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MARKET POWER, THE FEDERAL TRADE.
COMMISSION, AND INFLATION -

MONDAY, NOVEMBER 18, 1974

Coxcress oF THE UNITED STATES,
Joint Ecoxomic COMMITTEE,
. Washington, D.C.

The committee met, pursuant to notice, at 10:05 a.m., in room 5302,
Dirksen Senate Office Building, Hon. William Proxmire (vice chair-
man of the committee) presiding. :

Present: Senators Proxmire and Javits. : .

Also present: Loughlin F. McHugh, senior economist; Richard F.
Kaufman, general counsel ; Larry Yuspeh, professional staff member;
Michael J. Runde, administrative assistant; George D. Krumbhaar,
Jr., minority counsel; and Walter B. Laessig, minority counsel.

OPENTNG STATEMENT OF SENATOR PROXMIRE

Senator Proxaire. The committee will come to order. This hearing is
part of the Joint Economic Committee’s ongoing study of inflation
pursnant to Senate Concurrent Resolution 93.

The problem of economic concentration, administered prices, and
other abuses of market power are generally considered to be serious
under any circumstances, and are believed by many to be a major factor
in the present inflation. A number of experts, including at least one of
today’s witnesses, have concluded that we suffer from-administered
price inflation to a large extent rather than the types described by
orthodox economic theory. My own estimate is that two-thirds of the
inflation in wholesale prices in the past year is the result of enormous,
and I think unjustified, price increases in five concentrated industries—
steel, nonferrous metals, chemicals, fuel, including oil, and food proc-
essing and distribution. . . _

So far we have received testimony from the Chief of the Antitrust
Division of the Justice Department, the head of three of the largest
steel corporations, and also several experts on industrial structure. We
had hoped to hear this morning, in addition to our other witnesses, from
Attorney General William B. Saxbe. It will be recalled that the At-
torney General has been making a series of speeches around the coun-
try urging stiffer penalities for violation of the antitrust laws, and
saying that price fixers are white collar criminals and are no better
than burglars and thieves, and should be subjected to prison sentences.

Unfortunately, such a policy, long overdue in my opinion, has not
yet been put into effect. Mr. Saxbe, moreover, has declined to testify
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in these hearings. His office informed my staff that it would not be
proper for him to appear before this committee. )

Despite the brave rhetoric of a few individuals like the Attorney
General, the economic policy is receiving serious consideration by the
administration, by Congress. And most of the economists break it
down into two categories. One is described as the oldtime religion of
tight money, high budgets, and high unemployment. The other in-
volves price-freeze system of controls of one sort or another.

We tried the freeze controls route a few years ago, and it was an
abysmal failure, in part because of poor administration.

We have tried the oldtime religion many times in our history, and
we are embarked on it now. It too, appears to be failing, and one can-
not be optimistic about it at the present time.

A real antitrust, decentralizaion, procompetition economic policy
has never been seriously pursued,-and is not now being pursued as far
as I can tell. There has been a lot of lip service to the goal of competi-
tive free enterprise, and there has been little performance as far as
policymakers and higher Government officials are concerned.

Our focus this morning is on the Federal Trade Commission. The
Federal Trade Commission was created in 1914 as an independent
agency to help enforce the antitrust policy, which for the previous 24
years since enactment of the Sherman Act has not been satisfactorily
enforced. The Federal Trade Commission Act declares “That unfair
methods of competition in commerce, and unfair or deceptive acts or
practices in commerce, are declared to be unlawful.” And the Commis-
sion was given broad powers of enforcement.

We still await enforcement of that policy 60 years later. It is hard
not to conclude that the experiment has failed. Part of the blame
must be shared by Congress, apart from the familiar political pressures
that sometimes make it difficult for an agency to do what it is supposed
to do. Congress has over the years passed a number of statutes assigning
responsibility to the FTC that differ from and are not all consistent
with the original mission. It is now a consumer protection agency as
well as an antitrust agency, and must deal with pricing, deceptive
practices, the Consumer Safety Act, the Wool Act, the Fur Act, and
numerous other statutory provisions. Its critics claim that the FTC
has spread itself too thin. and has expanded its complaint file at the
expense of its other functions. From the evidence I have seen I think
it has been stated that the FTC does have a split personality. It has
become a jack-of-all-trades commission, master of none.

We, therefore, look forward to this morning’s testimony from two
Federal Trade Commissioners, including the Chairman of the FTC,
and our other experts. Lewis A. Engman has been Chairman of the
Federal Trade Commission since February 20 last year. And previ-
ously he had been President Nixon’s Secretary for Consumer Affairs.
And before that he practiced law in Grand Rapids, Mich.

Mayo J. Thompson became a member of the FTC in July 1973, after
having been a practicing lawyer in Houston, Tex., up to that time.

Gardiner Means is a distinguished and world renowned economist,
author of a number of powerful books and articles, including “The
Modern Corporations Pricing Power and the Public Interest,” which
was a study of the steel industry. And he is a pioneer in the theory of
administration prices.



Because Mr. Means’ statement is rather broad conceptually, I would
like Chairman Engman to indulge us so that we can hear from Mr.
Means first, and then we can go on to the Chairman and Commissioner
Thompson.

Mr. Means, you may proceed.

And incidentally, all three of you gentlemen are most accom-
modating in making your statements available to us. And we are
grateful for that. If you wish to abbreviate your statements we would
be happy to print them in full in the record so that we can have as
much time for questioning as possible.

STATEMENT OF GARDINER C. MEANS, ECONOMIST

Mr. Meaxs. I will make a very limited summary of my statement. I
am concerned with the control of the current administrative inflation.

Mr. Chairman and members of the Joint Economic Committee, I
very much appreciate this opportunity to express my views on the rela-
tion between economic concentration and the present sorry state of our
econony.

1t is because President Ford’s program to control inflation fails to
take account of the market power of concentrated industry that it
seems certain to produce more stagnation without halting inflation.

In your interim report you have already recognized that the present
inflation is not a general demand inflation with too much money
chasing too few goods. And it is not a cost-push inflation coming from
the side of labor.

What we have is stagflation compounded primarily of the effects of
the oil cartel and administrative inflation coming from the side of
management in the more concentrated industries. Neither of these can
be controlled by contracting the general demand for goods and services.
We need cxpansion of demand and resistance to arbitrary price
increases.

Consider first the anatomy of inflation during the last year. I would
like to have you turn to the chart in the written testimony. In that
chart I show at the left the “Earmarks of Sagnation.” We have a 23-
percent increase in unemployment from September 1973 to Septem-
ber 1974. We have a 25-percent rise in idle manufacturing capacity.
And we have a rise in the Wholesale Price Index of 20 percent.

All of these in combination are signs of this new type of inflation.

At the right I have divided practically all of the Wholesale Price
Index into three categories, and show the rise in the price of fuel and
chemical prices a 57-percent rise.

The second column, the dark column, represents the rise in the index
of concentration dominated industries, excluding fuel and chemicals.
And that index went up 27 percent.

And the third column represents the rise in the index of prices of
competition dominated industries—form industries, textiles, shoes,
and similar industries. This competitive index went up less than §
percent.

The width of the columns show the weight of the respective groups
of industries in the BLS Wholesale Index.

Clearly, from this chart, the inflation of the last year has been the
rise in fuel and chemical prices and the rise in the concentrated indus-
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tries, as our chairman has pointed out. In this period the main rise in
competitive prices is in foods. The wholesale price of farm products
has gone down 9 percent in the year. And the other competitive indus-
tries, apart from food, have changed relatively little.

Thus the problem of dealing with the current inflation is primarily
one of dealing with the effects of the oil cartel, and with the adminis-
trative inflation in the more concentrated industries. I will consider
the oil problem only to point out that it cannot be dealt with by a tight
money policy. A contraction of general demand sufficient to reduce the
demand for fuel significantly would idle resources which could other-
wise be used. It would be cutting the face to spite the nose.

Nor is it possible for a tight money policy to control administrative
inflation resulting from the action of management in the concentrated
industries. Simultaneous administrative inflation and stagnation pre-
sent this new problem which lies entirely outside the scope of tradi-
tional theory. The old religion can cope with the old devil of demand
inflation. But we have a new devil of administrative inflation and
when we apply the old religion of tight money to inflation, the infla-
tion gets worse.

The source of the administrative inflation is clear. It arises from the
fact that in the more concentrated industries the market forces of sup-
ply and demand do not determine prices, but only provide a range
within which management has a fairly wide discretion to administer
prices, setting a higher or lower price as it sees fit.

Once one accepts the idea that todays administrative inflation does
not arise from the side of labor, there are two theories prevalent with
respect to it. One is that the large price increases and increases in
profits during the last year in the more concentrated industries are
justified by increased costs and the decline in the value of the dollars.
I will call this the “justified profits” theory.

The other is that to a significant degree the price rises represent
abuses of market power. I will call this the “abuse of market power”
theory. ‘ ‘

The first theory justifies price increases on three grounds. First, it
holds that profit margins in September 1973 were uneconomically low.
You saw this claim in the steel hearings.

Second, the big increase in the cost-of purchased product and serv-
ices, including.labor, during the last 12 months is cited with particular
emphasis on labor, fuel, and imported raw materials.

And finally, the decline in the value of the dollar needs to be taken
into account, not only with respect to the value of inventories and the
depreciation of fixed assets. but also to provide capital with a cost-of-
living adjustment comparable to that for labor.

Proponents of this theory hold that when these three economic
considerations are taken into account. it will be found that in most
cases the big price increases are justified.

The abuse of market power theory recognizes that the cost increases
and the decline in the real value of the dollar justifv some price in-
creases, but holds that to a substantial extent the price increases exceed
those which can be justified by economic conditions, and to this extent
represent an abuse of market power. Certainly, a corporation that
raises its price simply to “beat the gun” on inflation or to outplay an
expected imposition of price controls is using its market power in an
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inflationary fashion not justified by changes in either demand or
cost. '

Tight money and insufficient demand cannot control the current
administration inflation regardless of which of these two views you
take. This means that the whole policy of trying to control inflation by
limiting demand rests on a faulty analysis, and should be dropped.

An antistagnation program in place of the tight money policy, the
main antistagnation program should consist of two parts, one, to elimi-
nate stagnation, and the other to control administrative inflation.
Measures should be taken to expand aggregate demand at a fairly
rapid rate until optimum employment is reached. At the same time
measures should be taken to resist the abuse of market power on the
part of highly concentrated industries. The aim should be to obtain
the optimum within a year with a minimum of inflation. I believe this
could be accomplished. ) )

To bring about a general expansion of demand, the instruction to
the public to curtail its expenditures should be withdrawn except for
specific products, such as fuel. Monetary expansion rather than a
budget deficit should be the main Government action to increase the
demand. .

Would such an expansion in demand stimulate further inflation ? If
not carried beyond the optimum it would not generate a general de-
mand inflation through an excess in demand. Bottlenecks would arise,
but management is paid for overcoming bottlenecks. The rise in fuel
prices may well have reached its peak. This summer’s partial crop
failure has raised farm prices which have been declining from the high
of 1973. But they are still below a year ago. Food prices have risen,
lifting the combined farm and food index. But better crop yields next
year could meet the higher demand from a greater aggregate demand,
so that farm and food prices might not differ greatly from their
present level as we related the economy to full employment.

Foreign inflation has contributed to some extent to our domestic in-
flation but I think that, apart from oil, the effect of foreign inflation
has been greatly exaggerated. In particular, while the prices of im-
ported raw materials, such as lead, zine, and copper, have gone up
markedly this rise has been slackening, as is suggested by the decline
of 11 percent in the last 6 months in the sensitive index for industrial
raw materials.

1f it were not for the likelihood of administrative inflation, there is
a good possibility that optimum employment could be achieved with-
out serious inflation.

This makes crucial the question whether the recent big price.in-
creases in the concentrated industries have in fact been fully justified,
or represent to a substantial degree an abuse of market power.

At the outset one can be skeptical of the claim that a year ago profits
of manufacturing industries were too low. For corporate manufactur-
ing as a whole, profits in the second quarter of 1973 were 65 percent
above the levels of the second quarter of 1971, just before price controls
were instituted. Yet in 1971 profits were close to record levels. Un-
doubtedly there were some industries to which profits were too low in
September 1973, but this could not have been general.

The rise in operating cost per unit of output since September 1973
does justify substantial price increases. The 10-percent rise in the
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average hourly compensation to employees in manufacturing, the 63-
percent increase in fuel prices, the 15-percent increase in the index of
sensitive industrial raw materials, and the 6-percent increase in indir-
ect taxes all point to a substantial increase in operating costs during
the 12 months.

However, the 10-percent increase in compensation to labor, which
represents a very large proportion of operating cost, cannot explain
very much of the 27-percent price rise.

It is doubtful if total operating costs per unit of output increased in
the period by more than 15 percent. Perhaps that figure is low, but that
is where I come out. Yet, if prices had increased in exactly the same
proportion as operating cost, this would have provided something like
a 15-percent increase in the gross profit margin per unit to cover the
justihable increases in inventory valuation, depreciation, and profit,
due to the rise in prices and the fall in the value of the dollar,

Just how large the increase in gross profit margins has been could
only be determined by a case-by-case analysis. But the overall figures
suggest that it must have been large.

The question of how much of the increase in gross profit margin has
been justified is a highly complex problem. It turns to an important ex-
tent on accounting concepts and theories of responsibility and fairness.
I go into this in my written testimony, and conclude that to a consid-
erable extent the widening of gross profit margins has been much
greater than is justified by increased costs and the change in the value
of the dollar.

To control administrative inflation, the first step is to clarify what
constitutes justified use and what constitutes abuse of market power.
This calls for price and wage guidelines which are much more sophis-
ticated than those used in phase IT.

The second step is to bring a limited number of corporations in the
more concentrated industries under the influence of a Price Guidance
Board. All nonregulated corporations with assets over 1 billion could
be designated by legislation as affected with a public interest, and made
subject to guidance by such a board. The Board could also be given
power with respect to corporations with assets of $100 million or more
when it finds that such guidance is essential to the control of admin-
istrative inflation. If the few hundred big corporations which carry on
half of all manufacturing could be prevented from abusing their mar-
ket power, this could bring such administrative inflation to a substan-
tial halt.

At a minimum, the corporations designated for guidance should be
required to report and justify price increases on their major products,
giving the Board an opportunity to apply persuasion and publicity to
resist what it found to be excessive increases. In the Kennedy admin-
istration that particular action was much more effective than most
People realize. .

Asathird step, the Board should call on the BLS to create an “index
of administrative inflation,” starting with the items in the Wholesale
Index in which half the market or more is supplied by four com-
panies and eliminating those that are inappropriate to such an index.

With such an index available, the Guidance Board could be given the
power to exercise direct controls in sitnations in which there was rapid
administrative inflation. Thus, if the index went up at an annual rate
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of, say, 2 percent in two successive quarters, the Board might have the
power to require prereporting. I'f the index went up at a 4-percent rate,
the Board might have the power to roll back or cancel planned price
increases.

With such a guidance program in operation and regarded as fair
and likely to be successful, labor could be expected to adhere to the
guidelines. Not only does Iabor have a much greater interest in pre-
venting administrative inflation, but management tends to enforce
wage guidelines through its resistance in collective bargaining.

While such a guidance program could not be expected to prevent
all administrative inflation, it could be expected to bring it under sub-
stantial control.

With such a program, it would be possible to expand aggregate de-
mand to the extent necessary to support optimum emplovment. with-
out generating either demand inflation or administrative inflation.

Twenty-eight years ago the Congress passed the Employment Act
of 1946, committing the Government to the maintenance of high em-
ployment. Today this needs to be complemented by an act to limit ad-
ministrative inflation. Economic concentration has brought to the big
corporations the power to raise prices arbitrarily. Reasonable price
stability is too vital to be left to the pricing discretion of concentrated
industry. Government must assume a positive responsibility to pre-
vent the abuse of market power.

[The prepared statement of Mr. Means follows, together with a
paper entitled “How To Control Inflation Without Stagnation”:]

PREPARED STATEMENT OF GARDINER C. MEANS

Control of the Current Administrative Inflation

Mr. Chairman and Members of the Joint Economic Committee, I very much
appreciate this opportunity to express my views on the relation between
economic concentration and the present sorry state of our economy.

It is because President Ford’s program to control inflation fails to take
account of the market power of concentrated industry that it seems certain
to produce more planned stagnation without halting inflation. Basically his
program rests on a belief that the present inflation can be controlled by tight
money and a contraction in aggregate demand. But the present inflation is not
a general demand inflation. We do not have too much money chasing too few
goods. This was generally agreed on at the President’s Summit Conference on
Inflation.

