appropriate that not only consumers deceived by unfair competi-
tive practices but also competitors injured by false advertising,
malicious disparagement of their goods or services, and other kinds
of gross misrepresentation should be given the right to bring legal
action for relief and damages.

There is a question, however, where the line should be drawn
between the principle that the law should protect the buyer against
deception and the principle that the buyer should protect himself
by using prudence and common sense. There exist, especially in
retail trade, many simple schemes of misleading a buyer into be-
lieving that he is being offered a special bargain where this is not
the case. And there are the notorious merchandizing schemes fea-
turing lotteries or including other “attractive” elements of chance.
Does it devolve on the law to protect the imprudent buyer?

Molestation and intimidation of customers in order to divert
trade from competitors, or physical interference with customers’
dealings with competitors, are certainly unlawful. That the law,
besides protecting the customer against such assaults, undertook
to protect a business against a competitor’s assaults upon its cus-
tomers, is an interesting extension of the law of unfair competition.

In the United States the greater part of existing law against un-
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fair competition of the types discussed—protecting the consuming
public against deception and molestation—has developed as com-
mon law, but statutory law has made some additions. For example,
the mail fraud section of the postal laws prohibits the use of the
mails for lotteries and fraudulent selling schemes. The Food and
Drug Law, enacted first in 1906 and amended several times since,
prohibits misbranding and adulteration of foods and drugs. The
Federal Trade Commission was established in 1914 for the purpose
of banning “unfair methods of competition,” and it was thought
that the words unfair competition would be permitted “to grow and
broaden and mold themselves to meet circumstances as they
arise.” °°

Competition to Reduce Competition

A number of sharp practices against competitors are regarded
by the law as unfair and not to be tolerated if they are used by firms
with superior economic power against smaller firms and jeopardize
the survival of the latter as competitors. If the same practices were
used against firms of more equal strength, they would still be
“sharp” practices, condemned as unfair under our accepted moral
code, but they would neither in the short nor in the long run injure
the interests of the consuming public and there would be no firm
ground for interference by the legislative, judicial or executive
powers of the state.

There are a great variety of practices which strong concerns or
combines have employed to run weak competitors out of business
and which courts have ruled to be illegal because they constituted
attempts to reduce competition or create monopolies. Cutting off
the sources of supplies of weaker competitors; closing their chan-
nels of trade by tying up all the main retail outlets with exclusive
dealing contracts; inducing their customers or suppliers to break
contracts; enticing away their most valuable employees; shadow-
ing the competitors’ salesmen; selling their products below cost;
manufacturing and selling inferior imitations of their products;
maintaining bogus independents; intimidating the competitors’

50 Statement by Senator Cummins, Congressional Record, Vol. 51 (1914),
p- 14002.
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customers by threatening them with suits for alleged patent in-
fringements; weakening the competitors’ positions through the use
of commercial bribery and espionage or through harassing litiga-
tion; arranging group boycotts against competitors or their cus-
tomers; coercing competitors through threats of cut-throat compe-
tition; these are some of the practices which have become notorious
through court cases dealing with violations of the Sherman Anti-
trust Act. :

Price discrimination and tying clauses are two methods of com-
petition to reduce competition that the Clayton Act singled out for
special treatment. These practices are prohibited only if they are
part of a scheme to reduce competition substantially or to create a
monopoly. Price discrimination of the “kill-the-rival” type, the
“favor-the-big-ones” type, and the “hold-them-in-line” type have
frequently been used as part of schemes to reduce competition.®?
Tying clauses in sale or lease contracts are clauses which prohibit
the buyer or lessee from using goods supplied by competitors.
Such exclusive-dealing agreements are unlawful where their effect
may be to lessen competition substantially.

No Harm to the Consumer

Industrial espionage, betrayal of trade secrets, piracy of ideas,
imitation of original styles and designs—all these sound like grossly
unfair practices. There is, however, an important difference be-
tween them and other unfair methods of competition. Whereas
other unfair practices are, as a rule, injurious to a competitor as well
as to the consuming public, this cannot be said about nondeceptive
imitation and appropriation of ideas. Here no harm to the consumer
is involved. On the contrary, the more extensively good ideas are
appropriated, good products copied and good techniques imitated
by competitors, the greater will be the benefit to the consumer.

Lawyers usually see these things in a different light. They are
inclined to apply the philosophy of the patent law to the law of
trade secrets (and, in addition, to label as morally reprehensible any
actions of a competitor which injure the business of another). Un-
der the patent law inventors of certain types of products are

31 See above, pp. 147, 150 and 152.
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granted protection against imitation for a limited period. In spite of
the temporary restraint on the utilization of the invention, the con-
sumer is deemed, under the philosophy of the patent law, to benefit
because the patent protection generally offered to inventors pro-
motes invention, research, and investment in developing new ideas.
Lawyers sometimes insist that the protection of trade secrets, de-
signs, and other industrial and commercial ideas has a similar justi-
fication. But can this seriously be argued?:Ideas of this sort are not
the result of tremendous research expenditures nor are they of great
fundamental value.’2 Where should the line be drawn?

There may perhaps be other grounds on which espionage and
bribery for the betrayal of trade secrets should be prohibited as
unfair competition; but since the interest of the consumer cer-
tainly does not call for it, we should be very careful how far we per-
mit the law to designate as legally wrong actions which merely
enable good ideas to be more widely copied. For example, low
price dress manufacturers are referred to in most uncomplimentary
terms for copying the dress designs put out by the exclusive houses
for the wealthy ladies of fashion.?® Yet one of the arguments against
permitting dress designs to be patented in the United States is
that it is desirable that the working girl should be able to dress
as fashionably as the Park Avenue debutantes. The consumer’s
interest is harmed rather than benefited by the protection of any
“property” in unpatented ideas. This has been recognized by legal
theory concerning the appropriation of ideas which cannot be
kept secret. In the United States, original styles may be copied
with impunity. Unpatented products, designs, advertising schemes
and merchandizing methods may be imitated without any legal
- obstacles (except in cases of “passing off,” i.e., deceiving the con-
sumer about the source of offered goods). Imitation, indeed, is
accepted as an integral part of competition. To ban nondeceptive
imitation would be to eliminate competition and to leave the con-
sumer at the mercy of monopolies.

*2 The institution of private property has a different meaning with respect

to material things, on the one hand, and ideas on the other. See below,
Chapter 7, pp. 280-81.

53 See for example Sylvan Gotschal, The Pirates Will Get You (New
York: Columbia University Press, 1945).
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Governmental Restraints on Monopoly:
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HE PROBLEM OF monopoly and competition is by no means a
T recent concern of government. Indeed, we know of laws
about monopolistic practices written more than 4,000 years ago
—in Babylon. A truly Babylonian confusion of governmental at-
titudes toward the problem can be seen in the histories of most
nations: a succession of state interventions restraining monopoly
and aiding competition, restraining competition and aiding mo-
nopoly.

[181]
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INTERVENTIONS AGAINST COMPETITION AND AGAINST MONOPOLY

Governments, apparently, have never been able to make up
their minds as to which they dislike more, competition or mo-
nopoly. This has remained true to our days and will most likely
continue in the future. In the United States, antimonopoly senti-
ment has been especially vocal, but legislative action during the
last decades has been more “anticompetitive” in character. Whether
government activities, on the basis of the presently existing body
of law, are on balance more favorable to monopoly or to com-
petition is controversial. A survey of the laws on the statute books
—federal, state and local—gives this writer a strong impression
that the net effect is in favor of monopoly.

Interventions against Competition

Since monopoly has a definitely “bad” connotation in the minds
of people it is obvious that government action against monopoly
can state its purpose expressly, whereas government action in fa-
vor of monopolistic developments is usually taken in the name of
some other economic or social objective. In many or perhaps most
instances the aid which state intervention gives to monopolistic
developments is in fact an incidental effect of measures aiming at
other, more or less generally accepted, goals. Examples are cor-
poration laws—to enable successful financing and efficient man-
agement of large enterprises; patent laws—to encourage progress
in the technical arts; labor laws—to prevent hardship among
workers and improve their economic status; building ordinances—
to avoid dangers to public safety and health; and other state and
municipal laws and regulations to protect the people from dan-
gers and hardships of one sort or another.

In certain instances government intervention is aimed ex-
pressly against competition, if only against allegedly vicious or
unfair types. Cases in point are tariff laws—to protect domtestic
industries from foreign competition; fair-trade laws—to protect
the upright, independent retailer from “unfair” competition by
cut-rate stores; state laws regulating the supply and distribution
of milk and other farm products—to safeguard sanitary condi-
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tions and, more frankly, to secure “fair” prices for the producers;
laws regulating the rates of long-distance trucking services—to
protect carriers from competition by operators able to charge low
rates because they (allegedly) neglect proper safety provisions;
and many similar laws and regulations to protect “qualified” and
licensed operators from competition by the “unqualified” and un-
licensed.

All these and other governmental aids to monopoly will be
discussed in the subsequent chapters. The present chapter is given
to the discussion of governmental restraints of monopoly.

Interventions against Monopoly

The most effective kind of action government can take against
monopoly is to stop intervening against competition.

Historically, one of the more conspicuous moves against mo-
nopolies, the English Statute of Monopolies (of 1624) was merely
a prohibition of monopoly grants by the Crown. The abolition of
privileges for the exclusive practice of particular trades, privileges
previously created by the state (such as the exclusive rights of
craft guilds) ranks high among the few successful government
actions against monopoly.

Legal proscriptions of private monopoly and monopolistic prac-
tices has always been hampered by the difficulty of defining “mo-
nopoly” and “monopolistic.” That contracts “in restraint of trade”
were considered void and unenforceable by English common law
was, of course, of considerable significance, but the distinction
between “reasonable” and “unreasonable” restraints of trade left
the matter ambiguous and vague. In the United States the anti-
trust laws, according to some legal opinion, merely codified what
had been the law of the land. In the view, however, of William
Howard Taft, former Chief Justice of the Supreme Court of the
United States, “our antitrust statute . . . makes such (unreason-
able) restraints, which were . . . only void and unenforceable
at common law, positively and affirmatively illegal, actionable,
and indictable.” * In judging what constitutes “unreasonable” re-

t William Howard Taft, The Anti-Trust Act and the Supreme Court (New
York: Harper & Brothers, 1914), p. 21.
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straint of trade, American courts in several respects went beyond
English courts, but vagueness and uncertainty due to the impos-
sibility of defining such phrases as “unreasonable” restraint have
not disappeared. Only recently it has been observed that “under
the ‘rule of reason’ in the application of the antitrust laws to any
given situation there is no ‘rule of thumb’ to determine the issue.” 2

The effectiveness of the antitrust laws is not easy to evaluate.
The historians Charles and Mary Beard said of the Sherman Anti-
trust Act of 1890: “This act was neither imposing nor effective.
For a long time presidents allowed it to sleep in the statute book.” *
They might have added that the courts soon after its enactment

“ proceeded to blunt or pull the teeth that Congress had put into the
law, and that Congress failed to appropriate the funds necessary
to administer it. There was a period, under Presidents Theodore
Roosevelt and William Howard Taft, when the Government in-
stituted some significant antitrust suits, but broadly speaking it was
not until the late thirties, almost fifty years after the enactment
of the Sherman law, that the Government began vigorously to
prosecute antitrust violations.*

Whatever effectiveness the antitrust laws may have had in
preventing conspiracies and collusion among competitors, they
were totally ineffective in preventing combinations of competitors
through merger. The merger movement in the United States,
which started in the late 1880’s, has continued practically un-
checked, without any serious interference by the Federal Gov-
ernment, aided by convenient adaptations of corporation laws by
the states.

2 George E. Folk, Patents and Industrial Progress (New York: Harper &
Brothers, 1942), p. 18.

3 Charles A. and Mary R.-Beard, A Basic History of the United States
(New York: Doubleday, 1944), p. 329.

+In 1940 the Government instituted 114 cases under Federal antitrust
law. During the 49 years from 1891 to 1939 it had instituted an average of
less than nine cases a year and a maximum of 27 cases a year (in 1913). See
United States Versus Economic Concentration and Monopoly, A Staff Re-
port to the Monopoly Subcommittee of the Committee on Small Business,
House of Representatives (Washington, 1946), Appendix G, pp. 276-89.—
Perhaps it should be noted that the bulk of the prosecutions instituted by
Assistant Attorney General Thurman Arnold (1938-1943) were directed
against collusion cases, whereas several of the prosecutions instituted by At-
torney General Wickersham (1909-1913) called for the dissolution of trusts.
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The dramatic and yet feeble attempts of government to inter-
vene against the growth of monopolistic business positions can be
more illuminatingly discussed. against the background of a his-
torical survey. For curiosity’s sake the following chronology of
government attitudes toward monopoly includes a few items from
ancient times; the first 3,500 years of: the chronology, however,
are covered by no more entries than the last ten or twelve years
—which, I suppose, is the appropriate historical perspective.

Ancient History ®

circa 2100 8.c. Code of Hammurabi, King of Babylon, contains refer-
ences to monopolistic practices. )

347 B.c. The word monopoly is first used in Aristotle’s Politics in
a discussion of people who cornered the market by buy-
ing up all the oil presses and all iron, selling later for a
high profit at a time of urgent demand.

circa 160 B.c. Cato, the Elder, refers to associations between rival
companies to establish monopolistic prices.

circa 30 A.p. Tiberius, Roman Emperor, introduces the word mono-
poly in Latin in an address before the Senate.

circa 79A.p. Plinius, the Elder, Roman naturalist, records the fre-
quent complaints of citizens against the exactions of
monopoly.

483 Ap. The Edict of Zeno, Roman Emperor, prohibits all
monopolies, whether created by imperial decree or by
private action, combinations and price agreements.

533 op. Code of Justinian, Roman Emperor, contains prohibi-
tion of monopolistic practices.

English History

After 1000 Merchant guilds and craft guilds develop as privileged
groups endowed with the exclusive right to practice certain
trades and professions in accordance with regulations.

5 Most of this information is taken from Frank A. Fetter, The Masquerade
of Monopoly, pp. 249 ff., 335 ff. and 457, and from his testimony before the
Temporary National Economic Committee. Investigation of Concentration of
Economic Power, Hearings, Part 5 (Washington, D.C., 1939), p- 1658. Some
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A statute of Edward I prohibits “forestalling,” a crime long
illegal under common law. (Forestalling is trading outside,
and before the opening, of the organized market, making it
possible to buy up the supply of a commodity and to corner
the market. Unlawful also are “engrossing,” i.e., the buying
up of large quantities in order to sell at unreasonable prices,
and “regrating,” i.e., enhancing prices in reselling goods in
the same market.)

In a case against the Candlemakers of Norwich the court
decides that price agreements are illegal and punishable.

In Dier’s case the court declares that “contracts in restraint
of trade” are void and unenforceable. (Dier had sued for
payment of a sum promised him for retiring from the dye-
ing business. )

The word monopoly is first used in English by Sir Thomas
More, author of Utopia.

A statute of Edward VI disendows certain religious fra-
ternities but expressly exempts craft fraternities (guilds).
Territorial monopolies of guilds are abolished.

Queen Elizabeth grants many “monopolies” (i.e., exclusive
rights to manufacture or sell certain commodities) to
nobles, corporations and Court favorites, as well as to in-
novators. .

In the “Case of Monopolies” (Darcy v. Allin) a court de-
cision declares a monopoly in playing cards void as against
common law because it results in higher prices and lower
employment.

Parliament passes the Statute of Monopolies forbidding the
granting by the Crown of exclusive rights to trade (except-
ing, however, certain privileges such as those granted by
Parliament, charters to craft guilds, patents for new inven-
tions).

In Mitchel v. Reynolds the court makes the significant dis-
tinction between “reasonable” and “unreasonable” restraint
of trade.

The East India Company loses its monopolistic trading
privileges in India.

Guilds are definitely abolished.

The House of Lords as highest court in Mogul Steamship

information is taken from Theodor Mommsen, The History of Rome (New
York: C. Scribner’s Sons, 1870; Revised ed. 1903).
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1948

Company v. McGregor, Gow et al. refuses to allow dam-
ages to a company excluded from the shipping trade
through the policies of a freight pool.

The Monopoly (Inquiry and Control) Act is passed, cre-
ating the Monopoly and Restrictive Practices Commission
to investigate matters referred to it by the Board of Trade,
to report to Pariiament and to draft Orders, for issuance by
the competent Government department, declaring unlaw-
ful such practices as are found to operate against the public
interest, each Order becoming effective only after approval
by Parliament.

American History

1641

1779

1877

1887

1888

1890

1890

The Massachusetts Colonial legislature decrees “there shall
be no monopolies granted or allowed among us but of such
new inventions as are profitable to the country, and that
for a short time.”

A statute of the Province of Massachusetts deals with
monopoly and forestalling as the same thing.

A court decision in Munn v. Illinois broadens the scope of
public regulation of businesses which are “affected with a
public interest.”

The Interstate Commerce Act is passed, creating the Inter-
state Commerce Commission for the regulation of railroads
and other common carriers.

The State of New Jersey adopts a general incorporation
law permitting intercorporate stockholding (holding com-
panies ).

In The People of the State of N.Y. v. The North River Sugar
Refining Company, a suit brought under common law, the
Circuit Court of Appeals annuls the corporate existence
of a company which had entered into a trust agreement
with other corporations, on the grounds that the company
had accepted from the State the gift of corporate life only
to disregard the conditions upon which it had been given,
and on the grounds that it was a violation of the law for
corporations to enter into a partnership with other corpora-
tions.

The Sherman Antitrust Act is passed, prohibiting all con-
tracts, combinations and conspiracies in restraint of trade
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as well as all monopolies and attempts to monopolize.

In United States v. E. C. Knight Co. the Supreme Court,
making a distinction between manufacturing and “inter-
state commerce,” refuses to declare void the contracts by
which the American Sugar Refining Company had accom-
plished, through stock acquisitions, the consolidation of
control over 98 percent of the industry.

A Congressional Industrial Commission begins a four-year
study of the monopoly problem.

In Addyston Pipe and Steel Co. v. United States the Su-
preme Court holds illegal a conspiracy among six com-
panies to maintain prices by avoiding competitive bidding
and arranging for division of territories.

The Bureau of Corporations in the Department of Com-
merce is created to investigate organization, conduct and
management of corporations engaged in interstate com-
merce.

In Northern Securities Company v. United States the Su-
preme Court orders dissolution of a holding company
which controlled the stock of two railroad companies.

In Standard Oil Company of New Jersey v. United States
the Supreme Court orders dissolution of that holding com-
pany, which through predatory acts had acquired control
of the stock of over seventy petroleum companies in order
to monopolize the trade. The decision contains the famous
“rule of reason.”

In United States v. American Tobacco Company the Court
orders dissolution of the company, which had acquired the
assets of over sixty concerns “by methods devised in order
to monopolize the trade.”

The Federal Trade Commission Act is passed, creating a
permanent commission (replacing the Bureau of Corpora-
tions ) with the power to investigate the practices of corpo-
rations (except banks and common carriers, regulated else-

“where) and to prevent, through “cease-and-desist orders”

and, if necessary, through enforcement by the Court of
Appeals, “unfair methods of competition.”

The Clayton Act is passed, supplementing the Sherman Act
by prohibiting price discrimination, tying contracts and the
acquisition of stock in competing corporations when the
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1917

1918

1920

1921

1922

effect may be “to substantially lessen competition,” and in-
terlocking directorates in large corporations which compete
with each other.

In United States v. United Shoe Machinery Co. the Su-
preme Court refuses to declare illegal under the Sherman
Act a restriction (tying clause) forbidding the licensed
lessees of patented shoe machinery to use it for shoes that
were not worked also on complementary machines leased
from the same company.

The Webb-Pomerene Act, an “Act to Promote Export
Trade,” is passed to exempt from the operation of the anti-
trust laws actions of export associations and their members
relating to export trade if such actions do not artificially or
intentionally affect prices or substantially lessen competi-
tion within the United States.

In United States v. United States Steel Corporation the Su-
preme Court refuses to order dissolution of that “combina-
tion of combinations by which directly or indirectly 180
independent concerns were brought under one control,”
because “the law does not make mere size an offense” and
the corporation was not a complete monopoly.

The Supreme Court, in American Column & Lumber Co.
v. United States, declares the activities of a trade associa-
tion, attempting through dissemination of trade statistics
and exhortations to limit production by its members, to be
unlawful restraints under the Sherman Act.

In the second United States v. United Shoe Machinery Co.
case the Supreme Court declares the tying clause restrict-
ing the use of patented and leased shoe machinery to be
illegal under the Clayton Act.

1921-25 In four cases against trade associations (Hardwood

1924

1926

Lumber, Linseed Oil, Cement, Maple Flooring) the Su-
preme Court arrives at different decisions, declaring open-
price associations unlawful in the first two cases, vindi-
cating them in the two other cases.

The Federal Trade Commission orders the United States
Steel Corporation to cease and desist from the so-called
“Pittsburgh Plus” system of pricing as unlawful price dis-
crimination.

In United States v. General Electric Co. the Supreme Court
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refuses to declare illegal a marketing scheme whereby
68,000 retailers were licensed as agents of the patentee to
sell the product at the price fixed by him.

In three cases involving orders of the Federal Trade Com-
mission against mergers of competing businesses (Western
Meat Co., Thatcher Manufacturing Co., Swift & Co.) the
Supreme Court decides against the Commission and rules
that the acquisition of the assets of competing corporations
was not prohibited by the Clayton Act, even though such
acquisition involved purchase of the voting stock of the
competing corporations in violation of the Clayton Act,
provided that the stock was disposed of before the Com-
mission could act.

In United States v. Trenton Potteries Company the Su-
preme Court declares price fixing illegal under the Sherman
Act no matter how “reasonable” the prices may be.

In United States v. International Harvester Company the
Supreme Court refuses to dissolve the corporation and
states that “the existence of unexerted power” is no offense
and price leadership no proof of domination.

In United States v. Standard Oil Co. (Indiana) the Su-
preme Court holds that patent owners combining in a pool
and fixing and sharing the royalties charged on products
made by patented processes are not unlawfully restraining
trade unless they effectively dominate the industry.

The National Industrial Recovery Act is passed, creating
the National Recovery Administration (N.R.A.) providing
for industrial cooperation under “codes of fair competition,”
exempted from the operation of the antitrust laws, to be
approved and enforced by the Government and to be ad-
ministered by Code authorities. (874 codes are approved
subsequently, regulating labor conditions, production, in-
vestment, prices, selling conditions, etc., in industry.)

In Schechter Poultry Corporation v. United States the Su-
preme Court declares the N.R.A. unconstitutional, partly
because of excessive delegation of legislative power to ad-
ministrative authorities.

The Robinson-Patman Act is passed, supplementing the
Clayton Act by prohibiting the making as well as the ac-
cepting of prices which discriminate in favor of large
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1936
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1941

1942
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buyers and distributors, and by placing the burden of proof
upon the offender.

In Sugar Institute v. United States the Supreme Court con-
demns as illegal many trade association practices, including
an open-price plan so far as it sought to compel adherence
to prices and terms announced in advance.

The Miller-Tydings Fair Trade Act is passed, amending
the Sherman and Federal Trade Commission Acts so as to
permit agreements and enforcement of resale price mainte-
nance for trade-marked or branded goods under the Fair-
Trade Act of any State.

The Temporary National Economic Committee (T.N.E.C.)
begins its three-year investigation of concentration of eco-
nomic power.

In Ethyl Gasoline Corporation v. United States the Supreme
Court decides that a patent licensing device used to main-
tain resale prices and to enforce non-competitive methods
of marketing products is unlawful.

In United States v. William L. Hutcheson the Supreme
Court declares that the activities of labor unions acting
alone and in their own interests are not covered by the
Sherman Act even though the activities may restrain com-
petition in the commercial market.

In United States v. Univis Lens Co. the Supreme Court de-
clares it to be illegal for the patentee to fix the resale prices
for the licensed retailers of the patented product.

In Morton Salt Co. v. G. S. Suppiger Co. the Supreme Court
declares that the patentee’s attempt to enlarge the scope of
the patent monopoly (by licenses which restrict the use of
leased patented machines to specified material) deprives
him of the aid of the court against an infringing competitor.
In United States v. Masonite Corporation the Supreme
Court declares that price fixing by a member of a group,
“pursuant to express delegation, acquiescence, or under-
standing,” is just as illegal as price fixing by joint action.
The Supreme Court in United States v. South Eastern Un-
derwriters Association declares that the insurance business
is commerce in the meaning of the antitrust laws and is cov-
ered by it.

The Congress passes the McCarran Act exempting the in-
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surance business from the antitiust laws if it is regulated
by the states.

In United States v. Hartford Empire Company the Supreme
Court declares that domination of an industry by means
of a combination to obtain a monopoly of all patents in a
field is illegal and should be terminated through compul-
sory licensing of present and future patents to all appli-
cants at reasonable royalty rates and without restrictions.
In Corn Products Refining Co. v. Federal Trade Commis-
sion and Federal Trade Commission v. Staley Manufactur-
ing Co. the Supreme Court declares the single-basing-point
system of pricing to be an unlawful price discrimination
under the Clayton Act.

In Georgia v. Pennsylvania Railroad Co. the Supreme
Court declares that the “rate-fixing combinations” of the
railroads “have no immunity from the antitrust laws” and
are unlawful restraints of trade.

In United States v. Aluminum Company of America the
Court of Appeals declares that the power to fix prices con-
stitutes an unlawful monopoly even if no unlawful practices
are proved. '

In American Tobacco Company v. United States the Su-
preme Court declares that the material consideration in
determining whether or not a monopoly exists is the exist-
ence of the power to raise prices or exclude competition,
even though the power has never been exercised.

The Congress passes, over a Presidential veto, the Reed-
Bulwinkle Act exempting carrier agreements on transporta-
tion rates from the antitrust laws if the agreements were
approved by the Interstate Commerce Commission.

In Federal Trade Commission v. Cement Institute the Su-
preme Court reverses a lower court and sustains an order of
the Commission prohibiting cement producers from carry-
ing out “any planned common course of action” resulting
in identical prices, and particularly from continuing to
practice a multiple basing-point system of pricing.

The President vetoes a bill passed by Congress to amend
the Clayton and Federal Trade Commission Acts in such a
way as to make the practice of the basing-point system safe
against prosecution by the Government.

Congress passes an Act amending Section 7 of the Clayton
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Act to make it unlawful for corporations to acquire the
assets of other corporations where this may substantially
lessen competition in any line of commerce in any section
of the country.

1951 In Schwegmann Brothers v. Calvert Distillers Corporation
the Supreme Court holds that the exemptions from the
Sherman Act which the Miller-Tydings Amendment pro-
vides for price maintenance contracts between manufac-
turers and retailers in states with Fair Trade laws do not
extend to the enforcement of the fixed prices against re-
tailers who have not signed these contracts.

1952 Congress amends the “Fair Trade” amendment to restore
state enforcement of retail price fixing agreements against
retailers who have not signed the agreements.

TuE ANTITRUST LAWS OF THE UNITED STATES

Reading the chronology of American court decisions one can
hardly fail to be impressed with the fact that some fundamental
questions of antitrust law were decided only forty years and more
after the enactment of the Sherman Act; that other fundamental
.questions seem still to be undecided after sixty years; and that
several questions that were decided were resolved in favor of
the monopolistic tendencies which the original law was supposed
to check. Was the law so vague or ambiguous that it could not be
applied to fulfill its purpose?

The Sherman Act

An American judge recently supplied an answer to this ques-
tion when, in a decision in an antitrust case, he observed that in
his opinion “the Sherman Act, properly interpreted and adminis-
tered, would have remedied all the ills meant to be cured. More
comprehensive language than that found in the Sherman Act is
difficult to conceive.” ¢

In an industry in which competition prevails, monopoly power
5 Judge Lindley of the U.S. District Court of Eastern Illinois, in his de-

cision in United States v. New York Great Atlantic and Pacific Tea Company,
67 F. Supp. 626, 676 (1946).



194 GOVERNMENT POLICIES

can be created (1) by eliminating or reducing competition among
the existing firms, or (2) by eliminating existing rival firms by
forcing them out of business or absorbing them. The Sherman Anti-
trust Act, remarkably enlightened on these matters, proscribed
both methods by prohibiting collusion (in Section 1) as well as
monopolization (in Section 2). Section 1 makes illegal “every
contract, combination . . . or conspiracy in restraint of trade,”
Section 2 makes it illegal to “monopolize, or attempt to monopolize,

. . any part of the trade,” among the several States or with for-
eign nations.”

These prohibitions of collusion and monopolization, if enforced,
could have been effective against the creation, the maintenance
and the exploitation of monopoly power. The Act not merely pro-
vided for the punishment of violators (in criminal proceedings)
but also (in Section 4) gave the courts jurisdiction to “prevent and
restrain” the violations (in civil proceedings).

In the words of the Judge whose opinion was quoted above,
“That Congress desired to go to the utmost extent of its constitu-
tional power in preventing restraints of trade and attempts to
monopolize . . . appears very clear.” ® Congress perhaps underes-
timated the cost of properly enforcing the law. The funds appro-
priated for enforcement were never sufficient. They allowed, at
best, for the investigation and prosecution of a small sample of
violations, so small a sample that it took half a century to obtain
adjudications of the more important types of offenses against the
law of collusion. Moreover, when conservative court decisions
gave the law of monopolization such a narrow interpretation that
the purposes of the law seemed thwarted, Congress, in writing
the Clayton Act, failed to make its will sufficiently clear to achieve
its objectives. Eventually, the lawmakers lost their zeal and gave
in to politically powerful special interests pressing for exemptions
from the law. Thus, it is no grave exaggeration to state, with a
recent report to a Congressional Committee, that “the enforce-

7 The official title of the law is “An Act to protect trade and commerce
against unlawful restraints and monopolies,” Public Law No. 190—51st
Congress, 1890 (26 Stat. 209), U.S.C. Title 15, Secs. 1-7, 15.

8 United States v. The New York Great Atlantic and Pacific Tea Company,
67 F. Supp. 626, 677 (1946).
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ment of the Sherman Act was largely a matter of a policeman
looking the other way.”

The Clayton Act

The Clayton Act of 1914 was designed to achieve purposes
the Sherman Act might have achieved if it had been less narrowly
interpreted, but which it failed to achieve because of the way
in which it was in fact interpreted. While existing restraints of trade
(if unreasonable) and existing monopolies (if absolute) were dis-
allowed by the courts under the Sherman Act, action was needed,
in the opinion of Congress, “to arrest the creation of trusts, con-
spiracies, and monopolies in their incipiency and before consum-
mation.” 10

Four kinds of monopolistic practices were singled out by the
Clayton Act: price discrimination “where the effect of such dis-
crimination may be to substantially lessen competition or tend to
create a monopoly in any line of commerce” (Section 2); the use
of tying clauses in sales or leases “where the effect . . . may be
to substantially lessen competition or tend to create a monopoly
in any line of commerce” (Section 3); acquisition by a corporation
of stock of another corporation “where the effect of such acquisi-
tion may be to substantially lessen competition” between the
acquiring and the acquired corporation or “to restrain commerce
in any section or community or tend to create a monopoly of
any line of commerce” (Section 7); and interlocking directorates
among corporations (above a certain size) which are or have been
competitors (Section 8).

Section 2, prohibiting price discrimination potentially injuri-
ous to competition, was amended and supplemented by the Rob-
inson-Patman Act of 1936. Section 7, prohibiting corporate merger

® United States Versus Economic Concentration and Monopoly. A Staff
Report to the Monopoly Subcommittee of the Committee on Small Business,
House of Representatives (Washington, 1946), p. 4.

0 Senate Committee on the Judiciary, Senate Report No. 695, 63rd Con-
gress, 2nd session, July 22, 1914, to accompany H.R. 15657, p. 1. The official
title of the Clayton Act is “An Act to supplement existing laws against unlaw-
ful restraints and monopolies, and for other purposes.” Public Law No. 212—

63rd Congress, 1914. (38 Stat. 730) U.S.C. Title 15, Secs. 12-27, 44.
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through stock acquisition, was amended and supplemented only
in 1950 by a prohibition of corporate merger through asset acquisi-
tion. The story of the attempts to enforce the prohibition of merg-
ers is one of the most frustrating in the history of law enforcement.
We shall recount its highlights later in this chapter.

The Federal Trade Commission Act

Enforcement of the four prohibitions of the Clayton Act was
made the responsibility of the Federal Trade Commission,** which
Congress had created in the same year through the Federal Trade
Commission Act.*?

This Act, besides defining the powers of the new Government
agency—particularly the power to investigate “the organization,
business, conduct, practices, and management” of corporations—
contained an important new prohibition: “unfair methods of com-
petition” were declared unlawful (Section 5). The Act provided
for procedures by which the Commission could order violators
“to cease and desist from the violations of the law” charged by the
Commission, but it did not specify or even give any clue as to
what methods of competition might be said to be unfair. The
statute left this entirely to the courts and, as we have seen in the
preceding Chapter on Monopolistic Business Practices, a fair
amount of case law has actually developed over the years.

The most significant of these developments is that the law has
been construed as a real supplement to and extension of the Sher-
man Act: It gives the Government an alternative method of re-
straining private restraints of competition in that “conduct tend-
ing to restrain trade is an unfair method of competition even
though the selfsame conduct may also violate the Sherman Act.” 13
And it expands the zone of things forbidden in that a practice may

11 The Interstate Commerce Commission was charged with enforcement
with respect to common carriers, the Federal Reserve Board with respect to
banks and trust companies.

12 Public Law No. 208—63rd Congress, 1914. (38 Stat. 717) U.S.C. Title
15, Secs. 41-51. '

138 Federal Trade Commission v. The Cement Institute, 333 U.S. 683, 693
(1948).



ANTITRUST LAWS 197

be held to be unfair competition either because it “restrains free
competition or is an incipient menace to it.” 14

The Robinson-Patman Act

Section 2 of the Clayton Act, prohibiting price discrimination
potentially injurious to competition, had provided that quantity
discounts and price discrimination practiced “in good faith to meet
competition” were not forbidden. These provisions left the door
open for many discriminatory practices which were potentially
harmful to competition. To remedy this situation Congress in 1936
passed the Robinson-Patman Act,'® amending Section 2 of the
Clayton Act.

The new act prohibited quantity discounts and other advan-
tages granted to large buyers except to the extent that a lower
_ price could be justified by the lower cost of manufacture, delivery
or sale in larger quantities. The act also modified the “good faith”
provision by replacing the general justification of price discrim-
ination—"“to meet competition”—by a much narrower justification
—“to meet an equally low price of a competitor.” Finally, while
the prohibited act of price discrimination were in general only
subject to the cease-and-desist orders of the Federal Trade Com-
mission, the new law (in Section 3) declared certain types of dis-
crimination to be criminal offenses.

Because it prohibited discriminatory quantity discounts to large
buyers, the Robinson-Patman Act has sometimes been called the
“Chain-Store Law.” While it is true that most of the support for
the law came from small business, especially from the independ-
ent retail merchants, its provisions have much wider applications.

The Celler Anti-Merger Act

The latest supplement to the antitrust laws was the Celler Anti-
Merger Act, in 1950, to amend Section 7 of the Clayton Act, pro-

14 1bid.

15 Public Law No. 692—74th Congress, 1936 (49 Stat. 1526; 52 Stat.
446), U.S.C. Title 15, Sec. 13.
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hibiting corporate mergers where they may effect a substantial
reduction of competition.'¢

The amendment closed a gap which the original law had in-
advertently left open: merger through asset acquisition. (Although
the mistake in the original version of Section 7 had become ap-
parent soon after the Clayton Act was enacted, it took Congress
thirty-six years to correct it.) The amendment, moreover, extended
the coverage of the prohibition: its limitation to mergers between
competing corporations was removed. Thus, vertical and conglom-
erate mergers may become subject to review and attack by the
Federal Trade Commission.

Rules and Exceptions

We have gone over five pieces of Federal antitrust legislation:
the Sherman Act, the Clayton Act, the Federal Trade Commission
Act, the Robinson-Patman Act and the Merger Amendment. This
does not constitute the bulk of United States legislation on re-
straint of trade and attempts to monopolize; but it does constitute
all of the legislation against collusion and monopolizations. The rest
—and there is considerable additional legislation on the subject—
consists of statutes providing exceptions to and exemptions from
the prohibitions of the antimonopoly laws.

Since most of these statutory exceptions and exemptions were
made in response to political pressures when the courts began to
enforce the prohibitions of the antitrust laws, and since some ex-
emptions were not statutory but the results of unexpectedly narrow
judicial interpretations of the statutes, they can be more intelli-
gently discussed together with the development which the laws
have had over the years in the course of their application in the
courts. Tradition, following the distinction made by the first two
sections of the Sherman Act, divides the discussion into two parts,
one on the “law of collusion” (or combinations in restraint of
trade) and one on the “law of monopolization” (chiefly concern-
ing merger and consolidation ). We shall follow this tradition.?

16 Chapter 1184, Public Law 899.

17 The division into collusion and merger, or “loose-knit combination” and
“close-knit combination,” seems to leave no place for a discussion of strong-
P
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Tue LAw orF CoOLLUSION

The development of the law of collusion through judicial in-
terpretations of the statutes was slow, but a substantial body of
law has actually evolved over the years. The evolution has not been
without changes in direction, but looking backward over the sixty
years of interpretation one is impressed by the smallness of the
deviations from the general trend. Despite considerable juridical
controversy over the relationship between “restraint of trade” and
“monopoly” and over the place of the “rule of reason” in cases in-
volving restraints of trade, and despite the oscillations of the Su-
preme Court because of these controversies, “the great majority
of its rulings do appear to follow a fairly constant pattern.” 8

Juridical Controversies

Section 1 of the Sherman Act deals with “restraint of trade”
while Section 2 deals with “monopoly.” What exactly is the differ-
ence? There were jurists who denied that there was any difference
and treated the two as synonymous.*® There were others who saw
a considerable difference between the two concepts. And there is
finally the view, now widely accepted among lawyers that every
monopoly may constitute a restraint of trade, but not every re-
straint of trade is monopolistic.?® In general, however, the con-

arm monopolistic practices of a powerful corporation against its weaker
competitors. These practices, however, are usually designed to force a com-
petitor to accept either a pricing scheme or a merger, and consequently are
frequently part of a softening-up process preceding one of the two kinds of
combination.

8 A Study of the Construction and Enforcement of the Federal Antitrust
‘Laws. Monograph No. 38 of the Temporary National Economic Committee,
prepared by Milton Handler (Washington: 1941), p. 8. Much of the discus-
sion in the following pages is based on Handler’s clear exposition.