‘What we do have is “stagflation” compounded primarily of the effects of the
oil cartel and administrative inflation. Neither of these can be controlled by
contracting the general demand for goods and services. We need quite a differ-
ent policy.

THE ANATOMY OF THE CURRENT INFLATION

Let us first examine the inflation of the last twelve months. The basic
essentials are shown in the attached chart. The first panel shows the earmarks
of stagflation: the 23 percent increase in unemployment, the 25 percent increase
in idle manufacturing capacity and the 20 percent rise in the wholesale price
index. These data alone are sufficient to show that we are not experiencing
general demand inflation.

The second panel shows the character of the year’s inflation. It distinguishes
between: 1) fuel and chemicals, 2) the more concentrated industries exclud-
ing fuel and chemicals, and 3) the industrial groups such as farm products
and textiles whose prices are dominated by competition. The height of the
columns represents the price rise during the year while the width shows the
relative weight in the wholesale price index. Thus the area for each represents
its relative contribution to the rise in the wholesale price index.
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As is well known, the price of fuel at wholesale increased by two thirds in
the last year and the index for chemicals by nearly one half, largely as a result
of the rise in the price of feedstocks derived from oil and coal. The two together
rose 57 percent and account directly for more than a third of the 20 percent
rise in the wholesale price index.

Most of the remaining rise in the wholesale index is acounted for by the 27
percent price rise in the more concentrated industries. This rise accounts for
‘more than half the total rise in the wholesale index.

The more competitive price index rose less than 5 percent and would not
have risen at all except for the 13 percent rise in the index for food prices. The
farm price index was nearly 9 percent lower in September this year than in
September 1973. This lack of any substantial rise in the index for the more
competitive industries is further evidence that the inflation of the last year was
not demand inflation. These are the prices which would be most sensitive to
an excess in general demand.

The problem of dealing with the current inflation is thus primarily one of
dealing with the effects of the oil cartel and with the administrative inflation
arising in the more concentrated industries. Can a tight money policy be effective
with either of these?

THE ANATOMY OF THE CURRENT STAGFLATION
September 1973 to September 1974

11
- EARMARKS OF STAGFLATION . THE CHARACTER OF THE INFLATION
. Rise in Index, Rise in Index
! of Prices in of Prices in
Concentration- Competition-
Rise in Index Dominated Dominated
Rise in tdie Rise in of Fuel Industries Industries
Rise n Manutacturing Whalesale and Chemical {Excluding Fuel {Including
Percent Unemployment Capacity Price index 1] Prices (21 and Chemieats} {3) Farm and Foad) (4}

80~

gl | 2

20

[1} Total index includes BLS groups, “"Miscellaneous” an: “Furniture and Household Durables” which cannot be attributed as peimarily
concentrated of primarily competitive and account for § percent of the increase in the whotesale price index.
12)  Weighted Average of Wholesate Indexes for Fuel, etc, and Chemicats, etc.
3] Weighted Average of Wholesale ladexes for Metals, Machinery, Non-metallic Minerals, Rubber, Paper and Transportation Equipment.
N [4] Weighted Average of Wholesale Indexes for Farm, Food, Leather, Lumber, Textiles and their products. M
' Source: BLS and FAB,

TIGHT MONEY AND OIL

It is immediately obvious that tight money is not an effective instrument for
dealing with the oil situation. High interest rates would tend to inhibit an ex-
pansion of domestic production that would increase the supply of fuels. A con-
traction of general demand sufficient to reduce the demand for fuel significantly
would idle resources ‘which could otherwise be used. It would be cutting the
face to spite the nose.

TIGHT MONEY AND ADMINISTRATIVE INFLATION

Whether a tight money policy can control administrative inflation is a more
complex problem. Simultaneous administrative inflation and stagnation present
a new problem which lies entirely outside the scope of traditional theory. Accord-
ing to the latter, it is possible to have rising prices from such specific restrictions
of supply as crop failures or an oil cartel. It is also possible to have a general
inflation from a general excess in demand. But traditional theory cannot explain
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bota recession and rising prices at the same time. New theory is therefore called
for. .

The source of administrative inflation is clear. It arises from the fact that, in
the more concentrated industries, the market forces of supply and demand do not
dctermine prices but only provide a range within which management has a fairly
wide discretion to administer prices, setting a higher or lower price as it sees fit.
Likewise, market forces do not detcrmine wage rates but only provide a range
of possible rates, with collective bargaining usually setting administered wage
rates. ’

In theory, administrative inflation could originate either from the side of
labor or from the side of management. Labor could push up wage rates faster
than economic conditions warrant, thus increasing costs and producing what
has come to be called “cost-push” inflation. Or management could widen profit
marging more than is justified by economiec conditions. This could properly be
called “profit-push” inflation, Or the two could operate simultaneously. B

THEORIES TO EXPLAIN THE CUGRRENT ADMINISTRATIVE INFLATION

In the present situation, three different theories have been advanced to explain
the actual administrative inflation. :

The “Trade-off” Theory

According to one of the new theories, there is a trade-off between inflation and
stagnation requiring that a choice be made between high employment and infla-
tion at one extreme, high unemployment and price stability at the other extreme
or some intermediate combination of stagnation and inflation.

The reasoning behind this theory is simple. It assumes that the new type of
inflation comes from the side of labor and that, by increasing unemployment, the
resulting pool of idle workers will prevent labor from pressing for inflationary
wage increases. :

But obviously this theory does not apply to the current inflation. With the
rising unemployment of the last five months, inflation in the concentrated
industries has accelerated, not slackened. Wage rates have clearly lagged behind
the price rise and real compensation to labor per hour has been declining. The
10 percent rise in the average hourly wage rate for manufacturing during the
year cannot explain a 27 percent rise in prices. It was generally accepted at the
Summit Conference that the current inflation was not initiated by excessive
wage increases. And the whole idea that there is such a thing as a trade-off
remains unproven and is losing support. :

The “Justified Profits” Theory

A second theory realistically accepts the evidence that the increase in prices
in the concentrated industries in the last year has been greater than that re-
quired by the increase in labor costs and justifies the greater increase on three
grounds. First, it is held that profit margins in September 1973 were uneco-
nomieally low, primarily because of the previous price controls. Second, the big
increase in the cost of purchased products and services during the last 12 months
is cited with particular emphasis on fuel and imported raw materials. And
finally, the effect of the decline in the value of the dollar needs to be taken
into account not only with respect to the value of inventories and the deprecia-
tion of fixed assets but also to provide capital with a cost-of-living adjustment
comparable to that for labor. Proponents of this theory hold that when these
three economic considerations are taken into account along with the rise in labor
costs, it will be found that in most cases the big price increases in the concen-
trated industries are justified.

But even if the price increases were justified, tight money would not control
inflation from this source. If the price setter in a concentrated industry thought
that a given increase in price was required by a combination of increased costs
and the decline in the real value of the dollar and that such an increase could
be sustained, would the fact of stagnation inhibit such an increase? And would
a further contraction of demand prevent the price setter from raising the price?
A reduction of sales would increase costs per unit by requiring that overhead be
spread over a smaller number of units and thus increase the likelihood of a price
inerease. And except where the producer was already operating at capacity, an
increase in sales would not only reduce total costs per unit but would increase
profits both by providing a larger profit margin and by the larger volume of sales
and so reduce the likelihood of a price increase. Even if this theory of justified
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price increases were valid, there is no reason to expect that tight money would
be an effective policy to control such inflation.

The “Abuse of Market Power"” Theory

A third theory also accepts the evidence that these big price increases in the
last year originate from the management side in the more concentrated indus-
tries but holds that a substantial part of the increase arises from an abuse of
market power. This theory recognizes that cost increases and the decline in the
real value of the dollar justify some price increases but holds that, to a sub-
stantial extent, the price increases exceed those which can be justified by eco-
nomic conditions and to this extent represent an abuse of market power. Cer-
tainly a corporation that raises its price simply to “beat the gun” on inflation
or to out-play an expected imposition of price controls is using its market power
in an inflationary fashion not justified by either demands or costs. Also, the
judgment of management that a price increase is justified can leave much room
for uncertainty. Excessive price increases could be a substantial and unjustified
source of inflation.

If the price increases in the concentrated industries do arise in substantial part
from an abuse of market power, could a tight money policy be expected to pre-
vent such abuse? If management believes that an increase is justified even
though it would in fact be unjustified, the reasoning for justified increases given
above would also apply and tight money would not inhibit such management
action. And if the management planned to raise a price without an economic
justification, it is difficult to see how stagnation and a contraction in demand
would stand in its way.

Conclusion: Tight Money and Recession No Remedy

One must conclude that administrative inflation arising from the side of man-
agement cannot be controlled by tight money regardless of whether it involves
justified price increases or is in part an abuse of market power. There is thus
no reason to prolong or increase the stagnation in the vain hope that it will
prevent administrative inflation. And since the other main sources of the current
inflation cannot be controlled by limiting aggregate demand, the whole policy of
trying to control the current inflation by limiting demand rests on a faulty
analysis and should be dropped.

AN ANTI-STAGNATION PROGRAM

In place of the tight money policy, the main anti-stagflation program should
consist of two parts, one to eliminate stagnation and the other to control ad-
ministrative inflation. Measures should be taken to expand aggregate demand at
a fairly rapid rate until optimum employment is reached. At the same time
measures should be taken to resist the abuse of maket power on the part of the
highly concentrated industries. The aim should be to achieve the optimum within
a year with a minimum of further inflation. Unemployment should be brought
below 4 percent, the utilization of manufacturing should rise to around 88 percent
“of capacity and inflation should be brought below a 2 percent a year rate, all by
the second or third quarter of 1975.

Measures to Expand Aggregate Demand

To bring about general expansion of demand the instruction to the public to
curtail its expenditures should be withdrawn except for specific commodities such
as fuel and monetary expansion rather than a budget deficit should be the main
government action.

The emphasis on monetary expansion is made necessary by high interest rates.
A budget deficit can stimulate demand but it also produces a drain on the capital
market. A balanced budget would eliminate this drain. Also greater monetary
expansion would increase the supply of loanable funds. Both would help to bring
down interest rates and facilitate the financing of badly needed capital and
housing expansion.

The Effect of Increased Demand

Would such an expansion in demand stimulate further inflation? If not carried
beyond the optimum it would not generate a general demand inflation through an
excess in demand. Bottlenecks would arise but management is paid for overcom-
ing bottlenecks.

The rise in fuel prices may have reached its peak. The BLS fuel index actually
.declined in September over August but this could be a temporary halt. More im-
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portant, the measures for limiting demand and expediting domestic supply must
be the answer to rising fuel prices and as these come into play, this source of
further inflation can be brought under control.

This summer’s partial crop failure has raised farm prices which had been
declining from the high of 1973 but they are still below a year ago. Food prices
have risen, presumably reflecting the earlier rise in farm prices, lifting the com-
bined index. If stagnation continued and next year’s crop yields were normal
throughout the world we could expect next fall's prices to be lower than those of
this fall except possibly for meat prices which tend to show a delayed reaction to
crop failures. On the other hand, a program to expand aggregate demand could,
in itself, be expected to produce some reflation as the sensitive market prices
reflected the higher demand. This alone would mean higher farm prices. How-
ever, an increased supply from normal crop yields and the increased demand
from the expansion of aggregate demand could partially offset each other and
- leave farm prices relatively unchanged from the present level.

Foreign inflation has contributed to some extent to our domestic inflation
through the rise in the prices of imported raw materials such as lead, zinec and
copper. However, this may be slackening as is suggested by the decline of 11 per-
cent in the last six months in the sensitive index for industrial raw materials.

THE BIG PROBLEM-—ADMINISTRATIVE INFLATION

Whether the economy continues to stagnate or is brought to operate at its
optimum, we can expect more administrative inflation unless positive measures
are taken to control it. Because the compensation per hour for workers has
lagged substantially behind the increase in living costs, further wage increases
would be justified and can be expected. To the extent that the big price increases
in the concentrated industries have been a product of the abuse of market power,
there would be room for absorption of increased labor costs without further price
increases. However, we can expect that management will attempt to maintain its
widened profit margins by passing on the increased labor costs, probably with
something to boot.

This makes crucial the question whether the recent big price increases in the
concentrated industries have in fact been fully justified or represent to a sub-
stantial degree an abuse of market power.

Were Profits Too Low in September 1973¢

At the outset one can be skeptical of the claim that a year ago profits of manu-
facturing industries were too low. For corporate manufacturing as a whole,
profits in the second quater of 1973 were 65 percent above the level of the second
quarter of 1971, just before price controls were instituted. Yet in 1971 profits were
at close to record levels. The price rise covered in the present analysis was in-
tentionally made to cover only the last year. It thus started eight months after
Phase IT had been dropped and the controls over the prices of manufactured
products had become largely inoperative. By September 1973, industrial prices
had risen 6 percent and profits had risen substantially over the level in the last
quarter of Phase II. Undoubtedly there were some industries in which profits
were too low in September 1973 but this could not have been general.

How Much Were Operating Costs Up?

The rise in operating costs per unit of output since September 1973 did justify
substantial price increases. The 10 percent rise in the average hourly compensa-
tion to employees in manufacturing ; the 63 percent increase in fuel prices; the 15
percent increase in the index of sensitive industrial raw materials; and the 6 per-
cent increase in indirect taxes all point to a substantial increase in operating costs
during the 12 months. How much of the 27 percent price increase could this
justify ?

Since labor represents such a large proportion of operating cost for industry,
taken as a whole, it is doubtful if total operating costs per unit of output in-
creased in the period by more than 15 percent. Yet if prices had increased in
exactly the same proportion as operating costs this would have provided some-
thing like a 15 percent increase in the gross profit margin per unit to cover the
justifiable increases in inventory valuation, depreciation and profit due to the
rise in prices and fall in the value of the dollar, If operating costs increased 15
bercent and prices increased 27 percent, the extra 12 percent would all go to raise
the gross profit margin, multiplying the percentage increase in that margin by
many times. Just how large the increase in gross margins has been could only be
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determined by a case by case analysis. But the over-all figures suggést that it
must have been very large.

4Are the Increases in Gross Profit Margin Justified?

The question of how much of the increase in gross profit margin has been justi-
fied is a highly complex problem. It turns to an important extent on accounting
concepts and theories of responsibility and fairness. Inventory profits have to
be taken into account. These depend in part on the extent to which corporations
use “lifo” or “fifo” accounting and the present Commerce Department estimates
of this inventory adjustment are under heavy attack. Adjustment in depreciation
charges is justified by the decline in the value of the dollar but a lot depends.
on whether the aim of depreciation is to recover as much real capital as was
invested or to replace the old plant, however obsolete. Profits per unit of output.
should also rise to provide capital with a cost-of-living adjustment. And the
question arises whether management with market power in the concentrated in-
dustries has any public responsibility in the use of that power.

STEPS TOWARD THE CONTROL OF ADMINISTRATIVE INFLATION

It is clear that most of the inflation in the past year, apart from that due to-
oil, has occurred in the concentrated industries. It is also clear that the con-
centrated industries have a considerable market power which could be abused.
It is also clear that traditional theory gives no adequate guidance to manage-
ment in such industries as to what constitutes justified price increases and what
constitutes abuse of market power. And finally it is clear that, without some
degree of Government intervention, serious administrative inflation is likely to
continue.

Guidelines Essential

The first step, if administrative inflation is to be controlled, is to clarify what
constitutes justified use and what constitutes abuse of market power. This calls
for guidelines which are more sophisticated than those used in Phase II. So
far as operating costs are concerned, there should be little difficulty in reaching
appropriate guidelines. It is in the area of inventory valuations, depreciation
and profit that real difficulty arises. To leave the decision to management is to-
leave it to an interested party. An appropriate agency to develop appropriate
guidelines for both price and wage changes would be one composed of leaders
drawn from management, labor and consumer organizations and chaired by a
public representative with no attachment to any of the three interests. This
agency might be independent of the agency having responsibility for price
intervention.

1t is likely that many responsible firms would voluntarily abide by the guide-
lines if these were regarded as fair.

Surveillance of the Largest Corporations

The second step is to bring a limited number of corporations in the more con-
centrated industries under the influence of a Price Guidance Board. All non-reg-
ulated corporations with assets over $1 billion could be designated by legislation
as affected with a public interest and made subject to guidance by such a Board.
'The Board could also be given power with respect to corporations with assets of
$100 million or more when it finds that such guidance is essential to the control
of administrative inflation. If the few hundred big corporations which carry on
half of all manufacturing production could be prevented from abusing their
market power, this could bring such administrative inflation to a substantial halt.