19 For example Chief Justice White, Standard Oil Company of New Jer-
sey v. United States, 211 U.S. 1, 53 (1911).

20 For example Justice Douglas, United States v. Socony-Vacuum Oil
Company, 310 U.S, 150, 226 (1940). The following note from his opinion
throws much light on the relationship: “The existence or exertion of power
to accomplish the desired objective . . . becomes important only in cases
where the offense charged is the actual monopolizing of any part of trade
or commerce in violation of sec. 2 of the act. An intent and a power to
produce the result which the law condemns are then necessary. . . . But the
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cept of restraint of trade has been applied to contracts and under-
standings, whereas the monopoly concept has been chiefly applied
in legal discussion to cases of merger and consolidation.?! The
practical significance of the conclusion that every monopoly is a
restraint but not every restraint is monopolistic lies in the support
it gives to the legal construction that the existence of monopoly
power is irrelevant to a finding of restraint of trade. Collusion
among competitors is thus an illegal restraint of trade even if

they have not sufficient power to affect the market for their
products.

The place of the “rule of reason” in the interpretation of the
Sherman Act has given rise to much acrimonious debate.?? There
were jurists who rejected the idea that it was the business of a
court to determine the “reasonableness” of a restraint of competi-
tion.?®* There were others who held that only agreements “which

crime under sec. 1 is legally distinct from that under sec. 2 . . . though the
two sections overlap in the sense that a monopoly under sec. 2 is a species
of restraint of trade under sec. 1. . . . Only a confusion between the nature
of the offenses under those two sections . . . would lead to the conclusion
that power to fix prices was necessary for proof of a price-fixing conspiracy
under sec. 1.”

.2 T.N.E.C. Monograph No. 38, p. 85. Handler speaks of “restraint of
trade” in connection with the “loose-knit confederations” among competitors,
and of “monopoly” in connection with the “close-knit integrations” among
competitors.

22 The rule of reason says in effect that, since the statute did not specify
what restraints were unlawful (and one could not reasonably assume that all
restraints were unlawful), the court must in every instance judge from a thor-
ough examination of all circumstances of the case whether a particular re-
straint was “unreasonable” and hence unlawful.

23 Judge (later Justice) Taft in the Circuit Court decision of the Addyston
Pipe case, 85 Fed. 271, 281 (1898) made the following statement about the
rule of reason in contracts in restraint of trade under common law: “. . .
where the sole object of both parties in making the contract . . . is merely
to restrain competition . . . it would seem that there was nothing to justify
or excuse the restraint, that it would necessarily have a tendency to monopoly,
and therefore would be void. In such a case there is no measure of what is
necessary to the protection of either party, except the vague and varying
opinion of judges as to how much, on principles of political economy, men
ought to be allowed to restrain competition. . . .

“It is true that there are some cases in which the courts . . . have set
sail on a sea of doubt, and have assumed the power to say, in respect to con-
tracts which have no other purpose . . . than the mutual restraint of the
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operated to the prejudice of the public interest by unduly restrict-
ing competition . . .” 2* were prohibited by the statute (as well
as under common law). This looks like a fundamental difference
of juridical opinion.?> Yet in practice the rulings of the courts with
respect to the law of collusion were not seriously affected by the
difference in theory. The opponents of the rule of reason would
say that price fixing was always illegal no matter how reasonable

parties, how much restraint of competition is in the public interest, and how
much is not.

“The manifest danger in the administration of justice according to so
shifting, vague, and indeterminate a standard would seem to be a strong
reason against adopting it.”

24 Justice White in Standard Oil Co. of New Jersey v. United States, 221
U.S. 1 (1911) and in United States v. American Tobacco Co., 221 U.S. 106,
179 (1911). One of Justice White’s arguments in support of the rule of reason
was as follows: “And as the contracts or acts embraced in the provision were
not expressly defined, since the enumeration addressed itself simply to classes
of acts, those classes being broad enough to embrace every conceivable con-
tract or combination which could be made concerning trade or commerce or
the subjects of such commerce, and thus caused any act done by any of the
enumerated methods anywhere in the whole field of human activity to be il-
legal if in restraint of trade, it inevitably follows that the provision necessarily
called for the exercise of judgment which required that some standard should
be resorted to for the purpose of determining whether the prohibition con-
tained in the statute had or had not in any given case been violated. Thus
not specifying, but indubitably contemplating and requiring a standard, it
follows that it was intended that the standard of reason which had been
applied at the common law and in this country in dealing with subjects of
the character embraced by the statute was intended to be the measure used
for the purpose of determining whether, in a given case, a particular act had
or had not brought about the wrong against which the statute provided.”
Standard Oil Company of New Jersey v. United States, 221 U.S. 1, 60
(1911).

25 Cf. Justice Harlan’s dissenting opinion in the Standard Oil case, where
he complained that the majority of the court by adopting the rule of reason
had asserted authority “to insert words in the antitrust act which Congress
did not put there.” Standard Oil Company of New Jersey v. United States,
221 U.S. 1, 106 (1911). While one school of jurists followed this interpreta-
tion and considered the underlying difference of opinion as fundamental,
there is another school who find the difference immaterial. They interpret
Justice Taft as saying that all restraints of competition are illegal per se, but
since not every restraint of trade is a restraint of competition the court will
have to determine this in each particular case of restraint of trade. Justice
White is interpreted as saying that only unreasonable restraints of trade are
illegal and whether in a particular case the restraint is reasonable or not will
have to be determined by the court. (I am indebted to Sigmund Timberg.)
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it might be. The friends of the rule of reason would say in effect
that price fixing was unreasonable as such and therefore always
illegal. The consequences of the judicial adoption of the rule of
reason were serious only in the application of the law of monopoli-
zation, and that largely because of the obscure language employed.

Unconditional Prohibitions

Alarge variety of contracts, combinations and conspiracies have
over the years been declared to be in illegal restraint of trade.
A typical list includes

agreements fixing prices,?® mark-ups, discounts, terms of sales;

agreements restricting output,®” productive capacity, or pro-
ductive processes;

agreements on sharing or dividing markets,?® allocating cus-
tomers or types of products;

agreements to exclude competitors from the market or to
jeopardize their existence through tying clauses, exclusive
dealing arrangements, local price cutting or other dis-
criminatory policies.

The word “agreement,” however, must not be taken too literally
or it would be impossible nowadays to prosecute successfully any
conspiracy in restraint of trade. In the first decades of antitrust
prosecution businessmen learned that their understandings about
prices and markets must not be in writing, and must not even be
referred to, however obliquely, in informal correspondence, lest
the Government get hold of such evidence and prove the existence
of explicit agreement. Hence the prosecuting agencies of the Gov-
ernment had to adjust themselves to the absence of documentary
evidence and rest their cases partly on inferential evidence. The
courts after some hesitation recognized this as in accord with

26 The leading cases are United States v. Trenton Potteries Co. 273 U.S.

392 (1927) and United States v. Socony Vacuum Oil Co., 310 U.S. 150
(1940).

27 The leading case is American Column & Lumber Co. v. United States,
257 U.S. 877 (1921).

28 The leading case is Addyston Pipe and Steel Co. v. United States, 175
U.S. 211 (1899).
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“common sense and the realities of the situation.” ?° It is now
accepted doctrine that, in the absence of direct evidence of agree-
ment among competitors, the existence of a combination can, in
conjunction with other indirect evidence, be inferred from group
behavior which cannot be fully explained by anything but a
planned common course of action.*

This implies that there are many concealed and indirect meth-
ods of achieving prohibited objectives. The courts have been
repeatedly concerned with the techniques by which trade asso-
ciations, statistical bureaus and institutes, or casual confederations
of the members of an industry have contrived to achieve the con-
cert of action essential for the elimination or restriction of com-
petition. Many of these techniques have been declared unlawful.
For example, the reporting, under the guise of statistical informa-
tion or otherwise, of current or future prices, coupled with a prom-
ise, expressed or implied, to adhere to them for a certain time or
until further notice, is definitely prohibited as a restraint under
the Sherman Act.?! Or the practice of the basing-point system of
quoting identical delivered prices is definitely prohibited as an
unfair method of competition under the Federal Trade Commis-

20 United States Maltsters Association v. Federal Trade Commission, 152
F.2d 161, 164 (1945).

30 “It is not the form of the combination or the particular means used but
the result to be achieved that the statute condemns. It is not of importance
whether the means used to accomplish the unlawful objectives are in them-
selves lawful or unlawful. Acts done to give effect to the conspiracy may be
in themselves wholly innocent acts. Yet, if they are part of the sum of the
acts which are relied upon to effectuate the conspiracy which the statute for-
bids, they come within its prohibitions. No formal agreement is necessary to
constitute an unlawful conspiracy. Often crimes are a matter of inference
deduced from the acts of the person accused and done in pursuance of a
criminal purpose. . . . The essential combination or conspiracy in violation
of the Sherman Act may be found in a course of dealings or other circum-
stances as well as in any exchange of words. . . . Where the circumstances
are such as to warrant a . . . finding that the conspirators had a unity of
purpose or a common design and understanding, or a meeting of minds in an
unlawful agreement, the conclusion that a conspiracy is established is justi-
f(ied.;’ ?merican Tobacco Company v. United States, 328 U.S. 781, 809, 810

1946).

31 United States v. American Linseed Oil Co., 262 U.S. 371 (1923);

Sugar Institute v. United States, 297 U.S. 553 (1936).
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sion Act and as a discriminatory practice injurious to competition
under the Clayton Act.??

Certainties and Uncertainties

Foreign jurists and economists have questioned the wisdom
of the unconditional prohibition of price fixing. (No such prohibi-
tions are known in cartel-minded Europe.) Why, they ask, should
agreements about prices be illegal even when these prices are fair
and reasonable? Why should one condemn trade association activi-
ties with regard to prices and output if the prices in question are
not excessive and the supply is adequate? Those who ask these
questions fail to understand the basic philosophy of the antimono-
poly law, which is to avoid governmental judgment, necessarily
arbitrary, of what prices or supplies are fair, reasonable or ade-
quate, and to leave the determination of prices wherever possible
to the anonymous forces operating in a competitive market, free
from monopolistic influence, judicial supervision and adminis-
trative regulation and dictation. This point of view was expressed
with great clarity by the Supreme Court in the Trenton Pottery
case. The court also emphasized another important point, one
that might impress those who are not impressed by the dangers of
governmental regulation and dictation but are sensitive to the im-
practicability of constant supervision and day-to-day reexamina-
tion. Suppose we knew how to evaluate the reasonableness of
price, and suppose the government did it efficiently and correctly,
and found the prices fixed by a combination of competitors to be
reasonable as of a certain day, the constant flux of economic con-
ditions would continually change the relative appropriateness of
these prices. “The reasonable price fixed today may through eco-
nomic and business changes become the unreasonable price of
tomorrow.” 33

32 Federal Trade Commission v. Cement Institute, 333 U.S. 683 (1948).

%3 United States v. Trenton Potteries Company, 273 U.S. 392, 397, 398
(1927). The full paragraph of the opinion reads as follows: “The aim and
result of every price-fixing agreement, if effective, is the elimination of one
form of competition. The power to fix prices, whether reasonably exercised or
not, involves power to control the market and to fix arbitrary and unreasonable
prices. The reasonable price fixed today may through economic and business
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Businessmen are often in angry opposition to the allegedly
extensive interpretations of the law by the Antitrust Division of
the Department of Justice and the Federal Trade Commission,
which are responsible for the enforcement of the law. But the chief
complaint of the business community concerns the large degree
of “uncertainty” of the law.** Yet, some uncertainty is inevitable
because the law can never catch up with the ever-changing meth-
ods of business policy. Only prosecution and adjudication can
reduce the uncertainty as to what is permitted and what is pro-
hibited.* It would not be practicable for the statute or the prose-
cuting agency to enumerate all unlawful practices and, thus to
guarantee to the businessman that any practice not explicitly for-
bidden was lawful. Smart businessmen could easily devise novel
practices to achieve the same restraints of trade that the explicitly
prohibited practices had been designed to accomplish. Hence, in
order to be at all effective, the statute must be in general terms,

changes become the unreasonable price of tomorrow. Once established, it
may be maintained unchanged because of the absence of competition secured
by the agreement for a price reasonable when fixed. Agreements which create
such potential power may well be held to be in themselves unreasonable or
unlawful restraints, without the necessity of minute inquiry whether a par-
ticular price is reasonable or unreasonable as fixed and without placing on
the government in' enforcing the Sherman Law the burden of ascertaining
from day to day whether it has become unreasonable through the mere varia-
tion of economic conditions. Moreover, in the absence of express legislation
requiring it, we should hesitate to adopt a construction making the difference
between legal and illegal conduct in the field of business relations depend
upon so uncertain a test as whether prices are reasonable—a determination
which can be satisfactorily made only after a complete survey of our economic
organization and a choice between rival philosophies.”

3¢ In an “intellectual schizophrenia” the angry businessman “quivers and
quails at the relatively occasional uncertainty of what constitutes a restraint
of trade. He wants certainty, but no ‘strait-jacket.” He desires to avoid regula-
tion, but would like to be told what to do.” Sigmund Timberg, “Equitable
Relief Under the Sherman Act,” University of Illinois Law Forum, Vol. 1950,

. 637,

P %% In any event the mere fact that businessmen are uncertain about the
legality of certain types of action has no serious economic consequence. This
type of uncertainty will rarely have the adverse effects on production that
uncertainty due to the vagaries of foreign and domestic policies of govern-
ments or to fluctuations in income and employment tend to have. If a business-
man is seriously uncertain about the legality of an action, the rule “when in
doubt, don’t do it” will keep him out of trouble with the law without depriving
society of much that might benefit it.
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and prosecution and judicial interpretation will always have to be
behind the progress of the art of collusion.*® Of course, the less
active the prosecution, the greater the gaps in the established law.

Observance, Enforcement, Penalties

As a matter of fact, businessmen in many industries are much
too little concerned about the possible illegality of their practices.
Tardy prosecution over several decades and wobbly court decisions
in important cases have left considerable scope for collusive busi-
ness practices. Trade association activities resulting in reduced
competition are foremost among the practices which the law of
collusion has not yet effectively dealt with.

A major defect of the law is the smallness of the penalties pro-
vided. Collusive activities in certain industries may have been go-
ing on for many years until complaints reach the enforcement
agencies of the Government. Then it takes considerable time to
investigate the case and to bring suit against the violators. If the
government decides to take civil action, the violators will face,
as arule, a court decree ordering them to discontinue the unlawful
practice and, at most, some additional injunctions which make
continuance or repetition of the unlawful activities more difficult.
This may cause a loss of future profits to the violators, but they
pay no fines and can keep the pecuniary gains which they may
have made over many years from their collusive and restrictive
policies, and usually also retain the advantages gained in their
position.?” On the other hand, if the Government decides on crim-
inal prosecution and succeeds in securing convictions of the guilty
parties, the maximum fine which the court can impose is five
thousand dollars.?® This is usually a paltry sum compared with

36 See Corwin D. Edwards, “An Appraisal of the Antitrust Laws,” Ameri-
can Economic Review. Proceedings, Vol. XXXVI (1946), p. 177. “Active
prosecution of antitrust cases lessens the gap between the established judicial
interpretations and the latest inventions of the collusively minded, but some
gap will remain so long as business evolves and law-breakers are ingenious.”

3" The Temporary National Economic Committee recommended an
amendment of the statute which would impose civil penalties for violations of
the Sherman Act.

38 The alternative punishment of one year imprisonment is not often
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the monopoly profits already made. No wonder then that “viola-
tion is regarded by businessmen as a good business risk.” 2

Collusion through Restrictive Patent Licensing

Businessmen have long been wise to the possibility of using
the patent law to obtain “exemption” from antitrust law. Certain
restrictive agreements which would be fllegal under the antitrust
law are permissible in the form of patent license contracts. Patents
are grants of exclusive rights in the use of inventions. If a patentee
chooses to let others share in the use of a patented invention, he
can affirm that he is relaxing his monopoly privilege even though
he imposes on his licensees certain conditions and restrictions
which would otherwise be classed as in restraint of trade. Thus, he
may insist that a restrictive license under his patent, far from con-
stituting an agreement in restraint of trade and an attempt to
lessen competition, was really a means for increasing competition
by allowing his competitors to produce and sell under his patent.

If this way of reasoning were always accepted without close
examination of the particular case, businessmen with patentable
inventions could circumvent the law of collusion so easily that they
would be practically exempt from it. Patents could be obtained

imposed. From 1890 to 1946 there were only 31 antitrust cases leading to
convictions of imprisonment. They were chiefly cases of “racketeering.”

39 Answer of Attorney General Tom C. Clark to a question on “inade-
quacies in present antitrust laws.” United States versus Economic Concentra-
tion and Monopoly. A Staff Report to the Monopoly Subcommittee of the
Committee on Small Business, House of Representatives. (Washington: 1946)
p- 250. The same report contains (p. 240) the following explanation by the
Attorney General of the considerations underlying the Government’s decision
whether criminal or civil action should be brought in an antitrust case: “There
are some cases in which criminal prosecution affords the better remedy and
others in which civil relief is the more effective. Where the restrictive practice
is one against which the Government can obtain affirmative civil relief—relief
in addition to a simple prohibition against continuation of the unlawful ac-
tivities—the injunctive remedy is often the most satisfactory. However, where
the only possible civil relief is an injunction ordering the defendants to cease
engaging in certain practices violative of the law, the criminal prosecution is
usually the more efficacious. Examples of restrictive practices coming within
this category are price fixing, boycott, and the like. In such cases there is no

substantial advantage in securing a decree directing the parties to desist; the
antitrust laws already do that.”
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on products, on processes by which to make them, or on machines
or tools with which to make them; the owners of the patents could
then agree to license others under certain restrictive provisions—
provisions which would be prohibited by the Sherman Act as con-
spiracies in restraint of trade if they were parts of straight agree-
ments. This is a serious contradiction. When should a restrictive
license under a patent be regarded as an unlawful agreement in
restraint of trade?

The relationship between patent law and antitrust law has time
and again occupied the courts of the United States. There was a
large gap in established law due to a conspicuous lag of prosecu-
tion by government behind practice by business. Only in the late
thirties did the Antitrust Division embark on a vigorous campaign
against misuse of patents for purposes of restraining trade.*® Sev-
eral important decisions were handed down from the courts and
the gap has been substantially narrowed.

. Certain fundamental rules have always been beyond doubt
(although their strict enf8rcement would have called for a degree
of vigilance and alacrity which the prosecuting agencies of the
Government could never afford with the funds made available by
Congress). For example, a patent “must not be used as a mere
subterfuge for price fixing; nor can licensees use the patent as an
excuse for agreeing among themselves to fix prices.” ¢! But even
with regard to bona fide patents and bona fide licenses certain
types of restrictive provisions in patent licenses have been found
to constitute unlawful extensions of the monopoly privilege
granted through the patent. Thus “it is well settled . . . that,
where a patentee makes the patented article and sells it, he can
exercise no future control over what the purchaser may wish to
do with the article after the purchase. It has passed beyond the
scope of the patentee’s rights.” 4> Hence, the fixing of resale prices,
and restrictions on the use of the patented article after its sale, are
unlawful. Moreover, “every use of a patent as a means of obtain-
ing a limited monopoly of unpatented material is prohibited. [This

0 From July 1938 until June 1946 the Antitrust Division filed 84 antitrust
cases involving patents.

41 George E. Folk, Patents and Industrial Progress (New York: Harper
& Brothers, 1942), p. 367.

42 United States v. General Electric Company, 272 U.S. 489 (1926).
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rule] applies whether the patent be for a machine, a product, or a
process. It applies whatever the nature of the device by which
the owner of the patent seeks to effect such unauthorized exten-
sion of the monopoly.” 43

Evasions of these legal principles through novel business prac-
tices were not too difficult. If it was unlawful to restrict the use of
a patented machine after its sale, instead of selling it one had
merely to lease it and could retain the right to restrict its use. If it
was unlawful to fix the price at which a patented article should be
sold by the distributors, because this would constitute resale price
maintenance, one had merely to appoint the distributors as licensed
agents selling for the account of the patentee.** It is quite possible
that there are still hundreds of patent agreements in force which
are little more than schemes of regulating competition among li-
censees or between licensor and licensees.

The variety of license provisions is so great, the possibilities
of misuse are so wide and the chances of detection so slim, that
~ the Antitrust Division of the Department of Justice proposed that
all restrictive licensing be outlawed. The Temporary National
Economic Committee included this proposal among its recom-
mendations. In explanation, the Final Report of the Committee
stated that it had investigated many “cases in which patents have
been used as a pretext for unlawful restraints of trade.” On the
strength of the information obtained the Committee recommended
“that the owner of a patent be required to grant unrestricted li-
censes if he grants licenses at all . . .” 48

The Congress has not acted upon this recommendation and
there is no indication that it will. The opposition to any “radical”

43 Leitch Manufacturing Company v. Barber Company, 302 U.S. 458
(1939).

#¢ This was the selling method adopted by the General Electric Com-
pany and adjudged legal by the Supreme Court in-1926. The same agency
device employed in the distribution of patented building materials was de-
clared by the Supreme Court as a subterfuge for resale price fixing and “an
enlargement of the limited patent privilege” in violation of the Sherman Act.
In this case the “agents” were so-called “delcredere agents” and had previ-
ously been competitors of the patentee. United States v. Masonite Corpora-
tion, 316 U.S. 265 (1942),

5 Investigation of Concentration of Economic Power. Final Report and
Recommendations of the Temporary National Economic Committee, TTth
Congress, 1st Session (Washington: 1941), p- 269.
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patent reform—an alliance of patent lawyers, industrialists and
engineers—is so strong that no Congressional action may be ex-
pected along these lines. Continued prosecution and adjudication
may succeed in further narrowing the possibilities of using the
patent device for regulating competition in industry. But for all
practical purposes the patent law will not soon completely cease to

serve cartel-minded businessmen virtually as an exemption from
the antitrust laws.*¢

Exemptions for Labor and Agriculture

Special interest groups have brought strong pressure to bear
on the Congress to exempt them from the prohibitions of the Sher-
man Act. Congress has given in to several of these demands and
granted a considerable number of exemptions for particular activi-
ties or industries.

The broadest of these exemptions refer to organized labor and
agriculture. One way of exempting farmer and labor organizations
from the antitrust laws was through the annual appropriation laws
by which the administrative departments of the Government are
given the funds for defraying the expenditures necessary to their
operation. Year after year the appropriation of funds “for the en-
forcement of antitrust laws™ contained the provisos “that no part
of this money shall be spent in the prosecution of any organization
or individual for entering into any combination or agreement hav-
ing in view the increasing of wages, shortening of hours, or better-
ing the conditions of labor,” and “that no part of this appropriation
shall be expended for the prosecution of producers of farm products
and associations of farmers who cooperate and organize in an
effort to . . . obtain and maintain a fair and reasonable price for
their products.” *7

How anxious the Congress was to exempt labor and farmer
combinations from the law of collusion can be seen from the fact
that these provisions in the appropriation laws were made although
a separate section (Section 6) had been included in the Clayton

46 For further discussion of the patent monopoly see Chapter 7.

47 Public Law No. 3, 63rd Congress, June 23, 1913. Identical provisions
are contained in all subsequent appropriation laws, until 1923. See Public
Law No. 377, 67th Congress, January 3, 1923.
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Act of 1914 to the effect that labor and farmer organizations shall
not “be held or construed to be illegal combinations or conspiracies
in restraint of trade under the antitrust laws.” ]

Particular activities of labor organizations might still have been
held unlawful despite these statutory exemptions. Through a series
of court decisions the scope of exemptions was eventually delimited
in a most generous way. No matter what the nature of the activi-
ties of labor groups was, no matter what their purposes or their
effects, they are exempt from the antitrust laws as long as they act
alone and in their own interests. The antitrust laws would apply if
labor groups combined, for example, with groups of industrial pro-
ducers or distributors to control competition in the product market.
But if it could be done without collusion with the employers and
if it could be shown to be in the interest of the workers, labor
unions would even be free to fix prices of products in the industries
in which they work, to divide the market among their employers,
and to do all the things which their employers cannot lawfully do
themselves.*8

Although the Clayton Act had legalized farmer organizations,
it had not clearly exempted their activities, in particular with re-
spect to pricing and selling of agricultural products, from the
antitrust laws. Farm groups thereupon succeeded in getting Con-
gress specifically to permit agricultural cooperatives to set prices
for their products provided that prices were not “unduly enhanced
by reason thereof,” the Secretary of Agriculture being given author-
ity to scrutinize prices.*® Further exemptions for agriculture were
made in 1933 when, in order to raise farm income, the Secretary
of Agriculture was authorized to make “marketing agreements”
with handlers of agricultural products.?® The legislation was re-
newed in 1937 and has been continued up to date.’! The law even
provides for cases in which some group of growers, handlers, or

48 This is the effect of the decision in the case United States v. William
L. Hutcheson, 312 U.S. 219 (1941).

40 Capper-Volstead Act of 1922, “An Act to Authorize association of
producers of agricultural products” (42 Stat. 388), U.S.C. Title 7, Secs.
291-92. Essentially the same exemption was given by the Fishery Coopera-
tive Marketing Act of 1934 to associations of producers of aquatic products.

80 Agricultural Adjustment Act of 1933 (48 Stat. 31, 34).

51 Agricultural Marketing Agreement Act of 1937 (50 Stat. 246), U.S.C.
Title 7, Sec. 601.
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processors should be unwilling to join in such a marketing agree-
ment; in such cases the Secretary of Agriculture may make it bind-
ing even on those who do not sign, merely by issuing a “marketing
order.” The regulation of these agreements is, however, done by
the interested parties themselves through “control boards” selected
by the Secretary of Agriculture. The control boards determine
quantities to be sold, fix prices and report on “violations.” These
private cartels with public sanctions and exemption from prosecu-
tion are independent of, or supplemental to, governmental schemes
for price maintenance on agriculture.?*

Exemptions for Transportation, Banking and Insurance

Agriculture and labor are only the beginning in a long list of
exemptions. Several vested interest groups have been able to per-
suade the Congress that they should be exempt from the antitrust
laws because of the special circumstances prevailing in their indus-
tries or trades.

An outstanding example of these special exemptions is the
transportation industry. With regard to shipping, the Congress
recognized the almost universal practice among steamship lines
of entering into agreements regulating competition through the fix-
ing of rates, the apportionment of traffic, the pooling of earnings,
the allocations of ports and the regulations of sailings, when it
passed the Shipping Act of 1916, which exempted all such agree-
ments from the antitrust laws provided that they were filed with
and approved by the Shipping Board.?? Similarly in air transporta-
tion, agreements on rates and pooling of earnings are exempt from
the antitrust laws if approved by the Civil Aeronautics Board.**
Railroads had long been left alone by the Antitrust Division, al-
though early Supreme Court decisions, in 1897 and 1898, had de-
clared that their rate-fixing combinations were illegal under the
Sherman Act. For decades they had carried on continuous rate-

52 See Chapter 7.
58 Shipping Act of 1916, “An Act to Establish a United States Shipping
Board for the purpose of encouraging, developing . . . etc.” (39 Stat. 728).

5¢ Civil Aeronautics Act of 1938 (52 Stat. 973), U.S.E. Title 49, Secs.
401-681.
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fixing activities in “rate bureaus” and “carrier-shipper rate confer-
ences.” In the 1940’s the Government instituted action against
these collusive practices. Moreover, the State of Georgia charged
a group of railroads with collusive activities resulting in discrim-
inatory rates. When the Supreme Court decided that the “rate-
fixing combinations” of the railroads “have no immunity from the
antitrust laws,” 35 Congress moved to create such immunity. This
was done through the Reed-Bulwinkle Act of 1948, passed over a
Presidential veto.?® The Act stated that railroads, truck lines and
inland waterway carriers which were parties to rate-making agree-
ments were “relieved from the operation of the antitrust laws” if
the agreements were approved by the Interstate Commerce Com-
mission. '
Banking and insurance are examples of other activities par-
tially or entirely exempt from the antitrust laws. The Federal Re-
serve Act of 1913 permits banks to act cooperatively with respect
to loan policies and interest rates. The case of insurance is espe-
cially interesting because the courts had long held that insurance
was not a part of commerce and hence not covered by the antitrust
laws.5” During that time collusive rate making on the part of in-
surance companies was checked only—if at all—by the regulation
under the laws of the separate states. After the Supreme Court
declared that the insurance business was subject to the Federal
antitrust laws,?® Congress was high-pressured into passing a law
exempting it again for all practical purposes. The insurance com-
panies much preferred the uneven and frequently lax or practically
non-existent regulation of the states to the more vigilant eye of
the Department of Justice. Hence the law that was finally enacted
brought insurance companies within the scope of the antitrust
laws only to “the extent that such business is not regulated by
35 Georgia v. Pennsylvania Railroad Co., 324 U.S. 439, 457 (1945).
% “An Act to Amend the Interstate Commerce Act with respect to certain

agreements between carriers.” Public Law No. 662, 80th Congress, 2nd Ses-
sion, 1948 (62 Stat. 472). :

57 For the special case of marine insurance, however, Congress granted
exemption from the antitrust laws to marine insurance companies in the
Merchant Marine Act of 1920 (41 Stat. 988).

( 58 I)Jm'ted States v, South-Eastern Underwriters Association, 322 U.S. 533
1944).
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State law.” 3 Insurance companies are therefore partially exempt
from the antitrust laws.

Exemptions for Exporters and Retail Distributors

An exemption the exact scope of which has not yet become
clear is that granted to American exporters organized in export
associations under the Webb-Pomerene Act.®® American business-
men have sometimes interpreted this exemption to mean that they
may lawfully join an association (under the formal supervision of
the Federal Trade Commission) which could not only fix export
prices, determine the quantities of commodities to be exported
and divide export markets or export quotas among the members,
but also enter into international cartel agreements with producer
groups in foreign countries, thereby reducing competition in for-
eign trade. The Antitrust Division of the Department of Justice
holds that the law does not afford such far-reaching exemptions,
that it was intended to facilitate American participation in inter-
national trade and to increase rather than reduce competition with
foreign producers.

Laxity of supervision of the registered export associatidns by
the Federal Trade Commission and delay in investigation and
prosecution by the Antitrust Division are responsible for the fact
that more than thirty years after enactment of the Webb-Pomerene
law its scope is still in doubt.®! However, its effects are apparent:
it undoubtedly has encouraged activities to restrain trade and re-
duce competition in international markets, and probably has also
weakened domestic competition in the industries concerned.¢?

The exemption from the antitrust laws which has probably had

59 McCarran-Ferguson Act of 1945, “An Act to express the intent of the
congress with referénce to the regulation of the insurance business” (59 Stat.
33). :

60 “An Act to promote export trade, and for other purposes” (40 Stat.
516), 1918, U.S.C. Title 15, Secs. 61-65.

¢t Some of the doubts were dispelled by the Supreme Court decision in
United States Alkali Export Association v. United States, 325 U.S. 196
(1945).

¢2 See, “Consensus Report on the Webb-Pomerene Act,” prepared by a
Committee of the American Economic Association. American Economic Re-
view, Vol. XXXVII (1947), pp. 848-63.
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the greatest effect on prices paid by consumers is the exemption
of resale price maintenance contracts—so-called “vertical price fix-
ing contracts”™—in the resale of commodities which are identified
by trademarks, brands or name of producer or distributor. The
first of these “Fair Trade Acts” was passed by California in 1931;
by 1941 all but three states and the District of Columbia had passed
such laws. The operation of the State laws was, however, seriously
hampered by the Sherman Antitrust Act and, largely under pres-
sures from organized druggists, the Congress in 1937 passed the
Miller-Tydings amendment to the Sherman Act to exempt con-
tracts made pursuant to the Fair Trade Act of any state from the
operation of the Sherman Act (as well as of the Federal Trade
Commission Act).5?

Thus manufacturers of branded or otherwise identifiable com-
modities may enter into an agreement with retailers fixing the re-
sale price of the commodities. All other sellers of the commodi-
ties, if put on notice of the contract, are bound to observe its pro-
visions whether or not they are actually parties to the agreements.
The significance of this “can be readily appreciated when it is
noted that one resale price maintenance contract within a State
is sufficient to establish prices for that State.” ¢ Anyone who will-
fully or knowingly sells the commodities subject to fair trade con-
tracts at less than the contract price is guilty of “unfair competi-
tion.” 63

63 The Miller-Tydings Act of 1937 was part of “An Act to provide addi-
tional revenue for the District of Columbia, and for other purposes™ (50
Stat. 673, 693), U.S.C. Title 15, Sec. 1.

¢¢ Earl R. Boonstra, “Trade Regulation: State Fair Trade Acts and Sup-

plementary Federal Legislation,” Michigan Law Review, Vol. 47 (1949), p.
826.

85 In 1951 the Supreme Court, in a liquor trade case, handed down a
decision that for practical purposes nullifies the state “fair trade” laws by
prohibiting the application of the laws to those who refuse to sign agree-
ments with the manufacturers. Clearly, if only retailers who sign such agree-
ments are bound by them, then few will sign, since they will be undersold
by non-signing competitors. Justice Douglas, writing the majority decision,
pointed out that the Miller-Tydings Act only exempted “contracts and agree-
ments” from the antitrust laws. Hence “if a distributor and one or more re-
tailers want to agree, combine, or conspire to fix a minimum price, they can
do so if state law permits. Their contract, combination or conspiracy—
hitherto illegal—is made lawful. They can fix minimum prices pursuant to
their contract or agreement with impunity. When they seek, however, to
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“Emergency” Exemptions

In the depression years 1933 to 1935, businesses were exempt
on a mass scale from the antitrust acts. Under the National
Industrial Recovery Act,%® one of the chief purposes of which was
to raise or at least to maintain prices in the face of falling demand,
trade associations were invited to draw up “codes of fair compe-
tition” and these codes, when approved by the National Recovery
Administration and signed by the President, became as binding
as any law. All agreements under the NIRA were specifically ex-
empt from the antitrust laws. Business groups made extensive use
of the exemption granted them and “nearly fifty of the codes filed
by the major industries and given public approval contained price-
fixing provisions which were managed by the industries them-
selves.” 67 Thus at the time when the consumer might be expected
to need the most protection from the monopoly power of business
concerns acting in collusion to fix prices, the Government gave
them very nearly a carte blanche to do s0.%®

The second type of emergency exemption relates to war con-

impose price fixing on persons who have not contracted or agreed to the
scheme, the situation is vastly different. That is not price fixing by contract
or agreement;. that is price fixing by compulsion. That is not following the
path of consensual agreement; that is resort to coercion . .

“Contracts or agreements convey the idea of a cooperative arrangement,
not a program whereby recalcitrants are dragged in by the heels and com-
pelled to submit to price fixing.” Schwegmann Brothers v. Calvert Distillers
Corporation, 341 U.S. 384 (1951). This decision was hailed by many retail
stores who were once again free to compete for consumer patronage by
offering branded goods at cheaper prices. But one year later Congress, under
extraordinary pressures from retailer groups all over the country, amended the
Miller-Tydings Act so that the Supreme Court decision was undone and price
fixing by compulsion and with state enforcement was duly covered by the
exemption from the Sherman Act.

 “An Act to encourage national industrial recovery, to foster fair com-
petition, and to provide for the construction of certain useful public works,
and for other purposes.” (48 Stat. 195), 1933.

87 Vernon A. Mund, Government and Business (New York: Harper &
Bros., 1950), p. 236.

8 The “code approach” to the regulation of competition survived the
NRA in the Bituminous Coal Act of 1937 (48 Stat. 991), under which boards
elected by producers were empowered to propose minimum prices and pro-
ducers who subscribed to the code were exempt from the Sherman Act. This
act expired in 1943.
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ditions. During the Second World War the Chairman of the War
Production Board was given power to exempt businessmen from
antitrust prosecution whenever he believed that such exemption
would further the war effort.®® (He was required, however, to
consult with the Attorney General.) Under the “certificates of
immunity” from prosecution, issued by the WPB, groups of firms
were permitted to take collusive action with respect to prices,
transportation, production and marketing. The certificates were
not directed to permitting narrowly defined acts but gave a general
immunity from prosecution to firms engaged in broadly described
fields of activity.

TuE LAw oF MONOPOLIZATION

“Every person who shall monopolize, or attempt to monopolize,
or combine or conspire with any other person or persons, to mo-
nopolize any part of the trade or commerce among the several
States, or with foreign nations, shall be deemed guilty of a mis-
demeanor. . . .” Thus reads the statutory prohibition of “mo-
nopolization” in Section 2 of the Sherman Act of 1890. It has never
become really effective. Appalling as the frustrations in the de-
velopment, administration and enforcement of the law of collusion
have been, they are small in comparison with those concerning the
law of monopolization.

Vexing Problems

The comparative success that has been achieved in the enforce-
ment of certain phases of the “law of collusion” was due largely
to the fact that the courts, for certain types of restriction, took the
existence of a restrictive agreement as conclusive evidence of the
violation of the law, regardless of the degree of restraint which
it had produced or attempted to produce; conspiracies in restraint
of trade were clearly illegal. But what is monopoly? When can it
be said that a concern has attempted to monopolize an industry?
What is the relation of monopoly to the size of the business firm?

60 Small Business Mobilization Act of 1942 (56 Stat. 357), U.S.C. Title
50, Sec. 1112. :
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to the legal rights of corporations to acquire property and to ex-
pand in order to improve the efficiency of their operations? to the
form of affiliation with or absorption of other business firms? What
about the “rights” of investors if existing monopolies are dissolved?
A guide to the solution of these and other questions was not pro-
vided in the Sherman Act and the courts,. when specific cases
were brought before them, gave inconsistent and incomplete an-
swers.

There is no “golden thread” running through the court decisions
tracing out a consistent development of the law of monopolization.
The Sherman Act did little more than lay down a broad policy and
the field was open for the courts to develop a body of judicial law
determining how this policy was to affect American business, set-
ting out the rules which business would be required to observe
and establishing the standards of conduct against which actual
business behavior would be judged. The courts have not success-
fully performed this task. In cases brought before them, they were
totally unable to thread their way through the complicated facts,
the conflicting allegations and the inconsistent legal and economic
philosophies, and arrive at a series of decisions clearly defining and
consistently applying the intention of the legislature.