At a minimum, the corporations designated for guidanece should be required
to report and justify price increases on their major products, giving the Board
an opportunity to apply persuasion and publicity to resist when it found to be:
excessive increases.

An Index of Administrative Inflation

As a third step, the Board should call on the BLS to create an index of admin-
istrative inflation. This index would take the items in the wholesale index in which
half the market or more was supplied by four companies, cull out those inappro-
priate to such an index as for example beef whose price is dominated by the
flexible market price of catle, and construct a weighted index.
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Direct Control of Ezcessive Price Increases .

With such an index of administrative inflation available, the Guidance Board
could be given the power to exercise direct controls in situations in which there
was rapid adminstrative inflation. Thus, if the index went up at an annual rate
of, say, 2 percent in two successive quarters, the Board might have the power
to require pre-reporting. If the index went up at a 4 percent rate, the Board
might have power to roll back or cancel planned price increases.

Indirect Conirol of Wage Rates

If such a price guidance program were in operation and regarded as fair and
likely to be successful, 1abor could be expected to adhere to the wage guidelines.
Not only does labor have a much greater interest in preventing administrative
inflation but management tends to enforce wage guidelines.

While such a guidance program could not be expected to prevent all admin-
istrative inflation, it could be expected to bring it under substantial control.
With such a program it would be possible to expand aggregate demand to the
extent necessary to support optimum employment without generating either de-
mand inflation or administrative inflation.

Twenty-eight years ago, the Congress passed the Employment Act of 1946, com-
mitting the Government to the maintenance of high employment. Today this
needs to be complemented by an Act to limit administrative inflation. Economic
concentration has brought to the big corporations the power to raise prices
arbitrarily. Reasonable price stability is too vital to be left to the pricing dis-
cretion of concentrated industry. Government must assume a positive responsi-
bility to prevent the abuse of market power.

How To CoxTROL INFLATION WITHOUT STAGNATION
(By Gardiner C. Means)

For five and a half years, the Nixon Administration sought to control inflation
and failed. The index of wholesale prices rose 50 percent and the consumer index
rose 40 percent.

This great failure in policy has come from a faulty diagnosis. The inflation has
been treated as a traditional type of inflation—a general demand inflation com-
ing from too much money chasing too few goods. Yet at no time in the five and
a half years has there been a general excess in demand.

Most of the inflation of the last five and a half years has involved a new type
of inflation. It is a type new to the theory of intlation and a type not experienced
in this country prior to World War II. It grows ouf of the market power of big
business and big labor. In the concentrated industries, the market forces of de-
mand and cost do not determine prices. They only limit the range within which
price can be set. Within this range, management has an area of discretion in pric-
ing which can lead to inflation. And no excess in demand is necessary to bring
about inflation. The new type of inflation will be referred to here as “administra-
tive inflation” because it arises so largely from the private power to administer
prices within a substantial range of discretion.

This article will briefly review the emergence of this new type of inflation,
examine the bungling effort of the Nixon Administration to control it, explore its
anatomy and finally propose a positive program to bring it under control.

1. THE EMERGENCE OF ADMINISTRATIVE INFLATION

The first appearance of administrative inflation came in the Eisenhower years.
In the five years hetween 1951 and 1959, the wholesale price index went up 8
percent in spite of the fact that unemployment averaged more than 5 percent
and in no year averaged as low as 4 percent. This is to be compared with the
absence of inflation in 1953 when unemployment was 2.9 percent and the Korean
War price controls had just been removed.

The 8§ percent rise in wholesale prices was almost entirely in the concentrated
industries, with at least half attributable to the direct and indirect effect of a
36 percent steel price increase. If the rise in the wholesale price index had resulted

49-915—76 2
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from demand inflation it would have appeared primarily in the non-concentrated
parts of the economy. ° .

The Federal Reserve Board regarded this mild inflation as a case of traditional
demand inflation and adopted a tight money policy which brought a contraction
in the money stock and in general demand. This effort to control administrative
inflation by a general contraction of demand produced the recession of 1957-58,
yet it did not halt the administrative inflation.

Fortunately, the inability of tight money to halt administrative inflation came
to be recognized at the Federal Reserve Board its policy was reversed. As
Dr. Woodlief Thomas, then a chief economist of the Board, wrote in a letter to
the Washington Post (March 12, 1959) . .. there are unstabilizing forces in the
pricing actions of the private economy—on the part of both management and
labor—that cannot be effectively controlled by governmental actions in the area
of fiscal and monetary policies.” .

The Kennedy Guideposts

In 1961 the Kennedy forces took over at a time when nearly 7 percent of the
labor force was unemployed and only 73 percent of manufacturing capacity was
being utilized. It set out to achieve high employment without inflation. Its eco-
nomic advisers had learned the lesson of administrative inflation and adopted a
program to resist such inflation through price and wage guideposts combined
with persuasion, while fiscal and monetary measures were used to expand general
demand.

From 1961 to 1965, general demand was increased by a third with a rise in the
wholesale price index of only 3 percent. The wage and price guideposts and per-
suasion were over-successful in holding down wage rates and moderately success-
ful in holding down prices in the concentrated industries. As a result of the great
increase in general demand and the resistance to administrative inflation, indus-
try was operating at 89 percent of capacity by the end of 1965 and unemployment
wag down to approximately 4 percent.

Unfortunately, the Kennedy guidepost for wages had been badly designed. It
appropriately called for wage increases to take account of increases in national
productivity, but it left no room for the natural increase in the cost of living
which is an essential part of recovery from 7 percent unemployment to 4 percent.

A normal recovery would call for increased sales, production and employment
in the more concentrated part of the economy, and increases in prices in the least
concentrated, such as farming. Thus some “reflation” should have been expected
and a cost-of-living factor should have been included in the wage guidepost.

Such a cost-of-living factor was intentionally excluded from the wage guide-
post because it was believed that it would create a dangerous upward spiral as a
living-cost increase in wages would be passed on in higher prices and these in
turn would justify further wage increases. What was not realized was that the
spiral would have been self-limiting, with each round of the spiral producing
only a fraction of the price increase justified by the previous round. This would
be-true because labor is only part of the cost of goods and concentrated industry
is only part of the total economy.

Because there was the normal price rise in the unconcentrated part of the
economy, the resulting cost-of-living rise took away nearly half of the produc-
tivity gain which workers should have received over the 5 years.

The inadequate wage guidepost also allowed profit margins in the concentrated
industries to be increased somewhat without adding to price increases. As a
result the division of income between capital and labor shifted against labor. In
the previous decade capital had received as interest, dividends and undistributed
profits approximately 1214 percent of the income generated by non-financial
corporations and divided between capital and labor. Labor had received 8714
percent in wages, salaries and fringe benefits. By the end of 1965 the compensa-
tion to capital had risen to 16 percent of the joint income and compensation to
labor was down to 84 percent. The failure to include some cost-of-living adjust-
ment was manifestly unfair to labor.

T'he Labor Revolt

Up to mid-1965 labor had in very large degree adhered to the wage guide-
post, an action which was made easier by management’s resistance to wage
increases in excess of those indicated by the guideposts. But then the unfairness
pf the wage guidepost became so elear that labor rebelled and insisted on wage
ncreases greater than the guidepost allowed.



15

In the following two years, there was administrative inflation as labor sought
to catch up on living costs and management sought to retain its widened profit
margins. In the two years from mid-1965 to mid-1967 the wholesale price index
went up at the rate of 1.7 per cent a year.

This two years of administrative inflation has often been regarded as a
general demand inflation resulting from the requirements of the Vietnam war.
However, there is little evidence of a general excess in demand. In farm prices
where a general excess would be expected to show itself first, there was only a
1.0 per cent 'a year price rise, which must be attributed to the decline in crop
vields in 1966. Most of the two-year rise was in the more concentrated industries.
In manufacturing there was a reduction in the amount of over-time hours
worked and a smaller proportion of industrial capacity was used in 1967 than
in 1965. These figures do not suggest an excess in general demand.

Inflation from Excess Demand

In the latter half of 1967 and early 1968 there was true demand inflation
combined with some administrative inflation. While the money stock was in-
creasing only at a normal rate (6.6 per cent in 1967 and 7.8 per cent in 1968),
the economic budget was $12 billion in deficit ($25 billion deficit in the adminis-
trative budget). During the fiscal year unemployment averaged 3.5 percent and
manufacturing operated at 8 percent of capacity. But there was a rise in the
wholessle price index of 2.3 percent. How much of this was demand inflation
and how much administrative is difficult to say.

The demand inflation was short-lived. At the beginning of 1967, Johnson,
foreseeing the inflationary effect of Vietnam expenditures, requested a surtax.
In the summer of 1967 and at the beginning of 1968 this request was repeated.
Finally in August 1968, the 10 percent surtax was passed and by the end of
1968 was bringing in a budget surplus at the annual rate of $10 billion. This,
plus a slower rate of growth in the money stock, eliminated the general excess
in demand.

By early 1968, wage rates had also caught up with the cost-of-living increases
and the long-run balance between compensation to labor and compensation to
capital was re-established. With cost-of-iiving adjustments included, the guide-
posts and persuasion again became a reasonably effective way of controlling
administrative inflation. Combined with a budget surplus and monetary growth,
inflation at the wholesale level was limited to 1.1 percent in the eight months
before the election in November 1968.

II. TIIE BUMBLING NIXON POLICIES

It is abundantly clear that Nixon and his economic advisers did not under-
stand administrative inflation.

At the time Nixon came into office, our economy was in excellent condition.
'The surtax was producing a I'ederal surplus at the rate of §10 billion a year.
The money stock was growing at the moderate rate of 4 percent a year. There
was no excess in demand. The balance in external payments was favorable.
Demand inflation from the Vietnam war had been brought under control and
administrative inflation was being controlled by a moderate program of price-
wage guidelines. Manufacturing industry was operating at 87 per cent of
capacity. Employment was high, with the scasonally adjusted unemployment
rate under 3.5 per cent. The wholesale price index had risen only 1.1 percent in
the eight months before the election. And the balance between the compensa-
tion to capital and the compensation to labor was good. The stage was set for
a period of high employment without sericus inflation.

But Nixon’s economic advisers were tied to the traditional conception of
inflation as demand infiation with too much money chasing too few goods. They
had not learned the lesson taught by the abortive tight-money effort to control
administrative inflation in the 1950’s; the partial success of the guideposts
in the early 1960's; or the final success in 1968. Their thinking was dominated
by the traditional idea of inflation as the result of a general excess of demand
and a tight money policy as the accepted way to prevent further inflation. This
conception dominated the Nixon policies.

The Five Nizon Game Plans

In the five and a half years of his incumbency, Nixon adopted five different
economic game plans to control inflation. Yet the index of wholesale prices
rose more than 50 percent, the rate of plant utilization was low and unemploy-
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ment was high. Some of the price rise resulted from crop failures, the Arab
cut-off of oil and from other foreign developments. But even leaving out farm
products, food and fuel, the wholesale index went up 32 percent in the five
and a half years, an average rate of approximately 6 per cent a year. It is only
necessary to look at the five game plans and the faulty interpretation of actual
conditions to see how little the administration advisers understood the actual
workings of our eccnomy.

Planned Stagnation

On achieving office, Nixon immediately cancelled the guidepost program, an-
nouncing that he would rely entirely on free market forces to determine prices
and wage rates. Further, he adopted a program of planned stagnation to “bring
inflation under vontrol”. This program was based on the belief that the 8 per
cent rise in the wholesale price index during the preceding four years was en-
tirely the traditional demand inflation. Thus in his first Economic Report, the
President said “the growth of totul spending, public and private . .. was the
driving force of the inflation” and “had gathered powerful momentum by the
time the Administration took office . . .”. The game plan was to eliminate this
assumed “momentum’ by halting the growth in total demand for a year thereby
intentionally increasing unemployment to more than 5 percent and then allowing
some growth but holding the stagnation level for two meore years.

This ruthless program was carried out, but wholesale prices rose in 1969 and
1970 faster than in any of the preceding five years in spite of a large budget
surplus, almost complete cessafion in monetary growth and a substantial de-
cline in real demand. Instead of reducing inflation, the program stimulated in-
flation and created a recession, bringing utilization of manufacturing capacity
down to 74 per cent of capacity, a 15 per cent drop, and raising the unemploy-
ment rate to 6 per cent. In two years, the wholesale price rose 7.2 per cent, an
annual rate of 3.6 per cent in spite of recession.

Clearly the diagnosis was wrong. Why?

The answer is simple. At the beginning of 1969 there was no demand inflation.

The real problem was the new type of industrial inflation which arises from
the market power of big business and big labor. It cannot be controlled by the
traditional prescription of limiting demand.

What Nixon did on taking office was to adopt a program which could not
control administrative inflation and publicly eliminated the guidepost program
which had held such inflation in substantial check. He unleased the “unstabilizing
forces” of market power.

The “Conversion” to Keynes

TWhen it became clear after two years that the stagnation program was a fail-
ure, the President announced his conversion to what he called the Keynes’
doctrine,

In the spring of 1970, both fiscal and monetary policy had been made some-
what expansive as was planned in the original stagnation program. But in the
winter of 1970-71, unemployment seasonally adjusted averaged 6 percent and
manufacturing was operating at less than 75 percent of capacity.

In these circumstances, the President in his 1971 Economic Report adopted
what he called the principle of the “full employment budget”. This called for a
budget which would balance at full employment but would automatically provide
a substantial deficit when employment is low, partly because revenues would
tend to be lower and partly because government expenses, especially unemploy-
ment insurance payments, would tend to be higher.

Following this principle, the Administration developed budgets which produced
the largest economic deficits since World War II. But this second game plan,
like the first, relied on free markets to control prices and practically the whole
of the increase in buying power that was generated by the expansionist fiscal
and monetary measures was absorbed by price increases. In the eight months to
August 1971, whelsesale prices rose at the annual rate of 5.3 percent, partly
because of poor harvests in 1970 but primarily because of the large increase in
the industrial price index. It rose at the annual rate of 4.5 percent in spite of the
fact that less than 75 percent of manufacturing capacity was being utilized and
unemployment was still over 6 percent. No effort was made to control Adminis-
trative inflation yet the rise in prices in the presence of the large volume of
unused manpower and equipnment made it clear that something other than excess
in demand was causing inflation.



Again the ciagnosis was wrong.
The New Economic Policy

By the summer of 1971, the failure of the second game plan was also evident
with inflation rampant in a depression, a condition theoretically impossible
according to the traditional theory of the free market on which the advisers to
the President relied.

On the 15th of August, 1971, the President suddenly announced a third game
plan which the called “The New Economic Policy”. This plan finally faced the
fact that traditional poliey could not control inflation, though it is doubtful that
the reasons for this fact were well understood. The plan included a price-wage
freeze to be followed shortly by Phase JI with more flexible controls.

The essence of this plan was to resist inflation while a huge deficit and a more
rapid expansion in the money stock expanded demand, production and employ-
ment. It was announced as a general inflation control program and made no
clear distinetion between the objective of controlling market prices and that of
controlling administered prices.

This program was remarkably successful in limiting edministrative inflation.
In the 16 months of Phase I and II the index of industrial prices rose at the
annnal rate of only 2.8 percent compared to 4.5 percent in the year before the
freeze, and much of this rise was in non-concentrated industrial products such
as lumber, textiles and leather. In the corporate sector of the economy where
most of the market power of big business and big labor resides, the inflation
rate dropped from 4.0 percent in the year before the price freeze to 1.3 percent
in the yvear after the freeze. This limiting of inflation was accomplished without
markedly changing the relation between the compensation to labor and the
compensation to capital.

The very substantial success in controlling admninistrative inflation was hidden
by three developments which raised prices in the non-conceintrated sections of
the economy. The first was crop failures, mostly abroad, which contracted the
world food and feed supply and engendered the big brain exports to Russia. The
second was in the international field where a combination of dollar devaluation
and heavy demand inflation abroad raised import prices and stimulated exports.
The third was the normal rise in the prices of the non-concentrated products such
as food, lumber and scrap steel which could be expected from the expansion in
real demand which raised real GNP at the rate of 7 percent a year, brought
industrial utilization up to nearly 82 percent of capacity and brought unem-
ployment down from 6 to 5 percent. - ' :

As a result of these three developments, farm prices rose in the 16 months of
Phases I and II by 21 percent, hides and leather products by 24 percent, lumber
by 11 percent, fuel by 6 percent and textiles by 5 percent. These and similar
competitive items accounted for most of the 7 percent rise in the wholesale price
index and the 4.3 percent rise in the consumer price index in that period. None
of these represented an exercise of market power by big business or big labor.
And they should not be allowed to disguise the very substantial success of the
Phase II program in resisting administrative inflation.

The rise in farm prices due to the world-wide reduction in farm supply and
the partial recovery would have happened whether or not administrative infla-
tion had been controlled and does not indicate a failure of the control program.
Rather it emphasizes the inability of price control to limit a rise in traditional
market prices without also introducing rationing. ) .

The true failure was again the failure of the Nixon Administration to under-
stand the character of the inflation. It should have accepted the small reflation
as a necessary and temporary part of the process of bringing prices into balance
during recovery. It should have recognized the price rise from crop failures as
a misfortune that hopefully would soon be reversed by normal crops. It acted
wisely in adjusting the external value of the dollar and in expanding farm
acreage. It should have recognized the success of the control program in limiting
administrative inflation and kept it in operation.

Dismantling Controls

Having concluded that Phase II was no longer needed, Mr., Nixon set up his
fourth game plan in January 1973. It set out to dismantale the controls over a
period of months. It was not only based on inapplicable theory but was so badly
designed that it ended in chaos.
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The new plan rested on the major assumption that there had been a “momen-
tum” of inflation when he took office in 1969 which had been largely eliminated
by Phases I and II. This is shown in the President’'s Economic Report of Jan-
uary 1973 which says that by the end of 1972, not only had there been a suppres-
sion of price increases but “a more durable change had taken place in the con-
ditions underlying wage and price increases. Expectations of rapid inflation had
diminished . . .” (p. 68). In other words, the “momentum” of inflation had been
largely overcome.

This diagnosis in terms of traditional theory and the failure to understand
the role of administrative inflation produced the confusion and chaos of Phase
I1I. The Phase II control organization which had been working well in limiting
the arbitrary use of market power by big business and big labor was suddenly
dismantled and a new and less well designed organization was set up. Controls
were abolished or made self-administered for most non-food commodities and
services but kept on for foods where they could not be expected to work with-
out rationing. Mr. Nixon’s abhorrence of price controls was made clear without
any clear recognition of their role in limiting administrative inflation.

Phase III was widely interpreted as a signal that price restraints had come
to an end and industrial prices shot up. In five months they rose at the annual
rate of 14 per cent compared to the 2.8 per cent rate of Phases I and II.

Part of this rapid increase was an adjustment for increased labor and ma-
terial costs but to an important extent it was a widening of profit margins. For
manufacturing corporations, profits per dollar of sales increased at an annual
rate of more than 40 per cent while hourly wage rates in manufacturing went up
at an annual rate of less than 6 per cent.

The developments in this period are highly confused because of the several
sources of inflation, particularly the continuing effect of inflation abroad and
meat prices at home. But it appears that a considerable part of this burst of
inflation was administrative and not directly related to either a contraction in
supply or an expansion in specific demand. And certainly it was not a product
of a general excess of demand. Manufacturing in the second quarter of 1973
was operating at little more than 83 per cent of capacity and unemployment in
that quarter was nearly 5 per cent.

Faced with this burst of inflation, the Nixon Administration again instituted
a freeze on prices for two months and in August 1973 introduced Phase IV which
expired with the law at the end of May in this year, with industrial prices
(other than fuel) up 17 per cent since the end of Phase II. The in-and-out
policy of the Administration, the lack of clear realization of the non-traditional
character of much of the inflation, the sharp rise of prices in the last year and
a half and the continued high unemployment have combined to destroy any
credibility in the Administration’s grasp of the inflation-employment problem.

More Planned Stagnation

During the summer we operated under the fifth Nixon game plan. As it was
explained by the President on July 25th it called for more planned stagnation.
The President said “In the short run we must focus on measures to restrain
demand’” and he outlined this restraint as follows:

“As far as the Federal government is concerned we will cut the growth
of Federal spending. We will hold down the growth of money and credit to
check private spending. And I will call on state and local governments, on
businesses and consumers to hold down their own spending and increase
their own saving as their contribution to the fight against higher prices,”
adding “Most families could reduce or defer some expenditures—building
their savings instead . . .”.

This takes us back to square one, the planned stagnation of the first game plan,
with three important differences:

(1) The Wholesale Price Index is 50 per cent higher and the industrial price
index is rising at a double-digit rate whereas the rate of inflation before the
1968 election was almost negligible by comparison.

(2) National production is well below our full potential with unemployment
at the rate of 5.2 percent instead of 3.5 percent and industrial plant operation
at only 83.5 percent of rated capacity instead of 87.7 percent that prevailed in
1968.

(3) A dangerous degree of illiquidity has been created through the tight money
policy. The money stock in constant dollars has been reduced in the last year
hy between 4 and 8 percent, depending on the price index used to deflate. This
illiquidity is reflected in the highest short-term interest rates in a century.
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The plan to limit demand might be appropriate if the present inflation were
caused by a general excess of demand. But at no time in the last five and a half
years has there been a general excess of demand or a demand inflation. For this
reason, a program to limit demand would mean continued stagnation or, worse
still, further recession, an aggravation of the dangerous degree of illiquidity had
a continuation or stimulation of administrative inflation.

Because the current inflation is largely administrative and because we can
produce much more than we are now producing, the immediate problem is to
expand demand and make sure that the extra demand is not absorbed by price
increases in the more concentrated industries.

Clearly the Nixon economic advisers never learned the lesson of administrative
inflation which was learned with much trial and error in the Eisenhower-Ken-
nedy-Johnson era.

III. THE ANATOMY OF ADMINISTRATIVE INFLATION

In order to reach full employment and to control administrative inflation it is
first necessary to understand more clearly how the latter comes about.

According to traditional theory, administrative inflation is not possible. Prices
are determined by supply and demand. Specific price increases can arise from
unplanned reductions in supply such as crop failures or an oil cut-off and these
can add to the level of prices, but the only source of general inflation is an excess
in demand. This can be controlled by appropriate monetary and fiscal measures.

There would be no reason to question this theory if each product in the economy
were produced by a multitude of enterprises. No producer would have significant
market power. This is the condition under which wheat and cotton and hogs and
scrap steel are produced. With a general fall in demand their prices fall. With a
general rise in demand their prices rise. Government can limit the supply in order
to support price. But it cannot for long prevent prices increases when demand
rises without some form of rationing. And if price control is temporarily sucess-
ful, prices rise when the controls are removed. If such products were typical of
the whole economy, the only form of general inflation would be that from a
general excess of demand and this type of inflation could be controlled by limiting
general demand.

Traditional theory would also apply if there were only a few suppliers in each
market for goods but it was easy for newcomers to break into the market. Then
the few sellers, even though they had enough market power to set their own
prices, would be closely controlled in the prices they set by the market considera-
tions of demand and costs. With easy entry any attempt to set prices significantly
above a competitive level would tend to bring in new competitors, thus reducing
the share of the market held by each. This would cut profits per enterprise even
though profit margins were increased. Thus, once prices were adjusted to demand
and costs, those in a position to administer prices would have little pricing discre-
tion. The fear of bringing in new competition would tend to keep prices close to
costs plus a competitive profit. In these circumstances, demand inflation would
be the primary type of inflation and it could be controlled by limiting demand.

It is when we examine situations involving big business, big labor and difficult
entry that traditional theory does not apply. It is in industries such as steel.
automobiles, and many other highly concentrated industries that the traditional
principles of pricing become unreal and actual pricing can lead to administrative
inflation.

Let us first consider the very difficult problem faced by management in setting
prices where there is a protective wall of difficult entry and only a few producers.
Then let us consider the respective contributions of management and of labor in
generating administrative inflation.

Management’s Pricing Problem

Traditional theory gives management a relatively simple problem in setting
the price for a particular product. This is simply stated in the economist’s
jargon: “Set the price which will equate marginal cost and marginal revenue”,
The economist can show vou with simple diagrams why this will result in the
maximum profit. Also it is easy to show that, if all enterprises adhered to this
formula, administrative inflation would not be possible.

Here we do not need to understand this formula hecause a hig business which
priced on this basis would he most unbusinesslike. The traditional economist is
only talking ahout the price which would maximize profit in the very short run.—
the coming week or the coming month. But the successful corporate management
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is not trying to set a price which will maximize profits “this week” or “this
month”. It is trying to adopt a current price as a step in pricing policies which
will bring in high profits over a period of years. The current price which would
maximize short-run profit would almost invariably defeat this purpose.

The big problem of management with substantial pricing discretion is to set
a current price which will bring in good profits now and not prevent good profits
later. A current price which brought in too high corporate profits now could
induce other enterprises to climb over the wall of difficult entry and take away
part of the market even if they did not force lower prices. Thus the price which
would be most profitable in the short run could reduce the opportunity for future
profits. In this and other ways the management in its pricing has to balance
greater profits now against the prospects of greater profits later. As a result, the
prices actually set tend to be significantly below those which would bring in the
maximum profit in the current week or month.

The necessity of balancing more short-run profits against more longer-run
profits also means that there is a range,of possible current prices which are just
about equally good. A higher current price can mean greater current profit but
a greater risk of lower profits later, whatever price is then charged. A lower
current price can mean less current profits but a better prospect of future
profits. Thus, even if management knew what its demand and costs would be,
there is a range of prices among which it is difficult to choose and between which
the management is likely to be relatively indifferent.

The pricing process for big business is difficult not only because of the neces-
sity of balancing short and longer-run considerations but also because of the
great uncertainty of demand and costs over any considerable period.

Pricing by Formula

Because of the great difficulty of setting prices, managements have simplified
the pricing process in two major ways. First they have adopted one or another
of a variety of pricing formulas: pricing for a target rate of return; full cost
pricing ; standard mark-up pricing; break-even pricing ; and a number of others.
Second, they tend to hold the prices constant for months at a time, changing them
only when changed conditions call for a very substantial price change, one that
is beyond the zone of relative indifference. For example, basic steel prices are
so seldom changed that when a change is made of, say, 5 or 8 or 10 per cent,
it becomes front page news. Similarly, the factory price of an auto is usnally
set for a year at a time. Just what triggers a price change thus becomes of vital
importance to the problem of inflation.

The Upward Bias in Administrative Pricing

Neither the use of pricing formulas nor the practice of infrequent large price
changes is in itself a cause of administrative inflation, but under them there is
a tendency for management to be more sensitive to increases: in costs than to
cost decline. This is so for a number of reasons. For example, cost increases
usually come from outside the enterprise and can be blamed on outside forces
so management tends to pass them through. On the other hand, cost reductions
are likely to be the result of management’s own constructive activity in seeking
efficiency and management naturally takes credit for them. Unless the cost re-

duction is large, management is not likely to reduce the price. .

In this and other ways management’s reaction to changes in costs is not a
balanced renction and the magnitude of the cost change needed to trigger a price
rise tends to be smaller than that needed to trigger a price reduction. This
characteristic of big business pricing, alone, could be expected -to produce some
upward creep in prices. :

To this is added the tendency to make an upward price change a little larger
than a cost increase ealls for and to make a price reduction a little smaller than
a cost reduction calls for. In each case, there tends to be a small departure from
the dictates of demand and costs and in both cases the departure is up. This
reinforces the upward creep.

The Price Creep from Increasing Productivity

This small tendency toward an upward price creep is reinforced by increasing
productivity. There is nothing inherent in higher output per worker-hour which
is inflationary. When national production per worker-hour goes up because of
improved technology. it is to be expected that both labor and capifal would share
in the zain. This would certainly be expected in a small-enterprise economy. But
in a biz business economy the process by which the sharing is brought about
can lead to an inflationary creep.
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Under traditional theory which is for a small-enterprise economy, if the total
real income produced jointly by a given body of workers and a given real
amount of capital were to increase, the real compensation to workers could be
expected to go up because real wage rates would rise. At the same time the com-
pensation to, capital would be expected to rise, not because profits margins in-
creased, but because as the quantity sold increased, the same profit margin per
unit would bring in a greater total profit. This could be expected where there
was no pricing power.

In the presence of substantial pricing diseretion and the upward bias in
administrative pricing, the adjustment for increased productivity would be
expected to produce an upward creep in prices in two ways. Partly the creep
would come from the reaction of an average producer to the rise in wage rates
required by the improved technology. Partly it would come from differences in
the rate of increase in productivity in different industries.

Take first a product for which productivity has increased by just the amount
of the increase in national productivity. Say that national productivity has in-
creased 3 per cent and wage rates have appropriately increased 3 percent. Also
say that in the case of a particular product, output per worker has also gone
up 3 percent. In this case the labor cost per unit of output would not change
and there would be no economic justification for a price increase. But with the
upward bias in administrative pricing, the 3 per cent rise in wage rates is more
likely to trigger a price increase than the 3 percent reduction in the hours of
labor used per unit of output is likely to prevent such a triggering. The wage
increase is likely to come all at once and be very visible. The productivity in-
crease is likely to be spread out over time, be the net result of many factors and
tend to be minimized or overlooked in the pricing process. Thus the perfectly
offsetting rise in cost from increased wage rates and fall in costs because of
increased productivity are not just offsetting in their practical effect on pricing.

This source of creep is sometimes even built into a price-adjusting formula.
This is the case, for example, where a corporation, once having set its price,
makes subsequent price adjustments by maintaining a weighted index of the
prices of the raw materials and the cost of labor per hour going into its product
and uses this index to raise the price whenever the index has risen by a certain
amount. Since the index takes no account of the difference between labor cost
per hour and labor cost per unit of output, it is automatically inflationary when
there is an increase in labor cost per hour and no increase in labor cost per unit.

Probably more important is the upward creep coming from the different rates
of increase in productivity for different products. If there is no increase in
productivity for product A and wage rates generally go up by say 3 per cent as
result of a rise in' national productivity, the labor cost per unit in producing this
product goes up and this can trigger a legitimate price increase. On the other
hand, if productivity in producing product B has gone up 6 per cent, and wage
rates have gone up only 3 percent, the labor cost per unit will go down and this
calls for a price reduction. Since the likelihood of a reduction in the price of B
is much less than the likelihood of a rise in the price of A, the net effect of a 3
per cent average increase in productivity combined with a 3 per cent increase in
wage rates is likely to be a rise in the average of prices.

The combination of the upward bias in pricing and the different rates of in-
creasing productivity thus make the rising productivity resulting from improved
technology a significant source of creeping inflation where there is substantial
pricing discretion. It is ironical that improving technology which is one of the
prides of a free enterprise system should also be a source of creeping inflation.

Leaping Administrative Inflation

So far the analysis has assumed that there is no general ezpectation that there
will be further inflation. Yet after inflation has continued for a period, with no
end in sight, economic decisions tend to be made not only in the light of the
usual consideration of demand and costs but also in the expectation of continued
inflation. The effect of this expectation in an economy of big business is quite
different from that to be expected in an economy of small enterprises.

In a sinall-enterprise economy, the expectation of inflation leads to speculative
buying of commodities which adds temporarily to the total demand. To some
extent the extra demand comes from users who seek to protect their future sup-
ply. And to some extent it comes from pure speculators who foresee the price rise
and hope to cash in on it. This temporary extra demand helps to push up the
prices for a period. But the speculative holdings overhang the market and cause a
price drop when the speculators think the price is unlikely to go higher. The users
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who bought ahead use up their extra stock and so, for a time, buy less. The pure
speculators sell out. The successful speculators make money at the expense of
those who did not expect inflation. But the temporary speculative demand has
little net effect on prices after the speculative period is over.

On the other hand, where there is substantial market power and pricing dis-
cretion, the results of an expectation of inflation can be quite different. Users
can still be expected to huy ahead with much the same temporary results as under
traditional conditions. But the pure speculator is seldom in a position to deal in
administered-price products. Sales organizations and promotion are usually re-
quired for that. Instead we have a wholly new phenomenon in which the pro-
ducers arbitrarily raise their prices without any change in demand or- costs.

This price rise grows out of the fact that their prices usually represent the
rough balance between short-run and longer-run considerations already discussed.
An expectation of continued inflation tends to shift the balance toward the short-
run and to higher prices. Producers know that extra profits made from “beating
the gun” of inflation will not add to the danger of new entrants and future loss
of markets. Likewise the few competitors, also expecting further inflation, will go
along with big price increases.

Such arbitrary price increases tend to be a one-way street. They do not involve
the build-up of extra stocks which overhang the market and later reverse the
price rise. And once the price increases have been made, they tend to resist
rednction. Furthermore, if general demand is maintained at the higher prices
through money and fiscal measures, the expectation of further inflation leads to
further arbitrary price increases with no offsetting effect such as the accumula-
tion of speculative stocks to damp it down. There is nothing in market forces or
the free enterprise system as it is now operated to prevent the continuation of
this process.