The Congress plainly wanted to stop the growth of monopoly
in the United States when it passed the antitrust laws, but the
courts were not prepared to outlaw anything very short of 100
percent control of an industry as illegal in itself. Hence, although
attempts to reduce competition by certain restrictive agreements
were considered illegal on the evidence that there was such an
agreement, attempts to reduce competition by eliminating a com-
petitor were not considered illegal on the evidence that a com-
petitor had actually been eliminated by the defendants. Where
the methods of eliminating a competitor had been militant or
“predatory,”—for example, local price cutting—a substantial re-
duction of competition had to be proved before monopolistic in-
tent would be inferred. When the methods of eliminating a com-
petitor has been peaceful—for example, by acquisition of
his corporate stock or assets—the courts would not be satisfied
unless an extremely high degree of monopoly control had been
achieved.
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An All Too Judicious Judiciary

The very first suit under the Sherman Act to reach the Supreme
Court ran into an unexpected snag concerning the interpretation
of the meaning of “trade or commerce among the several States.”
The Government had asked for dissolution of the Sugar Trust. The
American Sugar Refining Company had through a series of stock
acquisitions obtained control over 98 percent of the refining ca-
pacity of the country. The Supreme Court, in 1895, refused to
declare void the contracts for the exchange of stock by which the
merger had been achieved, arguing that “manufacturing” was not
interstate commerce.” The Court ten years later changed its mind
on this point "*—otherwise the Sherman Act would have been en-
tirely useless from the very beginning—but this first encounter of
the new law of monopolization with the highest court of the land
presaged a tendency toward extremely narrow interpretation of
the statute.

The most notorious decisions, from the point of view of the
development of case law, were those in the Standard Oil and To-
bacco cases in 1911. The Standard Oil Company of New Jersey had,
in the course of alarming deals and with the use of predatory prac-
tices and all sorts of pressures, acquired the stock of more than 70
companies controlling about 90 percent of the oil-refining business
and many by-products. The American Tobacco Company, through
strong-arm policies of the most oppressive type, had acquired the
stock or assets of more than sixty firms, controlling some 95 per-
cent of the cigarette business and not much less of other tobacco
products. The Supreme Court ordered the dissolution of these
combines, but found it unnecessary to condemn as illegal the mo-
nopoly power they had succeeded in acquiring. The Court empha-
sized that the trusts were illegal not because of the “dominion and
control” they had attained, but because of the “acts and dealings”
they had employed in the process and because of the “intent” and
“purpose to acquire dominion and control of the . . . trade.” ™2

70 United States v. E. C. Knight Co., 156 U.S. 1 (1895).

1 Swift and Company v. United States, 196 U.S. 375 (1905).

72 Standard Oil Company of New Jersey v. United States, 221 U.S. 1, 74

(1911) and United States v. American Tobacco Co., 221 U.S. 106, 181, 182
(1911).
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In addition, the Court spelled out the “rule of reason”—that all
the circumstances of a case must be considered in order to deter-
mine whether the result of a combination of business firms con-
stituted “unreasonable” restraint of trade. According to this ap-
proach to the problem of monopoly, a large degree of monopoly
power was not by itself illegal.

While the Supreme Court ordered dissolution in both the
Standard Oil and Tobacco cases, it refused to do so in the Steel
case decision of 1920. The United States Steel Corporation had been
established as a “combination of combinations” comprising ap-
proximately 200 formerly independent companies controlling at
least half of the steel ingot capacity of the country and much
more of the total output of steel products (e.g., 95 percent of the
tin-plate production). The Court held that the Corporation for
several years had found it necessary to enter into illegal price
fixing arrangements with its competitors, which proved that it
lacked monopoly power. In other words, the existence of collu-
sion was regarded as a proof for the nonexistence of monopoly.
No “unworthy motives” in the creation of the combine were found
to exist and any intent to monopolize that the Corporation might
have had apparently had not been carried out with discernible
success.”

This interpretation of the law of monopolization was confirmed
in the Harvester case in 1927, when the “existence of unexerted
power” was said not to be an offense “when unaccompanied by
unlawful conduct in the exercise” of the power.™

Thus, the Government found it impossible, with a few ex-
ceptions, to use Section 2 of the Sherman Act, as interpreted by
the courts for the first half-century, to check the formation or com-
pel the dissolution of trusts.” It would have to prove, first of all,
an “intent” to monopolize. The size of the merger was not taken

7 United States v. United States Steel Corporation, 251 U.S. 417 (1920).

" United States v. International Harvester Company, 274 U.S. 693, 708
(1927).

75 In the Steel case decision the enforcement of the Sherman Act received
what has been called “the greatest setback in its history”; it “marked the end
of an era in antitrust enforcement.” J. Howard McGrath, Attorney General
of the United States, Remarks before the New York State Bar Association,
Antitrust Section, January 25, 1950 (mimeographed), pp. 3—4.
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as evidence of such intent, especially if the defendants could give
other motives, for example, that they wanted to improve efficiency
or to take advantage of legitimate business opportunities. The
fact that a corporation had used predatory tactics to eliminate
competitors might be accepted as evidence of an intent to mo-
nopolize, but not necessarily as conclusive evidence. In the ab-
sence of such “ungentlemanly” conduct on the part of the corpora-
tion, the existence of intent was hard to prove. The Government
would also have to prove that the corporation had achieved a
well-nigh complete monopoly and had exermsed its power. This
- was a hopeless situation.

An Injudicious Legislature

By 1914 the Congress had realized the limitation on the ef-
fectiveness of the Sherman Act in dealing with the growth of
monopoly, and in the Clayton Act of that year it attempted to stop
the monopolization of an industry before it got well under way.
For this purpose it prohibited, in Section 7 of the Clayton Act, a
corporation from acquiring stock in another corporation “where
the effect of such acquisition may be to substantially lessen com-
petition” between the two corporations.

The fate of this prohibition provides a good example of the
difficulties in the way of attempting to legislate against a general
result by outlawing merely some specific methods of attaining it.
This is like blocking only the best known routes to a forbidden goal
and leaving all other routes open. Up to 1914 mergers between
corporations were largely effected through stock acquisitions, and
the Congress reasoned very simply that to block such acquisi-
tions would be automatically to block mergers. The result of the
law was to cause business to abandon the old route and adopt a
new one: large mergers, from then on, were effected chiefly
through the acquisition of the physical assets of one corporation
by another and there was nothing in the law to prevent it.”®

It is universally conceded that this loophole in the law was a
sheer oversight, a case of bad drafting, and that Congress had in-

76 See the discussion of business practices with regard to merger in Chap-
ter 4.
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tended to block all mergers substantially reducing competition.”
This statutory standard, incidentally, was also defectively formu-
lated in that it referred to the substantial reduction of “competi-
tion between the corporation whose stock is so acquired and the
corporation making the acquisition.” Is it conceivable that a merger
between two firms would not substantially lessen competition be-
tween them? Since every merger would probably have this effect,
the prohibition would apply to all mergers through stock acquisi-
tion, and this was surely not intended by Congress. It was thus left
to the courts to interpret the possible meaning of the phrase, and
the interpretation was again rather narrow.

Frustration Continued

The judicial interpretation deprived the provision of most of
the effect apparently intended. The courts held that a merger was
prohibited only if the combining companies had been in substantial
competition with each other before they united and only if the
merger would effect a substantial reduction of competition, not
merely between the merging firms, but in the industry at large.”

Even what was left of the prohibition of merger through stock
acquisition was rendered almost completely ineffective by the rul-
ings of the courts. Violations of the Clayton Act were not punish-
able offenses; the only sanctions were “orders” by the Federal
Trade Commission to enforce compliance. But a cease-and-desist
order would obviously be meaningless with respect to stock already
acquired and an order that the acquiring company divest itself
of the stock acquired would be meaningless if the company had
already used its control of the stock to merge the physical assets
of the acquired business with its own.

Exactly such were the rulings of the courts. In three cases the

77 In the words of Senator Joseph C. O’'Mahoney, Chairman of the Tem-
porary National Economic Committee, “it can be stated . . . that inade-
quate and inexpert drafting of section 7 resulted in the failure of Congress to
make its will effective.” Investigation of Concentration of Economic Power,
Hearings before the Temporary National Economic Committee, Part 5
(Washington, 1939), p. 1781.

8 Temple Anthracite Coal Company v. Federal Trade Commission, 51 F.
(2d) 656 (1931).
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Supreme Court decided that if the stock, though illegally acquired,
were used to effect an absorption of the corporate assets before
the Commission could file its complaint, the Commission did not
have the power to order divestiture of the physical properties.”
In a fourth case the Commission had filed its complaint in time,
before the merger of the physical assets was completed, but while
it was pending the holding company transferred its stock to two
new holding companies formed for this purpose and then brought
about the merger of physical properties. Again, the Supreme Court
held that the Commission lacked the power under the Clayton
Act to order a divestiture of assets, even though the stock “had
been acquired contrary to the Act” and the Commission had filed
its complaints before the merger of assets had been effected.s°

The merger prohibition of the Clayton Act had become a “vir-
tual nullity.” 8! Year after year the Federal Trade Commission and
the Department of Justice stressed the extent to which this one
“leak” seriously reduced the effectiveness of the entire antitrust
policy of the country. Numerous bills were introduced in Congress
to remedy the situation. But the vested interests had become
strong and Congressional zeal to maintain competition in the
United States economy had apparently weakened.

Frustration Ended?

It was not until December 1950 that Congress found enough
gumption to take the long delayed action: it passed an amend-
ment prohibiting the acquisition of stock or assets “where in any
line of commerce in any section of the country the effect of such
acquisitions may be substantially to lessen competition.”

™ Federal Trade Commission v. Western Meat Co., Thatcher Manufac-
turing Co. v. Federal Trade Commission; Swift & Co. v. Federal Trade Com-
mission, 272 U.S. 554 (1926).

80 Arrow-Hart and Hegeman Electric Co. v. Federal Trade Commission,
291 U.S. 587 (1934). In a minority opinion four Justices of the Supreme
Court dissented from the decision and took exception to the fact that “an
offender against the Clayton Act, properly brought before the Commission
and subject to its orders, can evade its authority and defeat the statute by
taking refuge behind a cleverly erected screen of corporate dummies.”
Ibid., p. 608.

81 Annual Report of the Federal Trade Commission for the Year 1934.
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From now on, to determine the legality of a corporate com-
bination of stock or assets, it will be “unnecessary for the Govern-
ment to speculate as to what is in the ‘back of the minds’ of those
who promote a merger; or to prove that the acquiring firm had
engaged in actions which are considered to be unethical or preda-
tory; or to show that as a result of a merger the acquiring firm had
already obtained such a degree of control that it possessed the
power to destroy or exclude competitors or fix prices.” 2 There
still remains the problem of preventing a gradual increase of mono-
polistic power through piecemeal acquisition of other firms by
corporations growing in size. Under the Sherman Act it proved
impossible to convince the courts that a large corporation buying
out a few smaller firms in the same field had “attempted to mo-
nopolize” a part of the industry; or that another addition to a large
firm’s control of industrial capacity would make it “a monopoly”
when before the addition it was not. Will it be easier under the
Clayton Act, as amended in 1950, to prove that such acquisitions
may effect a “substantial reduction of competition” in some line
of commerce in some section of the country? The future only will
tell. ' :

However, the courts have already shown a considerable change
of heart. It seems they have done away with some of the obstacles
with which the early decisions surrounded the law against trusts.
The most drastic change in interpretation came with the Aluminum
case in 1945. The “Alcoa decision” rejected the doctrine that un-
exerted monopoly power was no offense. It declared that Congress
“did not condone ‘good trusts’ and condemn ‘bad’ ones; it forbade
all.” ®2 The new interpretation was accepted and reiterated by

82 Report No. 1191, Committee on the Judiciary, House of Representa-
tives, to accompany H.R. 2734, 81st .Congress, 1st Session, August 1949.
82 This decision by Judge Learned Hand of the Circuit Court of Appeals
. was final, because the Supreme Court, lacking a quorum of justices who
would qualify themselves to hear the case, had referred it to the Court of
Appeals for decision. United States v. Aluminum Company of America,
148 F. (2d) 416 (1945). The rejection of the doctrine of unexerted power
is expressed as follows: “Starting . . . with the authoritative premise that
all contracts fixing prices are unconditionally prohibited, the only possible
difference between them and a monopoly is that while a monopoly neces-
sarily involves an equal, or even greater, power to fix prices, its mere existence
might be thought not to constitute an exercise of that power. That distinc-
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the Supreme Court in 1946 in its opinion on the second Tobacco
case, which stated that neither proof “of exertion of the power to
exclude . . . competitors” nor the fact “that prices are raised”
was essential for the charge of monopolization; the existence of
such power was sufficient.®*

But that the new interpretation of the law did not yet have
clear sailing was shown in the five-to-four decision of the Supreme
Court in the Columbia Steel case in 1948. The Court gave its
approving nod to a merger of the assets of the Consolidated Steel
Corporation with those of a subsidiary of the United States Steel
Corporation. The reasoning was that the restraint of competition
that would result from the merger would not be “unreasonable.”
~ The minority of the Supreme Court in its dissenting opinion showed
that they were exasperated:

This is the most important antitrust case which has been be-
fore the Court in years. It is important because it reveals the way
of growth of monopoly power—the precise phenomenon at which
the Sherman Act was aimed. Here we have the pattern of the
evolution of the great trusts. Little, independent units are gobbled
up by bigger ones. At times the independent is driven to the wall
and surrenders. At other times any number of ‘sound business
reasons’ appear why the sale to or merger with the trust should
be made. If the acquisition were the result of predatory practices
or restraints of trade, the trust could be required to disgorge. But
the impact on future competition and on the economy is the same
though the trust was built in more gentlemanly ways.

tion is nevertheless purely formal; it would be valid only so long as the
monopoly remained wholly inert; it would disappear as soon as the monopoly
began to operate; for, when it did—that is, as soon as it began to sell at all—
it must sell at some price and the only price at which it could sell is a price
which it itself fixes. Thereafter the power and its exercise must needs coalesce.
Indeed it would be absurd to condemn such [price-fixing] contracts uncondi-
tionally, and not to extend the condemnation to monopolies; for the con-
tracts are only steps toward that entire control which monopoly confers:
they are really partial monopolies.” Ibid., p. 427.

8¢ “Neither proof of exertion of the power to exclude nor proof of actual
exclusion of existing or potential competitors is essential to sustain the charge
of monopolization under the Sherman Act . . . The authorities support the
view that the material consideration in determining whether a monopoly
exists is not that prices are raised and that competition actually is excluded
but that power exists to raise prices or to exclude competition when it is
desired to do so.” American Tobacco Co. v. United States, 328 U.S. 781,
810, 811 (1946).
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We have here the problem of bigness. Its lesson should by now
have been burned into our memory. . . . In final analysis, size in
steel is the measure of the power of a handful of men over our
economy. That power can be utilized with lightning speed. It can
be benign or it can be dangerous. The philosophy of the Sherman
Act is that it should not exist. For all power tends to develop into
a government in itself. Power that controls the economy should be
in the hands of elected representatives of the people, not in the
hands of an industrial oligarchy. Industrial power should be de-
centralized. It should be scattered into many hands so that the
fortunes of the people will not be dependent on the whim or
caprice, the political prejudices, the emotional stability of a few
self-appointed men. The fact that they are not vicious men but
respectable and social minded is irrelevant. That is the philosophy
and the command of the Sherman Act. It is founded on a theory
of hostility to the concentration in private hands of power so great
that only a government of the people should have it.**

ANTITRUST LAWS—SUCCESS OR FAILURE?

After sixty years’ experience with the American antitrust laws
the record, one should think, ought to be clear enough to permit
an appraisal of their effectiveness. Were they, on the whole, a suc-
cess or a failure?

Contradictory Appraisals

The record, alas, does not speak for itself, or it would not be
possible for honest and intelligent observers to arrive at so differ-
ent, and even contradictory appraisals. Indeed, we find all sorts
of appraisals, ranging, so to speak, over the whole color spectrum,
differing with regard to the success or failure of these legal institu-
tions as well as to the reasons for it. Here is a list of some typical
views on the effectiveness of the American antitrust laws:

1. The whole objective is silly; a complex economy, such as
ours, needs orderly marketing and industry planning, not anarchic
competition; hence, attempts to enforce competition can only be
wasteful; fortunately, they have had only small effect on the or-
ganization of the economy.

2. The objective—to maintain a maximum of competition and

85 United States v. Columbia Steel Co., 334 U.S. 495, 534-36 (1948).
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check the growth of monopoly power—may be excellent but is not
attainable; it is unrealistic (naive, romantic) to believe that the
trend toward increased concentration of economic control can
be halted; hence the laws have not worked and could never work.

3. The objective is fine and also attainable, but not by legal
prohibitions; while other methods of preventing the growth of
monopoly could have been effective, the antitrust laws have not
done the job and could not possibly do so.

4. The objective is fine as well as attainable, and legal pro-
hibition of restraint and monopoly is among the best methods of
attaining the objective; unfortunately, however, the laws were not
correctly designed for the purpose.

5. The objective is fine and attainable, legal prohibitions could
work effectively, and the laws were well designed for the purpose;
they have not been successful because of narrow interpretation
and lax and incompetent enforcement, hampered by insufficient
appropriations.

6. The objective is fine and attainable, and has in fact been
attained to a fair degree; the efficacy of the laws has been much
greater than is commonly believed; one should certainly not re-
gard the system as a failure, but recognize it as reasonably success-
ful. (No one, of course, claims that the system has been wildly
successful. )

This list does not attempt completeness; as a matter of fact,
many more views than those enumerated have been expressed.
Moreover, while some of the views included in the list contradict
each other beyond hope of reconciliation, there is no necessary
conflict between some of the others. It is quite possible, for ex-
ample, to accept parts of the four statements from Nos. 3 to 6.
Such a synthesis might look like this:

“The objective is fine and largely attainable, but legal pro-
hibitions alone cannot do the job; many other things must be done
besides; the laws could have been worded much better, but even
as drawn they would have worked better had they been less nar-
rowly interpreted and more effectively enforced; yet, even with
all their deficiencies they have not been without success, but have
achieved much if one considers what would have happened in
the absence of the laws.”
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This synthetic statement expresses better than any of those
previously listed the views of this writer. But no statement on
American antitrust legislation “as a whole” can be very profound.
Is there much sense in an appraisal which lumps together the law
of collusion and the law of monopolization through merger and
concentration of control? Obviously, the latter has not worked at
all, unless one is willing—which this writer is not—to applaud
the decisions in the oil and tobacco cases of 1911 as a success, or
unless one is willing—which, again, this writer is not—to applaud
the fact that the law has made firms wary of becoming the sole -
source of supply in a nationwide industry and made them prefer
living with one or two so-called competitors. On the other hand,
the law of collusion has had a very real influence on the develop-
ment of the American economy, an influence which becomes fully
apparent to those who know the extent of cartelization in most
countries of Europe. In view of the difference in their effective-

ness separate appraisals must be made of the two sections of the
law.

Stopping the Cartels—a Partial Success

In appraising the efficacy of the law of collusion we shall have
to take stock on a least five scores: (1) the interpretation of the
statute by the courts and the development of case law, (2) the
gaps and breaches resulting from exemptions, (3) the extent of
enforcement, (4) the adequacy of the penalties imposed and the
“relief” obtained as a result of successful prosecution, and (5) the
indirect effects of the law on the standards of business conduct.

We have seen that, beginning with the Addyston Pipe case in
1898, the statutory prohibition of agreements in restraint of trade
received adequate and effective interpretation by the courts. Car-
tels based on “straight” agreements were effectively outlawed. The
situation was different with regard to the supposedly lawful agree-

“ments based on patent rights and the clandestine cartels based on
trade practices and trade association activities. For several decades
the law of collusion was not applied if the restraint of trade took
the form of restrictive patent licenses or was the result of the cus-
toms and usages of the trade. The first Cement case and the Maple
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Flooring case in 1925 were bad set-backs in the prosecution of
collusion through trade association activities; although the Sugar
Institute case in 1936 struck down a number of these practices, it
was not until 1948—the second Cement case—that this situation
was corrected. The General Electric case in 1926 and other cases
involving agreements in the form of patent licenses retarded the
application of the law of collusion to patent cartels until after the
decisions of the Ethyl case in 1940 and the Univis Lens and Morton
Salt cases in 1942. In any event, although it took between forty and
fifty years from the enactment of the statute, the legal prohibition
of cartels in any form is now firmly established.®¢

We have reviewed the important exemptions from the antitrust
laws which Congress has granted in the interest of particular groups
in the economy. Some of these exemptions are more significant po-
litically—inasmuch as they are the results of pressure group influ-
ences upon legislators—than they are economically, because they
concern industries in which competition would not be very effective
in any event and the results of the collusion (i.e., private regula-
tion) which they permit are often, I am afraid, not so very differ-
ent from the results of governmental regulation. From an economic
point of view, the most important exemption is that of retail trade
under the fair-trade acts. This, undoubtedly, is a serious breach
in the legal prohibition of restraint of trade, but despite all the
exemptions there is still a substantial part of the economy that re-
mains subject to the prohibitions of the antitrust laws.

As far as the enforcement of the law is concerned one cannot
help contrasting all the trumpeting about “trust-busting” during
the political campaigns of the first decades of this century and the
ridiculously small efforts that were actually made to “bust” the
trusts.®” To try to enforce the antitrust laws of the country with a
force of twenty attorneys is not much less fantastic than to try to

86 See the chronological survey above, pp. 187-93, for the major issues de-
cided in the cases mentioned here in the text.

87 During the administration of President Theodore Roosevelt, when trust
busting was put forward as a major economic function of government, the
Antitrust Division of the Department of Justice consisted of five attorneys
and four stenographers. From 1914 to 1923 the number of attorneys in the
Division averaged only 18, and by 1933 it had been reduced to 15. Thurman
Arnold, “Antitrust Law Enforcement, Past and Future,” Law and Contem-

porary Problems, Vol. VII (1940), p. 5.
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enforce the speed laws on all the roads of the country with a force
of twenty traffic policemen. Even the 200 attorneys which the
Antitrust Division had in 1946 ¢ could hardly do much more than,
to use Thurman Arnold’s words, “dramatize an ideal.” Hence, any
success that the law of collusion may have had cannot be due to
the direct effects of its enforcement.

We have had occasion to refer to the penalties which the law
provides for offenders. Criminal actions against offenders do noth-
ing to correct the monopolistic situation and have almost no puni-
tive effect as long as the maximum fine is only $5,000. After hav-
ing paid their fines the companies often go right back to their old
practices, perhaps with some immaterial modifications. Civil ac-
tions may provide permanent relief—if the right kind of relief
is asked by the Government and granted by the court. But here lies
one of the greatest difficulties: lawyers who may be most compe-
tent in proving the illegality of certain activities are often quite
helpless in devising ways of remedying the situation. “The legal
problem of ‘winning’ the case is allowed to take precedence over
the economic problem of obtaining adequate remedial action.” °
This is an acute problem not only for the Antitrust Division but for
the Federal Trade Commission as well. In one case, for example,
the Government had to take action every few years against the
same firm and was able to win most of its legal battles, but was
never able to secure adequate relief.?® The inclusion in court de-
crees ?* of a “Damocles sword clause” which allows the Govern-

88 United States Versus Economic Concentration and Monopoly. A Staff
Report to the Monopoly Subcommittee of the Committee on Small Business.
House of Representatives, 79th Congress (Washington, 1946), p. 252.

89 Antitrust Law Enforcement by the Federal Trade Commission and the
Antitrust Division, Department of Justice—mA Preliminary Report. Select
Committee on Small Business, House of Representatives, Eighty-first Con-
gress (Washington: 1951), p. 65.

9 The war between the Government and the Corn Products Refining
Company from 1913 to 1948 is described in Fritz Machlup, The Basing-Point
System, pp. 83-90.

91 Court decrees may be either part of the adjudication of a litigated case
or “consent decrees” negotiated and agreed upon between the parties—the
Government and the defendant—and approved by the court. According to
a recent count “about one out of every two civil cases ends in a victory for
the Government by consent.” Antitrust Law Enforcement etc., op. cit., p. 66.
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ment to reopen the case if the relief provided in the decree should
prove to be inadequate, may be one way of solving the still un-
solved problem of how effectively to control the use of monopoly
power. On the other hand, it may prove necessary to remove the
source of power by breaking up large business units.”> Where large
business firms are determined to prevent competition, it is ex-
tremely difficult for the Government to force it on them so long as
the corporate organization involved remains intact.

In view of all these difficulties—the exemptions from the law,
its unsatisfactory enforcement, the inadequate relief obtained even
when the legal case is won—one might be inclined to belittle the
effectiveness of the law of collusion. But one should not overlook
the indirect effects of the law upon business. Even if the chances of
being caught in a violation of the law are small, the chances of
being convicted even smaller, and the chances of being forced to
reform almost nil, the very fact that collusive activities among com-
petitors are unlawful is unquestionably an important element of
the general atmosphere in which business is conducted in the
United States. It makes a great difference whether members of a
cartel can think of themselves as patriots contributing to public
welfare through stabilizing prices in their industry, or whether they
must be aware they may be thought of as criminals whose unlawful
deeds may possibly be exposed. Even if thousands of businessmen
may have the kind of conscience which easily condones a deviation
of their business ethics from the standards of the law, there are
large numbers of others, who respect the law and prefer to live
within it.?3

It is in this sense that one is justified in regarding the anticartel
law as a partial success. It has succeeded in creating a climate less
favorable to cartelization than would exist without it. There is no
doubt that business in America is much more “competitive” than in

2 In a consent decree accepted by Libby-Owens-Ford, producers of flat
glass, the Government reserved the right to reopen the case after three years
“to petition for dissolution, divorcement, and divestiture [i.e., splitting up the
firm] as the sole way to reestablish competition.” Antitrust Law Enforcement
etc., op. cit., p. 67.

°3 Of course, continuous prosecution of selected violations is necessary in
order to impress people with the existence of the law.
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most other countries partly because of the philosophy which is em-
bodied in the law of collusion and dramatized by its enforcement,
sporadic though it has been.

In one direction, however, the law against collusion has pro-
moted the growth of monopoly. Since collusion was effectively
prosecuted and “monopolization” was not, the result was that
cartels—the looser form of monopolistic organization—were vul-
nerable while corporate combines were almost invulnerable under
the law. The effect, naturally, was to give a fillip to the formation of
large corporate combines. The prohibition of temporary alliances
among competing firms increased the attractiveness of permanent
union through merger and consolidation.

Checking the Trusts—a Dismal Failure

An appraisal of the effectiveness of the law of monopolization
produces a grim picture. The mark is “unsatisfactory” on every
score, as far as past performance is concerned.

We have seen how the judicial interpretation of the statute and
the development of case law in the first fifty years reduced Section
2 of the Sherman Act almost to a dead letter. There was first the
ruling in the sugar trust case of 1895, and, after the damage had
been repaired, there were the confusing if not disabling doctrines
- enunciated on the occasion of the dissolution of the oil and tobacco
trusts in 1911. With the decision in the steel trust case in 1920 the
emasculation of the law was completed. The prohibition of mergers
injurious to competition, which Congress in 1914 tried to effect in
the Clayton Act, also proved a complete failure. The Federal Trade
Commission, finding the prohibition “a virtual nullity,” had to give
up all efforts to enforce it. The change in the statute through the
amendment passed by Congress in 1950 and the change in the in-
terpretation of the Sherman Act through the decisions of the Courts
in 1945 and 1946 may make a decisive difference for the future. But
this remains to be seen.

Since for practical purposes the prohibitions of trusts and merg-
ers were non-existent, the question of gaps and breaches through
special exemptions did not become relevant. Nor did the question
of sufficient enforcement. After the courts finished interpreting it,
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there was no law that could be enforced. Similarly, since there
have been so few convictions and injunctions, the question of pen-
alties and relief has not been important in the past. In the two
notable decisions under the Sherman Act—the oil and tobacco
cases—the relief was utterly inadequate. The trusts were ordered
dissolved, but in a hopelessly naive fashion: the stock of the sepa-
rated companies was owned by the same people. In addition, the
separation in the oil case was along regional lines, facilitating a
geographic division of the market among the separate companies,
and the separation of the business and the brands in the tobacco
case secured the large successor firms complete domination of
the industry. A few recent cases have demonstrated that neither
the Government nor the courts have learned how to provide ade-
quate remedies for the situation under attack.®*

The indirect effects of the law of monopolization were differ-
ent in nature from those of the law of collusion. While the latter
probably has deterred some businessmen from illegal cartelization
and made them more willing to compete, the former by singling
out “complete” monopoly for attack, probably has induced some
large concerns to coddle their weaker competitors. This, of course,
is partly a consequence of those court decisions which insisted that
proofs of nearly 100 percent control of the supply and of the ab-
sence of any competitors were necessary to sustain the charge of
monopoly. Businessmen consequently have believed it wise to
avoid acquiring “too much” control, and have preferred to keep
alive a few less efficient competitors, whom they could easily have
eliminated on the basis of cost differences. In other words, “soft
competition” and live-and-let-live policies have been among the
indirect effects of the stultified law of monopolization.

Nothing then can be said that would in any way qualify the
verdict that the law of monopolization, the prohibition of trusts
and mergers, has been a dismal failure. :

°¢If the law of monopolization should become operative in the future,
one of the most important tasks would be to find better ways of correcting
monopolistic situations. As a rule this can be done only through drastic re-
organizations of the industry in order to establish the structural prerequisites
for vigorous competition. Otherwise the greatest legal victories of the Govern-
ment will remain economically meaningless. Cf. Antitrust Law Enforcement
ete., op. cit., pp. 62-69.
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Alternative and Complementary Antitrust Policies

To say that the antitrust law in the narrow sense of the word
—the law against trusts and mergers—has been a failure does not
imply that it had to be so because of the nature of things. The law,
appropriately interpreted and enforced, could have been of great
value in checking the trusts and the growth of monopoly power.
On the other hand, even the most effective antitrust and antimerger
law could not have been expected to do the job by itself, without
the aid of complementary institutions, legal and administrative.

If the legal and administrative framework can be so devised
that the self-interest of individual businessmen will induce them
to act in the ways desired by society, the positive incentives thus
provided will as a rule be more effective in bringing about a de-
sired state of affairs than will the negative restrictions of legal
prohibitions and judicial decrees attempting to thwart an other-
wise profitable course of action. The profit motive can often be
used to guide men in the direction that society wants. If society
abhors concentrations of power in private hands and prefers eco-
nomic control to be widely dispersed, the most effective way of
accomplishing this is to make it less profitable to grow big and
powerful, and make it more profitable to stay small. A variety of
methods can be employed for this purpose, particularly certain
features of corporation law, tax law and patent law. We shall see
that in actual fact governmental policies in these and other areas
have been designed to aid in the growth of monopoly rather than
to restrain it.

What has just been said is applicable also to the problem of
“reversing the trend.” Prohibitions can help in stopping it, but not
in reversing it. The prohibition of mergers injurious to competition
would certainly have been of great value in stopping the trend
toward concentration at the beginning of this century. Such a pro-
hibition now may help prevent matters from getting worse. How-
ever, concentration of economic power has proceeded so far that
society may not be satisfied with merely checking further concen-
tration, but may wish to reduce some of the power positions that
have been created. Would a stronger antitrust law, a real “trust-
busting” law, be the best way toward this end?
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Proposals along such lines have been advanced and supported.
A recent report of a committee of experts studying the monopoly
problem recommended compulsory dissolution wherever size and
concentration could not be shown to be in the public interest.
“The Sherman Act might be amended to establish a rebuttable
presumption that concentration exceeding a specified percentage
of the market . . . was prejudicial to the public interest.” ®> The
market would be defined with reference to any product or related
group of products. Enterprises larger than the ceiling permitted
would then be forced to prove in court that their largeness was
in the public interest—or to dissolve and be split into separate
parts.

This may be a practicable way. It is certainly not the only one
and probably not the best. Far more effective than is commonly
realized would be appropriate changes in corporation law, tax law,
patent law, or other public policies, changes that create an in-
centive for concerns to divest themselves of subsidiaries they do
not need for efficient operation, and remove some of the existing
restraints on competition which have encouraged monopoly growth
in the past and still sustain it. It is to a review of these aspects of
the monopoly question that we now turn.

95 “Report of the Twentieth Century Fund Committee on Cartels and

Monopoly,” in George W. Stocking and Myron W. Watkins, Monopoly and
Free Enterprise (New York: Twentieth Century Fund, 1951), p. 553.
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Governmental Aids to Monopoly:
Corporation Laws, Taxes, Tariffs, Patents
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Limitations - Limiting the Privileges - Federal Incorporation
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HE ECONOMIC POLICIES of government are far-flung and many-
T sided. On many fronts, therefore, could government fight for
competition and against monopoly if it so desired. It has not seen
fit to do so. Instead, on many fronts it has used its power to give
aid to monopoly and to restrain competition. How government
has done this through its corporation laws, tax system, commercial
policy, patent laws, franchise and license requirements, trade
“board” regulations, municipal ordinances, regulation of utilities
and transportation, conservation policies for natural resources,
price controls and labor legislation will be related in this chapter
and the next.!

! That the bulk of all restrictions on competition can be attributed to gov-
ernment policies has often been emphasized by liberal economists. For ex-
ample: “The great monopoly problem mankind has to face today is not an
outgrowth of the operation of the [mark?t economy. It is a product of pur-

236
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CoRPORATION Laws

‘While the antitrust laws were aimed at restraining monopoly
power, or eliminating monopoly in certain forms; and while some
of the governmental policies that we shall discuss later were frankly
directed toward restraining competition or eliminating it in cer-
tain areas; the corporation laws were not intended to do either. If
they have come to be one of the most important aids to the de-
velopment of monopolistic concentration, this was not the con-
scious objective of the legislatures that created them. That the
corporation laws are what they are is the haphazard result of an
abdication of public control over a publicly granted privilege, an
abdication that took place in the wilder days of American business,
when the foundations of the great corporate empires of today
were being laid. A powerful device for good or evil was placed at
the disposal of businessmen to use very much as they saw fit.

The Privileges of the Body Corporate

The life of a corporation is independent of the lives of its
owners and it therefore enjoys one privilege not vouchsafed to
man—the privilege of immortality. The limits to the accumulation
of power in corporations with perpetual charters transcends the

posive action on the part of governments.” Ludwig von Mises, Human Ac-
tion: A Treatise on Economics (New Haven: Yale University Press, 1949),
p. 363.—Or, “the major restrictions preventing effective competition are due
directly or indirectly to stupid public policy. . . .” “. . . we may refer to
the deliberate granting of patents and copyright . . . ; to the coddling
of pressure groups in agriculture and organized labor; also to excessive grants
of power to corporations.” Frank H. Knight, “Economic and Social Policy in
Democratic Society,” Journal of Political Economy, Vol. LVIII (1950), pp.
519-20.

In referring to these writers as “liberals” I call attention to the different
meanings of this label in the United States and in most other countries. In .
Europe, and in Latin America, the freedom of the individual, which is the
essential objective of liberalism, includes, or means above all, freedom from
the state, especially from government interferences with the operations of
the competitive market economy. In the United States the term “liberal” is
often used in the opposite sense, namely, for a reformer favoring a good deal
of government intervention in economic affairs; indeed, even some “collec-
tivists” would here call themselves “liberals” and in turn dub the Continental-
European liberals as “rugged individualists.”
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limits to individual accumulations.? For this reason, the early atti-
tude toward the corporation was one of watchful caution and the
privilege was granted sparingly by governments. That individuals
should have the right to incorporate their businesses merely by
filling out the appropriate forms and paying the requisite fees and
to operate in the absence of strict governmental supervision would
have seemed most improper to 18th- and early 19th-century legis-
lators.

By 1850, however, the pressures from businesses for corporate
charters were so great that several states had adopted general in-
corporation laws. Much of this pressure was justified by the
“legitimate” needs of business. It has been said over and over
again that without the institution of the business corporation cap-
italism could not have developed as rapidly as it has and the pro-
ductive efficiency of our economy could not have reached its
present level. The corporate form of business organization is re-
garded as a necessary condition for the development of the large
economic units which alone can achieve the efficient use of re-
sources that comes with the techniques of large-scale production.

In order to make use of the technological advantages of large-
scale production, an agglomeration of such masses of capital was
needed as few individual owners could afford. In order to col-
lect the wealth of many individuals and put it under common
control, the joint-stock company had to be created. In order to
make it an economic unit separate from and relatively independent
of its owners, it was given all the legal privileges of a “person”:
it could own property, make contracts, undertake liabilities, bring
suits and be sued. In order to attract the funds of people who were
willing to risk their investments but unwilling to risk their for-
tunes beyond the sums invested in the collective venture, the
privilege of limited liability was conferred on the owners. Some
countries went still further and added to the privilege of limited
liability the privilege of anonymous ownership of the body cor-

2 “As legal ‘persons’ they were given all the privileges of natural persons
but, since they were capable of indefinite growth and were immortal, they
accumulated power which it would have been impossible for a natural per-

son to retain and all but impossible to acquire.” Frank D. Graham, Social
Goals and Economic Institutions (Princeton: Princeton University Press,

1942), p. 209.
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porate, an anonymity that applied even vis-d-vis the tax authorities
and conveniently enabled the stockholders to evade income taxes
on dividends collected.?

Large-Scale Production versus Monopoly Control

Some concentration of economic power was obviously neces-
sary for the realization of the technological potentials of mass pro-
duction. The extent, however, to which that concentration has pro-
ceeded is entirely out of proportion to the so-called technological
necessities or economies. Most of the growth of corporate empires
during the last fifty or sixty years was not a matter of technological
integration of production but rather financial integration of con-
trol. And this integration and concentration of control in larger
and larger corporate units was, of course, directly related to the
building up of monopoly positions both in the sense of reducing
the number of actual competitors in the field and in the sense of
reducing the ease with which potential competitors could enter
the field.

The corporation laws have facilitated the concentration of eco-
nomic control over the industry of the country chiefly in two ways.
They have enabled single corporations to grow to enormous size
through the acquisition of other corporations wholly or in part;
and they have made it possible for “interest groups” to control the
large corporations themselves.* This second type of control, al-
though of great importance from the point of view of economic
organization and the social and political climate prevailing in the
nation, is probably less important than the first with respect to the
monopolistic control over markets and market policies with which
we are here concerned.

¢ To guard this anonymity stockholders in several countries can collect
dividends by presenting incognito, at the window of a bank, coupons which

they clip from a sheet attached to their bearer stock certificates and which
are payable to the bearer.

* “Interest groups” with strong control over large industrial corporations
have included J. P. Morgan & Company, the Rockefellers, Du Ponts, Mellons.
According to recent studies, eight interest groups control at least 106 of the
250 largest corporations in the United States. Cf. National Resources Com-
mittee, The Structure of the American Economy (Washington: 1939), pp.
160-61.
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An investigation of the largest corporations in the United
States would readily bear out the contention that their growth was
only in part related to larger establishments, bigger machines,
greater power plants, longer conveyor belts, more elaborate as-
sembly lines, lower inter-plant transportation cost, or other econ-
omies of large-scale production. Instead, much of their growth was
related to the construction or acquisition of entirely separate plants,
which many believe could be just as efficiently operated by inde-
pendent firms, and to the acquisition of whole companies, many
of which had been their competitors, suppliers, or customers.