Here we have a basis for leaping administrative inflation. Price leaders make
large price increases, 10 or 15 percent at a time, which are accepted by their
followers hecause they also expect more inflation.

Unlike demand inflation, such leaping inflation cannot be controlled by a tight
money policy short of business collapse. Thus a simple reduction in general
demand would not halt either creeping or the more dangerous leaping admin-
istrative inflation.

Labor’s Contribution to Administrative Inflation

There is little evidence that labor contributes directly to leaping administra-
tive inflation. Once that stage of administrative inflation is reached, labor is
perpetually in the process of catching up. Living costs go up drastically and
large wage increases become legitimate. The appropriate wage increases can
then trigger another round of excessive price increases and thus prolong the
period of leaping inflation

On the other hand, the bargaining power of labor could be nsed to contribute
to creeping administrative inflation. If there were no administrative inflation
from the side of management, i.e. if price changes by management were only
those justified by changes in demand and costs, it would still be possible for
labor unions in their collective bargaining to force wage increases greater than
inoreases in national productivity and increase in living costs would justify.
This in turn would add to production costs per unit and lead to greater price
increases than legitimate wage incren<es would require.

Such excessive wage increases could arise from three major sources, a mis-
interpretation of the indexes of productivity and living costs. a belief by labor
that management has raised profit margins excessively thus leading to a labor
drive to get its share, and the simple use of market power tn get more income
comparable to management’s action to increase its income. Each of these can
result in creeping inflation but could not be expected to produce leaping inflation.

Of course, creeping inflation from the side of labor tends to reinforce that
from the side of management. Creeping inflation in a particular period may cnme
from only one side or from a combination of hoth, However, apart from periods
in which labor is eatching up for increased prices or unbalanced profits, most of
the administrative inflation of the last 20 yvears has come from the side of man-
agfnment with price increases periodically taking away some of labor’s rightful
gains from increases in national productivity, followed by a period such as the
present in which labor seeks to recover lost ground.
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Conclusion

This analysis of the anatomy of administrative inflation can only hope to
give an outline of the forces at work in bringing it about. The process is much
more complex and many other factors enter into it. Nothing has been said of the
market power of labor in the few industries in which labor is well organized but
entry to new enterprises is so easy that management has little market power.
Nothing has been said of the way increases in the prices of imported raw
materials can trigger price increases greater than the increase costs warrant.
What has been important here has been to show how it comes about that economic
concentration and market power can bring about this new type of inflation so
different from demand inflation and so little controlled by the measures which
can control inflation arising from an excess in demang.

IV. A PROGRAM FOR FULL EMPLOYMENT WITHOUT SERIOUS INFLATION

Before leaving office, the President’s chief economic counsellor, Dr. Herbert
Stein, recommended three or four years of stagnation as the way to control in-
Hation. This would cost at least $60 billion a year in lost production. It would
place the main burden of controlling inflation on those seeking work and unable
to find it. And there is no reason to expect that such a $200 billion program would
succeed in bringing administrative inflation under control.

An alternative program is to attack the arbitrary use of market power directly
while expanding general demand to achieve full emplovment of men and ma-
chines. This wouid mean more real income to labor and to capital. It would put
the main burden on those in a position to wield market power and this need not
be a heavy burden. And experience has already indicated that the abuse of
market power can be successfully limited, at least for short periods of time.

In broadest outline this program should consist of three parts :

(1) A price-guidance.program applied only to the more concentrated industries.

(2) The expansion of general demand through increasing the money stock
while the budget is balanced or produces a small surplus.

(3) The maintenancg of a floating exchange rate to minimize the effect of
foreign inflation on the domestic economy.

Of these, the price-guidance program will be the most difficult and will be dis-
cussed after the role of the other two have been considered.

Inflation Other Thon Administrative

Even though most of the current inflation is administrative, some comes from
abroad or from the specifies of supply.

A freely floating exchange rate tends to reduce the domestic effects of foreign
inflation but is unlikely to eliminate them all. To the extent that it does not, an
effort to control the internal effects by contracting the level of general demand
in this country would be self defeating.

The appropriate government policy for the items involved is to stimulate pro-
AQuetion and accept the changed price relationships involved, leaving it to the free
market to make the adjustments even though this means a small rise in the
average of prices. When inflation abroad is overcome, there would tend to be a
return to more normal price relationships.

The same stimulus to production and adjustment to temporarily higher prices
would apply to erop failures and energy shortages rather than a limitation in
general demand.

Ezpanding General Demand

The expansion of general demand could be brought about by either a budget
deficit or expansion in the money stock but only the latter would deal with the
danger of a liquidity crisis. The high rates of short-term interest and the low
values of equity securities arise from a combination of not enough capital funds
for financing new plant, equipment, inventories and consumer buying and a money
stock too small to meet the public’s desire to be more liquid by holding larger
money balances.

To the extent that general demand is increased through a government deficit,
the resultant borrowing takes capital funds out of the market and raises inter-
est rates. To the extent that the government runs a surplus, this tends to increase
the funds available for industrial and consumer borrowing thus reducing interest
rates.
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On the other hand, increasing general demand by expanding the money stock
would not only increase the capital funds available to industry and consumers,
thereby reducing interest rates, but would increase the stock of that most liquid
asset, money, thereby reducing or eliminating the danger of a liquidity erisis.

Also the reduction of interest rates could be expected to bring a price rise in
the stock markets, thereby making it easier for industry to obtain equity capital.

For the foregoing reasons the expansion of general demand through monetary
measures would be very much superior in the present circumstances to the use
of a government deficit. But an expansion of general demand could be absorbed

by general inflation unless there is an effective program to control administrative
inflation.

Controlling Administrative Inflation

The short-run problem of controlling administrative inflation is to minimize
inflationary abuse of market power. How far this can be done through persuasion
and how far it requires government sanctions remains to be seen. Here a program
will be presented which can use persuasion as far as that can be effective and
government sanctions beyond that.

Price and Wage Guidelines

Whether or not government sanctions are used, the first step to inhibit the
inflationary abuse of market power is to draw a line between pricing actions
which constitute non-inflationary use of such power and those which constitute
abuse. Traditional theory gives no solid basis for such guidelines. Its dictum that
price should be that which equates marginal cost and marginal revenue is irrele-
vant to longer-run pricing.

The problem is to distinguish betwen legitimate uses of market power and
those which would contribute to administrative inflation. This is not a simple
matter .for either prices or wage rates. The crude guidelines of earlier attempts
at intervention need to be refined.

For example, the simple guide for labor compensation which allows for in-
creases in national productivity and for changes in living costs needs to be recon-
sidered. The increase in productivity which is available for general division
between capital and labor is that which arises from improving technology. When
output per worker goes up because a larger part of the work force is more skilled
and occupies higher paying jobs, the higher pay absorbs a part of the gain in pro-
ductivity and only the remainder is available for general division. The cost-of-
living index may not be an accurate index for adjustment. To the extent that
wage rates in different industries or activities are out of reasonable balance and
are brought into better balance by raising the laggards, this absorbs some of the
productivity gains and reduces those available for general division. There is some
question whether higher living costs due to crop failure, in themselves justify
wage increases. Thus, the guideline for the compensation of labor needs to take
account of other factors than just an index of national output per hour and the
cost-of-living index. .

Similarly, the guideline for prices should focus on gross profit margins and
should- take account not only of the relation of prices to costs but should also
include a cost-of-living adjustment for capital i.e. an adjustment for the changes
in the buying power of the dollar. : .

This is not the place to spell out suitable guidelines but only to suggest that they
need to be sweated out by experts who reflect the viewpoints of business, labor
and consumers. Also it should be emphasized that the guidelines are concerned
with changes in prices and wage rates not in whether the rates of return.on
capital are fair, Allowance would have to be made for hardship cases but the im-
mediate inflation control program should not be made to deal with the longer-run
problem of reducing market power or minimizing its harmful longer-run effects.

The Persuasive Influence of Fair Guidelines

For both business and labor, administrative inflation is a bad thing,.For_ most
big enterprises, if one could offer the management a contract which said *“if you
sign this contract to abide by the guidelines and adhere to them all og:her. big
enterprises and big labor will also sign and adhere” management would sign it as
a “good piece of business” provided, of course, that the management thought the
guidelines were fair and that others would adhere. . .

There is clear evidence that management and labor in the .co_ncent_rate.d md}ls-
tries both recognize some degree of responsibility for admlmstratlye inflation
although each tends also to blame the other perhaps even more than itself.
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Thgre is also clear evidence that both management and labor do want to
exercise some responsibility for the market powers they wield. At the beginning of
the Great Depression, President Hoover called on big business not to cut wage
rafes {md for a year and a half most big business enterprises adhered to this
gllldgllne even though profits were disappearing. When President Kennedy called
on big labor not to push for wage increases greater than increases in productivity
this guideline was largely adhered to for nearly four years even though its unfair-
ness was increasingly apparent. There is a substantial reservoir of responsibility
on the part of management and labor which could be drawn on if a fair set of
guidelines could be developed and agreed on through the joint activity of manage-
ment, labor and consumers. There could also be important public pressure to
adhere to such guidelines. .

Private Sanctions

With a fair set of guidelines generally accepted, certain private sanctions could
be expected to come into play. o

The most important private sanction would be that exercised by management in
the process of collective bargaining with labor. If labor sought to obtain wage
increases greater than the wage guideline made legitimate, management would
have an important tool to resist excessive wage increases. This is, of course, a
tool which could be abused and there might be need for a labor appeals board,
not to set wage rates, but to interpret the application of the wage guidepost to
the facts of the concrete situation as supplied by management and labor. ’

A comparable sanction would arise where transactions were between big buyers
and big sellers, particularly where open-ended contracts were involved.- If the
seller sought to raise its price more than the price guideline would make legiti-
mate, the big buyer could use the guideline as a tool to resist.

In the case of the ultimate consumers, traditional theory makes the consumer
king, giving consumers the sanction of not buying. But in practice, the consumer
is not king. Refraining from buying may not hold down price. Indeed, where the
practice of full-cost pricing is used, a reduction of demand would mean that the
producer must spread overhead costs over a smaller volume, thus increasing full
unit costs and a higher price may result. In the absence of collective bargaining
between management and consumers, only government can provide the sanctions
on pricing where management fails to abide by the guidelines.

Limiting the Scope of Government Intervention

Government sanctions to enforce the adherence to guidelines should be limited
to those enterprises which have substantial market power. The existence of such
power can be deduced from past price behavior, from the degree of concentration
in relation to markets and from the relative importance of the products being
priced. Where there is no private market power as where there are a multgtude
of producers of essentially the same products for the same market, there is no
problem. Where entry is easy, there would usually be no problem of substantial
market power on the part of management. Even wpe}'e thgre was market power
but the product was unimportant, interference in pricing might 1}0t be necessary.

Since the core of the problem lies in the market power of blg.busmess, legls-
lation might specify that the pricing of all unregulated corpor;itlons coqtrglhng
assets of more than, say, $1 billion are deemed to be vested with a public 1qter—
est and- automatically subject to government sanctions with respe_ct to prices.
Then the decision of what smaller corporations should come within the scope
of intervention could be left to a government’s agency responsible for such de-
termination. A lower limit of, say, $100 million assets might _be s_et so that any
power to intervene would not apply to corporations under this size. .

Such limitations would focus attention on the few hundred corporations that
produce more than half of the country’s manufactured goods. Of the corpora-
tions not covered, some, if not most, could be expected to abide by fair gu_lde-
lines. The terms of labor contracts negotiated by such designated corporations
would also come within the scope of intervention though it is doubtful if such
intervention would be needed. .

Such a limitation on the enterprises subject to intervention by government
would make the scope of the program very much narrower than that of Phase
II of the Nixon controls.

The Powers of a Price Guidance Board
In order to develop fair price and wage guidelines, and exercise such gOv-
ernment sanctions as are essential, government would need to set up a price
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guidance board with adequate powers. While the price and wage guidelines
should have general application, the sanctions to enforce adherence should not
only be limited to a relatively small number of enterprises and unions but should
also be as limited in character as events make possible. If there were widespread
voluntary adherence to the guidelines, the problem of sanctions would apply
only to the few cases in which market power was being abused. If departure
from the guidelines was widespread, more extensive sanctions would have to
come in to play.

At least three different levels of sanction could be employed. .

At the minimum, the Guidance Board would presumably have the power to
publicize departures from the guidelines. This would require regular reporting
and justification of price increases by the big enterprises subject to the Board’s
scrutiny. The likelihood of an announcement of any abuse of power found by
the Board could act as a deterrent in some degree while persuasion to roll back
an excessive price increase might sometimes succeed.

A stronger sanction would be available through requiring prior notification
of price changes. This would give more opportunity to exercise persuasion and
bring to bear the forces of public opinion and avoid the more difficult process
of rollback. ) :

A more extreme sanction would be a power in the Board to prevent what were
deemed to be excessive price or wage increases.

The use of the more extreme sanction might be limited to major products while
the prior notification could apply to a wider range of products and the require-
ment of regular reporting of price changes would apply generally to the few
hundred enterprises designated by the law .or the Board as within the scope of
the Guidance Board’s powers. S :

The powers of the Board to induce adherence to the Guidelines could also be
limited by the rate of administrative inflation. It would be possible to develop
a rough index of administrative inflation by compiling an index of prices at whole-
sale for the products of the more concentrated industries and a price index for
the raw materials for these products. With a proper weighting for raw mate-
rials and due adjustment for appropriate cost of living adjustment in the com-
pensation to labor and capital, it would then be possible to derive an index
which tended to reflect changes in prices due to a widespread abuse of market
power by management or labor. This would- then reflect roughly the rate of ad-
ministrative inflation. Indeed, it should be possible to develop a set of price
indexes which divided up, at least crudely, the total inflation at the wholesale
level into that attributable to crop failures, etc., that attributable to foreign infla-
tion, that attributable to the abuse of market power and that, if any, due to a
general excess in demand.

Once a suitable index of administrative inflation was available, the powers
of the Guidance Board could be linked to it. Thus, if the index of administra-
tive inflation rose at the rate of less than 1 percent a year, the power of the
Board could be limited to price reporting. If it rose at the annual rate, say, 2
percent for each of two successive quarters, the Board would thereby auto-
matically have the power to require prior reporting but not the power to limit
or roll back prices. The direct power to control prices in the case of abuse
could then accrue to the Board only if the administrative inflation index in-
creased in two successive quarters at the annual rate of, say, 4 percent or more.
Of course, it would be up to the Board to decide how extensively it should use
its power as thus limited.

The Location of a Guidance Board

Where the Price Guidance Board should be located in the structure of Gov-
ernment is a serious problem.

The logical location would be in the administrative arm of the Government.
But this would require personnel who understood the problem of controlling
administrative inflation and were committed to making the controls work.

An alternative is to follow the pattern of the Federal Reserve Board but on a
temporary basis. The Federal Reserve Board is responsible to the Congress, not
the President. A temporary Price Guidance Board could be created which was
responsible to the Congress, with its membership appointed partly by the Presi-
dent and partly by the Congress. It could be required thaf its membership re-
flected the three interests most concerned with pricing, business, labor and
consumer.
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Initiating the Program
At the present time there is a serious unbalance between the compensation to
- capital, the compensation to labor and living costs. In the concentrated industries,
real wage rates have gone down in the last year while real profits have gone up.
There is a question whether the unbalance should be corrected through a rise in
wage rates or a roll back in prices. If the former it would be difficult to prevent
some rise in prices without strong resistance to price increases. And a roll back
would presumably require even stronger intervention.

Also a program to reflate to a reasonable level of production and employment
will involve some degree of price rise in the less concentrated part of our economy.

It cannot be expected that all inflation can be halted immediately but a vigorous
program to minimize administrative inflation while demand is expanded to a
substantially higher level could be accomplished with a greatly reduced rate of
inflation. ‘And it would not cost any $200 billion of lost production.

Nor is there any reason to expect that a price-wage guidance program to limit
administrative inflation would simply create an explosive situation as would a
price control program to control inflation from a general excess of demand. In
the case of demand inflation, a holding down of prices and wage rates by govern-
ment only postpones the effect of the excess demand. But in the case of adminis-
trative inflation a price program which prevents the abuse of market power does
not create an excess of demand. If the program of intervention is halted after a
successful period, further administrative inflation will arise only if there is
further abuse of market power. Whether there will be need for continued price
guidance will then depend partly on how well the wielders 0f market power accept
the responsibility which goes with wielding such power and partly on structural
changes which might reduce such power.