There was nothing “natural” about this growth of business
firms into corporate giants. It was merely a matter of shortsighted
legislatures and courts, and ingenious lawyers, promoters and
businessmen. On the one hand, the various states in the country
found that the business of incorporating corporations was a lucra-
tive one ° and that the simpler they made the formalities and the
less restrictive the regulations, the more of this business they could
attract.® On the other hand, it was “natural” not only that business-
men should make the most of the opportunities which government
policies and legal institutions provided, but also that they should
try to ensure that these institutions and policies were developed
in their interests.

Gratuitous Privileges and Lack of Limitations

The very existence of the corporate form of business is, as we
have pointed out, a vital aid to the growth of the business unit.
Certain features in the corporation laws, however, can be singled
out as “gratuitous” in the sense that they essentially contribute to
a concentration of control far beyond anything that might be
“necessary” for the realization of all possible economies of large-

5 In 1929 approximately 429 of the total revenue of the State of Dela-

ware was derived from incorporation fees and corporate franchise taxes. See
R. C. Larcom, The Delaware Corporation (Baltimore: The Johns Hopkins
Press, 1937).

¢ Even though some states tried to maintain some control over corpora-
tions, one “liberal” state was sufficient to vitiate all such attempts since a
corporation created in one state had to be recognized by all other states under
the “full faith and credit clause” of the Constitution.
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scale production and distribution. But if one calls some features
of the corporation laws “gratuitous,” one invites protests from
lawyers and economists who can rightly point to material advan-
tages of the criticized provisions. Moreover, in attributing any
“effects” to a particular legal provision one is implying that these
effects could be avoided by eliminating the provision entirely or
by replacing it by some other. Indeed, sometimes it is possible
to correct the effects complained of mérely by deleting an exist-
ing provision in the law. More often, however, some arrangement
must be made and it is impossible to complain of the effects of
any specific arrangement unless alternatives are considered. Fur-
thermore, if a law confers rights and powers on individuals or
groups, one must examine it as much with reference to what it
does not provide as to what it does provide. It is axiomatic that
in society all individual rights are limited; yet it is up to the law
to define what the limits are, and one can attribute to the law it-
self the consequences that follow from a failure to impose ade-
quate limits.”

There is no doubt that the general incorporation laws have
conferred powers on corporations of which they could be sheared
without impairing their ability to take advantage of modern
technology. There is considerable disagreement as to exactly what
powers should be limited and how the limitation should be effected,
- but the following are some of the criticisms and suggestions that
have been made.8

First, the right of a corporation to own stock in another cor-
poration was probably the most important single device that gov-
ernment contrived to facilitate the development of the industry-

" Even the fundamental rights of a democracy, such as freedom of speech,
must have limits. It is not possible, for example, for an individual to make
obscene speeches, or speeches designed to incite violence, without running
afoul of the legal limits placed on free speech.

& Many of the criticisms and suggestions have been made by people who
are not “experts” in corporation law. Since specialists in a field tend to ignore
some of the wider ramifications of their subject while the nonspecialist may
have a broader point of view, it would be too bad if the former summarily
brushed aside all suggestions from the latter. Many general proposals have

ideas in them worth exploring even though the form in which they are pre-
sented is manifestly inappropriate.
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dominating corporation.® It was first introduced into a general
incorporation law by the State of New Jersey in 1888, just at the
time when the trust device for obtaining monopoly control was
being challenged in the courts, and it laid the basis for the holding
company, which was to become an even more effective instru-
ment of control than the original form of trust.

Second, the laws allowed the development of other methods
of concentrating or coordinating the decision-making powers that
would otherwise be dispersed over several independent business
units. Among the most apparent of these methods are “interlock-
ing office-holding” and the “community of interests.” 2

Third, the virtual “disenfranchisement” of the owners of many
corporations facilitates a concentration of power in the hands of
a few that is gratuitous in many respects. There are several devices
by which a small group can obtain control over large corporations
and coordinate their policies. Thus, instead of the older one-
share-one-vote custom, different types of corporate stock may be
issued with different voting rights or with none at all. There may
be thousands of “owners™ of a corporation, only a minority of whom
have any control over the corporation policies. But even if all stock
is voting stock, a small concentrated minority ownership may be

® Walter Lippmann in his Good Society (Boston: Little Brown & Com-
pany, 1937) said: “Fifty years ago no common law lawyer would have
thought it conceivable that one corporation could own stock of another. The
business corporation, as we know it, is founded on the fact that legislatures
and courts gradually invested incorporated associations with new rights,
rights which did not exist a hundred years ago, rights which can, therefore,
by no stretch of the imagination be regarded as anything but conditional and
subject to alteration” (p. 280).

10 The antitrust laws made a feeble attempt to get at these devices. But
. . the present law fails to provide adequate safeguards against communi-
ties of interest. It contains no provisions against the development of a work-
ing accord among business enterprises through the personal relations of
their officers, managers, and principal stockholders; no limitations upon the
right to have identical executive officers, lawyers, accountants, banks, and
advertising agencies; no legal barrier to prevent a single wealthy man or the
members of a single family from owning the controlling stock interest in more
than one ostensibly competing company. In summary, there has been no sub-
stantial effort to prevent competition from being destroyed by ties of owner-
ship and management which unite ostensibly independent concerns.” Corwin
D. Edwards, Maintaining Competition: Requisites of a Governmental Policy
(New York: McGraw-Hill, 1949), p. 142.

“«
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able to control the corporation, particularly if it has the cooperation
of management to whom the “proxy machinery” is available.!*
Management holds an extremely strategic position in the modern
corporation, particularly if ownership is widely dispersed, and in
many corporations management has virtually complete control.
The term “management” is used to include the directors and the
top executive officers of the corporation. Clearly this group has a
vested interest in the growth of the corporation, and the larger
and more powerful the corporation, the more important and more
powerful is their position. Although in theory management runs
the business for its owners, it frequently happens that the interests
of management and of owners conflict. In this case, management
control is likely to be used to protect the position of management
to the detriment of owners.

Fourth, one of the most serious conflicts of interest between
management and ownership concerns the distribution or retention
of corporate profits. How much of the profits is distributed to the
stockholders and how much is “ploughed back” is in effect decided
by management. To a very considerable extent corporate expan-
sion is financed by these “internal” funds and, since these funds
never reach the capital market, in which they would be subject
to competition from other potential users, and are disposed of
largely without consulting the wishes of their real owners, they
furnish a most appropriate vehicle for the strengthening of the
power of management through reinvestment in the corporation.
Expansion may take place for no other reason than that manage-
ment wishes to extend its sphere of operation or control. This
type of reinvestment of corporate earnings not only promotes an
undue extension of corporate power but, in withdrawing a sig-
nificant part of the investment capital of the country from the
competition of the capital market, may result in wide deviations
from the “optimum” allocation of resources in the economy.'?

11 When ownership is widely dispersed, most of the shareholders never
attend stockholders meetings and, if they vote at all, vote only by proxy. The
machinery through which information is given to stockholders and proxies
are secured is usually under the control of management. This puts manage-
ment in a strategic position with regard to any other group who may wish to
oppose the interest of management in the meetings.

12 It should be noted, however, that after a high degree of concentration
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Finally, there are no limits to the size of a corporation. Society
has provided a foundation upon which a Frankensteinian monster
can be created. Corporations may become larger than is consistent
with the public welfare, larger than is justified by the primary
justification for corporations.*®

Limiting the Privileges

The first two criticisms concern the power of a dominant cor-
poration under present laws to obtain control over other corpora-
tions. The prohibition of intercorporate stock ownership has often
been suggested as a method for reducing this power. Exceptions
would have to be made, however, for investment companies, in-
surance companies, banks, and similar institutions. The purpose
of such a provision would be to prevent concentration of control,
and intercorporate stockholding that is unrelated to this purpose
could well be permitted.** Similarly, a prohibition of interlocking
controls of other kinds could also be written into the corporation
laws, instead of attempting to combat them through special pro-
hibitions, such as the Clayton Act provision against interlocking
directorates in large competing corporations (which has never
been enforced).

Instead of attacking the “disenfranchisement” of the stock-
holder or the power of management to retain corporate earnings
without limit for financing uncontrolled growth, one may directly
attack the separation of ownership and control that has occurred

has been reached in many industries owing to the spectacular growth of a
few corporations, continued freedom to retain earnings may tend to reduce
concentration of industrial control. For it is an established fact that smaller
corporations retain larger percentages of their earnings than the corporate
giants are wont to do; and we know that retained earnings are practically
the only source of funds available to growing small business firms. Hence,
restrictions on the retention of earnings would restrict the growth of smaller
corporations more than the growth of larger ones. Inasmuch as the permis-
sion to retain earnings allows small firms to grow at a faster rate than large
firms, it tends to reduce industry control by the latter.

13 Society has found it wise to limit the size of buildings in cities, the
size of trucks on the roads, etc.

14 “The first and most obvious change needed . . . is a requirement that
every corporation disclose its corporate affiliations and the names of those
who hold its securities.” Corwin D. Edwards, op. cit., p. 134.
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because the laws allow a wide diffusion of ownership and permit
corporations to be controlled by boards of directors whose mem-
bers own only little or nothing of the corporate stock.'® If it were
provided that the members of each board must be beneficial own-
ers of at least 51 percent of the stock of the company, this would
make it more likely that the company would be run, and its in-
vestments would be decided upon, in the interest of the majority
of the owners. (If the executives were not spending other people’s
money but largely their own, they might be more solicitous about
expenses as well as investments.) At the same time this provision
would effectively limit the tendency toward giantism because the
growth of an enterprise could not be out of proportion to the com-
bined wealth of its board members. Moreover it would be more
difficult for individuals to accumulate enormous power over sev-

eral corporations far in excess of their financial stake in these en-
terprises. Since the existence of corporate giants may be indispensa-
ble in some fields—such as railroad, telephone, or telegraph
companies—exemptions would have to be granted where size far
beyond the wealth of the control group is clearly in the public in-
terest. Alternatively, in lieu of prohibition and exemptions, a gen-
eral provision might put all corporations that are not controlled by
at least a certain percent of their owners under public control or
regulation. The wish to avoid government control of an industrial
enterprise may act as an incentive for keeping its growth within
the bounds dictated by the financial means of its directors.

The proposal just discussed was based on the proposition that
those in control of the corporations should also be the effective
owners. This would certainly reduce the size of corporations. But
it is strongly urged by some that one of the -chief advantages of
corporations—the ability to raise equity capital from hundreds of
relatively minor sources—would be seriously impaired to the detri-
ment of both efficient industrial organization and the convenience

15 The officers and directors of a sample of 155 companies, taken from
the 200 largest corporations in the country, owned in 1935 a median of 1.74
percent and an average of 5.52 percent of the voting stock of their corpora-
tions. (Obviously their holdings were an even smaller share of all common
stock outstanding.) R. A. Gordon, “Ownership by Management and Control
Groups in the Large Corporation,” Quarterly Journal of Economics, Vol. LII
(1938), p. 871.
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and position of the small investor; in other words, that this pro-
posal goes too far. Almost the opposite arrangement has also been
suggested: that those who have minority interests are guaranteed
a more than proportionate degree of control over the policies of
the corporation. This could be accomplished by one of a variety
of modified “proportional representation” voting procedures for
directors. For example, if there are 15 members of a board of
directors to be elected, each share of voting stock could only be
voted for, say, three directors, instead of for the whole slate of
fifteen. Thus, those with 51 percent of the stock could still only
elect three directors if all their stock were voted as a block.

The corporation laws, instead of permitting the incorporation
of firms of any size and permitting them to grow without limit,
might include a limit on size—in terms of capital, sales, employ-
ment, or other measures—beyond which special charters would
be required, granted only upon proof that greater size was needed
for efficient production and distribution of the products of the en-
terprise. Or the laws might limit the number of establishments
operated by any one corporation, or they might provide that no
person, natural or legal, may “control” any business organization
which makes deliveries (for compensation) from more than one
“point of delivery,” unless “the total of all the employees engaged
in and for such organizations is less than one thousand.” 16

*¢ This is a provision of the fanciful “Business Limitation Act” drafted
by a critic of the present corporation laws who proposes to limit the size
of firms and the scope of corporate control by means other than public regula-
tion and not requiring administrative or judicial discretion. The limitations
proposed would not affect large-scale production, since the size of the estab-
lishment (shipping from “one point of delivery”) is not limited; nor would
they affect multi-plant operation if the plants are all sufficiently small (em-
ploying less than a total of 1000 people); nor would they affect the locating
of large establishments at different points if the establishments are vertically
so completely integrated that only one of them makes deliveries to buyers;
and, since the “point of delivery” is defined as a circle with a ten-mile radius,
it would be permissible to have production and warehouse facilities somewhat
spread out and not strictly contiguous. What the limitations under this scheme
would definitely exclude is the concentration of control over establshments
located at such a distance from one another that one may assume that they
could just the same be run under independent control. An unusually broad
definition of “control” increases the effectiveness of these limitations. “Con-
trol” is to include any influence, by contract or otherwise, on the selection
of executive employees and on “the selection of any commodity, property
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With imagination or diligence we could easily add to the criti-
cisms and suggestions and lengthen the list of what the corpora-
tion laws have done to aid the growth of monopoly or have failed
to do in order to check it.}” With regard to the effects of a “charter
law” there is, we repeat, no logical difference between positive
aids and absence of limitations. The enactment of corporation laws
constitutes a positive action of the state conferring priv‘ileges that
would not exist otherwise. The question is whether these privileges

or service to be purchased or employed. Besides the right to vote a majority
of stock, control in this sense comprises all restrictions or incentives provided
in the form of tying clauses, full-line forcing, quantity discounts, exclusive
selling or buying arrangements, etc.” See Fred I. Raymond, The Limitist
(New York: W. W. Norton & Company, 1947), pp. 110-19.

17 A comprehensive list of proposals for the reform of incorporation laws
was advanced by Henry C. Simons in A Positive Program for Laissez Faire:
Some Proposals for a Liberal Economic Policy. Public Policy Pamphlet, No.
15 (Chicago: University of Chicago Press, 1934). Reprinted in Economic
Policy for a Free Society (Chicago: University of Chicago Press, 1948), pp.
58-59. He proposed that the laws provide:

“1. That no corporation which engages in the manufacture or mer-
chandising of commodities or services shall own any securities of any
other such corporation

2. Limitation upon the total amount of property which any single corpo-
ration may own
a) A general limitation for all corporations, and
b) A limitation designed to preclude the existence in any industry

of a single company large enough to dominate that industry—
the principle being stated in legislation, the actual maxima for
different industries to be fixed by the Federal Trade Commission

8. That corporations may issue securities only in a small number of
simple forms prescribed by law and that no single corporation may
employ more than two (or three) of the different forms

4. Incorporation of investment corporations under separate laws, de-
signed to preclude their becoming holding companies or agencies
of monopoly control—with limitations on their total property, on
percentage holdings of securities of any single operating company,
and on total investment in any single industry (again under the
immediate control of the Federal Trade Commission)

5. That investment corporations shall hold stock in operating com-
panies without voting rights, and shall be prohibited from exercising
influence over such companies with respect to management

6. That no person shall serve as an officer in any two corporations in the
same line of business and that no officer of an investment corporation
shall serve as an officer of any operating company

7. That corporate earnings shall be taxed to shareholders in such man-
ner as to prevent evasion of personal income tax with respect to un-
distributed earnings.”
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should be without limits, with generous limits or with narrow limits.
The absence of limits in the rights and privileges granted to “legal
persons”—limits with regard to interlocking stock-holding, inter-
locking office-holding, separation of ownership and control, re-
tention of earnings, size and growth, number of non-contiguous
establishments—is equivalent to positive aids to the development
of monopoly power.

Federal Incorporation

One cannot expect that adequate limitations will be written
into the corporation laws of the individual states. After all, “in-
dividual States fear to place themselves at a possible disadvan-
tage by imposing requirements which other States would not lay
down.” *® Federal incorporation of large enterprises doing business
beyond state boundaries has therefore been considered the only
practicable way of accomplishing needed reforms. _

The Temporary National Economic Committee in 1941 recom-
mended “national standards for national corporations” ! and bills
have been introduced providing for the Federal licensing or incor-
poration of corporations engaged in interstate commerce.?° Such
proposals have never succeeded in overcoming the resistance of
the business interests who stand to gain from the present lax sys-
tem of incorporation. To strengthen the opposition to a Federal
incorporation system, the advocates of the state systems of un-
limited corporation charters have skilfully exploited the strong

sentiments of the defenders of “state rights” against the expansion
of “Federal control.” 21

18 Final Report and Recommendations of the Temporary National Eco-
nomic Committee, T7th Congress, 1st Session (Washington: 1941), p. 28.

19 Ibid., p. 29.

20 See, e.g., Federal Licensing of Corporations, Hearings before a Sub-
committee of the Committee on the Judiciary, U.S. Senate, on S. 10. 75th
Congress, 1st Session (Washington: 1937).

21 According to the majority view of the Temporary National Economic
Committee the “necessary reforms could be effected by a national charter law
without in the slightest degree impairing State sovereignty. Indeed, such pro-
visions would have the very opposite effect because they would abolish the
principal means by which the concentration which has undermined local
economic sovereignty has been effected.” Final Report, p. 29.



CorpORATION LaAws, TaXes, TARIFFS, PATENTS 249

As the laws now stand, the governmental arrangements con-
cerning the creation and operation of corporate bodies are among
the most powerful aids to the development of monopoly power in
the United States.??

Tax Povricies

If the power to tax is the power to destroy, taxation, one might
think, could have been used for the destruction of monopoly. Per-
haps such use would have been undesirable; perhaps it would have
been impossible; but one thing is certain: it has not been tried.

Non-Fiscal versus Fiscal Objectives

The use of taxation for other than strictly fiscal purposes has
often been attacked as an unwise exercise of governmental power.
There are so many things that society wishes to do, so many ob-

. jectives to achieve. If taxes were devised on a grand scale as
deterrents and incentives, meting out penalties for socially unde-
sirable behavior and giving indirect premiums for socially de-
sirable behavior, the danger would be great that the tax system
could not fulfill its primary functions, to raise revenue for the gov-
ernment and avoid inflation. The tax structure might be under-
mined by gradual accretions of non-fiscal taxes serving many differ-
ent social purposes.?

22 “The principal instrument of the concentration of economic power
and wealth has been the corporate charter with unlimited powers—charters
which afforded a detour around every principle of fiduciary responsibility;
charters which permitted promoters and managers to use the property of
others for their own enrichment to the detriment of the real owners; charters
which made possible the violation of law without personal liability; charters
which omitted every safeguard of individual and public welfare which
common sense and experience alike have taught dre necessary.” Ibid., p. 28.

23 “The use of taxation for non-fiscal ends should not be summarily con-
demned on the broad grounds that no non-fiscal purposes are properly ad-
missible . . . As students of public finance, we desire to sound a note of
warning against hasty and ill considered proposals to use taxation . . . for
the achievement of specific economic results . . . There is a real risk that,
through the indiscriminating use of our general taxes for other purposes than
the raising of money, we may seriously impair their usefulness for the not
unimportant task of alimenting the public fisc.” Final Report of the Com-
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The purist in public finance who rejects any and all non-fiscal
functions of taxation on the ground that they might interfere with
the fiscal one apparently has a very narrow view of the govern-
mental agenda. No doubt, he is correct in warning of the social
costs that may arise from the damage to a tax system burdened
with non-fiscal functions. But he forgets to compare these costs
with the costs of attempting to fulfill the same functions by differ-
ent methods or of failing to fulfill them at all. If an important social
objective cannot be attained by other methods, or if it can be at-
tained only at higher costs, one should not let the fact that the tax
system might suffer damage as a revenue-raising machine be the
overriding consideration. The relative importance of the social
objectives, the relative merits and demerits of achieving them in
alternative ways, as well as the effects on the tax structure must all
be carefully evaluated.

Any tax system has non-fiscal implications. Although taxes may
be imposed primarily to raise revenue or as part of an overall fiscal
policy, they will always affect such things as the distribution of in-
come, economic incentives, and the availability of capital. Their
burden may lie with unequal weight on different size firms or on
different types of expansion and thus they incidentally become
relevant to the question of monopoly and competition. If the pre-
vention of monopolistic domination of the economy is one of the
established policies of government, it is not permissible to neglect
the actual effects of the tax system as it is as well as the potential
effects of the tax system as it might be.?*

Corporation Income Taxes: Why and How?

For the most part taxation has little relevance for the problem
of monopolistic business practices nor can it be easily used to con-

mittee of the National Tax Association on Federal Taxation of Corporations,
National Tax Association Proceedings, 1939, pp. 517, 572.

24 “Other things being equal, when a choice is available between alterna-
tive revenue measures, the first of which promises to produce economic ef-
fects considered desirable by the community, and the second of which in-
volves undesirable economic repercussions, it is intelligent to choose the
first . . . Again it seems to us obvious that when a given economic program
has been established as accepted public policy, it is desirable that tax statutes
be brought into harmony with it.” Ibid., p. 572.
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trol monopoly as such: Proposals for a direct tax on “monopoly
profits” have been made. But as we shall see elsewhere in this book,
it i$ difficult enough to identify profits; to separate monopoly profits
from other elements in the net income of a business is impossible.
Income taxation can touch monopoly only to the extent that size
is closely associated with monopoly power.?* It would be tech-
nically possible to tax large corporaticns out of existence. Or
through imposing steeply progressive income taxes upon corpora-
tions it would be possible to discourage firms from growing larger
and to encourage large firms to split up.

All this presupposes that we have and retain corporation taxes
at all. Whether they are economically sound and “desirable” is a
highly controversial issue. Many economists maintain that business
taxes of any kind—sales and excise taxes, excess profits taxes, cor-
porate income taxes, etc.,—are fundamentally unsound because
they influence production policies, pricing policies, investment pol-
icies of businessmen, which should be determined exclusively by
the demand of consumers and the conditions of production.?® An
excise tax may cause producers to produce less than they would
otherwise decide to produce. An excess profits tax discourages
efforts to reduce costs, promotes wasteful expenditures and may
even cause firms to pay higher prices for productive factors than
they would pay in the absence of the tax. A corporation income tax
may influence investment decisions of the firm by creating a bias
against the more risky investments.?” In order to avoid all such

25 “Some people propose that taxes should be used to protect little busi-
ness against monopolies. But special treatment of corporations not engaged
in monopolistic practices, as proposed in a bill introduced in the Senate a
few years ago, is a dubious panacea for small business ills. Federal policy is
opposed to monopoly and such a differentiation might be basically in accord
with that policy. But monopoly is an elusive concept. Size does not prove
its existence, nor do interlocking directorships. No doubt there is a connec-
tion between size in business and monopoly power, but bigness does not
always beget monopolies nor does smallness always mean the absence of
monopoly. It is almost impossible to devise any test that would be readily
useful for tax purposes.” Randolph E, Paul, Taxation for Prosperity (New
York: Bobbs-Merrill, 1947), p. 384.

26 Some business taxes, e.g., the chain store taxes in some states, the
liquor taxes and wartime taxes on luxury goods are imposed for the specific
purpose of influencing investment and production.

27 This will, of course, depend on the loss offsets permitted in the law.
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effects, it is forcefully argued, taxes should not be imposed on busi-
ness firms but only directly on individuals.® ‘

Since individuals must, in the last analysis, bear the taxes any-
way, it is also argued on grounds of equity that all taxes be placed
directly and openly on the individuals who bear them. Taxes can-
not be “borne” by “artificial” persons, i.e., corporations, but always
fall on the real individuals who have an interest in the corporation’s
activities as producers, consumers, or suppliers of capital. Hence
an income tax on corporations is ultimately imposed on individuals
in a concealed fashion without reference to any principles of equity
or ability to pay. There is, therefore, a strong case for placing the
taxes directly on individuals in accordance with accepted princi-
ples of taxation rather than on the earnings of corporations. Ad-
ministratively this would be more difficult than the present system,
the change would result in considerable upheaval and the squawks
of the taxpayers would be intensified. The chief advantage of the
corporation income tax is that its incidence is concealed from those
who bear it and they can therefore be plucked without excessive
pother,—surely a somewhat specious principle of taxation! _

These are objections to the principle of corporation taxes. Ob-
jections can also be made to the particular way in which they are
constructed. In the United States, for example, many economists
strongly object to the “double taxation of dividends” which re-
sults from the fact that the net income of corporations is fully taxed

See Evsey D. Domar and Richard A. Musgrave, “Proportional Income Taxa-
tion and Risk-Taking,” Quarterly Journal of Economics, Vol. LVIII (1944),
pPp. 388-422.

28 “It is the business of enterprises to produce goods and to make money.
Given proper rules of the game, formal and conventional, and a structure
of law designed to facilitate transactions and to analyse them in accordance
with the public interest (e.g., away from excessive power concentration and
monopoly), enterprises should be free from arbitrary influences on their
actions and crucial decisions. In particular, the influence of taxes on produc-
tion and investment policies should be minimized . . . The impact of taxes
should be kept as far away as possible from the concern or enterprise, and
from the sphere in which operating and investment decisions are made.
This means that taxes should fall on the natural person or family as a con-
suming and saving unit, where their effect will be concentrated on con-
sumption and saving and largely removed from productive enterprise and
management.” Henry C. Simons, Federal Tax Reform (Chicago: University
of Chicago Press, 1950), pp. 17 and 20.
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before dividends are distributed and that the dividends are taxed
again under the personal income tax when the shareholders re-
ceive them. The double taxation discriminates against equity
financing and in favor of debt financing, because interest payments,
deductible from taxable corporate income, are taxed only once.
This discrimination may have harmful economic effects, particu-
larly in downswings of the business cycle, when debt may become
dangerously burdensome.

Nonetheless, we have had corporation taxes for a long time
and we are likely to have them for a long time in the future. Let
us, then, take their existence for granted and examine their rela-
tion to an antimonopoly program. Except for a slight graduation
in the corporation income tax rates, the accepted policy has been
to make taxes “neutral” with respect to large versus small business.
Should taxes perhaps be so devised that they discriminate against
big business? Have they perhaps, as many say, been so devised that
they have in fact discriminated against small business?

The Actual Bias Against Small Business

In one sense it may be said that any business tax whatever—
unless it is prohibitively progressive-—falls harder on small busi-
ness than on big. Small businesses depend for their development
almost entirely on the reinvestment of their earnings. They do not
have the access to the credit and capital markets that large cor-
porations have. Thus a tax on the earnings of business, large or
small, reduces the only important source of funds available to small
business.

To prevent the tax system from aggravating the difficulty small
business faces in raising capital, numerous proposals have been
made for completely or partially exempting small firms from the
corporation income tax, for a more graduated corporation income
tax, for the modification of the special surtax that is levied on
profits retained in excess of “reasonable” business needs, for ac-
celerated depreciation allowances for durable assets, and for meas-
ures to place incorporated and non-incorporated small business on
a more nearly equal basis.? This is not the place to discuss these

20 There are many discussions of the effect of taxation on small busi-
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measures. Each of them raises special problems, administrative
as well as economic, with regard to efficiency as well as equity.*°

One particular way in which business income taxes have dis-
criminated against new and small firms concerns the incidence of
losses. When large diversified established firms enter new lines
of activity, losses made in these lines may be offset for tax purposes
against profits made in other lines, so that the taxable income of
the firm is reduced by the amount of the losses. Such savings on
income tax liability do not exist for the small, new firm, because it
has no other departments making profits part of which could be-
come non-taxable on account of the loss offset. The small, new firm
is therefore at a distinct disadvantage in any risky enterprise.

This disadvantage is aggravated if income taxes are figured on a
strictly annual basis so that losses made in one year cannot be off-
set against gains in other years. The risk of investing in small firms
is thus greater than in large firms and investment in them is dis-
couraged. To remove this bias against small firms the law now
provides that net losses in the current year may for tax purposes
be “carried back” and set off against income in the two preceding
years, and any loss balance still remaining may be “carried for-
ward” against income in the two following years. The carry-back
provisions may be very important for small businesses, especially
in times of depression when their cash position is likely to be weak;
they may then find considerable relief in receiving from the Treas-
ury the cash refunds from taxes paid in the previous two years.
But the carry-back provisions are of no help to a new firm estab-
lished for a new venture. Nor will the carry-forward provisions
nesses and of desirable reforms in the law. For further information the follow-
ing references are useful: U.S. Treasury Department, Division of Tax Re-
search, Taxation of Small Business (Washington: 1949); Smaller War Plants
Corporation, Taxation, An Economic Report prepared by John M. Blair,
Howard R. Bowen and C. C. Fichtner (Washington: Sept. 1945).

80 Special measures designed to assist the owners of small business may
well conflict with the objective of taxing individuals according to their ability
to pay, inasmuch as small businesses are not infrequently owned by very
wealthy men and the tax system might then have the effect of enabling such
men to evade income taxes by hiding behind the privileges granted small
businesses. This would be avoided if stockholders had to pay personal in-
come taxes not only on dividends received but on their share in the total

earnings of the corporations. The partners in unincorporated business firms
pay personal income taxes on earnings retained or distributed.
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help such a firm if the losses made force it out of business. Thus
the new, small firm has neither profits from other departments, nor
profits from past years, nor perhaps profits in future years, against
which to offset its losses. While, through such loss offsets and con-
sequent tax reductions, the Government shares in the venture losses
of old or large firms, it does not do so in the venture losses of new
small firms.3!

If an increase in the concentration of industry in the hands of
large business firms is to be prevented (and a decrease in concen-
tration to be promoted) a high birth and survival rate of new firms
and high growth rates of small firms are needed. Yet both are cut
down by high income taxes. High personal income taxes reduce
the capacity of individuals to accumulate funds needed to start
new businesses and to nurse them through their formative stages.
High corporate income taxes reduce the capacity of the new and
small businesses to retain earnings to finance their development
and growth, and reduce also the willingness of outsiders to fur-
nish capital for the growth of small firms. In all these respects the
small firm is severely handicapped relative to the old and estab-
lished firm.32

In at least one industry the existence of specific excise taxes
has worked to the disadvantage of small producers and in favor
of the dominating concerns. Cigarette taxes, levied by the Federal

31 In order to remove this bias against new, small, and venturesome busi-
ness, it has been proposed that the government share in losses just as it shares,
by means of the income tax, in the profits of corporations. “To assure the
possibility of loss offset, the Treasury would, in fact, have to stand ready to
collect cash in case of gains and to send 2 check in the case of losses.” Alvin
H. Hansen, in Financing American Prosperity, A Symposium of Economists,
edited by Paul T. Homan and Fritz Machlup (New York: Twentieth Century
Fund, 1945), p. 242.

32 Cf. ]. Keith Butters and John Lintner, Effect of Federal Taxes on Grow-
ing Enterprises (Boston: Harvard University, Graduate School of Business
Administration, 1945).—With regard to internal financing the authors reach
the following conclusion: “Since profitable small firms on the average earn
a higher rate of profit and retain a larger percentage of their earnings than
do profitable large firms, a high flat-rate corporate income tax would restrict
the internally financed growth of small firms more severely than that of
large firms” (p. 70). Regarding the availability of outside capital the authors
conclude “that small companies are at a severe competitive disadvantage in
comparison with large companies” (p. 90) and that this disadvantage is in-
creased through a high flat-rate corporate income tax.
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Government as well as by the states, clearly discourage price com-
petition inasmuch as they reduce the responsiveness of demand to
price changes by cigarette manufacturers and as they fall, because
they are based on quantity rather than value, relatively more
heavily on the cheaper brands.? If the abolition of cigarette taxes
is not practicable because of fiscal necessity or convenience, they
could at least be changed to graduated or ad valorem taxes in order
to eliminate the present bias against the producers of cheaper
products.3*

Tax-Induced Sales of Small Business Firms

Apart from the inherent general bias of the income tax system
against small business,*® a combination of other features in the
existing tax system has operated to encourage merger of small busi-
nesses with large.?¢ The small corporation is frequently closely
held, that is, the ownership is confined to a few men, and the
equity in it very often accounts for a large proportion of the own-
ers” assets. On the death of an owner, a tax which must be paid in
cash is levied on his estate. In order to accumulate enough cash to
meet the estate tax an owner, or his heirs, may have to sell his
equity in the business. But there is virtually no market for the
stock of small corporations, except among large corporations in
the same or connected fields which frequently are willing to ab-
sorb their smaller competitors. The estate tax, therefore, puts pres-

% “The economy-brand cigarette today bears a Federal tax of 163 per
cent of the manufacturer’s selling price, compared with a tax of 104 per cent
. . . [on] Lucky Strikes, Chesterfields, and Camels.” House Select Com-
mittee on Small Business (Washington: 1948), quoted by William H.
Nicholls, Price Policies in the Cigarette Industry (Nashville: Vanderbilt Uni-
versity Press, 1951), p. 419.

3¢ See the illuminating discussion by Nicholls, op. cit., pp. 415-23.

35 Some hold that “neutrality” of the tax system with respect to the size
of the business firm can be obtained only by “abolition of corporation or
business taxes, for their bias against smaller firms cannot be eliminated—
neither can it be compensated satisfactorily by progression and exemptions
of the kind found in present laws.” Henry C. Simons, Federal Tax Reform,
p- 25.

36 “The tax structure definitely exerts strong pressure on the owners of
many closely held businesses to sell out or to merge with other larger com-
panies; of this there can be no doubt.” G. Keith Butters and John Lintner,
“Taxes and Mergers,” Harvard Business Review, Vol. XXIX (1951), p. 70.
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sure upon owners of small companies to sell out to the big con-
cerns. Alternatively, instead of a cash sale, an owner may prefer
to arrange for an exchange of the stock of his firm for the much
more saleable stock of the large corporation.

An owner could, of course, prepare for the payment of death
duties by distributing to himself in the form of dividends more or
all of the profits of his small corporation. But, apart from his desire
to leave in the firm as much of his earnings as he can possibly spare,
the dividends would be subject to personal income taxation, and
he would be loath to pay these taxes on dividends which he takes
only in order to prepare for the payment of the estate taxes. More-
over, this way of taking the profits of a corporation is much more
expensive than the alternative of realizing a capital gain—which
is taxed at a lower rate than dividend income. In other words, the
difference between capital gains tax and ordinary income tax mili-
tates against dividend distribution and for the retention of the
corporate earnings in the company and the eventual realization
of the profit through the sale of the appreciated shares of stock.
Hence, “the impact of the estate tax on the owners of closely held
companies is reinforced by the combined effects of high income
taxes and of low capital gains tax rates.” 37

The possibility of a tax advantage if business profits are taken
in the form of capital gains rather than dividends may also en-
courage the owner of a growing but still risky business to cash in
his gain at the low rate by selling out and investing in some less
risky securities. In other words, he leaves the profits in the busi-
ness, allowing it to grow and allowing himself to save some per-
sonal income tax, then he sells out to a large corporation and takes

37 Butters and Lintner, op. cit., p. 72. A recent change in the law makes
it possible to provide funds needed for estate taxes through cash distributions
out of the accumulated surplus of the corporations. Under the 1950 Revenue
Code, distributions of cash by closely held companies need not be taxed as
dividends provided the distributions are made under specified conditions
and for the purpose of meeting death taxes. Thus, a closely held corpora-
tion may redeem the stock of a decedent without incurring heavy taxes. “The
practical effect of this provision is to make many distributions in redemption
of closely held stock entirely tax free. . . . The terms of the provision are
sufficiently broad to cover a large percentage, though not all, of the cases in
which the need for funds to pay estate taxes would have exerted strong
pressure on the owner to sell out.” Butters and Lintner, op. cit., p. 73.
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his profit at the lower tax rate. There is no easy answer to this
problem; it would be very wrong to assume that it could or should
be solved by eliminating the special treatment of capital gains;
indeed, many other serious difficulties would arise if this were
done. But the fact remains that the existing system works for the
absorption of small business firms by big business firms and thus,
indirectly, probably for the reduction of competition and the in-
crease in monopoly power.

The Potential Bias Against Big Business

While it may be desirable to reduce as far as possible the
weight of taxes on small struggling businesses, it is chimerical to
think that this in itself is going to have much effect on monopoly,
given the present size of the large units. A tenderness for small
business can easily become a blinder preventing adequate atten-
tion being given to the continuing growth of large monopolistic
business. Although the idea of special taxation of large corporate
units suggests itself readily to antagonists of big business, it has
never been an accepted principle of tax policy to any significant
extent.?®

A steeply progressive income tax has been one of the more
popular proposals for reaching large corporations, but has not
been adopted in the United States. The 1950 law has only two
brackets: a flat normal tax of 25% on all income and an additional
tax (surtax) of 22% on all income above $25,000, so that on all
income in excess of $25,000 a corporation pays a tax of 47%. A
really progressive income tax would have many more brackets,
beginning with low rates on the lower incomes and rising steeply
as income increased. The effect of such a tax would be to increase
the relative profitability of small businesses as compared to large
businesses. It might provide a positive incentive for large corpora-
tions to break up into independent units, and it might cause busi-
nessmen to refrain from expanding their firms to the point where
they get into really high income brackets.

8 Some hold that the excess profits tax may have tended somewhat in
this direction, but it was designed to get at war and defense profits more
than at “monopoly profits” or at profits of giant firms.
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Undoubtedly, there would be ways of evading a progressive
tax; indeed some broad avenues of evasion are obvious even to the
non-expert. The taxable income of corporations is an accounting
figure and a stiff tax would intensify pressures to reduce this figure,
for example, by resorting to debt financing instead of equity financ-
ing (since interest payments are deductible from net income for
tax purposes while dividends are paid out of taxable earnings).
Similarly the earnings of one corporation might be siphoned into
other corporations by means of royalty payments under patent
license contracts, fees under management contracts, and similar
payments deductible as “expenses” on the part of the corporation
paying them. “Split ups” of large corporations into smaller cor-
porations with control remaining in a parent company would
probably be attempted. But some methods of preventing this type
of evasion are also quite obvious. For example, all dividends re-
ceived by one corporation from other corporations might be fully
taxed, so that the income received by a parent corporation from
its subsidiaries would be doubly taxed (first as income of the sub-
sidiary and second as dividend income to the parent corporation).
As a matter of fact, all dividend income was fully taxed under the

Revenue Acts of 1913 and 1916. This was explained on the grounds
that

we did not want holding companies to be encouraged by the tax
laws of the country. Upon the contrary, we did desire to discourage
them. We also desired to discourage the system of interlocking
stockholders, which has led to very much abuse.?®

This desire to use tax measures to discourage holding com-
panies could not stand up against the pleas of large business that
they were being doubly taxed, and similar complaints from small
firms with dividend income and from insurance companies and
investment concerns who merely helped small stockholders di-
versify their risks. The law was changed, and from 1917 to 1935
intercorporate dividend income was free from taxation. In 1935,
however, President Roosevelt recommended to Congress that in-
tercorporate dividends be taxed in order to prevent evasion of

39 Statement of Senator Williams, Congressional Record, Vol. 53 (1916),
pp. 13333-34.
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the graduated income tax he proposed.*® Since 1935, intercor-
porate dividends have been taxed, but at a rate equivalent to only
15% of the rate on other corporate income.!’ Compared to the
alternative of full taxation of dividend income this is only a sop to
those desiring to dispourage the creation of holding companies.