Intervention in the Frec Enterprise System

It will be said with justification that a direct effoft to limit the abuse of market
power is interference with the freedom of individual enterprises in the free enter-
prise system. But the free enterprise system has never given the individual enter-
prise’complete freedom. The law interferes with freedom when it says one corpora-
tion shall not steal from another corporation and most don’t. The law interferes
with freedom when it says a corporation shall abide by contracts which it has
entered into and most do. The government regulates the prices of public utilities
which have the extreme of market power in the form of monopoly.

In each case the interference with the absolute freedom of enterprise arises
from the substantial public interest in limiting the particular power of the indi-
vidual enterprise in order to make the free enterprise system work better. The
issue of interference with free enterprise thus turns not on some concept of abso-
lute freedom but on whether the free exercise of substantial market power threat-
ens the working of the free enterprise system.

In weighing the interference with the freedom to exercise substantial market
power against complete freedom to set price, it should be recognized that the
market power of corporations does not arise from ‘“natural right”. The right to
combine the capital of many individuals and orgamze it in the form of a corpora-
tion is a right granted by government. And since enterpnses would have little
market power if there were no corporatlons the main problem of the abuse of
market power is the abuse of a power arising from a grant of power by govern-
ment. In no sense would the interference with the free use of the substantial mar-
ket power of the blg corporations be an interference with the natural rights of
individuals.

Major Changes in Economic Policy

Twenty-eight years ago the Congress made a major change in economic policy
when it passed the Employment Act of 1946. This act gave the Federal Government
the new function of maintaining high employment made necessary in part by the
changes wrought in the national economy by the modern corporation.

Today we are faced with the need for a second basic change in national policy
due to the modern corporation, that of limiting administrative inflation. In the
immediate future the program outlined above would seem to be the most suitable.
Over a longer period, other ways of limiting administrative inflation may be found
and much effort should go into ways of limiting administrative inflation. It does
not seem impossible for our society to achieve both full employment and price
stability. In no sense does planned stagnation and continued rapid inflation pro-
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vide a satisfactory alternative to some government intervention to limit the abuse
of market power.

Senator Proxyire. Thank you very much, Mr. Means.

Chairman Engman.

STATEMENT OF HON. LEWIS A. ENGMAN, CHAIRMAN,
' FEDERAL TRADE COMMISSION

Mr. Exeman. Thank you, Mr. Chairman. ,

The Federal Trade Commission very much appreciates this oppor-
tunity this morning to present our views on the impact of Commission
activity on price levels, and to respond to any questions which you may
have concerning our activities.

Senator ProxMire. I might say also, Chairman Engman, that your
statement will be printed in full in the record.

Mr. ExaMmaN. I understand that. And I will give a brief summary
of it, Mr. Chairman.

In the course of your committee’s extensive hearings on inflation and
the U.S. economy or stagnation on the U.S. economy, to put it more
accurately, perhaps, you have listened to a great number of points of
view, and you have heard many, many recommendations. Some of them
are contradictory. And indeed, I have to confess that it is hard to re-
main entirely calm in the midst of today’s economic maelstrom, which,
of course, is a worldwide problem and not just a national problem. We
believe, however, that there is a need today for some calm appraisal for
first principles. We hope that this can be a time for greater wisdom,
and we hope that this country, without minimizing the need for action
now, will recognize not only the vitality in our system, but its essential
strength, strength that can serve as a base for new visions and for
substantial progress.

Competition policy, which is the touchstone of our economic tradi-
tion in this country, is founded on a deeply rooted conviction that pri-
vate property and private ownership of the means of production when
governed by the natural forces of competition free of artificial re-
straints, and free of excesses of monopoly power, can produce the best

goods for the least price with the greatest opportunity for innovation
" and change. And we frankly doubt whether any long-run solution to
our economic problems in this country today can be found which fails
to heed the principles of competition policy.

Now, Mr. Chairman, you asked the Commission to respond to sev-
eral questions concerning our role in the Nation’s economy. First of
all, you asked us to comment on the possible impact of FTC action on
price levels.

I have to say to you that compared with some governmental agencies
the FTC has a very specialized tool box. We are not a large agency.
We set rates, routes, or prices for no industry, and therefore, we have
no charges, so to speak, whose efficiency we might attempt to improve.
Nor do we exercise sway over interest rates or the supply of money
which can relatively quickly, in some instances, at least, influence the
level of activity in the economy.

But I do believe that we have one very important tool. And that is
our statutory power to insure that prices are competitively deter-
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mined. And I suggest further that in a period .of rapidly rising
periods, these responsibilities, these antitrust enforcement responsi-
bilities, assume uncommon significance.

The importance of competition as an anti-inflationary weapon was
highlighted by the President in his economic message to the Congress
when he announced his determination “to return to the vigorous en-
forcement of the antitrust laws.” When competition breaks down, that
is, when prices are administered rather than determined by the
market, the consumer ends up paying more for what he receives,

I have to say to you that the deterrent effect of antitrust enforce-
ment is difficult if not impossible to measure. But that deterrent effect
of antitrust enforcement is real, the impact of it. Perhaps the best
measure of antitrust effectiveness is in terms of what doesn’t happen—
the mergers having anticompetitive consequences that do not ocecur,
the restrictive agreements that are avoided on good advice of counsel.
Antitrust, I suggest, is low-cost preventive medicine for the public
ovsla;'charges that can result from the failure to adhere to competitive
policy. -

Wg believe, in summary, in the long run, that a vigorous antitrust
policy is one of the best inflation fighters going.

Now, I have described one kind of governmental activity, vigorous
antitrust enforcement, which I believe can help lessen the impact of
inflation. We at the FTC also believe that there are other kinds of
governmental activity which contribute to inflation—import quotas
and tariff barriers, ad hoc intervention by Government to save a fail-
ing company or industry, and wholesale regulation of entire industries
can weaken competition and can lead to higher prices.

Countervailing policy considerations unrelated to competition may
justify some such activity. But we believe that at the very least, eco-
nomic costs and benefits of governmental intervention should be care-
fully weighed. We urge that longstanding Government regulation
policy should be reexamined to make sure that the tradeoff between
costs and benefits which presumably brought them about is still valid.
And I suspect that we may well find that some of the more costly ones
look a lot Jess attractive in a world of 12 percent inflation than they
did in & world of 8 percent inflation.

I realize that there will still be cases in which regulation is neces-
sary. And for those cases the advice we offer is that the costs of regu-
lation—and we mean the direct costs, the indirect costs, the present
costs, and the future costs—those costs be fully understood and con-
sistent with what we holped to gain.

So the Commission also supports the President’s call for the impact
of Government regulation on the economy.

Although we are not, strictly speaking, a regulatory agency, the
FTC does not believe that its policies and its processes should be im-
mune from similar scrutiny. And that is why we welcome these hear-
ings today. And that is why, over the past few years, we have directed
a critical look inward in an effort to improve our decisionmaking proc-
ess and to-insure that the Commission continue to be a bargain for the
American taxpayers as well as the American consumer. -

Mr. Chairman, you asked us to discuss what effect the FTC has had
on business practices over the past several years. In my statement I
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gave a couple of examples of some evaluation of consumer savings. It
is true, however, and we must recognize, that the tasks of measuring
the true effects of prices on antitrust enforcement, or on prices of anti-
trust enforcement, is extraordinarily difficult. The data are often un-
available or costly to acquire. OQur analytic methods are not yet
perfect. And the results are seldom definitive.

But in spite of these limitations, the Commission over the past years
has been devoting increased attention to such issues. Qur staff is now
required to advise the Commission of the estimated costs and con-
sumer benefits expected from proposed enforcement activity. These
estimates are carefully considered when investigations are initiated or
when complaints are proposed. And I fully anticipate that these
efforts will intensify in the months ahead.

‘We believe that our consumer protection- activities also can con-
tribute to lower prices for consumers. Here, too, the Commission is
increasingly insisting upon receiving information about the benefits
to consumers of the actions we undertake. And the economic benefits
to consumers of these activities fall into two broad categories.

The first involves remedying the adverse effects on individual vic-
tims of unlawful business practices. For example, the Commission’s
program to combat fraud in interstate land sales recently produced a
consent agreement with one major companv that benefited particular

-consumers to an estimated tune of $17 million. And that amount is
almost half of our total annual budget.

The second ecategory involves assuring the accuracy and complete-
ness of information on which consumers relv to make their purchase
decisions. Accurate and reliable information is the glue that holds our
consumer-oriented economy together. An example ‘of Commission ac-
tivity leading to better consumer information in enforcement of such
things as the Truth-in-lending Act.

Now, to address the problem of data deficiency which T referred to
e‘nher the Commission has moved forward with a line of business re-
porting program. We regard line of business reporting as one of the
most important efforts of the Commission at. the present time.

And. Mr. Chairman, T would be remiss at this point if T did not pause
to thank vou for vour very strong, effective support in the line of busi-

ness program with respect to some 'of the challen ges that were mounted
against it in Congress during the past year.

You just can’t examine what you can’t see. And you cannot pass
judgment on what vou cannot understand. At the present time it is
hard either to see or to understand what goes on inside some industries.
Financial reporting requirements permit the aggregation of so many
product lines and so many types of essentnllv ‘dissimilar operations
that the analyst, seeking to disentangle them, might as well be playing’
pickup sticks wearing a pair of boxing eloves. And this has serions
consequences not onlv for antitrust enforcement, but for economic
policy formulation in ‘the broadest sense. It is difficult under the best of
c1rcumstances to steer an economy as large and as complex as ours is
toward a mven objective. But the task becomes all but impossible if
the economv’s current position cannot be accurately ascertained. And
we believe that with line of business reporting for the first time we will
have some degree of assurance that anticompetitive pricing and ex-
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economic data.

Mr. Chairman, you have asked our opinion about changes needed to
improve the efficiency of the Commission. This is a matter which is
very close to my heart. We have made major progress, in my judgment,
during the past year in improved internal management including for
the first time program budgeting, case evaluation systems, and finan-
cial management. In addition, in an effort to streamline Commission
procedure and to cut down on the problems of delays, we currently
are in the process of conducting an in depth examination of our in-
ternal rules of procedure and our administrative practices.

Finally, Mr. Chairman, you have asked us to describe the kind of
cases and investigations that the FTC has initiated recently and the
kind we expect to pursue in the future.

Although we firmly intend to maintain current levels of activity in
the consumer protection area, including surveillance of advertising
and actions where appropriate against a wide range of unfair mar-
keting practices, the Commission today believes that its more effective
contribution to the fight against stagnation is tough antitrust enforce-
ment. We are currently placing unprecedented emphasis at the Com-
mission on this area. And we expect to continue to do so.

My prepared statement describes in some detail our current pro-
grams in three inflation sensitive areas.

Mr. -Chairman, I have described the Commission’s commitment to
antitrust, enforcement as an important tool in the fight against stag-
nation. I have also described how the Commission is attempting to im-
prove internal management of our enforcement programs as well as its
capability for economic cost-benefit analysis.

As T have indicated, we believe that our line of business reporting
program is vital to the case selection process at the Commission. And as
we consider these changes and implement many of them, we are mind-
ful that as a law enforcement agency our processes by their very nature
tend to be complex, and that fair proceeding can be prolonged. Like
competition itself, antitrust enforcement is not an instant cure. Nor is
antitrust enforcement the whole answer to stagnation. But we submit
that nowhere else in the Government does the consumer get as much

back for his buck. g

Thank you very much.
[The prepared statement of Mr. Engman follows:] i

PREPARED STATEMENT OF HoN. LEWIS A. ENGMAN

Mr. Chairman and members of the committee, the Federal Trade Commission
appreciates this opportunity to present to your committee its views on the im-
pact of Commission activity on price levels, to discuss current Commission pro-
grams, and to respond to any questions which the committee may have concerning
Commission activity.

FIRST PRINCIPLES: THE FREE ENTERPRISE SYSTEM

Mr. Chairman, in the course of your committee’s extensive hearings on inflation
and the United States economy, you have listened to various points of view and
you have heard many recommendations—some of them contradictory. And in-
deed, it is hard to remain entirely calm in the midst of today’s economie mael-
strom, which, of course, is a world-wide problem and not just a national problem.
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Tt is difficult not to choose up sides when we read about predictions of economic
retaliation between the energy-rich and food-rich. It is tempting to call for quick
solutions and to invoke protectionist measures for our own industries when they
may appear to be coming out second-best in a world contest.

We believe, however, that thereis a need for some calm appraisal of first prin-
ciples. Quite simply, we can spend our energies rushing to espouse quick solu-
tions; or we can recognize the challenge and need for a firm redeclaration of basic
principles and development of forthright plans to carry those principles into
action.

There are two attitudes that we find alarming in the expanding volume -of
commentary on today’s economy. One is the view that our basic economic insti-
tutions have failed and we ought to chuck all those antiquated ideas about
free enterprise and competition; the other is that what we really need is a
little more regulatory tinkering by the government—a little subsidy here, a
little import restriction there—to take the economic pressures off. These, we
submit ave mere palliatives—not long term solutions.

The problems of our economy are deep and complex. They are not just reruns
of the failures to cope with the past. Simple, piecemeal solutions will not do
this time. For one thing, in this country we no longer live in a geographic or
economic frontier society, where excesses and mistakes can frequently be de-
pended upon to dissipate themselves in the next rush of economic development.
For another, we are now part of an emerging world trading society and con-
fronted with other systems that don’t precisely mesh with ours.

Is this, then, the signal for abandonment of old values? In recognizing that
there may have been substantial accomplishments under other economic systems,
should we turn away from our own traditions of competition and free enterprise?

We believe not. )

Analysts may talk in terms of economic trade-offs in world control of food
and energy resources, but. this country ought not barter away the underlying
principles of our economic system, or delude ourselves with expedient answers
that ignore or erode those principles. We hope that this is a time for greater
wisdom, and we hope that this country—without minimizing the need for “action-
now”—will recognize not only the vitality in our system, but its essential
strength—strength that can serve as a base for new visions and substantial
progress.

Competition policy, which ig the touchstone of our economic tradition, is
founded on a deeply rooted conviction that private property and private owner-
ship of the means of production, when governed by the natural forces of com-
petition, free of artificial restraints and excesses of monopoly power, can produce
the best goods for the least price, with the greatest opportunities for innovation
and change.

There are some who would deny this, T know. They say that a system based
on competition policy will lose out in a world where consumer goods are sold
on the basis of power advertising, where economic power is a multi-national
phenomenon, and where other nations do not share our respect for tough price
competition.

But we believe that our competitive system should not ‘be cashiered simply
because doom-sayers are finding fault with today’s economic performance. We
have at our disposal any number of wonderfully complex proposals for monetary
control, for the re-engineering of supply and demand factors, or for government
dictation of what the consumer can and should have in the name of anti-inflation.
Some of these measures may be necessary to deal with immediate problems
on an emergency basis and to ensure that other societal values and policies .are
preserved. But we frankly doubt whether any long-run solution to our economic
problems can be found which fails to heed the principles of competition policy.

THE ROLE OF ANTITRUST ENFORCEMENT

Mr. Chairman, you have asked the Commission to respond to several questions
concerning our role in the nation’s economy. First, you have asked us to comment
upon the possible impact of FTC action on price levels. } .

In my introductory comments, T suggested that it takes many tools to over-
haul a complex machine such as the U.S. economy. If we are to construct a
solution to inflation, we must lay our ‘hands on every tool at our dispesal.

Compared to some government agencies, the Federal Trade Commission has
a specialized toolbox. We are not a large agency. We set rates, routes, or prices
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for no industry and, therefore, have no charges whose efficiency we might im--
prove. Nor do we exercise sway over interest rates or the supply of money
which can relatively quickly influence the level of activity in the economy.

But we do have one very important tool—our statutory power to ensure that
prices are competitively determined.

The Federal Trade Commission is charged by law with preserving the health
of the free enterprise system by ensuring that competition is both free and
fair. This task is basic to the protection of the public and to the equitable dis-
tribution of economic rewards under any circumstances. But in a period of
rapidly rising prices, these responsibilities assume uncommon significance.

The importance of competition as an anti-inflationary weapon was highlighted
by the President in his Economic Message to the Congress when he announced
his determination “to return to the vigorous enforcement of antitrust laws.”

In a free economy, as contrasted with a state-administered economy, com-
petition is the only assurance that scarce resources are allocated in accordance
with the value priorities of the society. In layman’s terms, competition assures
the consumer of getting the optimal mix of price and quality, and the efficient
businessman of getting a fair profit.

‘When competition breaks down—that is, when prices are administered rather
than determined by the market—the consumer pays more for what he receives.
Anyone who doubts this need only examine some historical examples of savings
to consumers brought about by antitrust enforcement.