If intercorporate dividends were fully taxed and the income
tax rates were steeply progressive, the question whether an affili-
ated #? group of corporations should be allowed to present a con-
solidated income statement for tax purposes would become much
less important than it is at present. When a group of corporations
presents a consolidated income statement, it enables them to off-
set losses of one corporation against gains of others, so that the net
income of the group is reduced by the amount of the losses, and
furthermore it enables them to avoid the tax on intercorporate
dividends. On the other hand, the aggregate taxable income of
the group is increased—and, under a progressive scheme, would
be in a much higher tax bracket.

If the tax rates are not progressive, a clear tax gain is frequently
obtained by presenting a consolidated statement. At present an
additional tax of 2% is imposed on the surtax net income of a group
of corporations presenting a consolidated income staterent.*?
This is supposed to offset the advantages offered to large groups
by the consolidated return. But since corporations would not in

40 “Provision should, of course, be made to prevent evasion of such gradu-
ated tax on corporate incomes through the device of numerous subsidiaries
or affiliates, each of which might technically qualify as a small concern even
though all were in fact operated as a single organization. The most effective
method of preventing such evasions would be a tax on dividends received
by corporations. Bona fide investment trusts that submit to public regulation
and perform the function of permitting small investors to obtain the benefit

of diversification of risk may well be exempted from this tax.” Message to
Congress, June 19, 1935,

#1 This is accomplished by allowing a deduction from taxable income of
85% of the amount received as dividends from domestic corporations.

42 A group of corporations is considered “affiliated” if a parent corpora-
tion holds, directly or indirectly, at least 959 of the stock of the others in
the group.

43 The use of the consolidated return was denied to all corporations ex-
cept railroads in 1934. Permission to use it was granted to all corporations in
1940 for purposes of the excess profits tax imposed in that year. In 1942 the
permission to use consolidated returns was restored for the corporate income
tax as well.
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general use consolidated returns unless there were advantages in
so doing, it has been suggested that such returns should either be
prohibited (in which case all firms in an affiliated group would
be fully taxed as separate entities) or be made compulsory (in or-
der that the group as a unit could not escape taxation in higher
income brackets). Clearly, however, if intercorporate dividends
were fully taxed and tax rates were progressive, there would not
be very much gained one way or the other.

All questions of administrative feasibility, possibilities of eva-
sion, and possibilities of prevention of evasion are, however, far
less significant than the question whether a steeply progressive
corporation income tax is really a sensible method of controlling
the size of corporations. To the extent that the amount of profit
and the size of the business unit are correlated, such a tax would
get at bigness, and to the extent that bigness and monopoly power
are correlated, it would get at monopoly power. But we know that
these correlations are far from perfect. They fail chiefly because
the efficient size of the business unit is different in different in-
dustries. While it may be most desirable that taxes discourage size
that is far in excess of technological or organizational requirements,
it is not at all desirable that it discourage or penalize size that is
necessary for efficient operations. It may be absolutely unneces-
sary, for example, for a flour mill to earn x million dollars a year,
for this might indicate that the firm is far bigger than it has to be
in order to operate efficiently. But the same x million dollars may be
an impossibly small profit for a manufacturer of automobiles, who
has to be big in order to be efficient.

In other words, large and small are relative terms. A large ant
is appreciably smaller than a small dog. And so it is with firms. The
Department of Commerce sets standards of what is to be con-
sidered large or small differently for retail and for wholesale firms.
The Federal Trade Commission has gone further and set up dif-
ferent definitions of small companies according to whether the
company is in the field of cement manufacturing, steel, petroleum,
sugar, etc. A large firm, from our point of view, is a firm in a posi-
tion to dominate or exercise appreciable influence over an entire
industry, but the size of the firm in a position to do this in one
industry may have no relation to the size of firms in similar posi-
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tions in other industries. Hence, a graduated corporation income
tax intended to discourage the growth of firms beyond the tech-
nically most efficient size, but imposing the same rates on all firms
with the same income even though they belong to industries as
diverse as retail trade and public utilities, would penalize some
firms for being as big as they must be to exist at all, while permit-
ting others to grow big enough to dominate their industries.

A steeply progressive tax would force firms to weigh the tax
savings if they remained (or became) small, and therefore in the
lower tax brackets, against the profitability of growing (or remain-
ing) large. But since the profitability of growing (or being) larger
includes not only the economies of large-scale production but also
the monopoly profits from a greater control of the market, any tax
system which deterred firms from striving for monopoly would also
deter them from taking full advantage of the technical economies
of large scale.

It might be a way out of this dilemma to adopt different income
brackets for different industries or at least grant relief from the
“prohibitive” tax rates of the high brackets to those industries
where firms must needs be big and their earnings correspondingly
large. But in any event it is understandable why opponents of

monopoly have hesitated to propose radical progression in the rate
schedule of the corporate income tax.*

Differential Taxes on Retained Earnings

Since a large part of the growth of business firms is financed
out of retained earnings and since the present system of corporate
income taxation restricts the internal financing of growth of small

44 “The present situation, however, is not yet serious enough, or rather
the prospect for sounder measures is not yet sufficiently hopeless, to war-
rant recourse now to radical progression in corporate taxation. It may soon
be wise to invoke this last-ditch expedient, in default of a real anti-trust pro-
gram—and prominent corporate executives have every reason to prefer the
most progressive business tax to the far better alternative controls—but the
necessity of resorting to such ill-contrived weapons against industrial syn-
dicalism will perhaps only reveal how small is the chance of preserving eco-
nomic or political liberty. When a good cause can be pursued only with

such bad measures, the cause is perhaps hopeless.” Henry C. Simons, op. cit.,
p- 25.
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companies much more severely than that of large ones, differen-
tial taxation of undistributed profits might be used to offset the
present handicap.

Of course, the present obstacles to the growth of small firms
should not be made worse and, hence, no additional taxes should
be levied on the undistributed profits of corporations below a cer-
tain size, or on undistributed profits below certain amounts. But
a strong case can be made for a graduated tax on retained earn-
ings to check the sustained growth of very large corporations.
These corporate giants with their easy access to the capital mar-
ket do not have to rely on internal financing if they should need
additional funds for profitable expansion. There is no reason why
they should not distribute more of their earnings and then raise
on the market the capital they need to carry out promising invest-
ment projects.*

Differential taxation of undistributed profits—with generous
exemptions, leaving small business firms without additional tax
burdens, but cutting deeply into the retained earnings of the larg-
est corporations—would not merely equalize the effects of taxa-
tion on the financing of business growth, but might incidentally
serve also as incentive for corporate split-ups. Needless to say, one
would have to ensure that these split-ups of corporate concerns de-
siring to avoid the tax are bona fide and effective dissolutions and
not merely sham separations to evade the tax obligation.

Tax Policy and Antimonopoly Policy

Steep progression in the corporate income tax, heavier taxa-
tion of intercorporate dividends, and graduated taxes on very
large undistributed profits are not the only tax measures pro-
posed as weapons against bigness and concentration. Other pos-
sibilities have been suggested, for example, graduated sales taxes,
taxes on the number of establishments, taxes according to the
number of employees.*® But very little thought has been given to
the whole subject of using tax policies to combat concentration.

5 Corwin D. Edwards, op. cit., pp. 146—47.
#¢ Fred. I. Raymond, op. cit., pp. 96 ff. Raymond, however, favors limita-
tions through the corporation laws, not through tax policies.



264 GOVERNMENT POLICIES

A suggestion which is directed more against monopolistic prac-
tices than against bigness or concentration concerns the eligibility
of corporate expenses as deductions from taxable income. Ex-
penses whose chief function is to enable the corporation to im-
prove or maintain a monopolistic position might be made non-
deductible for income tax purposes, for example, advertising
expenses in excess of a certain percentage of sales,*” or excessive
expenditures for certain kinds of litigation.

In certain fields, such as the cigarette industry, where ad-
vertising is “the key to the monopoly problem,” taxation of ad-
vertising “would appear to offer a promising . . . line of attack.” *8
Since the main objective of such a tax would be to reduce the
handicap of small or new firms as against large national advertisers,
the tax would have to be graduated, leaving smaller amounts of
advertising outlays tax-free while levying progressively increas-
ing rates on larger outlays. But the use of a single set of tax brackets
(in terms of dollars spent for advertising) for all industries would
not be advisable in view of the wide differences in organization,
products and markets. On the other hand, the proposal of a tax
schedule in terms of the “percentage of selling expenses to total
expenses” *° overlooks the fact that new firms entering an industry
and small firms attempting to grow larger may have to spend a
larger percentage on advertising than firmly established companies.
Hence, “it is proposed that tax brackets [for the advertising tax]
be determined upon the basis of market control, rates varying
according to the individual firm’s percentage of national sales of
each general class of product.” 3

47 “The amount of advertising expenditures deductible as a business ex-
pense under the corporation income-tax law might be limited.” George W.
Stocking and Myron W. Watkins, Monopoly and Free Enterprise (New
York: Twentieth Century Fund, 1951), p. 164.

8 William H. Nicholls, op. cit., pp. 201, 413. Nicholls finds it “surprising
how little attention economists have given to the use of advertising taxes as
a means of regulating monopoly” (p. 413).

# Henry C. Simons, A Positive Program for Laissez Faire, p. 34.

50 Nicholls, op. cit., p. 414. “Under such tax legislation, in an industry in
which no firm controlled as much as 5 per cent of a given product, no firm
would pay any advertising taxes. On the other hand, in industries in which
one or a few firms each accounted for more than 20-25 per cent of the na-
tional sales of a product, such firms would pay a very stiff tax on their ad-
vertising outlays while new and small firms in the same industry could ad-
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That we have mentioned or discussed some of the suggested
tax measures against big business or monopoly power must not be
mistaken for an endorsement of these measures. All that can be
endorsed at this juncture is a plea for more careful analysis of the
problem of coordinating tax policy and antimonopoly policy. It
has been shown that the existing tax system is not “neutral” as
between small and big business, but has a bias against small busi-
ness. It has further been shown that the tax system might be
adapted to exercise a bias against corporate bigness and concen-
tration, but has not been so adapted.

Most tax lawyers are horrified at the suggestion that the tax
system be “misused” to combat monopoly, just as most corporation
lawyers are horrified at the analogous suggestion with regard to
the corporation laws. Everybody professes to be wholehearted for
a campaign against monopoly, but protests against fighting it in
his own field of competence.’* The idea of using tax policy as an
aid to antimonopoly policy is attractive in that it may reverse the
direction in which the profit motive usually works by making it
more profitable to become smaller. The incentive method has
often great advantages over the prohibition method.

TRADE BARRIERS

Trade barriers, governmental measures specifically designed to
restrict trade between geographic areas, are for the most part in-
troduced for the avowed purpose of restraining competition. Im-
port tariffs, quota restrictions, and foreign-exchange rationing are
the most prominent forms of national trade barriers. When tariffs
are imposed, a tax is laid on imports; when absolute quotas are
established, only specified quantities of the commodities con-
cerned are permitted to enter the country; under exchange ration-

vertise with little or no penalty. While such a tax would contribute little to
a solution of the problem of monopoly in the heavy (producer-goods) in-
dustries which advertise relatively little, it would be very effective in help-
ing to equalize the competitive status of large and small firms in most con-
sumer-goods industries and in encouraging price competition as an alterna-
tive to advertising expenditures.” :

51 This is the same story as with economy in the government budget:

everybody is for it, provided it will not reduce the expenditures in his own
bailiwick.
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ing, foreign exchange cannot be obtained without special permis-
sion and each importer is allotted foreign exchange only to the
extent to which his requests are approved by the appointed authori-
ties.

Trade barriers raised within nations by provincial or local gov-
ernments may be as important as national barriers. In the United
States even cities and counties, as well as the individual states,
have enacted laws which have the effect of creating barriers to
trade between themselves and other areas.

Import Tariffs

Some tariffs are imposed primarily to raise revenue for the
national government. Ordinarily, revenue tariffs are levied on the
import of commodities which are not domestically produced, for
example, tea and coffee in the United States. If there is some do-
mestic production of the commodities, it too should be taxed, or
the duty would be protective, stimulate domestic production and
reduce the revenue from the tax on imports. A revenue tariff must
be low enough to permit considerable imports, for if it restricts
imports severely, not much revenue will be obtained.

Sometimes tariffs are raised for the alleged purpose of avoid-
ing a heavy drain on a “perilously small” reserve of foreign ex-
change when the government is not prepared to restore an equi-
librium in the balance of payments by deflation or currency
depreciation. Tariffs, however, are in fact (and governments well
know this) relatively permanent measures which once established
are hard to get rid of. As a remedy for a temporary trade or ex-
change difficulty they are most inappropriate and, ordinarily, closer
scrutiny will reveal that the protection of certain domestic in-
dustries, and not the protection of a foreign exchange reserve, is
the real motive force behind such tariffs.

But neither the raising of funds for the treasury nor the con-
servation of foreign funds for the monetary authorities is of great
moment in the discussions of the tariff problem. In the United
States these “reasons” for import tariffs are entirely irrelevant. It
is the protective tariff which dominates the economic and po-
litical discussion, and rightly so, because most tariffs have been
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introduced to protect domestic producers against foreign com-
petition. In other words, not the fund-raising but the price-raising
effect of tariffs was what the proponents of tariffs in the United
States wanted, even if they did not talk about it. Increased prices
are logically implied in any restriction of imports and protection
against foreign competition, and it is the very purpose of a pro-
tective tariff to allow the domestic price of a commodity to exceed
the foreign price by more than the transportation cost. If some
imports are received “over the tariff wall,” it is evident that the
domestic price exceeds the foreign price by the transportation cost
plus the tariff. Otherwise the tariff is completely prohibitive and
will shut out the foreign product entirely.

Arguments for Tariff Protection

National policies designed to protect domestic industry from
the competition of foreigners have been defended with a wide
variety of economic arguments, most of them fallacious. Only a
few of the more prominent need be mentioned here.

One of the most popular arguments in the United States rests
on the assertion that protection for American workers against
competition from low paid labor abroad is necessary to maintain
American living standards. Despite popular acceptance this argu-
ment is unsound. The American living standard, that is, the real
wage of the worker is high, partly because the American worker is
very efficient, partly because labor is relatively scarce and capital
relatively plentiful in the United States. This means that in the
United States more capital is used per worker, which raises the
productivity of labor. The importation of cheap products from
abroad may compete indirectly with some particular labor group
or some particular natural resource or capital equipment in the
United States, but will in general contribute to higher living stand-
ards because it allows the worker to buy more goods for his wage.
If tariffs exclude some of these products from the domestic market,
the consumer must pay a higher price and some American workers
will be retained in the production of goods which require much
labor relatively to capital and could therefore more sensibly be
produced in countries with a large supply of labor relative to their
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supply of capital. Without tariffs American workers will be em-
ployed chiefly in industries in which the larger supply of capital
and the greater technical skill of American workers give the
American product an advantage over foreign competitors.

Just as some American manufacturers demand tariffs pretend-
ing that these are necessary to protect the worker against the com-
petition of low-paid workers of foreign countries, on similar grounds
the manufacturers of countries with abundant cheap labor might
clamor for tariffs to protect them against the “unfair” competition
of American workers with skills and equipment far superior to
their own. With all ¢ountries demanding tariffs to protect unsuit-
able industrial production, the basis for trade would be destroyed.
Tariffs of this sort are, in effect, nothing but measures to enable
industries which are not well suited to the American conditions
of production to retain factors of production that would be much
more productive in some other activity.*?

Another prominent argument is that a tariff, by keeping out
imports and thus reserving the domestic market for domestic
products, helps maintain employment in the country that imposes
or raises it. By restricting imports, however, tariffs necessarily re-
strict exports since the foreign countries can in the long run (i.e.,
apart from our loans or gifts) buy from us only to the extent that
we buy from them. Hence, although some industries, thanks to
protective tariffs, obtain domestic markets, other industries by
the same token lose foreign markets. Total employment may
not be greater than it would be without tariffs, but total real in-

“come will be smaller, since the country is foregoing the advantages
of the specialization and division of labor afforded by international
trade.

In times of depression the employment argument for tariffs is
advanced with particular stress, and under these circumstances
when short-run effects count a great deal, it might have some
validity—provided that other countries did not retaliate by raising
tariffs of their own. This proviso is utterly unrealistic; other cbun-
tries will surely retaliate. Thus, if we try to combat unemployment

52 Needless to say, such action on the part of large countries creates very

serious problems for small countries who are more dependent on the interna-
tional division of labor.
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by shutting out imports and this incites other countries to bar our
exports, unemployment is created in our export industries. This
sort of tariff policy is known as “beggar-my-neighbor” policy. It
leads to retaliatory commercial wars between countries, making
each progressively worse off. Whenever a country attempts to
improve its own position at the expense of other countries, retalia-
tion from the other countries can be safely predicted and moreover
any expected gain is more than likely to be turned into an actual
loss.53

One important argument for the introduction of tariffs is eco-
nomically defensible—the “infant industry” argument. If there are
reasonable grounds for believing that a particular industry would
be well suited to a country once it got a start, but that its develop-
ment is hindered by established foreign competitors, then a case
can be made for giving such an industry temporary assistance, per-
haps through temporary tariff protection. (This situation is most
likely to occur in a relatively unindustrialized country and some
economists prefer to speak of the “infant country” or “underde-
veloped country” argument for tariffs rather than the “infant in-
dustry” argument.) Although the infant industry argument has
been fully exploited by the advocates of tariff protection, the fact
that it is an argument for temporary protection has been ignored
in practice. Many industries thus protected have, even after dec-
ades, failed to “grow up” and tariff protection has been continued
and often increased long after it became abundantly clear that the
industry never would be suited to the country. In other cases in-
dustries have reached a stage where they could stand on their own

%% In ‘general a tariff reduces the real income of the country imposing it
even in the absence of retaliation. There are, however, exceptions to this.
It can be shown, for example, that a country may benefit by imposing a so-
called “optimum tariff” the exact height of which must be precisely calcu-
lated with reference to the various elasticities of supply and demand with
respect to exports and imports. A tariff affects the terms on which marginal
exports and imports are exchanged, and a country may act as a monopolist
and improve its position by imposing a tariff, particularly if the elasticity
of demand for exports is very low, and it can neglect the elasticity of sup-
ply. Other countries can thus be made to bear the burden of the tariff.
Since, however, the validity of this argument depends on the absence of re-
taliation, the argument has very little general applicability in the real world,

for it ignores the widespread disruption of tradinf relationships which com-
petition in tariff-raising inevitably brings in its wake.
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feet, but have refused to step out from behind the shelter of the
tariff and face the rigors of foreign competition.

Strictly speaking, the infant-industry argument is an argument
for subsidies, but not for tariffs. In exceptional circumstances a
good case can be made for temporary assistance to give an industry
a start it could not get without government aid although the long-
run chances for its survival without aid are manifestly favorable.
But this does not imply that assistance in the form of a protective
tariff will be better than a cash subsidy. First, it is impossible to
know how much the tariff will cost the nation. The cost of the cash
subsidy is clearly stated. Secondly, most people are not aware of
the fact that the tariff involves any cost at all. These are of course
among the reasons why the proponents of assistance favor the tariff
and say nothing about a subsidy. They fear that the voters would
not approve a cash subsidy for the “infant.” 5*

Pressure Group Politics

Special interests are the driving force behind the erection of
tariffs. Business firms who can get the Congress to grant them tariff
protection stand to gain and they not unnaturally go all out for
this gain. Domestic producer groups take full advantage of the
preparedness of governments to grant protection against foreign
competition. Let no one think that the claims of each domestic
interest group are always carefully investigated and granted only
if they seem to be in the public interest. Even if we ignore the fre-
quent cases in which the influence of a manufacturer with a Con-
gressman, Senator or public official enabled him to slip something
into the tariff schedule without others realizing what had hap-
pened,*® we must recognize that the impossibility of obtaining data

54 The tariff advocates are out to defeat the principle of democracy in
that they present the scheme in a form that does not reveal its true nature to
the voters, who might turn it down if they understood it. In this sense, we
must regard the tariff as a fraud on the people in a democratic nation.

% F. W. Taussig reported several cases of this kind. In one case a single
manufacturer was able to get a provision inserted at the last minute on the
Senate floor placing a virtually prohibitive tariff on cheap white cotton gloves:
“The duty was inserted in the Senate through the activity of a person well

known in the trade. He had got the ear of a New England senator, a mem-
ber of the Finance Committee, who had secured for his protégé the increase
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about domestic or foreign costs and the enormous complexity of
the tariff making process will necessarily result in arbitrary de-
cisions in the great majority of cases. It has been estimated that
under the United States tariff of 1930 some 25,000 items ordinarily
imported were subject to duties.?®

Under these circumstances, the tariff protection granted to any
manufacturer is decided with reference to what he will “accept,”
to what other manufacturers are getting, to what he is “entitled” to
on general grounds.®? All tariff schedules contain numerous “basket
clauses,” for example “chemical elements, salts and compounds,”
the exact scope of which no one knows. It has long been accepted
protectionist political doctrine that a tariff should “equalize costs
of production” at home and abroad, yet domestic manufacturers
do not hesitate to tell Congressional committees that their own
costs are trade secrets and to present mere rumors and guesses,
or even to confess complete ignorance, as to foreign costs.?® Once
tariff protection is accepted for any but very special cases (bona
fide “infant industries” or for reasons of military security) there
is no end in sight; it becomes almost impossible to draw a line and
the demands of nearly every group are met in some degree.

If it was possible to persuade the public to accept extensive
tariff schedules based on such flimsy evidence and obviously at
the instigation and for the benefit of private interest groups, the
people apparently had completely swallowed the arguments for
tariffs and had come to believe in protection on the general
grounds of national industrial development, maintenance of high

of duty . . . it seems tolerably clear that the moving force in bringing about
the new duty was . . . pressure from the interested Mr. . If changes
in duty such as this are made, should they not be deliberately reported and
publicly considered?” F. W. Taussig, Free Trade, the Tariff and Reciprocity
(New York: Macmillan, 1920), p. 169.

%6 E. E. Schattschneider, Politics, Pressures and the Tariff (New York:
Prentice-Hall, 1935), p. 17.

57 For example, the duty on poultry may be “adjusted” in line with the
duty on beef, or the duty on candied fruits may be set in line with the duty
on candy. The chief argument for agricultural protection has frequently been
that agricultural duties should be “on a parity” with those on manufactured
products. See E. E. Schattschneider, pp. 92 f.

%8 Ibid., pp. 67 ff.—The “cost equalization” argument for tariffs is, of
course, logically equivalent to denying that there are any advantages at all
in international trade.
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living standards, and higher employment. That economists have
almost unanimously pointed out the fallacies of these arguments
was of little avail. The private interests have combined emotional
appeals to patriotism with hard-headed lobbying and have suc-
ceeded in holding the allegiance of masses of workers, farmers, and
consumers. The protectionist doctrines have achieved ‘a deeply
rooted and respected status in the community. There are many who
even believe the allegations, promoted by protectionist propa-
ganda, that it is socially harmful and undesirable, if not downright
immoral, to buy goods from foreigners if somebody wants to pro-
duce them at home. They regard competition from foreign pro-
ducers as an objectionable disturbance of national development.
Some changes in this ideology have occurred in the last fifteen
years. The most important practical change was the recognition
that the legislature should be relieved of some of its responsibilities
in setting the tariff rates, and thus be relieved of the incessant
pressures from powerful lobbies. This was accomplished through
the Reciprocal Trade Agreements program under which the Ad-
ministration is empowered to negotiate reductions in the tariff in
return for concessions from foreign countries. Substantial tariff
reductions have been made and the United States is today taking

a leading part in a general international move to reduce restric-
tions on international trade.

Tariffs, Competition, Cartelization

Tariff protection often achieves a reduction of competition be-
yond that officially intended. When foreign competition is largely
shut out, it may become easier for domestic producers to reduce
or eliminate competition among themselves also. As long as they
are fully exposed to competition from large numbers of foreign
producers, no combination in restraint of trade will be of any
avail to the domestic competitors. Protect them from outside com-
petition and frequently they will be able to go ahead and protect
themselves against competition from each other.

Not only are domestic cooperation and cartelization promoted
by tariffs, but tariffs also play a significant role in the formation
and activities of international cartels. Once domestic cartels are
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formed in an export industry a strong incentive is created for such
cartels to get together with cartels in other countries and form an
international cartel. The tariff then plays a dual role: it supports
the domestic cartel and provides it with an excellent bargaining
device in negotiations for a share in the world market.*® Govern-
ments not infrequently support domestic cartels in their nego-
tiations with foreign members of an international cartel by agree-
ing to impose tariffs that can be used for‘bargaining purposes.®

Import Quotas

If tariffs are costly barriers to international trade, import quotas

are even more so. A tariff protects domestic producers from foreign
competition to an extent that can be pre-determined; the domestic
price will be raised at the most by the amount of the tariff. If do-
mestic demand is high or domestic supply is low, imports can come
in over the tariff wall and the price will be above what it would be
without tariff by an amount equal to the duty. In the case of an
absolute import quota, however, one cannot know by how much
‘the domestic price can rise above the level at which foreign pro-
ducers could supply us. With the quota absolutely fixed, a high
domestic demand or a low domestic supply can make the domestic
price go way up—by much more than any duty to which the limited
imports may be subjected.

Foreign countries have made much use of import quotas, and

59 Sir Alfred Mond, organizer of Imperial Chemical Industries in Britain,
once made a statement which has become a classic quotation: . . . in ne-
gotiation, the man behind the tariff wall always has something with which
to bargain, which the man in the Free Trade country has not. Any one who
has any practical experience of bargaining with continental producers knows
that the first thing they say is, “You cannot export to our country, because we
have a tariff. How much of your market are you going to give us® ” Sir Al-
fred Mond, Industry and Politics (London: Macmillan, 1928), p. 246.

60 Again a standard example comes from Britain. When the British Iron
and Steel Federation joined the International Steel Cartel in 1935 and ne-
gotiations were on the verge of breaking down because of an inability to
agree on the share of the British market to be allotted to foreign producers,
Parliament was induced to raise the tariff from 3314 to 509 and an agree-
ment “exceptionably favorable to the British industry” was made. “Naturally
the agreement will be hailed as a great boon for the British industry and a
triumph for ‘tariff bargaining.” ” The Economist, London, June 15, 1935.
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the United States has angrily denounced this unhealthy practice.
But despite better intentions it has of late given in to pressures
from domestic producer groups. As with many other restrictive
provisions, import quotas made their appearance in the United
States in the 1930’s, primarily for agricultural products in con-
nection with price-raising and production restriction programs.®!
Sugar, wheat and cotton are now subject to absolute import
quotas.®* Occasionally the quotas are so small that domestic proces-
sors and fabricators, unable to get the needed supply from domestic
sources, get into difficulties. For example, there is an annual quota
of 45,656,420 pounds on long-staple cotton, some varieties of which
are not obtainable from the domestic crop. Early in 1950, manu-
facturers requiring these varieties of cotton found that the quota
was exhausted and stocks were inadequate to carry them through
the year. It was necessary to get a special proclamation from the
President permitting additional imports of this cotton.®® In gen-
eral, the United States Government is opposed to absolute quota

and tries to resist political pressures to extend them to other
commodities.®*

%1 See C. R. Whittlesey, “Import Quotas in the United States,” Quarterly
Journal of Economics, Vol. 52 (1937-38), pp. 37-65.

¢z For a brief discussion of the sugar program see below, Chapter 8.

¢ United States Tariff Commission, Harsh or Rough Long-Staple Cotton
and Extra Long-Staple Cotton (Washington, D.C.: 1951), Report No. 171,
Second Series.

¢4 The so-called “tariff quotas” which the United States has been using
for certain commodities must not be confused with “absolute quotas.” In con-
trast to the latter, “which are designed to impose greater restrictions on im-
ports than would be effected by tariff duties alone,” tariff quotas are estab-
lished under the Trade Agreements Program “in connection with reductions
in duties . . .” United States Tariff Commission, Operation of the Trade
Agreements Program, June 1934 to April 1948, Part II1. Trade Agreement
Concessions Granted by the United States (Washington: 1949), Report No.
160. Second Series. Under this program a tariff reduction is granted on a
particular commodity, but a maximum amount is set for its import at the re-
duced duty. Imports in excess of the tariff quota are admitted but at the
regular duty. It should be clear that these tariff reductions can only be effec-
tive in lowering domestic prices if the tariff quotas are greater than the
amounts that would be imported in any case. Otherwise they constitute
merely gifts from the Treasury to domestic importers or foreign export car-
tels, without benefit to the American consumer. But if the imports permitted
at the lower duty under a tariff quota are sufficiently greater than the amount
that would have been imported at the higher duty, the tariff quota arrange-
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Foreign Exchange Restrictions

Foreign exchange restrictions, that is, governmental controls
of the price and allocation of foreign money, have not been intro-
duced, ordinarily, for the purpose of eliminating competition in
the interest of special groups. The immediate concern of the gov-
ernments which introduced them was, as a rule, some serious
emergency in the field of banking and international finance. But
even if the initial purpose may not be the erection of new trade
barriers, foreign exchange restrictions are inherently the most po-
tent kind of trade barriers.

In addition to the normal effects of trade barriers—restriction
of trade, restriction of competition, fostering of monopoly—for-
eign exchange restrictions also involve the exercise of adminis-
trative discretion and arbitrariness, discrimination between firms,
groups, industries, and countries, personal favoritism, and often
corruption. Exactly for these reasons (and herein lies the danger
of even their temporary use) foreign exchange restrictions usually
become a vested interest of the bureaucracy which administers
them. The authorities concerned wield great power over the en-
tire economy: by granting or refusing the foreign exchange needed
by a firm for imported materials required for its operations, the
authorities in effect control the prosperity or survival of the busi-
ness. In countries in which foreign trade amounts to an important
part of total production, the foreign-exchange control authorities
can influence, by the ways in which they allocate the supply of
foreign money, the growth or decline of entire industries, the dis-
tribution of real income, and the fundamental organization of the
economy. Although these measures seemingly concern “only” the
foreign exchange market and often have been justified as “neces-
sary” to economize “scarce currencies,” they may almost over night

transform a free competitive economy into a centrally directed
one.

ment is undoubtedly beneficial. In 1950, tariff quotas were in effect for cattle,
whole milk, cream, butter, various kinds of fish, walnuts, and potatoes.
Among commodities for which such quotas have been effective in the past
are certain types of lumber, molasses, tobacco, silver foxes, crude petroleum
and certain other fuel oils. The United States has in trade agreements also
reserved the right to establish quotas for woven fabrics of wool and footwear.
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Foreign exchange restrictions can restrict competition and pro-
mote monopoly in one or more of the following ways:

1

Refusal of foreign exchange to users of foreign materials
or products restricts or eliminates foreign competition
and thus, through administrative discretion, accords to
domestic producers of the same or substitute commodities
a protection in addition to any protection granted by the
legislature.

Allocation of foreign exchange to some users of foreign ma-
terials and products, and refusal to others, may create strong
domestic monopoly positions.

Rationing of foreign exchange for the import of necessary
materials and products may make it impossible for any of
the firms in an industry to compete for increased shares in
the business; it thus is the equivalent of the establishment
of a rigid quota cartel where competition among the mem-
bers is effectively eliminated.

Distribution of foreign exchange to the established firms in
the industry, and refusal to newcomers, effectively “closes”
the industry and eliminates newcomers’ competition.
Allocation of foreign exchange implies allocation of innu-
merable kinds of productive resources in a large sector of
the economy, and thus replaces a more or less competitive

market mechanism by governmental planning, improvisa-
tion, and direction.

The United States is one of the few nations in the world that
have retained a free foreign exchange market.

Interstate Trade Barriers

Successful attempts of business groups to pursuade public
authorities to restrict competition by raising trade barriers are not
confined to international trade. Extensive barriers to trade between
the states of the United States and even between municipalities
have been created. Since the Federal Constitution forbids the im-
position of duties on trade between the states, interstate trade
barriers had to be more or less “indirect” in a variety of forms.

States have the power to raise revenue through taxation. For a
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long time the courts held that a state could not directly or in-
directly lay any tax on interstate commerce. This position has been
modified and although a state cannot now tax interstate commerce
directly or “as such,” a tax which is not specifically placed on “for-
eign” goods but which nonetheless hits them harder than domestic
goods is permitted. The most prominent use of the state taxing
power to put an indirect tariff on out-of-state goods has been the
taxation of all margarine by the dairy states and the taxation of
margarine made from other than locally produced oils by the
cotton and cattle producing states. The purpose is frankly to pro-
tect local industry.%s '

Extensive import barriers have also been erected by individual
states for the purpose of protecting local liquor industries. In this
case the states can constitutionally create tariffs. The twenty-first
amendment gave the states power to regulate the importation of
liquor in order that states wanting to remain “dry” could do so.
The opening thus created for protection of local industry was im-
mediately seized upon: sometimes lower licence fees are charged
manufacturers using local products, tax exemptions or reductions
are granted producers exporting to other states, imported bev-
erages are taxed at higher rates than local beverages, higher licence
fees are charged importers, and many other special restrictions
. have been imposed on interstate liquor trade. Many states have
special retaliatory legislation designed to get even with other
states who discriminate against their products.

Serious barriers to interstate trade have resulted from regula-
tions and taxation of motor trucking by the separate states. Most
of these laws are not specifically protectionist but are attempts to

% For example, the Report of the South Dakota Tax Conference in 1931
stated: “The South Dakota farmers and dairymen are developing a great
dairy industry which should be encouraged and protected in every legitimate
way. The use of substitute dairy products, such as oleomargarine, limits the
use and lowers the market of butter.

“A tax of ten cents per pound on butter substitutes will afford a measure
of protection to the dairy interests and at the same time protect the general
public from the use of substitutes inferior in every way to pure South Dakota
butter.” Quoted from Barriers to Internal Trade in Farm Products, A Special
Report to the Secretary of Agriculture by the Bureau of Agricultural Eco-

nomics, United States Department of Agriculture (Washington: 1939), p.
20.
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make out-of-state trucking pay licence fees and taxes for the use
of local highways. The cumulative burden on trucks running
through many states is of course very heavy and has frequently
stopped some kinds of interstate trucking.® Some of the laws,
however, are clearly designed to promote exports and discourage
imports. For instance

Texas provides that nonresident owners of trucks living in an
adjoining State may enter Texas without securing a license if their
purpose is to buy goods, wares, and merchandise. No such exemp-
tion is made for those who take trucks into the State to sell pro-
ducts. Florida gives special privileges to nonresidents who come
into the State to buy citrus fruit. An Arkansas law states in forth-
right fashion that owners of trucks may drive them into the State
without securing an Arkansas permit or license if they bring the
trucks in empty and for the purpose of buying or removing Arkan-
sas products or merchandise.®

Several states and municipalities have found their power to
protect the public health through inspections, quarantines and
embargoes an extremely useful means of protecting local industry.
This method of protection is particularly widespread with respect
to dairy products, especially liquid milk. A local authority may
decree that all dairies be inspected, it may then decide what dairies
to inspect and how much to charge for the inspection. Frequently
distant producers are charged much higher inspection fees than
are local producers—if the authorities are willing to inspect them
at all.®® By these means milk supplies can be regulated and local
dairies protected.®® In addition, sanitary regulations may require
that all processing be done within the city limits.

¢ “Thus, for example, potato growers in Colorado in August 1935 ap-
pealed to the State Public Utilities Commission to relax its requirements so
that out-of-State truckers could come in and move their crop. When their
petition was rejected and serious losses threatened, they offered to pay the
tax themselves if outside truckers would come into the State.” Barriers to In-

ternal Trade in Farm Products, p. 40.

7 Ibid., p. 51.

8 As with most legislation restricting trade, retaliation may be invited:
. . the case is reported . . . of a Massachusetts inspector who stated he
would continue to inspect the farms of those producers across the line in
Connecticut who had already received licenses, but, as Connecticut was re-
fusing to inspect dairies in Massachusetts, he would not inspect for any new
Connecticut producers.” Ibid., p. 9.

% How little many of these regulations have to do with health is illus-

«
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Embargoes under the horticultural quarantine laws are also
frequently enforced to protect local industry. Thus a Georgia law
permits the Governor to declare an embargo on fruits and vege-
tables if he thinks that domestic supplies are sufficient for the
home demand, and Louisiana forbids the sale in Louisiana of
products from a state which prohibits the importation of Louisiana
products.” In order better to enforce the various laws restricting
interstate trade many states have set up official “ports-of-entry,”
reminiscent of European customs houses, through which all motor
shipments into the state must pass. It was stated in the National
Conference on Interstate Trade Barriers that

the ports-of-entry laws connected with motor vehicles constitute
the most serious exercise of the State’s inspection powers yet
devised since the birth of our Constitution. By this method, motor
vehicles transporting property across State borders are not only
subject to the numerous intangible burdens exacted from them
for the use of the highways, but also to tangible barriers erected
upon designated highways where they are compelled to stop in
order to insure full compliance with all laws and regulations.™

Finally, under their general regulatory powers to protect public
safety and morals many states have established labeling and grad-
ing laws which require out-of-state products to be labeled in such
a manner that the consumer is deterred from purchasing them or
that producers are faced with extra costs. The sale of “inferior”
grades is often prohibited in order to protect the market for do-
mestic “superior” grades.

trated by the frank report of the Secretary of the Maryland Cooperative Milk
Producers in which he expressed approval of the Baltimore regulation which
prohibited the bringing of cream into the city from a distance greater than
50 miles: “Due to the high quality of our product we were able to market
8,148,574 gallons of milk in the form of cream to local ice-cream manufac-
turers during the past year. Through the cooperation of the Health Depart-
ment the use of cream produced in other areas, not under their direct super-
vision, is prohibited at all times when this market has an ample supply. This
protection to our market is very important, especially so during the past year
when most eastern markets were glutted with western cream, selling at times
at a low level.” Quoted from Barriers to Internal Trade in Farm Products,
p- 9. (Italics supplied.)

70 Trade Barriers Among the States. Proceedings of the National Confer-
ence on Interstate Trade Barriers. (Chicago: 1939), p. 29.

" Ibid., p. 29.
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PaTteENT LAws

In two fundamental respects the systems of tariff protection
and patent protection bear a close resemblance to each other. First,
both are designed to protect a producer from competitors: tariffs
against producers competing by offering products made abroad,
patents against producers, domestic or foreign, competing by imi-
tating the same new technology. Second, both find their justification
in the encouragement they give to the introduction of new in-
dustrial ventures; tariffs to foster the development of infant in-
dustries, patents to foster the development of newly born tech-
nologies. Patents, however, are made to expire automatically after
a certain period—seventeen years, in the United States—while
tariffs are tough perennials, hard to weed out once they are in the
ground.

Justification of Patent Protection

The objective to “promote the progress of science and of the
useful arts” 72 is not the only ene that has been advanced by advo-
cates of patent protection. There has been a school of thought try-
ing to justify the patent system as the protection of a “natural
property right” which an inventor is held to have in his idea. The
philosophy of “natural” property rights is no longer very widely
accepted. But the principle that private property must be pro-
tected for the sake of the common welfare is fundamental to our
Western civilization and is, I believe, the only ground on which
political freedom can thrive. Whether there should be any private
property in “ideas” is a different question—which most of those
who have thought about it have answered with “no.” It is easy to
understand why. '

The institution of private property serves important social,
economic, and political purposes. The economic philosophy of pri-
vate property in material things is, however, not directly applicable
to the problem of private property in ideas. While only a very
limited number of people can at one and the same time write on

72 This phrase is contained in the provision of the Constitution of the
United States which empowers Congress to establish a patent law.
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the same desk, drive the same truck, work on the same lathe, stay
in the same house, till the same piece of land—an unlimited num-
ber of people can simultaneously use the same idea. The right to
exclude others from the use of particular material things is neces-
sary for their efficient use, nay for the prevention of chaos. There
must be somebody who decides about the disposition of these
things and can exclude “unauthorized” users. This is no “must”
with respect to ideas. The right to exclude others from using an
idea demands a justification on altogether different grounds.

Many have offered the following justification: If inventors are
not otherwise rewarded for their labors, they will try to get their
reward by using their inventions in complete secrecy and thus ob-
talmng profits based on a “monopoly in the knowledge of the
secret.” They may even die without having revealed their secret,
so that it would be permanently lost to society. But if society offers
them a temporary monopoly through the grant of an exclusive right
to the technology disclosed in a patent, the invention becomes
publicly known and will after a brief period be available for use
by all.

The trouble with this justification is that it rests on an assump-
tion of facts which just are not so. If someone profitably exploits a
secret technology which he can hope to keep secret, he would not
reveal it in exchange for the doubtful security of a patent mo-
nopoly. Only if he feared that he will not be able to safeguard his
secret would he be willing to disclose it and take a patent. Thus the
patent system cannot be said to serve the purpose of eliciting any
secrets that would not in any event become known in the near
future. People patent only what they cannot hope to keep secret.

The only sound justification of the patent system, the system of
granting short-lived monopoly rights in the use of new technolo-
gies, is that it can accelerate technological progress through the
stimulus it provides for the financing of industrial research and
development and of new industrial ventures.

This stimulus is deemed necessary because of the extraordinary
risks involved in such undertakings: no one knows in advance
whether they will pan out. They may cost a great deal of money
and the outcome is uncertain. If after many unsuccessful tries a

“hit” is made, and if others, who have not invested a cent in any of
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the costly tries, can quickly imitate the new invention, and compete
in selling the new products or the products made by the new proc-
esses, there will not be any money even in the hit. So why risk
money in invention, development and innovation? But if a patent
monopoly can be expected to keep the imitators off for just a few
years, it can secure the innovator a highly attractive profit. It is the
hope for such temporary monopoly profits which makes people
more willing to put up the venture capital for the development and
exploitation of the new invention.

Extension of the Patent Monopoly

Thus, the deliberate restraint of competition which the govern-
ment institutes by granting temporary patent monopolies in the use
of inventions has the ultimate objective of serving the public in-
terest. This is often forgotten by the men in charge of writing, re-
writing or interpreting patent legislation. They think too much of
the private interests—the inventors, the investors, and the corpora-
tions which employ the work of the former and the capital of the
latter—and too little of the public interest, which is served only if
the newly invented technologies are utilized as early as possible, as
widely as possible, and as intensively as possible.

There are chiefly three ways in which the restraint of competi-
tion which the government intended to institute through patent
protection is extended to the detriment of the public interest. One,
when the control over the new technology is prolonged beyond the
brief period contemplated by the law; next, when the patents
through the way in which they are licensed to competitors are
used to regulate competition among them and thereby to restrain
competition far beyond the scope of the patent grant; finally, when
individual corporations are allowed to accumulate so many patents
that they can control an important part of the technology of the
industry and thus can, alone or together with a few others, domi-
nate that industry.

The prolongation of the patent monopoly can be achieved to
some extent through the use of certain procedural devices provided
by the patent laws, but chiefly through the practice of acquiring a
succession of improvement patents that give the patentee exclusive
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rights to the most up-to-date developments of the original inven-
tion.” As long as the original patent is in force, improvements are
of use only to those who hold rights under it. Therefore, improve-
ment patents are usually sold to the holder of the first patent, ex-
tending his control by the duration of the new patents.

The extension of the scope of the patent monopoly by means of
restrictive licensing has been discussed above in connection with
the law of collusion. Very tight “regulations” of competition can be
achieved through patent agreements restricting the output and
selling policies of the licensees in several respects. An undetermined
number of restrictive provisions, of patent cartels, domestic and in-
ternational, may now be in force which might be declared illegal if
the Government had the time and the money to prosecute them
under the antitrust laws. Many of the restrictions, however, are
perfectly legal uses of the monopoly conferred by the patent grant.
When a patentee licenses others to use his invention, he is per-
mitted to specify the price at which the products are to be sold, the
markets in which they may be sold, the distributors through which
they may be sold, and the type of product which the licensee is
allowed to make. These legal restrictions may weaken or eliminate
the competitive spirit of an entire industry.”™

™ The time extension of patent protection through certain procedural
peculiarities can under certain conditions be very considerable; for example,
the Steimer patent application on automatic glass machinery was “pending”
for twenty-seven, and the Fritts patent application on photographic sound
recording was pending for thirty-six years. For all practical purposes a pend-
ing patent application affords adequate protection. Since the patents run
for seventeen years after they issue, the protection in these two cases lasted
for forty-four and fifty-three years, respectively. Time extension through im-
provement patents is well illustrated by an example given by a patent expert
from the glass container industry in a memorandum produced before an
investigating committee: “The Owens basic patents expired several years
ago. Nobody, however, dare use the present type of Owens machine because
of improvements covered by minor patents. Likewise, if the original patent
protection obtained on particular machines should not be sustained by the
Courts, yet a second line of defense patents covering details and improve-
ments may become a most valuable asset.” Hearings before the Temporary
National Economic Committee, Part 2 (Washington: 1939), p. 777.

7t The use of patents for the elimination of competition in entire indus-
tries is best described in two court cases in which the restrictive licensing
policies were held illegal. A reading of the decisions is recommended. United

States v. Masonite Corporation, 316 U.S. 265 (1941). United States v.
Hartford-Empire Co., 323 U.S. 386 (1945), 324 U.S. 570 (1945).
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The accumulation of patents in the hands of large corporations
may secure them an almost unlimited monopoly power. When a
corporation holds rights under literally thousands of patents, its
domination over an industry will no longer be limited either by the
duration or by the scope of any individual patent, and the degree
of monopoly attained may be far out of proportion to anything the
lawmakers had visualized when they wrote the laws providing for
the temporary protection of inventors.” (According to Patent
Office figures for June 1938, 174,336 patents, out of the 359,114 that
were owned by corporations, were owned by firms having more
than 100 patents each. One corporation, without its subsidiaries,
owned as many as 8,488 patents. The nine largest patent-owners
held among themselves 36,370 U.S. patents, not including patents
held by their subsidiaries or patents which the corporations did not
own but under which they held rights.®)

A device which combines all three ways of extending the patent
monopoly—in time, scope, and degree—beyond what had been
intended by the law is the closed patent pool. Cross-licensing of
patents is frequently necessary in the interest of the unobstructed
use and development of technology because patents on comple-
mentary industrial techniques may be held by different firms, none
of which could produce efficiently without licenses under the

7 In the United States only the inventor, that is, only a natural person
may apply for a patent. But he may assign it to a legal person. The idea that
a corporation should be allowed to accumulate hundreds or thousands of
patents was certainly foreign to the original sponsors of the patent law. If such
accumulation is found to be undesirable from the point of view of society,
the patent law could be amended to limit it. The Oldfield Committee in 1912,
stated in its report: “Capital seeking to control industry through the medium
of patents proceeds to buy up all important patents pertaining to the par-
ticular field. The effect of this is to shut out competition that would be un-
suitable if the various patents were separately and adversely held. By ag-
gregating all the patents under one ownership and control . . . a monopoly
is built up that is outside of and broader than any monopoly created by the
patent statutes. It is ‘monopoly of monopolies’ and is equivalent to a patent

on the industry as such.” Revision and Codification of the Patent Statutes.
Report, Committee on Patents, House of Representatives (Washington:
1912), p. 5.

78 Investigation of Concentration of Economic Power, Hearings before the
Temporary National Economic Committee, Part 3 (Washington: 1939), p.
1128.
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others’ patents. In view of the interdependent nature of technology
in many industries, patent pools are a desirable development in
the patent system, provided they are open to all. They may be
the most undesirable monopolistic instruments, however, if they
are closed to outsiders and newcomers and if the cross-licensing
restricts the price and production policies of the members. In these
cases the patents serve to restrain current competition as well as
future competition among the members of the pool and also po-
tential competition by excluding the newcomers entering the in-
dustry.

Abolition or Prevention of Abuse?

The grave consequences of all these unintended restraints of
competition and supports to monopoly were fully realized by many
economists in the 19th century. The chief question was whether
the patent system could be appropriately reformed or would have
to be abolished in order to safeguard the public interest. Many
economists held that abolition was the only solution compatible
with a free enterprise economy.” Others believed that reforms,
especially the introduction of compulsory licensing of all patents,
would satisfy the requirements of the public interest.

The patent system was neither abolished nor seriously re-
formed.”® The same arguments about the great blessings and grave
costs of the patent system that were advanced one hundred years
ago are still presented in academic discussions. But the proceed-
ings in the legislative committees are usually dominated by the
organizations of the patent lawyers, who successfully resist all pro-
grams of substantive patent reform. The two reforms most urgently
recommended by economists are provisions for compulsory licens-
ing and against restrictive licensing. But at present there is no in-

" See Fritz Machlup and Edith Penrose, “The Patent Controversy in the
Nineteenth Century.” The Journal of Economic History, Vol. X (1950),
pp- 1-29.

78 Only one country, the Netherlands, repealed its patent laws in 1869
and had no patent system from 1870 to 1912. Compulsory licensing in rela-

tively mild forms was adopted in several countries, including England and
Germany.
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dication of any desire on the part of Congress to write these pro-
visions into the law.™®

There is no way of proving whether and to what extent. the
patent system achieves the acceleration of technological progress
which is its official objective. There are those who contend that
progress would not be the least bit slower if the patent system did
not exist. But even those who attribute much of the actual ad-
vance of technology to the stimulus which the patent system
provides must admit that its restraints on competition very fre-
quently go far beyond the degree deemed necessary for the en-
couragement of innovation. There can be do doubt that through
their patent laws governments have brought into existence and
continued operation a most prolific source of monopoly power in
the economy.

79 The Temporary National Economic Committee in 1939 recommended
these reforms. See Final Report and Recommendations of the Temporary Na-

tional Economic Committee, p. 39. But Congress has not acted upon these
recommendations.
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E CONTINUE OUR SURVEY of governmental aids to monopoly.
W This chapter will include sections on Licensing and Board
Regulation, Public Utilities and Transportation, Conservation of
Natural Resources, Price Control and Labor Legislation.

LicensING AND “Boarp REGULATION”

One of the oldest and most widespread methods of govern-
ment regulation is to prohibit specified activities without the ex-
press permission of the government. In the 16th century King
Henry II of France carried this type of regulation to its extreme
limit, at least in theory, when he declared that the right to work

[287]
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was itself a “droit royal’—a privilege bestowed by the king.* In
medieval and early modern times licences, charters and organized
trade bodies formed the basis of a detailed government regula-
tion of economic life in most European countries. This type of
economic organization, loosely called the “guild system,” became
increasingly unacceptable as the mercantilistic and fendal organi-
zation of society, under the impact of more liberal conceptions of
social organization, gave way to the institutions of a “free enter-
prise” system. Today, however, we are rapidly returning in im-
portant sectors of the economy to this older system.>

Economic Freedom Gained and Lost Again

The United States was established at a time when the regu-
latory conception of the state was on its way out in England and
this conception never took deep root in America. Freedom was
one of the moving ideas in the new country, and government at-
tempts to interfere with the freedom of individuals to carry on a
legitimate trade were most jealously watched.

Thus in 1885, when the New York legislature tried to regulate
the manufacture of cigars by licensing, the court was blunt in its
condemnation of the legislature’s attempt to interfere with the

_right of men to pursue their occupations unmolested by govern-
ment, and it clearly recognized the similarity of the provision to
the pervasive restrictions of an earlier age: -

Such legislation may invoke one class of rights today and an-
other tomorrow, and if it can be sanctioned under the Constitu-
tion, while far removed in time, we will not be far away in practical
statesmanship from those ages when governmental prefects super-
vised the building of houses, the rearing of cattle, the sowing of
seed, and the reaping of grain, and governmental ordinances regu-
lated the movements and labor of artisans, the rate of wages, the
price of food, the diet and clothing of the people, and a large range
of other affairs long since in all civilized lands regarded as outside
of governmental functions. Such governmental interferences dis-

! Needless to say, it was impossible to put such an extreme theory effec-
tively into practice.

2 “The gild has returned. Its purposes are the same as in the Middle Ages,
although its techniques are now streamlined.” J. A. C. Grant, “The Gild Re-
turns to America,” The Journal of Politics, Vol. 4 (1942), p. 316.
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turb the normal adjustments of the social fabric, and usually de-
range the delicate and complicated machinery of industry and
cause a score of ills while attempting the removal of one.?

But the vigilance which is the price of freedom has been under-
mined by confusion of thought, and today local governments of all
kinds are permitted to regulate the right of men to practice even
the most humble trades. An unseen net of petty regulations, pegged
to local police and tax powers, has been cast over an ever expand-
ing number of trades and professions. By and large these regula-
tions do not stem from the Federal government and, perhaps for
this reason, the extensive use of licensing powers has not been
posed as a major political issue. The absence of the political spot-
light, however, makes even more dangerous this insidious boring
from within. Let us examine the process through which this state
of affairs has come about.

The Public Interest and the Private Interests

The simplest use of the licensing powers of the government
is for the mere raising of revenue. This creates no problems as long
as the fees are moderate and non-discriminatory and the licence is
not used as a cloak for regulatory controls. If fees are imposed by
several governmental units and are more than nominal in relation
to the profitability of the businesses licensed, their cumulative
effect may be to restrict entry into local markets or to put the
taxed businesses at a disadvantage with respect to competitors..
They may thus create local trade barriers of the kind previously
discussed.

The real problems of monopolistic exclusion arise when licens-
ing is imposed under the police powers of local governments for
the purpose of protecting the health and safety of the public or
because the businesses concerned are otherwise “affected with the
public interest.” There are clear cases where governmental inter-
vention is necessary for the protection of the public. That certain
qualifications must be required of people calling themselves doc-

¢ In re Jacobs, 98 N.Y. 98, 103, 114 (1885). Today, only 65 years later,
examples of public regulations of each of the activities mentioned can be
easily cited.
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tors, nurses and dentists, of those who dispense drugs or con-
struct buildings on contract is undeniable. Similarly the importance
of imposing standards of purity or safety with respect to some
products may call for government intervention; that milk be ade-
quately inspected, that buildings meet minimum safety require-
ments, that reasonable standards of sanitation be maintained in
barber shops and restaurants is certainly closely related to the
public health.

It does not follow from this, however, that licensing is the best
method of obtaining these ends. Although licensing laws and
“codes” which prohibit the practice of designated professions or
the production of designated commodities without a licence and
which lay down conditions which must be observed on penalty of
revocation of the licence may be the most effective and simplest
method, they are at the same time a means by which governments
can arbitrarily restrict entry into legitimate occupations and dis-
criminate between products. As we shall see, governments have
frequently abused their powers and such is the force of the licens-
ing technique that even when large numbers of the public recog-
nize that they are being imposed upon, they have no recourse ex-
cept through the courts, and the courts not infrequently refuse
relief. Equivalent services or products cannot legally be obtained
except from a licensed producer.? Hence, even when it is clear
that government intervention is desirable, the licensing method
may not be the best method of intervening. Even if the govern-
ment wishes to insist that a “qualified” contractor should be able
to build bridges, sewers and skyscrapers as well as residential
houses, if all I want is a house built I should be able to hire an
“unqualified” contractor as long as he knows how to build houses.?

41t is a common experience for amateur electricians or plumbers who
wish to install their own fixtures in their own houses to find that they cannot

do so because the local authority will not inspect and certify the installation
unless it had been done by a licensed workman no matter how competently
the installation had been done.

5%, . . there are many licensing statutes covering contractors, plumbers
and others engaged in the building trades or professions which are defined so
broadly that one engaging only in building houses must know how to build
sewers, highways, skyscrapers and bridges.” Irwin W. Silverman, L. Thomp-
son Bennett and Irvin Lechliter, “Control by Licensing over Entry into the
Market,” Law & Contemporary Problems, Vol. 8 (1941), p. 251.
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But members of the consuming public, even if they disagree with
the standards set up by the government, have no alternative but
to accept them when licensing is the method of regulation.

In very many, if not most cases, in which licensing is the ac-
cepted method of regulation today, certificates stating the quali-
fications of the holders, or “grade labeling” of the products, would
be enough to protect the public without at the same time placing
in the hands of local governments the power to prohibit a man
from carrying on a lawful trade or selling a legitimate product. For
unfortunately the concept of public health and safety is an elastic
concept and, if a disposition to stretch it exists, it can be easily
stretched. Members of existing trades wishing to protect them-
selves from the competition of newcomers frequently are able to
convince their local government authority that very strict stand-
ards should be required of all new entrants into the trade or that
new competitive products should be discriminated against in order
that the public be protected against some alleged evils. Thus
does licensing in the public interest degenerate into licensing in
private interests. Sometimes the courts have ruled against the legal-
ity of such attempts, seeing through and condemning the misuse
of state power:

We are not permitted to inquire into the motive of the legisla-
ture, and yet, why should a court blindly declare that the public
health is involved when all the rest of mankind know full well that
the control of the plumbing business by the board and its licensees
is the sole end in view.®

This, however, was an early decision. Nowadays courts take
a more lenient (and deliberately blind) view. They have per-
mitted extensive educational requirements to be imposed as a
prerequisite to entry into the trade of a barber, ten years experi-
ence or a college degree as a prerequisite for plumbers, good moral
character for photographers,” “sound theoretical knowledge of

¢ Richey v. Smith, 42 Wash. 237, 249, 84 Pac. 851, 854 (1906). Quoted
from Silverman, Bennett, and Lechliter, p. 240.

?“Moral” and financial qualifications are very commonly imposed and
are frequently interpreted in an interesting manner. In Wisconsin a watch-
maker’s licence may be taken away if the holder is guilty of immoral or un-
ethical conduct. That is, among other things, if he engages in “advertising
of prices on watch repairing, or the giving of watch glasses, crystals or of
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watch construction” as well as technical ability for watchmakers,
good reputation as well as recommendation from local property
owners for contractors, nine months of college and three years’
- apprenticeship plus the recommendation of two funeral directors
“familiar with his reputation and character” for embalmers. The
list could be easily extended.®

The Guild System Has Returned

In addition, and here is where the resemblance to the guild
method. of control becomes even stronger, the administration of
licensing and regulatory controls are often placed in the hands
of the existing members of the trades to be controlled and are
almost openly exercised for the purpose of restricting competition.®
This is called self-government of the trade and results not only
in exclusion of would-be entrants and in exploitation of the con-
sumer but also in jurisdictional disputes reminiscent of the old
disputes between medieval guilds, though carried on through the
legislature. Who can cut hair, barbers or beauticians? In Utah,
Connecticut, Arkansas, Illinois the feud has been furious. If barbers
succeed in excluding haircutting from the terms of the beauti-
cian’s licence, the beauticians retaliate by excluding barbers from
curling, waving, dyeing, bleaching, etc. We can only ask in be-
wilderment, what has this got to do with public health? Who can
remove warts, beauticians or surgeons? In Oregon beauticians can

any other watch parts, gratis, or at less than cost, in order to advertise or
increase the watch repair business.” Ibid., p. 245. As every fool can plainly
see (to use the immortal words of Li’l Abner) public health and safety re-
quire protection from such practices!

¢ Twenty-four major occupations subject to statutory regulations are
listed by the Marketing Laws Survey publication, State Occupational Legis-
lation, Department of Commerce (Washington: 1942). This list does not
include minor occupations such as watchmakers and plumbers. Maryland

“has tried to license paper hangers, and Washington and Illinois have tried
to license horseshoers. These laws were invalidated by the courts who felt
this was going a bit too far!

° Such “self-government” has long been common in the medical and legal
professions and it is well known that it has been used to restrict competition,
particularly in medicine. The difficulties placed in the way of doctors trained
in foreign countries are flagrant examples.
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do so, but only on the “upper part” of the body. In Oregon also a
demonstrator of cold cream must have a licence.*

In the name of public health we find that in Colorado meals
may not be served in drug or department stores or where any-
thing else is sold, in Philadelphia department stores cannot have
an optical or optometry department, in New York one may not
even be a co-partner in a drug store without being a licensed drug-
gist. In other places bicarbonate of soda, witchhazel, epsom salts
or iodine can only be sold by licensed pharmacists. In the name of
public safety prefabricated housing has been hindered by legis-
lation in favor of conventional building methods, some building
materials have been arbitrarily discriminated against, and plumb-
ing fixtures suitable for the Department of Justice building can-
not be installed in private homes by a contractor wishing to keep
his licence.!!

This almost unconcealed use of licensing regulations to pro-
tect public health and welfare as a cloak for licensing to protect
private wealth and welfare has apparently so blunted men’s sensi-
bilities to the implication of the use of governmental power for
private purposes that a third function of licensing is becoming
more and more prevalent—the openly avowed use of licensing for
the direct and declared purpose of regulating prices and com-
petitive practices. In Louisiana the legislature decided that “low
prices made it impossible to support and maintain reasonably safe
and healthful barbering services to the public. The result was de-
clared by the legislature to be a menace to the health, welfare and
reasonable comfort of citizens of the state and one which tended
toward the transmission of disease.” ** Florida set up a price-fixing
arrangement for the dry-cleaning and laundry business and it was
sustained by the court on the ground that “when conditions in
business become such that the welfare of the public will not be
adequately protected by unrestricted competition, it is within
the police power of the state to remedy the evil.” 13 In Wisconsin an

** See J. A. C. Grant, op. cit., passim.

11 See Silverman, Bennett and Lechliter, op. cit., pp. 248-53.
12 Ihid., p. 260.

5 Ibid., p. 260.
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automobile dealer’s licence may be revoked if he makes allowances
on used car trade-ins which would tend to affect competition “ad-
versely.” 14

Thus the fears expressed by the court in 1885 are materializ-
ing. We have so far presented only a part of the picture. Licensing
is also extensively used, as we shall see later, to regulate milk
prices and the prices of a large variety of other agricultural com-
modities. The use of licensing to protect health and safety is gradu-
ally merging into licensing to protect incomes in any case where
it can be shown that competition is going to hurt somebody.
Clearly professional, semi-professional, vocational, and ordinary
business groups hit the jackpot when they rediscovered the old
principle of licensing and “board” regulation with legislative sanc-
tion. The NRA of 1933 was based on the same principle applied
on a grand scale. It went too far too fast and the courts could
not take it. But the slower, piecemeal approach of state and mu-

nicipal governments is in many trades reaching the same end more
successfully.

Pusric UtiLiTiES AND TRANSPORTATION

Most public utilities are inevitable or “natural” monopolies and
their regulation by government should not be considered as either
an aid to monopoly or a restraint of competition. The production
and distribution of water, gas and electricity, the provision of mu-
nicipal transport services and of telephone and telegraph services
can never be truly competitively organized. Not more than.one
set of power lines, streetcar tracks, waterpipes, etc., could eco-
nomically be permitted on city streets. Where monopoly is tech-
nically unavoidable, government regulation or outright ownership
of the businesses concerned is necessary in the public interest.
From our point of view, therefore, this type of government regu-
lation requires no further discussion—provided it is true that
monopoly is inevitable.

14 Ibid., p. 245.
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Protecting Competing Monopolies

It frequently happens that, although a given service cannot be
competitively supplied, the service nevertheless may be subject to
severe competition from substitute services. For example, elec-
tricity and gas are competitive in many uses, and streetcars and
busses are alternative means of supplying city transportation. The
existence of competitive means of supplying the public, and
changes in public demand, may create a difficult problem for
government regulatory bodies. Where rate charges are set to ob-
tain a “fair return” on existing investment in each of the compet-
ing services and each is produced by a sole source of supply, com-
petition cannot solve the problem and the regulatory authorities
must handle it the best way they can.

If, however, one of the competing services is or could be com-
petitively supplied, the situation becomes very different and gov-
ernment regulation then becomes a real restraint on competition.
The history of regulation in the transportation industry provides
an instructive example of the difficulties public authorities may
run into when they attempt comprehensive regulation in such
cases.

In 1887, when the Federal regulation of railroad rates began,
railroads were in a strong monopolistic position and used this
position to charge exorbitant and discriminatory rates where they
could. Agricultural groups in the Middle West were particu-
larly vulnerable and some of the Middle Western states passed
regulatory acts in the 80’s. Federal regulation was finally estab-
lished ostensibly for the purpose of protecting the public and the
customer—the shipper of goods on railroads. By 1920, however,
railroads began to find themselves in difficulties and Congress was
persuaded to pass the Transportation Act of that year, which was
designed to improve the position of the railroads and in particular
to rescue the financially weak roads.'® The principle of regulation
to protect the shipper (customer) was now coupled with the princi-
ple of regulation to protect the carrier of his goods, and the Inter-

*» National Resources Planning Board, Transportation and National
Policy (Washington: 1942), p. 142. '
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state Commerce Commission was given power to establish mini-
mum as well as maximum rates.*¢

Suppression of Competition in Transportation

With the passage of the Motor Carrier Act of 1935 and the
Transportation Act of 1940 the interests of the shipper were com-
pletely submerged in—or rather identified with—the interests of
the carriers. Under pressure from railroad managements, railroad
labor, railroad investors, and railroad supply industries; Congress
decided that the vigorous competition of motor carriers should
be restricted. It placed the motor carrier industry under a system
of regulation almost as far-reaching as that covering railroads.
The motor industry was a highly competitive industry. It was -
not necessary therefore to control it as a monopolistic public util-
ity to prevent exploitation of the public. The demand for motor
carrier regulation originated with the railroads; !” the real pur-
pose was to protect the railroads.'® As a result of these acts, com-
mon carriers by motor vehicle must now obtain certificates of “pub-

16 The Interstate Commerce Commission was directed in prescribing rates,
to “initiate, modify, establish, or adjust such rates so that carriers as a whole
(or as a whole in each of such rate groups or territories, as the Commission
may from time to time designate) will, under honest, efficient, and eco-
nomical management and reasonable expenditures for maintenance of way,
structures, and equipment, earn an aggregate annual net railway operating
return equal, as nearly as may be, to a fair return upon the aggregate value
of the railway property of such carriers held for and used in the service of
transportation.” Op. cit., p. 102.

17 Some large motor common carriers joined in the movement for Fed-
eral regulation of motor carriers, while the small operators generally opposed
it. See National Resources Planning Board, op. cit., pp. 202-203.

18 This, of course, could be, and was, interpreted as being in the public
interest, as a means of providing “public relief from unsatisfactory results
ascribed to widespread ‘destructive and wasteful” competition, such as finan-
cial demoralization of all agencies, excess capacity, disorderly market con-
ditions, rate and service instability, increased business risks, uncoordinated
transport, and poor and undependable service . . . the contention was that
the public interest required protection of stable and dependable common
carriers against discrimination from other firms, especially contract carriers,
and an excessive number of competitors. Shippers received rates so low as
to be destructive to carriers. Hence, floors to rates must be established and
limitations must be placed upon the number of firms entering transport in-
dustries.” Ibid., pp. 202-203.
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lic necessity and convenience” or operating permits from the
Interstate Commerce Commission and their rates must be pub-
lished and approved by the Commission. Even contract carriers
must publish minimum rates.*?

It is not possible even to touch on all of the many aspects of
rail, road, water and air transport regulations here. They include
questions of organization, finance, use of public facilities, com-
petitive positions and practices, freedoi of entry, subsidies, rates
and many other lesser problems. One of the more crucial com-
petitive questions is rate making, and here the extension of regula-
tion from the relatively monopolistically organized railroad in-
dustry to the competitively organized trucking industry has led
to a serious milking of the public.

The effect of the requirement that motor carriers must file pub-
lished rates with the Interstate Commerce Commission has been
to encourage the formation of private motor freight associations
who act as rate making and rate publishing agents for the carriers.
There are several of these associations, some of whom act in col-
lusion with the railroads,>® some independently. These associa-
tions recommend rate schedules to the Commission and these
schedules, if approved, become binding on all truckers whether
they like it or not. Individual trucking companies have the power
to file individual schedules but unless the schedules are approved
by the association (and therefore by their competitors), the com-
panies filing them must defend them before the Commission, fre-
quently against the powerful opposition of the association.?* Even
if a reduction in rates is proposed, the carrier asking the reduction

1* Common carriers are persons who undertake “for the general public”
to transport persons or property for compensation while contract carriers
operate under special and individual contracts or agreements. See 1. L. Sharf-

man, The Interstate Commerce Commission, Part 4 (New York: The Com-
monwealth Fund, 1937), p. 103.

20 The railroads also have their private rate making associations.

21 “In five important territorial-rate cases the Commission has prescribed
minimum motor-carrier rates over large areas to put a stop to what it con-
sidered to be excessive rate cutting and ruinous competition. The Commis-
sion’s action in these cases was to establish as minima, in most instances,
the rates which the motor carriers, through their ‘conferences’ or ‘associations’
had agreed upon. Many of the rates prescribed as minima, furthermore, were
the same as the rail rates or were made in definite relation thereto.” National
Resources Planning Board, op. cit., p. 110. :
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must bear the burden of proof of justifying it and must show that
the rates are “reasonably compensatory for the service rendered.” 22

The most common situation in which a reduction in rates is
refused is where the rate requested is below full average costs of
operation. Yet, it will frequently pay a trucker to pick up a cargo
on a return journey even if it only covers his out-of-pocket ex-
penses rather than return empty. Even this the Commission does
not approve, because, if applied to truckers going both ways, it
“might well result in a break-down of the rates in both directions.” 23

Competition Prohibited

The results of the restriction of entry and the regulation of
rates in the trucking industry have been to reduce the number of
trucking firms; to encourage the growth of larger size firms; to
facilitate, nay, render necessary, collusive trade association ac-
tivity,>* especially with regard to rate making; to restrict inde-
pendent action on the part of smaller truckers; and to increase
the level of rates.? One important group of shippers—the farmers
—was powerful enough to secure a measure of exemption. Carriers

engaged in the transport of unmanufactured agricultural products
are exempt from the Commission’s rate.2¢

22 “The compensatory or noncompensatory character of proposed rates
is not always determined by consideration of costs of operation. The rea-
sonableness of the rates may be determined by comparing them with rates of
other motor carriers. They may be considered noncompensatory when out

of line with rates of other motor carriers which are deemed reasonable.” Ibid.,
p- 114.

23 Ibid., p. 112.

24 Clearly, rate making is such a complicated matter that it must be done
by those very familiar with the industry. It is almost inevitable that the job
will be placed in the hands of the industry itself and the industry will do it
through some form of association. The reasonableness of this arrangement
obscures the fact that private enterprise is conducted for profit and hence
rate making by private groups will be as far as possible done in the interest of
private profits.

25 “Wherever Interstate Commerce Commission control over interstate
trucking rates has been made effective, the tendency has been to raise the
rates substantially and in many cases to make them roughly equivalent to
railroad rates.” United States Department of Agriculture, Barriers to Internal
Trade in Farm Products, A Special Report (Washington: 1939), p. 53.

26, , . in actual practice this exemption of unmanufactured agricul-
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Once the protection of the economic position of the carriers
is accepted as a legitimate objective of regulation, the enormous
complexity of the transportation industry and the strong com-
petitive tendencies make inevitable an increasingly extensive in-
terference with competitive relationships. But Congress has fully
accepted this, for in the Transportation Act of 1940 it declared
that it is “the national transportation policy of the Congress to
provide for fair and impartial regulation of all modes of transporta-
tion. . . .” In this field, therefore, it is public policy to restrain
competition, to suppress it through thoroughgoing regulation by
government agencies and private associations.

CONSERVATION OF NATURAL RESOURCES

Natural resources, like natural monopolies, are of peculiar con-
cern to the public, and government interference with the private
exploitation of them has in many cases been considered necessary
in the public interest. If the natural resources of the nation—for-
ests, fisheries, grasslands, soil, water, natural gas, oil, coal and
other minerals—are wastefully depleted because the current cost-
price relationships are such that, under unhampered private com-
petition, it is more profitable to use them wastefully than to incur
the costs of conservation, the net private gain will not reflect a
similar social gain from such use of resources.

Private and Social Costs

The horizon of individuals is shorter than that of society 7 and
if a given natural resource is relatively abundant with respect to

tural products has not proved so broad as was apparently anticipated by farm
interests . . . the law so reads and has been so interpreted that, if strictly
enforced, large numbers of farmers’ trucks could not be exempted. A farmer
who owns a truck often expects to do some trucking for his neighbors. But
if he collects products from others and transports them to a city across the
State line, he must make sure that such products are unmanufactured. As the
law has been interpreted unless he first secures an Interstate Commerce Com-
mission license, he cannot transport such products as pasteurized milk or
cleaned rice, nor can he bring back from the city a box of corn flakes, a pound
of butter, or a sack of fertilizer for a neighbor.” Ibid., pp. 53-54.

27 A corporation or an individual producer who is concerned with a
“family estate” may in principle be as interested in the long-term preservation
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current demand, its eventual depletion may be sufficiently distant
that it does not concern the immediate owners, or even the present
generation, unless they take thought for future generations. Hence,
when we speak of the wasteful exploitation of resources as adding
to “social cost” an element that does not occur in “private costs,”
we are (1) contrasting the longer interests of society as a suc-
cession of generations with the shorter ‘interests of the producer
or of the generations of his lifetime; and (2) assuming that the
aggregate costs over a relevant period of future time will be greater
because of the wasteful exploitation than it would have been if
less wasteful policies had been pursued.

In addition, social costs may be raised above private costs if
private producers so conduct their operations as to cause damage
in other directions. For example, if forests are destroyed or grass-
lands overgrazed, soil erosion or floods will result which may not
affect the lumber producer or cattleman directly, but seriously
harm other producers elsewhere or at a later date.

For these reasons both the state and Federal governments have
adopted measures to regulate the exploitation of many natural re-
sources. The Federal Government has reserved large areas in the
public domain for national forests, parks, water power sites, recla-
mation, grazing, soil conservation and wild-life conservation. In
addition several million acres of mineral lands have been reserved
for public use. The management of these lands is in the hands of
the Federal Government, which may lease to private producers
the right to exploit the natural resources in accordance with con-
ditions laid down by the Government.

Organic Natural Resources

Organic natural resources—in contrast to inorganic ones—are
renewable and, if properly cared for, may be available indefinitely.
Here the problem of conservation is one of ensuring that they are
used in such a way that they renew themselves as rapidly as they
of natural resources under his control as is society. Nevertheless, it is im-
possible to rely on all producers having such a long-term interest. Further-

more, an important source of waste is ignorance and, with respect to natural

resources, ‘wastes due to ignorance may be so costly that governments feel
justified in intervening.
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are used. State governments, for example, regulate the taking of
oysters, crabs, shrimps, sponges and other forms of marine life
off their shores. A score of states regulate the use of private forest
lands and in 1944 Congress passed the “Sustained-Yield Law”
under which the Secretary of Agriculture or Interior can enter into
agreements with a private owner of forest lands granting him the
exclusive right to exploit both his land and contiguous Federal
land (which he may purchase) provided he agrees to operate
under the direct supervision of the Secretary on a “sustained-yield”
basis.?® A sustained-yield program may extend over more than 100
years and during this time all competition is eliminated in the
exploitation of the timber included in the sustained-yield unit.
There has been strong opposition from private companies to the
Sustained-Yield Law since, where agreements are concluded, com-
petition for the right to exploit Federal timber is prevented for very
long periods of time.?® Indeed, the policy implies a greater inter-
ference with private competitive relationships than would result
from a direct legal requirement that all forests, private or public,
be exploited on a sustained-yield basis.

Oil Conservation or Restriction?

Inorganic resources are non-renewable and here the problem
of conservation is one of ensuring that physical waste is minimized
within the limits set by cost factors. Of all of our non-renewable
natural resources, the most spectacular waste has occurred with
respect to oil. Natural conditions and inappropriate property laws
have combined to maximize the potential waste of unrestrained
competition in the exploitation of oil. Oil is found in vast under-
ground pools the boundaries of which bear no relation to the arti-
ficial property lines on the earth’s surface. A property owner can
claim possession of the oil underneath his land only if he can
bring it to the surface before his neighbors do. The oil belongs
to him who captures it under the judicial “rule of capture.” Hence,

28 Only one such agreement had been made by 1949.
20 It is complained that in principle the Government could make an agree-

ment with a single operator to purchase and use all Federal timber lands for-
ever.
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the discovery of an oil pool may provoke a wild competitive drill-
ing of oil wells by all the owners of the land surface who com-
pletely ignore the fact that the oil pool is a unit and can be effi-
ciently exploited only when treated as a unit. In the scramble to
get the oil itself, the natural gas which is associated with oil de-
posits and which is necessary to bring the oil to the surface under
its own power is frequently allowed to blow off into the air with
a double result: the gas, itself a valuable natural resource, is
irretrievably lost and large quantities, perhaps the greater part,
of the oil in the pool is rendered incapable of rising to the sur-
face and is recoverable only at very much higher cost. Efficient
production methods and adequate protection of oil still in the
ground may be neglected in the attempt to get as much oil as
possible in the shortest possible time.

Some public regulation is clearly called for under these con-
ditions and several states have imposed certain standards on oil
producers. But by far the most important measure taken in the
name of conservation has been the restriction of production. A
thorough-going policy of conservation in the sense of the physi-
cally eflicient utilization of resources has not yet been adopted
anywhere while thorough-going restriction of production ha$ been
almost universally adopted.?® “Proration,” the term used in the
industry to denote the distribution of “total allowable production”
among producing interests, is widely applied and the Federal Gov-
ernment assists the states in enforcing proration regulations by
prohibiting the movement in interstate commerce of “hot oil,” i.e.,
oil in excess of the allotted quota.?* The chief purpose of produc-
tion restriction is price maintenance, which is called “stabiliza-
tion” of the industry.?2 It is made possible by large-scale collusive

20 The restriction of present use in order to save resources for future use
is widely accepted as being an appropriate conservation policy. Technological
change is so rapid, however, that this policy is highly questionable; resources
carefully saved today may be much less useful in the future. Moreover, such
restriction of production is usually introduced to maintain prices and profits
at a level considered satisfactory by existing producers. Whatever mhy be
said for this procedure, it should not be confused with conservation of natural
resources.