In 1964, for instance, the Federal Trade Commission brought proceedings
against bakers in the Seattle area for price fixing, The subsequent cease-and-
desist order saved consumers in the Seattle area an estimated $3.5 million
annually, the amount they had been paying because of the collusive activity.

Similarly, in 1964, the Federal Trade Commission brought proceedings against
the nation’s producers of the drug, tetracycline. Following action by the Com-
mission and by the Justice Department the drug’s price dropped by approx-
imately 75 percent, a nationwide annual savings to consumers of at least $60
million.

These examples point up the potential which anticompetitive conduct and
abuse of market power have to cause and sustain price increases.

The deterrent effect of antitrust enforcement is difficult, if not impossible, to
measure, but its impact is real. Perhaps the best measure of antitrust effective-
ness is in terms of what doesn’t happen—the mergers having anticompetitive con-
sequences that don’t occur; the restrictive agreements that are avoided on good
advice of counsel. Antitrust is low cost preventive medicine for the public over-
charges than can result from the failure to adhere to competition policy.

In summary, we believe that in the long run a vigorous antitrust policy is one
of the best inflation fighters going. No system devised by man ever has, or prob-
ably ever will, totally smooth out the economic ups and downs. There are too
many uncontrollable variables and interrelationships in the supply and demand
equation. So, too; antitrust is not going to bring prices down when inflationary
demangd is forcing them up but what antitrust can do is to ensure that infla-
tionary price increases attributable to excessive demand and short supply do not
provide a cover for additional price increases resulting from anticompetitive con-
duct or the abuse of market power.

Even more important in the long run, antitrust can condition the system to
respond competitively to economic pressures. Just as the fighter who lets himself
get lazy and fat is a good candidate for a knockout, so the competitor who slides
into easy ways is going to be less responsive when the crunch comes. Businesses
that run lean can and do respond ; and antitrust, when its enforcement is respect-
ed by the business community, is a good antidote to middle-age economie spread.

As an input to the cost of living index, one price rise may look like any other.
The numbers do not distinguish increases that are market clearing in nature
from increases that are, in effect, tribute exacted by sellers with the power and
inclination to do so. To the consumer, it is all the same. While we cannot protect
him from the former, he should not be asked to abide the latter. It is our intention
to see to it that he is not.

IMPROVING ENFORCEMENT PROCESSES

I have described how one kind of government activity—vigorous antitrust en-
forcement—can help lessen inflation. We at the FTC also believe that other kinds
of government activity can contribute to inflation. Import quotas and tariff
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barriers; ad hoc intervention by government to “save” a failing company or
industry ; and wholesale regulation of entire industries can weaken competition
and lead to higher prices.

Countervailing policy considerations unrelated to competition may justfy some
such activity. But we believe that, at the very least, economic costs and benefits
of government intervention should be carefully weighed. We urge that long stand-
ing government regulatory policies be re-examined to make sure that the tradeoff
between costs and benefits which presumably brought them about is still valid. We
may well find that some of the more costly ones look a lot less attractive in a
world of 12 percent inflation than they did in a world of 3 percent inflation.

But there.will, still be-cases in which regulation is necessary. For-those cases,
the advice we would offer is that the costs of the regulation—and we mean the
direct costs, the indirect costs, the present costs and the future costs—be fully
understood and consistent with what we hope to gain.

The Commission therefore supports the President’s call for a study of the
impact of government regulations on the economy.

Although not a regulatory agency, the Federal Trade Commission does not
believe that its policies and processes should be immune from similar serutiny.
That is why we welcome these hearings. And that is why, over the past few years,
we have directed a critical look inward in an effort to improve our decision-mak-
ing process and to assure that the Commission continues to be a bargain for the
American taxpayer as well as the American consumer.

Currently, this concern is reflected in several distinct but not unrelated pro-
grams.

Measuring the effects of enforcement programs

Mr. Chairman, you have asked us to discuss what effect the FTC has had on
business practices over the past several years.

In general, our economists tell us that antitrust enforcement lowers prices.
Unfortunately, we cannot say how much. In fact, economists know very little
about the actual effects on prices from antitrust enforcement.

What little is known is encouraging. The Seattle bread case and the tetracycline
cases referred to earlier are good examples.

The task of measuring the true effects on prices of antitrust enforcement is
extraordinarily difficult. The data are often either unavailable or costly to ac-
quire. Analytic methods are not perfect. The results are seldom definitive.

In spite of these limitations, the Commission, over the past year, has been de-
voting increased attention to such issues. Our staff is now required to advise the
Commission of the estimated costs and consumer benefits expected from proposed
enforcement activites. These estimates are carefully considered when investiga-
tions are initiated or when complaints are proposed. I fully anticipate that these
efforts will intensify in the months ahead.

Up to this point, I have concentrated on our antitrust and economic research
activities because of their obvious economic content. Our consumer protection
activities can also contribute to lower prices for consumers.

Here, too, the Commission is increasingly insisting upon receiving information
about the benefits to consumers of the actions we undertake. The economic bene-
fits to consumer of these activities fall into two broad categories: the first in-
volves remedying the adverse effects on individual victims of unlawful business
practices. For example, the Commission’s program to combat fraud in interstate
land sales recentlly produced a consent agreement with one major company that
benefited particular consumers to an estimated tune of $17 million. That amount
is almost half of our agency’s total annual budget.

The second category involves assuring the accuracy and completeness of infor-
mation on which consumers rely to make their purchase decisions. Accurate and
reliable information is the glue that holds our consumer-oriented economy to-
gether. An example of Commission activity leading to better consumer informa-
tion is enforcement of the Truth-in-Lending Act. By requiring that lenders sub-
Jject to the Act inform consumers in a uniform manner of the costs of credit,
consumers may shop for credit and obtain the best terms available. The Commis-
sion’s trade regulation rules requiring the disclosure of material product infor-
mation to consumers also stimulate competition by enabling buyers to make better
informed choices.

Line of Business Reporting

To address the problem of data deficiencies, the Commission has moved forward
with the Line of Business Reporting Program. We regard Line of Business as one
of the most important efforts of the Commission.
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Under this program, large manufacturing firms will be required to report their
sales and costs for major activities in slightly more than 200 product categories.

Mr. Chairman, I would be very remiss if I did not pause to thank you for your
strong and effective support of the Line of Business Program.

Line of Business will not only help us to guide antitrust resources toward
productive ends, it will also serve other important purposes.

You can't examine what you can’t see, and you can’t pass judgment on what
you can't understand. At present, it is hard either to see or to understand what
goes on inside some industries. Financial reporting requirements permit the ag-
gregation of so many product lines and so many types of essential dissimilar op-
erations, that the analyst seeking to disentangle them might just as well be playing
pickup sticks wearing boxing gloves.

This deficiency has serious consequences not just for antitrust enforcement but
for economic policy formulation in its broadest sense. It is difficult, under the
best of circumstances, to steer an economy as large and as complex as ours to-
ward a given objective. The task becomes all but impossible if the economy’'s
current position cannot be accurately ascertained.

With line of business reporting, for the first time, we will have some degree
of assurance that anticompetitive pricing and exorbitant profits are not being ob-
scured by a rat’s nest of meaningless economic data.

In addition, by identifying those industries in which profits are greatest, the
published results will encourage new entrants whose competition will have a
salutary effect on prices.

Commission Management

Mr. Chairman, you have asked -our opinion about changes needed to improve
the efficiency of the Commission. This is a question to which I, the Commission,
and all of our senior staff devote daily attention. We have made major progress
during the past year in improved internal management, including program
budgeting ; case evaluation, management and tracking; and financial manage-
ment.

In addition, in an effort to streamline Commission procedures and cut down
on delay, we are currently in the process of conducting an in-depth examination
of our internal rules of procedure and our administrative practices.
Legislative Authority

Anotlier question which you addressed to us was whether additional manpower
should be added to the Commission staff and whether new legislative authority is
needed.

During the last few years, the Commission’s staff and budget have gradually
increased. The staff has grown from 1,230 in 1969 to 1,636 in 1974. In our view,
further increases could be effectively absorbed, particularly in pursuit of our
antitrust activities. I am hopeful that the current budget process will produce
a detailed and fully justified basis for such growth.

We are not prepared at this time to offer specific legislative proposals. Very
important legislation, now pending before the Congress, would significantly affect
the Commission. For example, both the House and Senate have passed legisla-
tion relating to consumer product warranties and general Federal Trade Com-
mission authority. The Commission has endorsed the Senate bill and opposed the
House bill. Until these pending issues are resolved, we are unable {0 recommend
further legislation affecting the Commission.

We would like to add our support, however, to the pending legislative proposals
of the Antitrust Division of the Department of Justice for increased investiga-
tional authority. We would also like to register our support for President Ford's
proposal to increase fines and penalties for violation of the Sherman Act.

Current Specific Programs at the Federal Trade Commission

Finally, Mr. Chairman, you have asked us to describe the kind of cases and in-
vestigations that the FTC has initiated recently and the kind we expect to pursue
in the future.

Although we firmly intend to maintain current levels of activity in the con-
sumer protection area, including surveillance of advertising and action where
appropriate against a wide range of unfair marketing practices, the Commission
Dbelieves that its most effective contribution to the fight against inflation is tough
antitrust enforcement. We are currently placing unprecedented emphasis in this
area and expect to continue to do so.

To illustrate this emphasis, let me briefly describe current programs in three
specific areas : energy, food and health care.
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Energy

The overall Energy Program is one of the dominant themes in the Commission’s
antitrust activities. Taken together, the energy industries constitute one of the
most important and pervasive segments of the economy, both to consumers and
to businesses that depend on energy sources. To the extent that unsatisfactory
competitive conditions in these industries exist, they could have substantial
inflationary impact on both direct users of energy products and indirectly on the
price of virtually all goods and services.

The Commission’s overall energy program has two facets: a very heavy com-
mitment to antitrust enforcement and an obligation to make a comprehensive
examination of the structure, conduct, and performance of these industries and
to assess the impact of government programs on them. The Commission’s energy-
related efforts are divided into two distinet, but interrelated, programs :

1. Petroleum Industry Litigation Program. This embraces the Bzzon, et al.
case. This case may be the largest, most complex piece of litigation ever under-
taken by the Commission. It involves charges of monopolization against eight of
the primary refiners of petroleum products.

2. The Energy Study Program has been mandated by Congress with the ob-
Jective of producing a report, or series of reports, providing information as to
competitive conditions across the energy industries including reporting of na-
tural gas reserves, inter-fuel joint ventures, and possible violations of existing
laws prohibiting certain interlocks among corporate directorates. In addition to
producing reports, this effort is also directed towards the initiation of possible
additional major enforcement efforts in the energy area. Initial enforcement
activities have already begun with six proposed complaints involving interlock-
ing directorates among petroleum-related firms,

Food Industry Programs. The Commission’s effort in the food industry involves
a broad thorough investigation of all segments of the food industries. Its objec-
tive is to utilize antitrust remedies in the most effective manner to ensure maxi-
mization of competition in this most inflation-sensitive and price-volatile area of
the economy. The overall food industry effort is composed of five specific pro-
grams designed to reflect the major segments of the overall food industry.

1. Grower-Producer. Specifically, the Commision is examining the Capper-Vol-
stead exemption to the antitrust law. Individual enforcement investigations are
also under way involving charges of price fixing in agricultural products.

2. Manufacturer-Processor. Among specific activities are the “Breakfast Cer-
eal” case (Kellogg, et al.), and maturing investigations in several other seg-
ments. These matters, together with an on-going surveillance of mergers in the
dairy and grocery product manufacturing areas, constitute the largest portion of
our food program. This program also covers the Commission’s investigations into
the existence, nature, and effect of backward integration of food processors into
raw agricultural production. .

3. Distribution and Marketing. This program involves application of the anti-
trust laws to wholesaling and distributing funetions, including discriminatory
practices (Robinson-Patman Act violations) and vertical restraints generally.
This program is aimed at practices in the wholesale distribution area that may be
limiting competitive opportunities of rival buyers or sellers.

4. Retailing. This includes the Commission’s survey of retail food pricing
practices and competitive conditions in food retailing. It also includes an exam-
ination of delivered pricing systmes in the food industry to determine whether
the methods are unfair to the purchasers or ultimately to consumers.

5. Food Commodities. This program involves an examination of the possible -
application of antitrust principles and remedies to domestic and international
activities and competitive conditions in food commodites.

Health Care. The Commission’s newest major enforcement effort, the Health
Care Program, constitutes a developing effort by the Commission to apply broad
antitrust remedies to competitive problems contributing to the increasing cost of
medical ecare. A number of investigations in the area of drugs, medical labora-
tories and hospital supplies are underway and may develop into major law en-
forcement efforts. .

In addition, the health care investigations may produce recommendations to
the Congress for dealing with specific competitive problems in these industries
not currently correctable through antitrust remedies,
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CONCLUSION

Mr. Chairman, I have described the Commission’s commitment to antitrust
enforcement as an important tool in the fight against inflation. I have briefly de-
scribed three key programs in energy, food and health care which illustrate this
commitment. I have also described how the Commission is attempting to improve
internal management of enforcement programs as well as its capability for eco-
nomic cost/benefit analysis. As I have indicated, we believe that our Line of

Business Reporting Program is vital to the case selection process at the Com-
mission.

As we consider these changes and implement many of them, we are mindful that
as a law enforcement agency, our processes by their very nature tend to be com-
plex and that fair proceedings can be prolonged. Like competition itself, antitrust
enforcement is not an instant cure,

Senator Proxmire. Thank you very much.

Commissioner Thompson, go right ahead, sir.

STATEMENT OF HON. MAYO J. THOMPSON, COMMISSIONER,
FEDERAL TRADE COMMISSION

Mr. TroMPsON. Thank you very much, Mr. Chairman.

Senator ProxMIre. May I say incidentally, Mr. Thompson, you have
a number of memorandums and so forth attached. And those memo-
randums will be incorporated in full in the record. And I appreciate
very much getting that documentation.

Mr. TeoMPsoN. Thank you, sir.

Mr. Chairman, I appreciate this opportunity to review the work of
the Federal Trade Commission and more particularly its impact on
price levels in the economy.

As you have already observed, I am still a relative newcomer to the
Commission and that, having no special knowledge of its work in ear-
lier years, I would like to confine my remarks to the period of my own
tenure, namely, the last 16 months, from July 2, 1973, to date.

Mr. Chairman, as I told the Commerce Committee at the time of my
confirmation to the FTC, I am a conservative man. I think the free
enterprise business system is the most effective device for producing
and distributing goods and services ever devised by the mind of man, I
believe there are very few things the Government can do that a free
market could not do better—and at a great deal less cost.

One of the things a free market apparently cannot always do
though, Mr. Chairman, is keep itself free and competitive. And when
a market ceases to be free and competitive, it can no longer claim the
support of this conservative Texas lawyer. My loyalty is to free enter-
prise, not to monopoly. And I do not try to slide over that distinction
by denying that we have any noncompetitive industries in this
country, industries that have suppressed the normal forces of com-
petition among their members and are thus selling their products at
artificially inflated prices.

Nor do I make any excuses for monopoly and price fixing. They are
antisocial types of behavior and should not be allowed to occur in a
society that prides itself on its efficiency and its fairness. The public
has a right to buy the goods and services it needs and wants at fair
competitive prices. To inflict a higher-than-competitive price on con-
sumers is to steal from them and free enterprise cannot afford to be
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associated with stealing. It is going to need all the friends it can get
some day and I do not think that is the way to win them in the
necessary numbers. Monopoly is not a natural part of free enterprise.
It is, instead, a cancer on 1t, one that will surely kill it if not properly
treated.

All of this is by way of explaining, Mr. Chairman, why I came
to the Federal Trade Commission in the first place and why T have
made various recommendations from time to time as to what I think
it ought to be focusing its attention on. I joined the Commission be-
cause I thought it had something to do with maintaining the effective-
ness of competition in our various markets. And I thought that was
important because I also thought that competition had something
to do with the long-run survival of free enterprise.

Put very candidly, Mr. Chairman, preserving free enterprise takes
priority, top priority in my personal scale of values. Preserving com-
petition is important for a number of reasons but the most important
of them to me—and by a very wide margin—is that without it the
days of free enterprise are clearly numbered. The American public
will stand for a lot of things. But real monopoly—the kind that takes
real money from real people—is not one of them.