1 The Connally “Hot Qil” Act of 1937.

22 Thus, paradoxically, the introduction of a tariff on imports was advo-
cated and obtained in order to help make the domestic “conservation” policy



Licences, RecuraTION, PricE ConTrOLS, LABOR LaAaw 303

activity between oil companies and governmental authorities. The
Bureau of Mines makes monthly forecasts of demand (at cur-
rent prices, of course) and the proration authorities fix quotas to
limit supply to the estimated level of demand.** Restriction of
production has probably reduced waste compared to completely
unregulated private exploitation. But since it is a price mainte-
nance program and not a conservation program, conservation is
only an “accidental incident.” ** In fact proration causes avoidable
waste for whether or not production from a given pool should be
restricted in the interest of real conservation depends on the physi-
cal nature of the pool—which the system fails to take into ac-
count.®® Yet, governmental restriction of output is preferred by
the oil companies to a true conservation program, since it has
assisted them in establishing monopolistic controls, not only over
production, but over distribution as well.?¢

effective. See G. W. Stocking, “Stabilization of the Oil Industry: Its Economic
and Legal Aspects,” American Economic Review, Vol. XXIII (1933), Suppl.,
p- 62. “Much that has been done in the oil and gas industry in the name of
conservation is really stablization . . . Amos L. Beaty, former president of
the American Petroleum Institute, testified in the Federal oil inquiry in 1934,
that stabilization was the primary aim of the oil companies in proposing
Federal quota restrictions on the production of oil and gas.” Energy Resources
and National Policy, Report of the Energy Resources Committee to the Na-
tional Resources Committee {Washington: 1939), p. 200.

38 “It is doubtful if a private agency could furnish similar statistics for
the oil companies for the purpose of price control and be within the law.”
Control of the Petroleum Industry by Major Oil Companies, Monograph No.
39, Temporary National Economic Committee (Washington: 1941), p. 16.

3¢ This is the phrase used by the lower Federal Court in Alfred Macmil-
lan et al. v. The Railroad Commission of Texas et al. District Court of the
United States for the Western District of Texas, Austin Division, No. 390
Equity.

25 See Report of the Energy Resources Committee, op. cit., p. 200.

36 Apparently, government regulation is palatable to “private enterprise”
if it assists in maintaining monopoly incomes for the present owners. It is not
so palatable if prices and profits are subordinate to other considerations. The
attitude of the oil industry toward “conservation” has always been strongly
influenced by price expectations. For example in Oklahoma “in the early
part of 1926 when the Conservation Board was holding hearings, the price
of oil was satisfactory and the industry optimistic, or at least indifferent; but
late in the same year, when the price of oil began to decline and conditions
became uncomfortable, the proration law (Oklahoma) that had been rele-
gated to the closet by the World War again came to life. At first, a group of
Oklahoma producers entered into a voluntary curtailment agreement under
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Coal Conservation—a Misnomer

In the coal industry, too, price maintenance has been the chief
purpose of government regulation although the necessity of regu-
lation has frequently been justified as a “conservation” measure.
For example, although the Guffey-Snyder Coal Act of 1935 had
little to do with the prevention of physical waste, it was called the
Bituminous Coal Conservation Act. When this act was declared
unconstitutional the Bituminous Coal Act of 1937 was passed,
which aimed primarily at restoring price fixing for the industry.
The fact that the adoption of conservation programs was optional
under the Act was considered by many to be a serious weakness.??
There is no doubt that the story of government regulation of the
coal industry belongs under price regulation and not under con-
servation although, as with-oil, the regulatory measures may in-
cidentally lead to the prevention of some waste.

Price CoNTROLS

All government policies aiding or restraining competition affect
prices. And since prices determine to a very large extent the
allocation of resources and the distribution of incomes in our
society, most of such policies are consciously designed directly or
indirectly to influence prices. Clearly, much of this and the preced-
ing chapter has been primarily concerned with governmental at-
tempts to influence prices: patents, tariffs, licensing, public utility
regulations, have their effect on the economy through prices. Prices
are frankly regulated under many licensing laws and the regula-
tion of public utility and transportation rates is direct price regu-
lation.

In this section we are concerned with legislation in which
price is the explicit and central problem and in which the ex-
pressed purpose is to prevent competitive prices from emerging.

a paid umpire. In 1927 the privately paid umpire was approved by the Corpo-
ration Commission, and his orders became the orders of the Commission
under the 1915 act. By 1930, proration of the entire State had been thus
promoted.” Report of the Energy Resources Committee, op. cit., p. 388.

37 Ibid., p. 119.
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There are a variety of ways in which governments may accom-
plish this end. Minimum prices may be set by decree, and indi-
viduals selling below these prices may be penalized. Minimum
prices may be supported by government assistance to producers
enabling them to withhold supplies from the market or by direct
government purchase of “excess” supplies. Production may be di-
rectly restricted through quotas, or supplies may be “regulated”
by marketing arrangements and discriminatory pricing policies.
Maximum prices may be set by decree and individuals selling
above these prices may be penalized. All of these ways of influenc-
ing prices have been used in the United States by the Federal or
state governments. Frequently several of them have been used in
. combination since it is an extremely difficult task to maintain prices
against the forces of supply and demand and the most stringent
controls devisable may be required to achieve the purpose. In all
cases where the government has tried directly to establish arbi-
trary prices it is because the supply and demand conditions in the
market are such that it is feared “undesired prices” would emerge.

Minimum Prices and Price Supports

The need for minimum prices, of course, arises because the
market price tends to fall below the price considered “reasonable”
or “fair” by producers. But sellers will sell below the minimum
prices fixed if they think that by selling more at a lower price they
can do better than by selling less at a higher price. Hence, in order
to sustain a minimum price above the price at which a substantial
number of sellers are willing to sell, it is necessary to provide an
outlet for the “surplus” goods, to prevent producers from produc-
ing as much as they would like to produce, or directly to penalize
sellers who sell at lower prices. Most of the agricultural price pro-
grams depend on the first two methods; the latter, which was
the central method under the National Industrial Recovery Act
and the Bituminous Coal Acts, is also used in the agricultural mar-
keting agreement and order programs. The various unfair prac-
tices laws of the states prohibiting sales below cost are another
form of direct minimum price legislation.

Minimum prices for a large number of agricultural commodi-
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ties are established by the Department of Agriculture.?® These
prices bear no relation to the supply of or the demand for the com-
modities concerned, but are calculated with reference to the prices
of products that producers buy. The price support legislation is
based on the belief that the prices of the agricultural commodities
included in the program should have a “purchasing power”
roughly equal to the purchasing power of the same commodities
during some past period.®® It is not surprising, therefore, that
under these circumstances farmers persistently tend to produce
more than can be sold at the prices set. Hence a complicated con-
stellation of “programs” becomes necessary to support these prices.
Farmers can obtain loans, using their produce valued at the sup-
port price as collateral, and simply turn over the collateral if they
are unable to sell all of it at the support price; they can contract
to sell to the Government at the support price and fulfill the con-

tract only if they cannot get their price elsewhere; or they can
sell directly to the Government.*°

Output Control and Surplus Removal

Clearly, however, if farmers continue to produce quantities in
excess of the supplies that can be marketed through normal chan-
nels at the support price, the Government is going to hold increas-
ingly large stocks. Additional programs are therefore frequently
required: “output control” programs and “surplus removal” pro-
grams enter the picture. Marketing quotas and acreage allotments
have therefore been established for several commodities.** The

38 Congress has made price support mandatory for corn, cotton, wheat,
tobacco, rice, peanuts, wool, mohair, tung nuts, honey, Irish potatoes, milk
and butterfat. Price support is permissive for other commodities and in 1949
and 1950 these included barley, dry edible beans, cottonseed, eggs, flaxseed,
grain sorghums, gum naval stores, hogs, oats, dry edible peas, rye, various
kinds of cover crop seed, soybeans, sweet potatoes, turkeys.

3 For most commodities the base period is still 1909-1914. “Parity
prices” are calculated by complicated formulas and support prices, which
remain the same throughout the crop year, are determined at some percentage
of parity as of a given date.

%0 Direct government purchasing is used to support prices only when it
is not feasible to do so through loans or purchase agreements.

1 In April 1850 corn, upland cotton, wheat, rice, peanuts, tobacco, and
long staple cotton were subject to marketing quotas.
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quantities which it is thought would give “adequate supplies” to
the consumer are calculated and these quantities are expressed in
terms of acreage allotments which are distributed by states, coun-
ties and individual farms. If these quotas are approved by two-
thirds of the producers voting in a referendum they are applied
to all producers, and any producer who sells more than his quota
is penalized. If two-thirds of the producers do not approve the
quotas, the quotas are not put into effect but very much lower sup-
port prices are paid.

Surpluses that continue to accumulate are taken care of by
“surplus removal” programs. The Commodity Credit Corporation
(which is the chief government agency through which purchases
are made) is not permitted to sell its storable commodities in or-
dinary markets at less than 5% above the current support price
plus carrying charges, but it can give things away for welfare pur-
poses and it can divert commodities into other than “normal” chan-
nels of trade. The net realized losses of the CCC on price support
operations in 1949 alone reached $254,761,994.

There are three broad types of surplus removal programs: ex-
port dumping, domestic welfare programs, and “diversion” into
non-normal channels of trade. An amount equal to 30% of the
gross receipts from duties collected under the customs laws during
each calendar year is made available to the Secretary of Agricul-
ture for these programs.

Exports have been subsidized in connection with the various
foreign aid programs, but in some cases the United States engaged
in outright dumping: 10¢ per bale is paid to cotton exporters,
4.5¢ per Ib. or 50% of the f.a.s. price or domestic market price,
whichever is lower, is paid on exports of honey to countries out-
side North, Central and South America. Domestic Welfare pro-
grams include subsidization of low income groups, institutions,
charities and the school lunch programs. “Diversion programs”
are based on the fact that it is frequently possible to sell com-
modities at very low prices for special uses without “spoiling” the
primary market if the commodities are kept from flowing from
the secondary to the primary markets. Thus almond growers are
paid 14¢ per pound to sell almonds for industrial manufacture,
animal feed. or other uses providing they do not include direct
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human consumption; cotton growers are paid to sell filberts for
animal feed, export, or other outlets not competitive with direct
domestic human consumption; dried-fruit growers, grain sorghum
producers, honey producers, walnut producers are all paid to sell
their product through diversion outlets. ’

. Marketing Programs

But there are still other ways of raising prices to ordinary non-
industrial consumers. Under the Agricultural Marketing Agree-
ment Act of 1937, as amended, marketing agreement and order
programs have been established for certain commodities. As of
April 1950 these programs were in effect in a large number of
production areas ** for milk, fruits, vegetables, nuts and hops.
Under these programs regulations include controls over quality,
quantity and rate of shipment of the commodities; the establish-
ment of reserve pools, the control and disposition of “surpluses”;

>

the prohibition of “unfair trade practices”; the fixing and posting
of prices. Compliance with the programs may be prescribed as a
condition of eligibility for price support. Civil and criminal action
can be taken against violators of marketing orders.*3 Since the
growers or handlers of the commodities concerned (except milk)
usually initiate the programs and administer them #* and since

2 Each marketing agreement or order is limited to the “smallest regional
production area practicable.” Hence there will be several such agreements
tor the same commodity. See Price Programs of the United States Department
of Agriculture, Agriculture Information Bulletin No. 13, Production and Mar-
keting Administration, United States Department of Agriculture, April 1950,

. 44.
P 13 Marketing agreements are voluntary and affect only handlers who sign
them. Marketing orders are issued by the Secretary of Agriculture and are
binding on all handlers whether they sign the agreement or not. Marketing
agreements that do not receive the approval of the handlers can be converted
into orders by the Secretary if he finds that the issuance of an order is the
only practicable means of advancing the interests of producers.

¢ “All marketing agreements and order programs for commodities other
than milk provide for a committee of growers or handlers, or both, to admin-
ister the terms of the order. . . . Members of the committee are generally
nominated by growers. and handlers in the industry and appointed by the
Secretary of Agriculture.” Price Programs of the United States Dept. of Agri-
culture, p. 46.
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they are openly price raising and price fixing programs, it has been
necessary for them to secure specific exemption from the antitrust
acts.

Federal milk programs are administered by agents appointed
by the Departmient of Agriculture and are in general based upon
the principle of maximizing monopoly returns by charging discrim-
inating prices. Consumers of bottled milk for direct consumption
will pay higher prices than manufacturers of milk products. The
same milk is therefore sold at different prices depending on the
use for which it is destined.*> The milk programs are thorough-
going control programs regulating the price of milk in great detail
at every level.:

In addition to the Federal milk programs are many state milk
control programs. The methods of protecting the local markets
from outside competition, of rewarding producers and dividing
the receipts, of inspection, licensing, quota determination, price
fixing and classification, etc., differ considerably and are frequently
very complicated. But the purpose is always the same, to protect
local milk producers.*® Very frequently sanitary regulations pro-
vide the most efficient and flexible means of enforcing such pro-
tection and the camouflage of the “public health” only thinly con-
ceals the real purpose.*” Various standards of price fixing are

45 “The classification of milk according to the use made of the milk by
handlers with minimum prices to producers for each use classification, en-
ables dairy farmers to realize the full value of their milk in disposing of their
entire production.” Ibid., p. 44. (Italics supplied.) It has been said of the
Federal program that “the general objective of the Federal fluid milk program
has been to establish the highest producer prices in the market that could be
sustained for any considerable period of time.” Economic Standards of Gov-

ernment Price Control, Temporary National Economic Committee, Mono-
graph No. 82 (Washington: 1941), p. 84.

46 In most states milk dealers must be licensed under milk control laws
and in many states a dealer’s licence may be refused or revoked for action
“demoralizing to price structure.” See Barriers to Internal Trade in Farm
Products, A Special Report to the Secretary of Agriculture by the Bureau of
Agricultural Economics, United States Department of Agriculture (Washing-
ton: 1939), p. 15.

47 Rhode Island at one time furnished the most spectacular method of
enforcing its restrictions. In August 1937 it started adding red coloring
matter to out-of-state milk delivered in violation of its law. The subsequent
outery forced the abandonment of this measure.
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adopted. Cost of production plus “reasonable return” to producers
are very common.*8

International Price Programs

If all of these programs succeed in maintaining high domestic
prices for agricultural products, still other difficulties arise and
further action may be necessary. The United States is not an iso-
lated economy; foreign trade, both exports and imports, must be
taken into account by domestic policy makers. We have already
seen that the Secretary of Agriculture has power to subsidize agri-
cultural exports. In addition the United States has joined the In-
ternational Wheat Agreement, which sets minimum and maximum
prices and establishes quotas for the participating countries. This
helps to keep the United States in the export field in competition
with lower-cost exporters by raising the world price, thus reduc-
ing the discrepancy between United States prices and world prices.

The United States “sugar program” depends on strict control
of imports. Although the welfare of consumers of sugar is placed
as the first of the “prime objectives” of the sugar program, this is
sheer camouflage.** Domestic sugar, particularly beet sugar, is
produced at much higher cost than “foreign” cane sugar, and do-
mestic production does not meet domestic requirements. Imports
are necessary, but in order to keep the price high enough to pro-
tect the domestic industry, quotas are placed on imports.>® In

48 Thus the “standards used by the Oregon Milk Control Board in setting
minimum prices are reasonable return to both producer and distributor, not
unreasonable prices to the consumers, and costs of production and distribu-
tion.” Economic Standards of Government Price Control, p. 116.

9 “If the United States permitted sugar from Cuba, the Philippines, and
other areas to come into the country in unlimited quantities, consumers, under
ordinary circumstances, would benefit from lower prices. But under present
wage standards in domestic producing areas, free imports, unless accom-
panied by an increase in the sugar tariff, would work serious hardships on
producers in specialized domestic sugar-producing areas or would tend to
force wage reductions on workers in such areas.” Price Programs of the
United States Department of Agriculture, 1949. Mis. Public. 683, Production
and Marketing Administration, U.S. Dept. of Agriculture (March 1949), p.
39.

5 Certain foreign areas, notably Cuba and the Philippines, are given
preferential treatment.
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addition, domestic producers received payments on the crops of
1942 through 1948 averaging about $2.60 per ton of beets and from
88¢ to $1.70 per ton of cane. Payments to domestic producers are
conditional upon compliance with certain labor standards, mar-
keting quotas and price regulations. They are financed out of a
tax of 50¢ per hundredweight of sugar, raw value, produced or
brought into the continental United States.

Subsidized Production for Destruction

The policy of thoroughgoing government intervention to pro-
tect the incomes of agricultural producers was born in the depres-
sion of the 1930’s and was defended as an emergency measure.
It survived the depression and has continued into periods of high
economic activity. Criticism of the policy has been increasing, but
for the most part the public has quietly accepted a program which
fundamentally involves a transfer of income from one group in
the economy to another. The income of farmers is maintained only
by the subsidy given them by consumers and taxpayers. The irra-
tional aspects of the program are clearly brought out, however,
when the “surplus” removal arrangements break down and it be-
comes necessary to destroy food. This is especially resented if mar-
ket prices are so high that many consumers consciously limit their
consumption. The latest example is the 1950 potato scandal which
for a time threatened to shake seriously the public’s willingness to
accept the price support program. While consumers were paying
exorbitant prices (the basic support price was over $1 a bushel)
millions of bushels of potatoes were threatened with destruction.
The story is instructive.

Potatoes harvested in 1948 were supported at prices ranging
from $2.15 to $3.50 a hundredweight, the 1949 crop at $1.80, and
the 1950 crop at $1.68.51 In spite of acreage restrictions potatoes
poured from the farms and the Government holdings of surplus
potatoes grew bigger and bigger. Part of the problem arose be-
cause Government attempts to control production by limiting the
acres planted could be frustrated if farmers planted rows closer

51 See Price Programs of the Department of Agriculture, March 1949 and
April 1950, passim.
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together, applied more fertilizer and insecticides, and thus in-
creased the yield of potatoes per acre. The Secretary of Agriculture
is reported to have told the Senate Agriculture Committee that
the plant-industry experts in the Department of Agriculture had
stated that it would be possible to treble the production of po-
tatoes per acre in the next five years.”* Farmers were doing well,
but consumers were aggrieved at the high prices and the Gov-
ernment did not know what to do with the large stocks of potatoes
it had been forced to purchase. The Secretary proposed that 25
million bushels of potatoes be colored blue (to prevent human
beings from eating them) and given to farmers at 1¢ per 100
pounds for use as animal feed. A violent controversy immediately
started. The National Potato Council protested that the entire
farm program would be placed “in an untenable position insofar
as public opinion and good will are concerned.” It wanted the
potatoes made available to industrial users.”® But the industrial
users said that the Government would have to pay the freight
charges for transporting the potatoes since they could not be used
profitably for industrial purposes even at a price that just covered
freight rates. It was estimated that for the Government to pay the
freight would have cost $15 million more than dumping potatoes.
It was also proposed that the potatoes be given to charitable in-
stitutions if the latter would pay the freight. The potato dealers
complained about this, arguing that it would constitute unfair
competition. Apparently Congress had got the Administration into
the position of having to pay farmers to produce something that
could not be disposed of unless consumers were to be paid to
consume it, but for which there could be no reduction of the price
the housewife had to pay in the market.

Responsibility for this situation lay with the Congress and not
with the Department of Agriculture since Congress had made
potato price support mandatory. But when the question of whether
potatoes should be destroyed was laid before the Senate Agri-
culture Committee, the Committee refused to commit itself; on
the one side were irate consumers and on the other irate farmers.
Discreetly the wary lawmakers rushed to duck the consequences

52 New York Times, March 17, 1950.
5 New York Times, February 1, 1950.
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of their own actions. The Chairman of the Committee said that
the Committee neither approved nor disapproved of the-destruc-
tion of potatoes and “refused to go on record as a matter of
principle”! #*

While domestic blue potatoes were being fed to animals, Ca-
nadian potato producers found the United States market so at-
tractive that they shipped large quantities into the country over
a tariff of 75¢ per hundred pounds. This only added fuel to the
fire. One might have thought that the United States legislators
would suspect that if Canadian producers could make a profit
after surmounting such a tariff (and after all the usual argument
of low wages and living standards could not be made very con-
vincing with regard to Canada) that there was something wrong
with the United States price. But no, the United States price was
not lowered. On the contrary the United States tariff was raised
and since the United States had been active in a world-wide
policy of reducing trade barriers and had entered certain agree-
ments with other countries, it was necessary to persuade other
countries to permit the United States to renegue on the agree-
ments it had made.

The price of potatoes is still to be supported. The lawmakers
prefer to reduce supplies and at the time of writing the extensive
use of mandatory marketing agreements seems destined to be the
solution for-the future crops.

Minimum-Price Controls

Agricultural price legislation is by far the most extensive type
of price legislation in our economy. As we have seen, it is largely
a problem of supporting minimum prices by any means at hand,
although direct price regulation is included in the marketing agree-
ment and order programs, of which the milk programs are the
most important. Regulation of the latter sort was also attempted
for manufactured and mining products in the National Industrial
Recovery Act and in the Bituminous Coal Act of 1937. The NIRA
was a hasty measure to meet a widespread “emergency” and was
soon declared unconstitutional. The Bituminous Coal Act, al-

3¢ New York Times, February 2, 1950.
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though it, too, had a relatively short life, expiring in 1943, is of
more importance because the price regulation which was its chief
purpose was approved by the Supreme Court.? Minimum prices
were provided in a code and penalties were prescribed for viola-
tion of the code by “code members” while non-members were sub-
ject to a heavy excise tax. The minimum prices were established
with reference to a weighted average of total costs. This regulation
of prices was held to be a proper exercise of the power of Congress
to regulate interstate commerce.

Prohibition of Sales Below Cost

We saw in our discussion of the antitrust laws that resale price
maintenance contracts were exempt from the antitrust laws. Never-
theless these fair trade laws, as they are called, did not cover a
sufficient number of commodities to satisfy all trade groups. Con-
sequently nearly three-fourths of the states have been prevailed
upon to enact “unfair practices laws” or laws prohibiting sales be-
low cost. California was the first to adopt such a law (in 1935)
and the California law has been widely copied. “Cost” is taken to
include the full cost of doing business, and cost surveys made by
industry groups or trade associations may be used as prima facie
evidence of cost for any particular dealer.’¢ The determination of
standards by which to set legal prices and the policing of business
in order to ensure thé observance of these prices are usually under-
taken by trade associations, although action can also be brought
by the public authorities. Injunctions may be obtained against
violators, damages claimed if they can be proved, and sometimes
criminal actions may be brought with fines and imprisonment im-
posed by violations of the Act. Unfair practices acts are effective
ways of eliminating price competition, their effectiveness depend-
ing on the strength of local trade associations. They have been used
to enforce prices set on the basis of the most flimsy type of “cost

55 Sunshine Anthracite Coal Co. v. Adkins, 310 U.S. 381 (1940).

% “Prima facie means ‘at first view’; and in sales-below-cost legislation
it means that any person selling for less than the cost estimated by an in-
dustry survey or by the percentage markup specified in the law loses his case

unless he can prove to the court that his costs are actually lower.” Vernon A.
Mund, Government and Business (New York: Harper, 1950), p. 455.
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survey” evidence.’” The constitutionality of these acts and the
practices under them is still uncertain. Some of the laws have been
declared unconstitutional by state courts and in several cases
brought by the Department of Justice fines have been assessed or
injunctions granted. The legality of the state laws as such has
not yet been tested in the Supreme Court. During and after the
war business did not have to be particularly concerned with the
problem of low prices, but the time will certainly come when en-
trenched business groups will once again turn to the law to pre-
vent price competition. A clear legal position will then become
necessary.

Maximum-Price Legislation

Whereas minimum prices are usually established to protect
producers, maximum prices are established to protect consumers.
Minimum-price legislation is fairly common since producers groups
are frequently better organized and more aware of their own im-
mediate profit than are consumers groups. Maximum-price legisla-
tion only occurs under special conditions. In public utilities, for
example, where the conditions of supply are such that effective
competition is precluded, maximum-price fixing is an accepted
method of regulation. During and after wars consumers are widely
considered to need general protection against the power of pro-
ducers to raise prices, and maximum prices are fixed for important,
if not all, commodities. Thus, during the Second World War a
variety of administrative agencies were created in the Federal
Government to control the prices of consumers goods, raw ma-
terials and other producers goods.

However, just as minimum prices frequently cannot be main-
tained without supplementary controls over supply, so maximum
prices frequently must be supported by supplementary controls
over demand, and for the same reasons. If minimum prices are so
high that producers will produce more than will be taken at those
prices, the prices will be extremely difficult to maintain in face
of mounting stocks. If maximum prices are so low that consumers

57 See Federal Trade Commission, Resale Price Maintenance (Washing-
ton: 1945), pp. 854 fI.
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will want to buy more than is available at those prices, the price
“ceilings” will be difficult to hold. One of the functions of prices
is to divide available supplies among consumers and when prices,
because of controls, are no longer an effective means of doing this,
other means must be devised. These may include “first come, first
served,” favoritism of suppliers, informal rationing by suppliers,
and official rationing by the government. But the vast ramifica-
tions of administrative controls necessarily following extensive
interference with market prices makes such interference accept-
able only as a last resort. Even in wartime much more could be
done than is usually done to limit the disposable income of con-
sumers through taxation, deferred payments, etc., thus limiting
effective demand by way of fiscal and monetary controls and re-
ducing the upward pressure upon prices without resorting to, or
relying so heavily on, direct price controls.?®

Rent Control

The only important price control surviving the war was rent
control. It was insisted upon by the majority of voters who felt
that uncontrolled rents would result in excessive profits to land-
lords and serious hardship on low and medium income groups who
would find it difficult to pay higher rents. On the face of it this
seems to be simple justice. The supply of houses responds relatively
slowly to an increase in the demand for houses and in the mean-
time why should landlords be allowed to reap windfall profits at
the expense of poor people who have to have a roof over their
heads? On the other hand, the existing supply of housing must
be allocated in some manner. The government did not itself at-
tempt rationing, so the landlords had to do it. Naturally friends,

%% Since these lines were written the United States, engaged in a defense
effort financed partly by credit expansion, has again introduced maximum-
price controls. Congress resorted to price controls at a time when defense
expenditures amounted to less than a quarter of the national income and
could have been financed without serious consequences entirely through in-
creased taxation. The fajlure to impose sufficient taxes coupled with the will-
ingness to abandon the price mechanism demonstrates how little the legisla-

ture of this nation, paying lip service to the advantages of a free-enterprise

economy and of competitive markets, really appreciates the meaning of it
all.
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relatives, people willing to pay good prices for furniture or in
some other way to give something on the side got preference.
Everybody having to move—war veterans, war workers, newly
married people—bore the brunt of the housing “shortage.” Peo-
ple already in houses who did not want to move were the only ones
to gain and, since rents were kept relatively low compared to
increases in incomes, they had no incentive to economize on space,
to rent rooms or double up with others.

Consequently, rent control has arbitrarily favored one group
against others in the community. It has not prevented the rich
from getting houses, it has meant serious difficulties for those who
had to move and it has not put pressure on people to use existing
space to the best advantage. In addition, it reduced the profitabil-
ity of building and renting and thus has retarded new building
and prolonged the period of “shortage.” In this case, as in many
others, an interference with the price mechanism in order to en-
sure “justice” to some groups has repercussions in other directions
that cause much more “injustice” and in the long run simply make
matters worse.

LABOR LEGISLATION

Government measures assisting the cause of organized labor
are designed to reduce competition among workers in the labor
market. The economic consequences of labor organization are
considered in the next two chapters. In this section we are not con-
cerned with whether or not governmental support of labor or-
ganization is justified, but only with a description of the govern-
mental measures supporting labor organization.?® Nor are we con-
cerned with labor legislation of the welfare sort—regulation of
industrial poisons, night work, child labor, protective legislation
for women, etc.—since these have only an incidental bearing on
the question of monopolistic forces in the labor market.®

** We shall, however, discuss also the provisions of the Taft-Hartley Act

(the Labor Management Relations Act of 1947) which were designed to

reduce some of the support previously given to labor unions in the Wagner
Act (The Labor Relations Act of 1935).

% Of course, the elimination of certain types of competition, e.g., com-
petition from women and children, helped make unionization easier in some



318 GovERNMENT POLICIES

Legislature versus Judiciary

Until recent times the history of governmental intervention
with respect to labor organization was to a considerable extent
a story of legislative intervention to offset the effects of court de-
cisions. As interpreted by the courts, the common law doctrines
of criminal conspiracy, restraint of trade, freedom of contract, and
the 14th Amendment to the United States Constitution protect-
ing certain basic rights, including property rights, placed serious
obstacles in the way of labor organization. Combinations to raise
prices were illegal under the common law and therefore, if work-
ers combined to raise wages or shorten hours, the law of crim-
inal conspiracy might be applied. Similarly the doctrine of re-
straint of trade, which rested on the right of individuals to dispose
of their property or labor as they pleased, was invoked against
labor actions that interfered with the rights of employers to buy
in the cheapest market or of workers to sell their labor on what-
ever terms they wished. To be sure, the courts did not apply these
doctrines in an unalloyed form; combinations to raise wages were
not necessarily criminal conspiracies unless “unlawful means” were
used, although, if other workers were prevented from accepting
employment on whatever terms they wished, the courts tended to
crack down. Similarly, the nature of the means and the “reason-
ableness” of the ends were taken into consideration in the applica-
tion of the doctrine of restraint of trade.

Again, the 14th Amendment—originally designed to prevent
racial discrimination—protecting people against deprivation of
their property without “due process of law” and guaranteeing
equality of treatment before the law, was applied by the courts
to prevent workers from taking action that would prejudice an
employer’s business. Since workers could quit at will, equality of
treatment demanded that employers could hire and fire at will.

Thus workers early found that the courts made few exceptions
to the general rules of law for what the workers considered to be
industries and was, in fact, one of the reasons for some of the welfare legisla-

tion. Nevertheless, very different considerations are involved in the appraisal
of welfare legislation, and any indirect aid to labor organization has been

slight.
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their special position. Combination implied power that individual
members of the combination did not have and, when the pos-
sibilities of coercion inherent in such power were used for ends
which conflicted with property rights and freedom of contract, the
courts tended to act against the combination and its individual
members. So the workers turned to the legislatures, urging them
to overrule the courts and establish special rules for workers” or-
ganizations. Until recent times government aid to labor organiza-
tion came from the legislative and the administrative branches of
government; government restraints on labor monopoly came from
the judiciary. The aid from one direction was frequently a reac-
tion to the restraints imposed from the other.

The issues involved can be roughly divided into two groups:
those connected with labor’s power to organize and those con-
nected with the use of organized power. They are not, of course,
entirely separable questions, since insofar as labor organizations
were restrained or penalized for taking action on behalf of their
members they became less attractive to workers, and organizers
faced greater difficulty in getting workers to join. Hence the first
group shades into the second. Labor has always had the technical
right to organize for the broad purpose of improving its working
conditions, but the ability to take effective advantage of this right
depends first on the strength of the resistance, in particular on the
tactics employers could use to combat labor organization; and sec-
ond, on the desire of workers to join, which in turn depends on
what labor is permitted to do with its organized power. Thus,
we must not expect that our attempt to discuss the two questions
separately can be carried out with great consistency.

The Power to Organize

Labor has usually had to face bitter employer opposition to
their attempts to organize, and the first interventions of the law
in favor of organized labor were to place restraints on the tactics
employers were permitted to use to combat labor organization.
The most effective weapon in the hands of employers was the
right to hire and fire at will, and thereby to discriminate against
union members. In one of the earlier legislative aids to labor or-
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ganization in the United States, the Federal Government in 1898
forbade interstate railroad employers to fire workers because of
union activities or membership.®* This prohibition was declared
unconstitutional by the Supreme Court in 1908, who upheld the
employer’s right to hire and fire at will, placing it in the same
category as the employee’s right to quit at will.®

Employers took full advantage of this power, basing a large
variety of discriminatory anti-union tactics upon it. It not only
made possible discriminatory firing of workers for union activi-
ties but also the “yellow dog” contract (by which employees were
required to stipulate as a condition for getting a job that they
would not join a union); the blacklist (containing the names of
workers active in union matters, which would be widely circu-
lated among employers so that union men or union organizers
had difficulty in getting any job); the hiring of strikebreakers; the
use of spies placed among workers and in unions; and similar
tactics.

Individual states early enacted laws making it a criminal
offense for an employer to discharge workers for union activity,
but these laws were declared unconstitutional.®* During the first
World War the Federal Government insisted that the right of
workers to organize and bargain collectively should not be inter-
fered with in any manner, and one of the basic principles of the
National War Labor Board was that “employers should not dis-
charge workers for membership in trade unions or for legitimate
trade union activities.” ¢ After the war, the Railway Labor Act
of 1926 also prohibited interference by “either party over the

61 Erdman Act, 30 Stat. 424, 1898. The United States Strike Commission
of 1894, appointed by President Cleveland, had found that discrimination
against union leaders had caused the Chicago strike of 1894, in which there
was much rioting. The strike was broken by a Federal injunction, and Eugene
Debs and other leaders were jailed for contempt. See Carl Raushenbush and
Emanuel Stein, Labor Cases and Materials (New York: Crofts & Co., 1941),

. 64,
P 82 Adair v. United States, 208 U.S. 161 (1908).

%3 The leading case is that of Coppage v. Kansas, 236 U.S. 1, where a
Kansas statute outlawing yellow dog contracts was declared unconstitutional.

64 See the discussion in W. L. McNaughton, The Development of Labor
Relations Law (Washington: American Council on Public Affairs, 1941), p.
31.
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self-organization or designation of representatives by the other,”
and the prohibition was upheld by the Supreme Court, who re-
fused to apply the decisions in the earlier cases.®

The first real restraint on the right of employers to impose
such conditions as they saw fit in the contract of employment came
in 1932, when the Norris-LaGuardia Act made “yellow dog” con-
tracts unenforceable in the Federal Courts.®® Later the interfer-
ence of employers with employee orginization was prohibited
under the codes of the National Industrial Recovery Act of 1933.
Finally, with the National Labor Relations Act of 1935 (The Wag-
ner Act), the various direct methods by which employers could
most effectively combat unionism were not only effectively out-
lawed but a positive duty to avoid all interference with unioniza-
tion was placed upon employers. Interference of any kind with la-
bor organization and any discrimination against union members
were classed as unfair labor practices against which the National
Labor Relations Board, established by the Wagner Act, could
take action. Furthermore, company unions, i.e., unions not affiliated
with any national or international unions, were ordered by the
Board to be disestablished if the employers dominated or even sup-
ported them.

The following practices were listed as unfair labor practices
forbidden to employers in Section 8 of the Wagner Act:

(1) to interfere with, restrain, or coerce employees in the ex-
ercise of their rights to organize and bargain collectively;

(2) to dominate or interfere with the formation or administra-
tion of any labor organization or to contribute financial or other
support to it;

(3) to practice discrimination in order to encourage or dis-
courage membership in any labor organization, although an em-
ployer shall not be precluded from making an agreement with a
labor organization that union membership should be required as
a condition of employment if the organization was the certified

representative of the employees (i.e., the closed shop was per-
mitted );

% Texas and New Orleans Railway Co. v. Brotherhood of Railway and
Steamship Clerks, 281 U.S. 548 (1930).
66 The Anti-Injunction Act, 47 Stat. 70.
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(4) to discharge or otherwise discriminate against an em-
ployee because he has filed charges or given testimony under
the Act;

(5) to refuse to bargain collectively with the representatives
of his employees as provided in the Act.

Under the rulings of the National Labor Relations Board,
bribery of workers, discrimination in assigning work, a request
that the workers state their attitude toward unions, any coercive
statements or derogatory remarks about unions, favoritism be-
tween different unions, and similar practices were condemned.
Industrial espionage and the use of strike breakers ” was also at-
tacked by the NLRB.

Thus, all direct methods by which employers can interfere
with the organizing activity of workers, were outlawed; the em-
ployers were required to recognize the unions and to bargain col-
lectively with their representatives; and the unions, where they
obtained closed-shop or union-shop agreements, were able to re-
quire workers to join.

Under a union-shop agreement all workers must be or become
members of the union. Thus all new workers hired by the firm are
required to join the union, usually after a probationary period.
Under a closed-shop agreement new employees must either be
hired through the union or must be members of the union when
hired. These arrangements are a great help to the unions since they
“automatically” increase union membership and ensure the mainte-
nance of membership, besides giving the union full control of the
supply of labor to the employer. The closed shop sanctioned by

law was clearly a powerful governmental aid to organized labor
against non-organized workers.%8

67 In addition, the Transportation of Strikebreakers Act of 1936 (The
Bymes Act) made the transportation of strikebreakers across state lines a
felony. Many of the states have also passed laws bearing on the issues dis-
cussed in this section. A discussion of these laws, however, would be impos-
sible in the short space allotted here.

%8 The immigration laws may also be regarded as government measures
that helped, though indirectly, reduce the competition from labor which is
not easily organized. The contract labor laws in the 1880’s, which prohibited
the importation of foreign labor under contract, were introduced directly in
response to labor protests against the importation of Chinese coolies to work
on the railroads; and the later immigration laws were also largely passed
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For the most part, however, trade unions must rely on their
ability to attract workers, and here the governmental interventions
respecting the use by organized labor of its power has become im-
portant. If unions can make their demands effective, they are
more attractive to workers and workers are more willing to pay
dues than they would be if nothing were obtained. Frequently,
therefore, the successful establishment of a union in a particular
industry depends upon successful action against employers. Gov-
ernment action with respect to the purposes and methods of the
use of organized power are therefore of great importance.

The Use of Organized Power

Although the right of labor to organize in order to improve its
working conditions was early recognized, just what methods could
it use to attain its objectives? Could it, for example, take action
which would damage an employer’s business, restrain trade, pre-
vent other workers from accepting jobs offered to them, prevent
or deter consumers from buying the products of an employer? How
far were unions subject to the antitrust laws?

The traditional “weapons™ of labor in their struggle against
employers are the strike, picketing and boycotts. Violence, in-
timidation and coercion have always been illegal. But where does
“peaceful persuasion” end and intimidation or coercion begin?
The threat of physical violence is not the essence of coercion; an
employer may be as much coerced by the threat of bankruptcy or
severe losses as by the threat of the physical destruction of his
plant; an individual worker may be as much coerced by the threat
of social ostracism as by the threat of a physical attack.

It is difficult, if not impossible, to say in general terms where
illegal coercion begins. Except in cases where physical violence
is frankly used, whether or not certain actions constitute illegal
coercion has depended on the specific circumstances of each case
and upon the disposition of the courts. For a long time the courts
took an extremely severe view of actions that seriously damaged
an employer’s business. In the notorious Danbury Hatters Case

under pressure from organized labor. (In recent years, however, some of
the unions have been on the liberal side of the immigration question.)
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either a primary or secondary boycott which “obstructs the free
flow of commerce between the States or restricts, in that regard,
the liberty of a trader to engage in business” was declared illegal
and individual members of the union were held liable to the full
amount of their individual property for the damage caused to the
company by the boycotts.%® In other cases, more than one picket
at a factory gate was held to constitute intimidation.”® It was even
held, by an Illinois Court, that attempted coercion of employers
by unions, by threatening to strike unless an agreement was signed,
was unlawful.™

‘ Boycotts and other labor action interfering with interstate
commerce were also held by the courts to be in violation of the
Sherman Antitrust Act. Under pressure from labor groups, Con-
gress included provisions in the Clayton Act of 1914 declaring
that “the labor of a human being is not a commodity or article
of commerce.” In addition the Clayton Act provided that the anti-
trust laws should not be construed to forbid labor organizations
or to interfere with the attainment of their “legitimate” objects; it
limited the use of the injunction; and it provided a trial by jury for
persons accused of violating injunctions by criminal acts. Yet the
courts so interpreted the act that it made little, if any, difference
to the position of labor under the antitrust laws. In 1940, how-
ever, the Supreme Court held that the only type of interference
with interstate commerce that the Sherman Act outlaws is a mo-
nopolistic attempt to control supplies or prices of goods or to dis-
criminate between purchasers. Hence, even though workers’ ac-
tions curtail competition between employers by eliminating wage
differences, interfere with the movement of goods across state lines
through strikes or in other ways, or even result in the destruction
of property, they are not punishable under the Sherman Act.”
Collusive agreements between workers and employers to eliminate
competition in the markets for their products are the only labor
activities prohibited by the antitrust laws.

Before the Norris-LaGuardia Act, an employer could obtain a

% Loewe v. Lawlor, 208 U.S. 274 (1908).

70 American Steel Foundries v. Tri-City Central Trades Council, 257 U.S.
184 (1921); Truax v. Corrigan, 257 U.S. 312 (1921).

"2 O’Brien v. People, 216 Ill. 354, 75 N.E. 108 (1905).
2 Apex Hosiery Company v. Leader, 310 U.S. 469 (1940).
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court injunction preventing workers from taking action detri-
mental to his business. The courts issued injunctions freely, fre-
quently without notice to labor, without giving labor a hearing
and sometimes permanently restraining unions from engaging in
actions otherwise lawful. The injunction was used against unions
trying to persuade workers who had signed yellow dog contracts
to join the union—such persuasion being held to be an attempt to
induce breach of contract. There is no doubt that the use of the
injunction against labor had been abused and it was in reaction
to such abuse that the Federal Anti-Injunction Act was passed in
1932, severely restricting the use of the injunction. It provided
that injunctions could only be issued against those directly in-
volved, only after open hearings and only after the court had
found that unlawful acts were threatened or would continue caus-
ing substantial and irreparable injury to the complainant’s prop-
erty; that the denial of relief would inflict greater injury on the
complainant than the granting of relief would inflict on the de-
fendant; that the complainant had no adequate remedy at law and
that the officers charged with protecting complainant’s property
were unable or unwilling to furnish adequate protection. Personal
notice of the hearings had to be given to all parties. (Subsequently
many states passed similar acts.)

The use of the organized power of labor was given wider scope
and greater effectiveness by the Wagner Act of 1935. This act
specifically set out to strengthen the position of organized labor
in order to put it in an “equal bargaining position” with employers.
It imposed no restrictions or obligations on labor unions, pro-
vided no dispute machinery, but did impose restrictions and
obligations on employers; it was an act “in favor of” organized la-
bor and designed to offset as far as possible all of the disadvan-
tages purportedly existing when labor did not have strong unions
to match the “bargaining strength” of their employers. The Na-
tional Labor Relations Board could issue cease-and-desist orders
against employers charged with violating the Act; one of its pri-
mary functions was to designate bargaining units and determine

the proper representatives of those units; it had no concern with
the terms of the collective bargaining contract.

Not only was collective bargaining laid down as basic public
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policy (this was in itself not new, the desirability of collective
bargaining having been affirmed in the Norris-LaGuardia Act) but
the assumption was implicit in the Act that for collective bargain-
ing to be effective unions must be strong. The possibility of col-
lective bargaining was supported by the prohibitions laid upon
employers against ‘interfering with labor organization and the
duty laid on them to bargain in good faith; and by the provisions
for the supervision of free elections whenever employees re-
quested it (although not oftener than once a year). The strength
of the union was supported by the approval of “union security”
arrangements, which expressly included the closed shop and,
through the absence of limitations, also included many other tech-
niques of assisting an established union to maintain its organized
strength, such as preferential hiring and the “check-off” arrange- -
ment under which the employer deducts union dues from wages
on behalf of the union.

All in all, every practicable support was given to the growth
of trade unions and the effective use of their power, while no
restraints or-obligations were placed upon them. The tactics unions
could use and the purposes they could use them for were in no
way limited by the Act, but the tactics and purposes of entployer
action were restricted.

Pruning Back

It was felt by many that Congress had gone “too far” in the
Wagner Act; that unions were in “too strong” a position because
of it; that something needed to be done now to “equalize” the
bargaining power of employers. In particular it was charged that
unions took advantage of their position to gouge employers, that
is, that unions themselves sabotaged the collective bargaining
process by refusing to bargain reasonably and in good faith.

And so the Labor Management Relations Act of 1947, the
Taft-Hartley Act, was passed. This Act did not deny that col-
lective bargaining was in the public interest, but it did implicitly
deny that strong and protected trade unions were necessary to
the successful functioning of a collective bargaining regime.”

™ For an admirably clear analysis of the premises and implications of
both the Wagner Act and the Taft-Hartley Act see Donald H. Wollett, Labor
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Collective bargaining was supported by a reaffirmation of the
rights of labor to organize and bargain collectively without em-
ployer interference. The unfair labor practices of employers listed
in the Wagner Act were maintained (except that employers were
now permitted to express their opinion about unions “unless it
contains a threat of reprisal, threat of force, or a promise of
benefit”). But from certain provisions of the law one can in-
fer that the lawmakers no longer believed in the “need” for col-
lective bargaining. For example, there were provisions giving
employees the right to refuse to join a union and the right to get
rid of their union, through so-called “de-certification” proceedings,
without replacing it by another.

In an attempt to reduce the strength of trade unions the closed
shop was prohibited. Closed-shop agreements are now unenforce-
able, and action can be brought against employers and unions who
enter into them. The only permissible union security arrangement
is a special kind of union shop which can be established only if a
majority of those eligible to vote approve of it. In addition em-
ployers and unions who agree to certain kinds of check-off and
welfare fund arrangements can be prosecuted. In these respects
the Taft-Hartley Act for the first time establishes a government
regulation over the terms of the collective bargaining contract.

It is in the provisions regarding “unfair labor practices” that
the Taft-Hartley Act differs most conspicuously from the Wagner
Act. While the 1935 statute was only concerned with protecting
the unions from unfair practices of employers, the 1947 statute
concerns itself also with the protection of employers from unfair
practices of unions. Indeed, the fact that the new law requires
that some unfair union practices be given “priority” before the
National Labor Relations Board has been regarded as evidence
of partiality for the employers.™
Relations and Federal Law (Seattle: University of Washington Press, 1949),
especially pp. xxii~xxiii and Chapter IV.

"¢ In view of the fact that the NLRB has more work than it can handle
and is always very far behind, the priority provision forces them to hear
certain employer complaints before dealing with other matters that may
have come up earlier. No union complaints have the same priority. Further-
more, the Board is required to request injunctive relief to employers in the

case of some union practices and may request injunctions in others. No em-
ployer practices are subject to mandatory injunctions.
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The following practices are listed as unfair labor practices of
unions:

(1) to restrain or coerce employees in the exercise of their
right not to join a union;

(2) to restrain or coerce employers in the selection of their
representatives for the purposes of collective bargaining;

(3) to attempt to force an employer to discriminate against
employees who are not union members (except under a union-
shop agreement and then only if the employee has been denied
union membership for failure to pay dues or initiation fees);

(4) to refuse to bargain collectively in good faith;

(5) to conduct strikes or boycotts in order to (a) force any
employer or self-employed person to join an organization or to
cease doing business with any other person; (b) to force an em-
ployer to bargain with any other than a certified union; or (¢) to
discriminate in favor of any particular labor organization in the
assignment of work unless the employer is failing to conform to an
order of the Board regarding the certified bargaining representa-
tive for the employees;

(6) to require employees of organizations covered by a union-
shop agreement to pay excessive or discriminatory initiation fees;
and

(7) to cause or attempt to cause an employer to pay for serv-
ices which are not performed or are not to be performed (feather-
bedding).

The duty to bargain collectively includes the duty to file a
sixty-day notice (“cooling-off period”) before the termination or
proposed modification of an agreement. During this time no strikes
are permitted and the union must discuss the problems with em-
ployers at reasonable intervals. &

There is no way of evaluating partisan complaints that the
Taft-Hartley Act pruned back too far the advantage which the
Wagner Act had given to trade unions, or to the opposite com-
plaints that the pruning was insufficient and left the unions with
bargaining strength far superior to that of employers. The basic
assumption of such conflicting complaints, as well as the basic
justification of the legislation in question—the notion that there
is such a thing as an “equalization of bargaining power”—will have
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to be examined before more can be said. This will be done in the
next chapter, but we may reveal here that the results will be dis-
appointing.

The Public Interest

Ordinarily the public sees these conflicts of views and interests
only as conflicts between labor and ma#nagement, or labor and
capital; and the “public’s” interest is believed to be chiefly in the
“fair” and “peaceful” settlements of the conflicts. The public real-
izes that it may be injured by labor disputes, but it believes that
such injury lies only in the loss of output and the disturbance of
the economy through strikes and lock-outs. That permanent injury
to the public may ensue from a peaceful and seemingly fair settle-
ment—injury because of monopolistic wage determination—is
commonly overlooked.

The government has assisted in the creation of monopoly power
of unmeasured magnitude wielded by hundreds of trade unions.
When the government creates monopolies in the hands of busi-
nessmen, economists are almost unanimous in evaluating adversely
the economic effects. Is there a similar consensus regarding the
economic effects of the monopoly controls in the hands of labor
organizations? Or is the creation and exercise of trade union con-
trol over the price and the supply of labor to the employer widely
regarded as desirable from the point of view of the public interest?
To these questions the next two chapters will address themselves.
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CHAPTER 9

Monopolistic Labor Policies:
Bargaining Power

Labor and Society: The Size of the Group Called “Labor” - “Pro-Labor”
Sentiment - Approval of Labor Monopoly - Arguments for Strong Trade
Unions - Two Points of Romantic Semantics

Equalizing the Bargaining Power: The Meaning of Bargaining Power -
“Labor—the Most Perishable Commodity” - Workers Must Eat—They
Cannot Wait - No Visible Competition for Labor - Conspiracies among
Employers - Immobility of Labor - Immobility and Isolated Markets -
Profits at the Expense of Wages - Immobility and General Unemployment
- Immobility and Nonwage Competition - Corporations as Combinations
of Capital - Redressing the Balance - Dealing with Isolated Labor Markets
- Dealing with Employers’ Collusion - Dealing with “Employer Differen-
tiation”

pIscussioN oF governmental labor policies was part of our
A general survey of governmental aids to monopoly, which in-
cluded governmental supports of business monopoly and govern-
mental restraints of competition in agricultural markets. But be-
cause there are very essential differences between labor and “other
commodities” regarding the nature of what is sold and the mar-
kets in which it is sold, and because of the social objectives which
guide the evaluation of the results of competition and monopoly
in the labor markets, the question of “labor monopoly” and mo-
nopolistic wage determination calls for further discussion.

LABOR AND SOCIETY

The word “labor” has many different meanings. As used in
economic, sociological and political discussions it may refer, among
other things, to

1. the labor services actually or potentially supplied, demanded,

employed, or sold (i.e., man-hours of work, labor effort);
[ 333 ]
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2. the actual or potential suppliers (sellers) of labor services
(i.e., the workers, owners of labor power);

3. the people who live for the most part on labor income (i.e.,
the labor income recipients and their dependents);

4. the people who work for compensation or without compen-
sation (i.e., the suppliers of marketed or non-marketed labor,
such as housewives, students, as well as gainfully employed
workers);

5. the persons who work or seek work for compensation or gain
(i.e., the labor force);

6. any specified subdivision of the previous three, for example,
non-agricultural wage earners, non-supervisory employees,
or workers employed in manufacturing, mining and con-
struction;

7. employee organizations, their leaders, or members (i.e., or-
ganized labor, trade unions);

8. the people who regard themselves as members of the
“proletariat” exploited by the bourgeois class (i.e., the “la-
bor class” in the Marxian sense).

The Size of the Group Called “Labor”

The relation of “labor” to society depends very much on which
of the meanings of labor is referred to. Even the purely quantitative
relationships vary elastically with the meanings. Labor in the sense
3—the labor income recipients—is almost identical with the total
population, since nearly all of the 150 million people in the United
States live for the most part on labor income, as wage and salary
workers, as self-employed workers, or as their dependents.! Labor
in the sense 4—the people who work with or without compensa-
tion—is probably identical with the “working-age population,” or
about 113 million people in 1950; housewives and students often
work harder than gainfully employed workers.

Labor in the sense 5, the total labor force, included in 1950

1 If the incomes from pensions and old-age annuities are regarded as post-
poned payments for past labor services, the exceptions to the above state-
ment are truly negligible: only a fraction of one percent of the population re-

ceive the larger part of their income in the form of interest, dividends or
rents.
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about 65 million persons.? Labor in the sense 6 is a large or small
group, depending on the subdivisions included; for example, there
were in 1950 over 46 million non-agricultural wage and salary
workers in the labor force,? there were about 32 million wage and
salary workers employed in non-agricultural establishments out-
side of finance, service, and government,* and over 18 million in
mining, manufacturing and construction alone.? Labor in the sense
7, organized labor, was estimated to run to 15 million.

It is a very special sense in which Marxians speak of the “labor
class”: a feeling of solidarity on the part of each comrade, of “be-
longing” to the “proletariat,” of being exploited by and opposed to
the bourgeois class,—these are essential criteria for this sociological
concept. If they are taken seriously, not more than a few million
Americans belong to the labor class in this extremely narrow sense;
for it was found by an opinion poll that 88 percent of all Americans
consider themselves as members of the “middle class” and only 6
percent as members of the “lower class.” ¢

“Pro-Labor” Sentiment

The multiplicity of meaning has given rise to much confusion,
especially in political discussions. Almost everybody is “on the side
of labor” if the widest of the concepts is accepted, since labor is
almost the same as the entire society. But only few in the United
States are “on the side of labor” if this is interpreted as an endorse-
ment of class war with the destruction of the capitalist order as the
major objective. Many are “on the side of labor” if the improvement

2 The total labor force includes the armed forces. The average civilian
labor force was 63 million in 1950. Annual Report on the Labor Force, 1950.
Bureau of the Census, Current Population Reports, Labor Force (Washing-
ton: 1951), p. 2.

8 Ibid.

¢ Included in this group are manufacturing, construction, trade, trans-
portation, public utilities, and mining. Finance, service and government
employed about 13 million workers. Source: Department of Labor. See Eco-
nomic Indicators, February 1951, prepared for the Joint Committee on the
Economic Report by the Council of Economic Advisers (Washington: 1951),

. 8.
P 5 Ibid.

¢ William A. Lydgate, What America Thinks (New York: Thomas Y.

Crowell, 1944), p. 159.
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of working conditions in industry is under discussion. The number
of people “on the side of Labor”"—with a capital L—varies with the
particular trade union policies or with the particular trade union
leaders of the moment. ‘

The interests of these different groups of labor may or may not
coincide. What then is “the interest of labor”? The pro-labor senti-
ment of an economist—thinking of the welfare of the nation; the
pro-labor sentiment of a politician—thinking of the votes in his
constituency; the pro-labor sentiment of a student of the labor
movement—thinking of the progress in the battle for the right to
organize; the pro-labor sentiment of a social worker—thinking of
the poverty of particular workers’ families; and the pro-labor senti-
ment of a communist organizer—thinking of the overthrow of the
government and the rule of the proletariat; these are very different
things and one will do well to distinguish them.

I know of no economist of our time who would not accept a
higher living standard (real income) of the entire people as the
most desirable, or among the most desirable, of social objectives.
There may be differences of opinion regarding the importance of
equality of income, although I believe that the overwhelming ma-
jority of economists would agree that greater equality is preferable
to lesser equality, provided total income is not reduced in conse-
quence of the change in relative shares. If one includes in “labor”
all the people who obtain the greater part of their livelihood from
labor income, the interest of labor can almost be identified with
the national interest.

If labor is more narrowly defined, a discrepancy between the
interests of labor and of the rest of society may arise. For example,
if only unionized workers or only industrial workers (according to
some specified definition) were to be called “labor,” then most
economists would refuse to be partial and to put the interest of
“labor” thus defined above the interest of the rest of society. They
would judge the desirability of any action affecting the income of
“labor” according to what it may do to the size of the total income
of the nation and, given that size, to the equality of its distribution.
This remark will become relevant in some phase of the discussions
of collective bargaining and trade union wage policy.
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Approval of Labor Monopoly

The evaluation of monopolistic attempts to increase the real
income of labor will likewise vary according to what group is meant
by “labor.” Assume for a moment that by collective bargaining
labor could increase its share of the national income without affect-
ing, in either the short or the long run, the size of the national in-
come. If labor includes almost the whole of society, the gain it
achieves would be at the expense of a negligible minority, and if
the share of the minority was sufficiently large, the shift in the dis-
tribution of income would be applauded by those who considered
the rich minority to be expropriators and exploiters; others might
deplore and denounce it as the result of black-mail and extortion.
But, strictly within the given assumptions, a “welfare economist,”
applying his test—total income unchanged, inequality reduced—
could only welcome the effect of the monopolistic action, provided
that inequality within the labor group was not enhanced.

The evaluation is different if “labor” is a smaller group and the
“rest of society” not merely a rich “upper crust.” For in this case
there is no presumption that the inequality of income is reduced
when the share of labor increases. If the rest of society includes
many who are worse off than the members of the group called
“labor,” then the monopolistic action that increases labor’s share
may injure others who are less prosperous. The economist, there-
fore, would not be able to agree that matters are improved by this
change in distribution.

It is a fact, however, that most economists in the last one hun-
dred and fifty years have been decidely sympathetic to the “combi-
nation” of workers and to the collective utilization of the improved
market position thereby attained. However opposed they were to
monopoly in general and to monopolistic price determination by
businessmen’s coalitions, they approved of workingmen’s coalitions
and their attempts to change the wage bargain in labor’s favor.
Although John Stuart Mill, the great classical economist, could
write that “. . . monopoly, in all its forms is the taxation of the in-
dustrious for the support of indolence, if not plunder,” ” he was not

7 John Stuart Mill, Principles of Political Economy (First edition, 1848;
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afraid of labor monopolies. Although convinced that competition
was beneficial in the labor market as elsewhere, he believed that
combinations of workers through trade unions would not effectively
limit competition, but would rather be an aid to a “free market for
labor.” 8

The laws against combination of workmen were abolished in
England in 1825 and Mill expressed satisfaction with the repeal of
anti-union legislation, which he called “a government interference
in which the end and the means are alike odious.” ® He added a
statement, to which nearly every economist probably subscribes:
“If it were possible for the working classes, by combining among
themselves, to raise or keep up the general rate of wages, it needs
hardly be said that this would be a thing not to be punished, but to
be welcome and rejoiced at.” 1

What Mill in his later years, and many others after him, had in
mind was that workers’ combinations, if they were effectual, might
succeed in obtaining a moderate increase in real wages at the ex-
pense of profits, perhaps that part of profit which the employers
could make only because of certain advantages they had over un-
organized workers. Some of Mill’s contemporaries and successors
formulated the theory of “unequal bargaining power” and of the
consequent exploitation of the workers and corresponding profits
of the employers, and stressed the need for a redress of the balance
by an equalization of bargaining power. If this, and only this, is
what the combination of workers in unions achieves, “labor mo-
nopoly” is different from almost all other kinds of monopoly and its
promotion by government is surely indicated.

third edition, 1852; seventh edition, 1871; London: Longmans Green, 1926),
792.
P 8 Ibid., p. 937.

9 Ibid., p. 933.

0 Ibid., p. 934. But Mill reasoned that the masses of workers are “too
numerous and too widely scattered to combine at all, much more to combine
effectually. If they could do so,” they might be able to obtain “an increase of
general wages at the expense of profits. But the limits of this power are nar-
row; and were they to attempt to strain it beyond those limits, this could
only be accomplished by keeping a part of their number permanently out of
employment.” In this formulation the statement appeared only in the seventh
edition of Mill’s work, published in 1871. The formulation in earlier editions
did not concede the possibility that wage increases might be obtained at the
expense of profits without leading to unemployment.
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Arguments for Strong Trade Unions

Although it would be useless and silly to use these pages to
justify or denounce, attack or defend, support or criticize labor
coalitions, it may be useful and sensible to present in an orderly
fashion the main issues of the controversy about the economic func-
tion and social desirability of strong labor unionism. An attempt to
unscramble the mixture of arguments may do some injustice to
some, since it is so easy through slight twists in the formulation to
make appear nonsensical what would make good sense in another
wording or context. Nevertheless we shall be able to think more
clearly if we take to pieces and reduce to their logical elements the
composite arguments that are usually presented.

1. Arguments relating to inequality of bargaining strength.

(a) Unorganized workers are at a disadvantage because labor
is the most perishable of commodities.

(b) Unorganized workers are at a disadvantage because they
have no reserve funds and cannot hold out as long as the employers.

(c) Unorganized workers are at a disadvantage because of
their limited mobility which prevents them from leaving inferior
jobs in areas or fields in which competition among employers is
limited.

(d) Unorganized workers are at a disadvantage because em-
ployers combine to restrain competition for labor and to keep
wages down.

(e) Unorganized workers are at a disadvantage because
chronic unemployment makes it hard for employed labor to change
jobs and this immobility reduces employers” competition for labor.

(f) Unorganized workers are at a disadvantage because non-
wage attractions and attachments to individual employers reduce
labor mobility as well as employers” competition for labor.

(g) Unorganized workers are at a disadvantage because of the
combination of capital and the organization of owners in corpora-
tions.

2. Arguments relating to certain technical defects of the labor

market.

(a) An unorganized labor market cannot determine wage dif-
ferentials in accordance with exact job differences.
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(b) An unorganized labor market tends to produce either in-
adequate adjustments or over-adjustments to changes in demand.

(c) An unorganized labor market tends to generate upward
and downward spirals of wage levels.

3. Arguments relating to real wages and national income.

(a) Unions can raise the workers’ real wages by bringing
about increases of total production.

(b) Unions can raise the workers’ real wages entirely at the
expense of profits without adverse effects upon total production.

(c¢) Unions can raise the workers’ real wages, the effect upon
total production being undetermined but unimportant compared
with the improvement of the workers” share.

(d) Unions cannot raise the real wages of all workers, but can
change relative wages of different labor groups in favor of or-
ganized labor.

4. Arguments relating to ethics, justice, and workers’ morale.

(a) The contrast between the poverty and insecurity of work-
ers and the affluence of their employers is morally wrong and such
unequal sharing in the fruits of their combined efforts can be cor-
rected with the help of strong unions.

(b) The large profits of enterprise are evidence of ramk ex-
ploitation of the workers, who should combine to secure fairer
wages.

(c) Justice demands recognition of the rights of individual
workers in their jobs, and only strong unions can secure these
rights.

(d) Inthe interest of justice and of workers’ morale it is neces-
sary to provide a machinery for the redress of grievances, and only
a strong union can provide it.

(e) The worker must be provided with a sense of participation
in the affairs of the enterprise in which he works, and this is made
possible by membership in a strong union.

(f) Workers should acquire class-consciousness in order to be
better prepared for the class war and the political struggle against
capitalism; trade unions are important instruments in the political
struggle and have a significant role in preparing for the “expropria-
tion of the expropriators.”

Of the arguments relating to ethics, justice, and workers’
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morale, the first two, 4 (a) and 4 (b), merely reaffirm the exist-
ence of an unequal distribution of income and affirm that it is due
to the existence of “exploitation”—and hence could be removed
by removing the inequality in the market position of workers and
employers. In this respect they are merely other ways of putting
the bdsic assumptions of the first group of arguments we have
listed. Insofar, however, as they are meant to be conclusive argu-
ments for strong unions, requiring no further analysis, they are
purely emotional in character resting only on sympathy for the
underdog, and are beyond the pale of economic reasoning. Argu-
ment 4 (f) is part of the Marxian doctrine, assigning to trade
unions chiefly a political role.!* This argument is categorically re-
jected by almost all American trade unions. Arguments 4 (c),
4 (d) and 4 (e) are of great significance everywhere, but they are
largely irrelevant to our discussion !? which concerns only the
economics of monopolistic or competitive wage determination and,
at the moment, the question why many stern opponents of mo-
nopoly approve monopolistic labor organization. These three argu-
ments point to highly important functlons of trade unions apart
from wage determination.

Two Points of Romantic Semantics

The economic arguments for collective rather than competitive
participation of workers in wage determination will be discussed
in the pages that follow. But before we enter upon this discussion
we must recall and take care of two problems of semantics lest
they hinder our understanding of the problems in question.

First, it is insisted by some that one ought not to use the words
“monopoly” and “monopolistic” in connection with labor unions
and their practices.!® This is chiefly a matter of sensitiveness about

11 Marx did not believe that trade unions could succeed in securing higher

wage rates in the long run. Trade unions should be supported, according to
him, as instruments of class war.

12 Improvements of workers’ morale may increase productivity and thus
become relevant to the discussion of efficiency wage rates.

12 Complaining about the increasingly widespread application of these
terms to labor organizations and warning against “superficial analogies that
stimulate namecalling,” Richard A. Lester charges that “Economists some-
times seem to overlook the fact that unions do not ‘sell labor,” are not profit-
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words that have acquired unpleasant connotations. If employers
are much better off than workers, even after everything unions
have done, how can the workers™ coalition be called a monopoly?
If labor organization is good, how can it be called monopolistic
—which makes it appear bad? We have considered this argument
in an earlier chapter—at the end of Chapter 2—and shall not re-
peat here what was said there. It should be clear that the elimina-
tion of competition among workers in their bargaining with em-
ployers is the first and major objective of trade unions.** One may,
of course, deny that certain unions have much monopoly power, or
make excessive use of their monopoly power, but to deny that
union wage policy is a part of the general problem of monopoly
would be sheer wilfulness—or romantic sentimentality.

Second, it is insisted that “labor is not a commodity” and that,
therefore, any generalizations about commodities and about the
markets in which and the prices at which they are sold do not ap-
ply to labor, the labor market and wage rates. The proposition that
labor is not a commodity was not originally meant either as a
statement of fact or as a definition or classification for purposes of
economic analysis; it was meant to be normative, its significance
was moral, religious, political, and legal. It had a special bearing
on the discussion of slavery and slave labor—on the purchase and
sale of human beings. But also in the discussion of wage labor
making institutions, and are as much political as they are economic.” Richard
A. Lester, “Reflections on the ‘Labor Monopoly® Issue,” Journal of Political
Economy, Vol. LV (1947), pp. 513, 517. Exactly the same could be said,
and has been said, about cartels and trade associations. Cartels and trade as-
sociations, ordinarily, do not sell anything either. Some of them have even
less direct contact with actual price making than the unions have with wage
making. Nonetheless, any influence they exercise on price making is clearly
monopolistic in intent as well as in effect. Yet, there are those who declare
that “it is unscientific and unfair to treat trade unions in the same way as
combinations of capitalists.” Forrest Revere Black, “How Far is the Theory

of Trust Regulation Applicable to Labor Unions?” Michigan Law Review,
Vol. XXVIII (1929), p. 980.

14 “By trial and error, they [the workers] have discovered that to serve
their own self-interest, they would have to stop competing against each other,
and act in concert. Only in this way could they obtain some measure of con-
trol over the labor supply.” Report and Recommendatjons of the Labor Com-
mittee of the Twentieth Century Fund, in S. T. Williamson and Herbert
Harris, Trends in Collective Bargaining (New York: Twentieth Century
Fund, 1945), p. 222.
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the normative statement was important, particularly in connec-
tion with the law against combination in restraint of trade. In the
United States this last issue was much debated.

Although since 1842 no court of final jurisdiction in the United
States had held labor organizations to be illegal combinations in
restraint of trade, and the Sherman Antitrust Act was not gen-
erally considered to be applicable to labor, nevertheless several of
the first cases decided under the Act had to do with labor dis-
putes. The severe application of the law to trade unions raised a
widespread fear on the part of labor leaders that the courts would
so interpret the law that trade unions would be greatly restricted.®
Organized labor, therefore, pressed Congress strongly for action
and the Congress, in the Clayton Act of 1914, attempted to make
it clear that the “legitimate” activities of labor were exempted
from the antitrust laws. This was done in Section 6, which pro-
vided “that the labor of a human being is not a commodity or
article of commerce.” These words, according to Samuel Gompers,
President of the American Federation of Labor, “are sledgeham-
mer blows to the wrongs and injustice so long inflicted upon the
workers.” This statutory declaration, according to him, is “the in-
dustrial magna charta upon which the working people will rear
their structure of industrial freedom.” ¢

Although the declaration that labor was not a “commodity”
was designed merely as a direction to the courts for the interpreta-
tion of the law,'” many have read into it a meaning for economic
analysis, and there it does not make much sense. We shall not en-
large on the fact that most of these semantic controversies are ut-
terly futile *® and that definitions and classifications can be judged
only in relation to the purpose for which they are used. The way

15 Alpheus T. Mason, Organized Labor and the Law (Durham, N.C.:
Duke University Press, 1925), p. 173.

16 Samuel Gompers, “The Charter of Industrial Freedom,” The American
Federationist, Vol. XXI (1914), p. 971.

17 Alpheus T. Mason, op. cit., pp. 175-202. The hopes of the labor leaders
were soon dashed by the courts which interpreted the important provisions
of the Act as having made no changes in the law.

18 Similar examples: “money is not a commodity,” “bank deposits are not
money,” “stocks of consumers goods are not capital,” “economics is not a
science,” “tomatoes are not vegetables,” “poker is not gambling,” “applesauce
is not a dessert,” “water is not a beverage.”
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most economists have defined “commodity” and have used this
concept, it certainly covers human labor sold at a price. It would
be difficult to improve on the following observation about the
point at issue: “unless we understand clearly that labor is a com-
modity, in spite of all pious pronouncements to the contrary, we
shall never understand the phenomena of industrial relations. But
we shall also not understand industrial relations unless we realize
that labor is much more than a commodity, and that the labor-
bargain involves a complex set of psychological, sociological, even

theological relationships out of which the commodity aspect is ab-
stracted.” 1?

EQUALIZING THE BARGAINING POWER

The first set of arguments supporting the desirability of re-
placing a system of individual wage “bargaining” 2° by a system
of collective bargaining relates to the inequality of the bargaining
power of individual workers competing with one another for jobs,
and that of their employers.

The Meaning of Bargaining Power

The theories explaining “labor’s natural bargaining disadvan-
tage” and the “employer’s superior bargaining strength” have been
concerned with the reasons for the inequality, but have rarely at-
tempted to explain the meaning of “bargaining power.” Apparently
it has been assumed that everybody knows intuitively what it is
or perhaps knows from personal experience in shopping, selling
and bargaining what it means to be at a distinct disadvantage.
Unfortunately, it is a most difficult task to give precise meaning to
the concept even if one only wants to know what it is and has no
ambition to measure it.2!

19 Kenneth E. Boulding, Religious Perspectives of College Teaching in
Economics. (New Haven: Edward W. Hazen Foundation, 1950), p. 21.

20 Of course, the individual worker standing alone rarely has a chance
to “bargain” in the sense of negotiating. All he can do, as a rule, is to accept
the bargain offered by the employer. Individual bargaining means nothing
but entering into the wage contract without union aid.

21 Analyses relevant to the issue were attempted by A. C. Pigou, Prin-
ciples and Methods of Industrial Peace (London: Macmillan, 1905), Ap-
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The few definitions that were attempted stressed different as-
pects of bargaining. For example, one writer regarded the “power
to withhold” as the essential thing; ** another held that it was more
important to ask which of the parties would suffer a greater loss
from such withholding, and consequently defined bargaining power
as the cost of imposing a loss upon the other party.** It was ob-
jected to this definition that the purpose of bargaining was not to
impose a loss on the other party but to gain an advantage for
oneself, whereas “the ability to gain an advantage is not always
commensurate with the ability to impose a loss with a given dis-
advantage to one’s self.” ** In an attempt to emphasize the ad-
vantage which it could yield, bargaining power was then defined
as the ability to obtain the best possible price obtainable under
all the circumstances prevailing, including the preferences of all
parties concerned and the conditions of all markets directly or
indirectly involved.?* In other words, not merely the degrees of
competition to which each party is exposed, but all resistances and
repercussions they both may have to face in all related markets
are regarded as important determinants of “bargaining power.”

Perhaps we can get at these complex concepts with some
simpler reasoning and simpler formulations. If we are out to
measure either the potential gains or the actual gains which a seller

pendix A; and The Economics of Welfare (London: Macmillan, 4th ed.,
1938), pp. 451-61; also by Sumner H. Slichter, “Impact of Social Security
Legislation upon Mobility and Enterprise,” American Economic Review,
Vol. XXX (1940), Suppl. p. 57, and by John T. Dunlop and Benjamin Hig-
gins, “ ‘Bargaining Power’ and Market Structures,” Journal of Political Econ-
omy, Vol. L (1942), pp. 1-26, reproduced in John T. Dunlop, Wage Deter-
mination under Trade Unions (New York: Macmillan, 1944), pp. 74-94.

22 John R. Commons and J. B. Andrews, Principles of Labor Legislation
(New York: Harper and Brothers, 4th ed., 1936), p. 372.

22 Sumner H. Slichter, op. cit., p. 57.

2¢ Dunlop and Higgins, op. cit., p. 2.

25 Dunlop and Higgins, op. cit., pp. 4-5, 23. Although no definition in
words is offered, the following definition can be synthesized from the glossary
given for the symbols used in the algebraic definition: “the bargaining ad-
vantage of a factor” is equal to the ratio of the excess of “the actual price paid
for the factor” over “the supply price of the factor that would rule under
pure competition in all relevant markets, for the number of units actually
taken,” to “the demand price of the commodity that would rule under pure
competition in all relevant markets, for the number of units actually taken.”

Op. cit., p. 5.
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could make because of his “bargaining power,” we must compare
the highest price he could get, or the price he actually gets, with
the price he would get if he had no bargaining power at all. To
have no bargaining power at all means to have no alternative other
than to take or leave the price that is offered. Bargaining power
would then imply the ability to get more than is first offered.*®
But the ability to get more implies not merely a power to ask for
more, hold out for more, or fight for more, but also an ability of
the other party to give more. Here lies the root of the complica-
tions, because the bargaining strength or weakness of the worker,
if it is defined by his ability or inability to insist on and obtain a
better wage, is then a hybrid between his strategic position and
the economic position of the employer. This comprehensive con-
cept of bargaining power may serve the purpose of comparing the
positions of different worker groups with one another, but is of
no use in comparing the strengths of the worker with that of his
employer.?”

Assume a certain group of workers has had no bargaining
power at all and always has accepted whatever wage the employer
was offering. Now the workers form a union, secure a closed-shop
agreement, and possess unlimited strike funds. In other words,
they now have what it ordinarily takes to achieve substantial bar-
gaining advantages. Yet, the employer may not be able to pay
another cent because if he paid it he would be forced out of busi-

26 Since power may be either fully or only partially exercised, the price
actually obtained need not measure the full power. Bargaining power as a
“potential” would be measured by the difference between the price the seller
could obtain if he used all the power at his command and the price he would
get if he had no alternative but to take or leave what he is offered. Utilized
bargaining power would be measured by the difference between the price the
seller actually obtains and the price he would get if he had no alternative but
to take or leave what he is offered.

2 If W, and W, are two groups of workers and E, and E, are their em-
ployers, three kinds of comparisons of bargaining strength are possible, as-
suming that each party uses all the strength it has and that we know the
wages that would be paid if workers did not have any stren%(th at all: (1)
Compare the gains of W, and W, if E, and E, are exactly alike in every re-
spect; (2) compare the gains of W, and W, if E, and E, are in very different
positions; (8) compare the strength of W, with that of E, and the strength of
W, with that of E,. How this last comparison—which is the relevant one for
our purposes~—can be made is unanswered.
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ness. The increased power of the workers would be of no avail.
Expressed in the most drastic and unpolished form: “Even if you
wrest from the other fellow all he has got, you won’t get much if
he hasn’t got anything.”

This shows why we need the comprehensive concept of bar-
gaining power, which includes the position of the other party in
all relevant markets, if we wish to explain the results of a bargain.
The potential improvement of the wage bargain for the workers
will depend to a large extent on the potential increase in the prices
the employers may get for their products without losing too much
business, and on the potential reduction in prices the employers
may be able to force upon the suppliers of materials and other
means of production.?® The extended or comprehensive concept
of bargaining power can throw light on why labor monopolies
which by all institutional standards may be equally strong will
have to accept relatively low wages in one sector of the economy
and can obtain relatively high wages in another. On the other
hand, this comprehensive concept cannot be the thing people
are talking about when they say that workers have less bargaining
power than their employers. For this discussion a concept of bar-
gaining strength which includes all circumstances that bear on
the demand for labor includes too much. A narrower concept is
needed, which concentrates on the positions of the two parties in
relation to each other.

Since the matter is so intricate, we may try to put it in still
another way. There are two different issues involved in the claim
that collective bargaining be substituted for the inequitable wage
bargain between the individual helpless worker and his powerful
employer. One is the question whether workers in competition
with one another are at a disadvantage relative to their employers,
a disadvantage that calls for correction. The other question is how
much the elimination of inter-worker competition can do to in-
crease their wages. For the second question, which allows also for
the possibility of an over-correction of any disadvantage that

2% In technical language, the bargaining strength of the workers acting in
concert (e.g., through a union) depends on the elasticity of demand for
their labor, which in turn d