When I came to the FTC, I had the idea that it was an economic
agency, one that was supposed to do things that would have beneficial
economic effects for the Nation’s consumers. I did not understand
then, nor do I understand now, that this tiny Government agency is
charged with the duty of righting every consumer wrong from sea
to shining sea. Some 25 billion dollars’ worth of advertising hits the

" public each year and much of it, I need not tell this committee, is some-
thing less than the truth, the whole truth, and nothing but the truth.
‘Some of these untruths and half truths are economically harmful to the
consumer and ought to be dealt with accordingly. But many others are
economically harmless and do not merit the expenditure of resources
as potentially valuable as those held in trust for the Nation by the
Federal Trade Commission. We have more important things to do,
in my opinion, than try to make every advertiser in the land tell the
absolute literal “truth’”” about every last article of the country’s com-
merce. I ask two questions of our legal staff, Mr. Chairman, on every
case that comes before us: “Who got hurt? By how much?” (Exhibit
1.) Unless I get good answers to those questions, I do not vote for the
case.

I also ask those questions on the antitrust side of our work, Mr.
Chairman. I came to the FTC believing, as I mentioned a moment
ago, that its mission was economic in character. I did not understand
then, nor do I understand now, that the F'TC has a duty to “protect”
any business firm—small, medium or large—from the rigors of com-
petition. Protecting people from the consequences of their own weak-
nesses is a legitimate social function under appropriate circumstances
but it is not one that has been, or that ought to be, assigned to the
Federal Trade Commission. The FTC, as I view it, is not a “welfare”

.agency and should not be required to suppress competition in order
that inefficient business firms can survive decade after decade. Busi-
nessmen who cannot compete, like anyone else who cannot do his job
as efficiently as his competitors can do it, should take his talents and
resources to another field.
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Shortly after I arrived at the FTC, we received a letter from a
Washington law firm requesting us to reconsider an advisory opinion
in which we had suggested that “back-haul allowances” might be
illegal under the Robinson-Patman Act. In substance, this meant that
a customer who happened to be driving by his supplier’s place of
business with an empty truck and wanted to pick up a shipment could
not be allowed a price reduction equal to the transportation charge
he had saved the supplier. Since I thought the purpose of trucks was
to haul things rather than run around empty, I began urging the
Commission to revoke this advisory opinion. (Exhibit 2.) Later, we
did at least limit its application. The National Commission on Pro-
ductivity has estimated that $250 million per year in excess trans-
portation costs could be saved if the country’s trucks were freed from
all back-haul restrictions.

Senator Proxmire. May I interrupt at that point and ask Chair-
man Engman to give us his reaction to the Interstate Commerce Com-
mission and the FTC’s interest ?

Mr. Exeman. I think that Commissioner Thompson in his state-
ment makes an essentially correct observation. The Commission did
clarify the backhaul opinion about a year ago, in effect saying that in
our view those suppliers of those individual firms using the deliberate
pricing zone system would not be violative of the Robinson-Patman
Act if they offered an f.0.b. price option on a nondiscriminatory basis
to customers abroad. The question of whether or not there are addi-
tional problems with respect to the Interstate Commerce Commission
regulation on backhaul I think is a separate kind of question, and
obviously, is the kind of question that arises by the nature of their
regulatory scheme and their certification process, and obviously does
not have to be concerned about the Robinson-Patman Act.

Senator Proxaure. I take it, Commissioner Thompson, that you
are not satisfied with the overall economic result as yet. You still have
deadheading trucks, do you not? By legal fiat we require them to
deadhead.

Mr. Tronesox. I assume that to be the result, as the chairman has
properly observed, of ICC regulations.

Senator Proxarire. Right.

Mr. Taomesox. I might say that the work that the Federal Trade
Commission has on this score has come to an end and it is clear what
the attitude of the present Commission is as to the backhaul situation.

Senator ProxmIre. What relief has the consumer gotten so far, and
what could he receive if we ended this practice conclusively ?

Mr. TaomresoN. As I have stated, Mr. Chairman, one source, the
National Commision on Productivity, estimated $250 million in sav-
ings. And a retail food group suggested to me that the real figure is
probably closer to $750 million per year.

Senator Proxmire. You are talking about the potential saving?

Mr. THOMPSON. No, sir. My recollection is, Mr. Chairman, that we
modified that advisory opinion a little over a year ago, and it was
projected

Senator ProxMire. You are mentioning now that it would amount to
$250 to $750 million ¢ :

Mr. Troarpson. Annual savings that they anticipate would result.

Senator Proxarre. From the action which the FTC has taken?
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Mr. Tromeson. Correct, sir.

Senator Proxmire. As Chairman Engman indicated, this is an
important part of the problem, but only part of it. There are still
problems of trucks that are unable to pick up loads and have to dead-
back, is that right ?

Mr. TrOoMPsON. I understand that to be the case.

Senator Proxmire. You do not have economic data on that?

Mr. Taomeson. There is nothing, of course, we at the Federal Trade
Commission could do about that. That is the reason why, as I re-
flected in my statement, that that matter seems to have come to an end,
at least as far as the FTC is concerned.

Senator Proxmrire. Maybe I misunderstood Chairman Engman, but
I understood him to say—1I was delighted to hear it, because we do not
get enough of that, there is too much courtesy among the top of-
ficials in the various agencies—I understood, Chairman Engman—
and you can speak for yourself—that you criticized the policies of
some of the other regulatory agencies in this respect as not being
sufliciently strict and tough in requiring competition; is that right?

Mr. Eveman. What I did, Mr. Chairman, was to indicate that in
my opinion every one of these regulatory policies ought to be re-
examined in the light of our situation today. I am aware of the fact
that there may be some regulation on which the benefits justify the

. cost of that regulation. But that regulation does have costs, whether
it be in deadheading requirements or whatever, and in my view we
ought to on an across-the-board basis, have an examination of each
and every one of those policies.

Senator Proxuire. I could not agree more.

As I understand it, the President of the United States, shortly
after he took office, said that we ought to have an inflation impact study
on all legislation. We certainly ought to have an inflation impact
study of regulation, which is ongoing and within the control of the
administration. And T am delighted to hear your initiative in urging
that kind of reconsideration. It is good to see that the FTC has made
some progress in this respect.

Go ahead. I am sorry to interrupt you.

Mr. Tromesox. That is all right, Mr. Chairman. I guess a man gets
pleased when he hears someone agree with him. In recent days I have
requested and sought from our staff an economic impact statement
relative to what our staff proposes to the Commission for action. I
hope that we will have more of this in this area.

ISoenator Proxmire. You are saying an inflation or an economic im-
pact statement on Federal Trade Commission action ?

Mr. Traomeson. Correct, sir; yes, sir. It relates to the same questions
#that I have asked all along, who got hurt and how much; it is just

-an extension of that same thing.

And this backhaul example that I have just given you, Mr. Chair-
‘man, illustrates what to me is a major problem in our enforcement of
~this particular statute—and here I am referring to the Robinson-

Patman Act—and indeed, one of the major problems of the Federal
" Trade Commission. Now, the thrust of the Robinson-Patman Act is
- that, unless a supplier is willing to give a particular price concession
-to all of his customers in a given market, he must not give it to any.
_Now it so happens that suppliers value big customers more highly
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than little ones and therefore compete more intensely for the patron-
age of the former than of the latter. If the FTC forces every chain
grocery store and drug store in the land to pay the same price that is
paid by the “mom and pop” grocer and the neighborhood pharmacist,
the effect will inevitably be to eliminate a vast array of price discounts
and thus raise the overall price in those important sectors of the
economy.

Let me explain this problem a little further, Mr. Chairman. Back
in September of 1978, only a couple of months after I arrived at the
FTC, we received a study that had just been completed on this issue,
the “Brooks Report on Pilot Survey of Robinson-Patman Orders.” As
I understand it, our investigators {md gone out and asked a number
of executives in the industries where we had entered price discrimina-
tion orders about the effects of those orders on their businesses. Some
of the comments we received were very revealing. One of them, for
example, gave this summary of his experience with our orders in this
area: “There is less vigor,” he told us, “in competitive pricing now.
Prices are ‘more set’ than before the FTC ruling. * * * We don’t have
to football as much as before, therefore it is an advantage to us.”
And another commentator explained: “It is probable that the final
furniture prices by suppliers affected by FTC action to I¥B’s chients
would have been lower by 10 to 20 percent without the FTC decision.”

Mr. Chairman, the Federal Trade Commission is faced with a
dilemma here. This law, one that was born in the depths of the Great
Depression and that reflects the hostility to rigorous competitive

ricing that was characteristic of those dark years in our national
Eistory, strikes what to me is a tragically discordant note in this era
of double-digit inflation. Is it the job of the FTC to raise prices or to
lower them?¢ Our economic staff is usually quite clear on this point.
Economists are always against high prices. But our lawyers, not
having absorbed with their mother’s milk the notion that high prices
and sin are synonymous, suffer mightily when told that it is their
mission to make prices rise today and fall tomorrow, depending upon
which of the various antitrust laws they happen to be suing under at
the moment.

Are we the consumer’s friend? Yes is the answer on those days
when we're attacking price-fixing arrangements. The answer, how-
ever, is no on the alternative days when it’s price cutting that we’re
trying to stop. Conflicting goals breed a kind of intellectual schizo-
phrenia, a Fainful sense of frustration that is rather painfully re-
flected, I believe, in a recent memo from our Bureau of Economics that
I am attaching here, one in which our economists deplore the fact
that a business firm has been forced to “come to the Commission and
ask for Bermission to engage in price competition” (exhibit 3). The
Justice Department, which has equal jurisdiction to enforce this law,
leaves its enforcement to the FTC. And indeed the Attorney General,
Mr. Saxbe, has recently called for the repeal of a statute that reportedly
has a similar price-fixing effect, the Federal fair trade law. Why should
one branch of the Government be an advocate for fixed prices while
another urges the opposite ?

Mr. Chairman, I do not want to leave the impression that the choices
faced by the Federal Trade Commission in the selection of its cases
are easy ones, requiring only a firm dedication to free enterprise and
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competitive pricing. The temptation to help a group of businessmen
protect their price structure from erosion at the hands of invading
discounters can be a strong one, particularly if they are small business-
men. And the temptation to step in on the side of truth can be equally
powerful in the scoves of petty fraud cases that are constantly being
discovered by our legal staff in the consumer protection field.

The inescapable problem in both of these areas, however, is that,
first, the general public is hurt rather than helped by action of the
first kind and, second, that it is a poor use of scarce resources to pursue
the second line of action. The first, in addition to raising prices on the
few commodities involved, weakens our resolve to give inflationary
pricing no quarter at any point along the front. The second, in con-
suming so much of our limited supply of funds and energy to so little
avail, dulls the sense of urgency, I think we ought to have in that larger
task of preserving competition. Someone has to fight petty fraud
sometime. But this Nation is currently facing a grave crisis and I
believe that, until that crisis is behind us, less urgent problems should
yield to those of a higher priority.

All of this is by way of saying, Mr. Chairman, that I came to the
TTC believing that this country was at war, that it was engaged in a
life-or-death struggle with a two-headed monster called inflation and
unemployment. Inflated prices mean that consumers can buy less of
each commodity. Less consumer purchasing means lower volumes of
output and, as I need not remind you, sir, decreased output means
fewer workers are needed on the assembly lines. Lower prices, on the
other hand, mean just the opposite—more consumer buying, stepped-up
production levels, more workers back on the job, more and fatter pay
checks, and the good free enterprise system humming once more with
the kind of high-speed efficiency that has made the living standard of
the average American the envy of the world.

Believing that competitive pricing was the key to all this, I have
spent a good deal of my time at the Commission urging that more and
morve of its resources be diverted away from what I consider relatively
low-yield matters and over to some others that I believe would produce
much larger benefits for the consuming public. My keenest interest has
been in the area of cracking down on price fixing (exhibit 4). In the

hast, the Commission has left this problem primarily to the Antitrust

ivision of the Justice Department. There’ve been some good reasons
for this. Justice has a lot of experience with this problem and it has
access to the resources of the FBI and the grand jury system.

However, if the economic literature is to be belhieved, however, the
amount of price fixing going on in the country is not on the decline.
And it is supposed to be costing the public a very large amount of
money each year. While I don’t know of any figures on the total cost
of price fixing as such, the Commission’s own chief economist, Mr.
Frederick Scherer, has estimated that all anticompetitive elements in
the economy are probably inflating prices by as much as 6 percent of
GNP each year, or about $80 billion annually in current figures.

. The impression one gets from the economic literature, then, as I
pointed out to the Commission in the attached memo on this subject,
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is that we are surely talking about an annual loss in the range of $10
billion or more from this teulbly destructive practice of fixing prices
by collusion. More funds have been allocated to this problem in our
1976 budget request but I must confess, Mr. Chairman, that I ain’t
vet S‘ltlSﬁed I would like to see the FTC in the forefront heve, giving

its first priority to a concentrated attack on this kind of altlﬁcml and

inexcusable intlation of consumer prices.

Mzr. Chairman, I think the Federal Trade Commission is moving in
the right dir ection at the present time. I would like to see it give more
emphabls to price-fixing cases however. I would like to see it focus
much more single nnndedly on the kinds of actions that would have the
maximum 1mpact on the consumer price index and put aside, for the
duration of the present emergency, much of its traditional activity,
particularly the kind of cases that are aimed at keeping prices high
for the benefit of firms that don’t really have the will or capacity To
engage in the kind of tough competition we need so desperately at this
time. And 1 would also like to see the Commission _engaging in more
of the kind of cost-benefit analysis I have been urging upon it since I
joined the Agency 16 months ago, including a ¢areful monitoring of
its various actions to determine their effects, it any, on consumer prices.
But I am one who believes that it is better to light a single candle than
curse the darkness. I am confident that, with the support of this com-
mittee and the Congress as a whole, the Federal Trade Commission can
and will play a vital role in w inning the Nation’s fight against its No.
1 enemy of the decade, inflation.

I thank you, Mxr. Chauman

[The exhlblts referred to in Mr, Thompson’s statement follow, to-

gether with a paper entitled “A Proposal for the Detection of Price

Fixing”:]
EXHIBIT 1
K . SEPTEMBER 19, 1973.
To : Commission. :
From : Commissioner Thompson.
Subject: Public injury on consumer protectlon matters

In a recent memo on policy planning I asked a number of questions r1bout the '

feasibility of including in our cases evidence as to the amount of consumer injury
involved, it any in the matters coming before us. The staff has not yet had an
opportunity to respond to that memo, of course, much less to undertake a review
of its current procedures in the light of those queries of mine. And short of re-
opening, there is httle that can be done about pending cases in the adjudicative
stages.

1n all other cases, however, I think the staff ought to be put on notice that I
am not impressed with the legal principle that it “is not complaint counsel’s
hurden to establish-that respondent’s customers were injured by the [deceptive]
claims.” While the courts may not require such proof of us, it is by no means
clear to me that we should.not require it of ourselves. Evidence that someone

has been hurt—and by an amount that at least equals the number of tax dollars ’

we are going to expend on the matter—seems to me so fundamental a require-
ment that I have great. difficulty seeing how the staff can reasonably ask for a
ruling without'it. In the absence of such évidence, we are forced into a technical
reliance on the letter of the law rather than its spirit, a position that I find
particularly unsatisfactory in a public agency like the FTC.

This memo then is my way of putting the staff on notice that my acquiescence

in one or more adjudicative rulings condemning victimless law violations is not

to be construed as acquiescence in the principle on which such decisions rest, In -
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all future matters submitted to us my office will be looking for more than just
whether someone has misrepresented something to somebody. I will be reading
the staff’s papers with two other key issues in mind : How many people got hurt?
How much? If there are no answers to these questions in the file, and if there is
no explanation as to why it would be either impossible or impractieal to answer
them, one vote on the Commission will have been placed in serious jeopardy.

EXHIBIT 2

SEPTEMBER 7, 1973.
To: Commission.
From : Commissioner Thompson.

Subject : Back-haul allowances, advisory opihion digest No. 147.

An August 21 1973 letter to the Chairman from the Washington law firm of
Ginsburg, Feldman and Bress urges the Commission to reconsider its Advisory
Opinion Digest No. 147 (November 21, 1967) dealing with “back-haul” allowances.
As T understand this opinion, it says that a customer who happens to be driving
by his supplier’s place of business with an empty truck and wants to pick up a
shipment can’t be allowed a reduction in the price of the goods equal to the
transportation charge he would have had to pay if he had waited for the supplier
to deliver it. In other words, the buyer who picks up his goods at the supplier’s
warehouse has to pay the same total price as those customers who get delivery
from the supplier even though the former bears part of the costs that otherwise
would have been borne by the seller.

Since a buyer who picks up hig shipment at the supplier’s warehouse can’t be
compensated for doing so under this Advisory Opinion, the effect is presumably
to discourage such “back-haul” pick-ups and cause trucks to be running around
empty that otherwise would have been doing that they’re supposed to be doing,
hauling things. The letter mentioned above cites the National Commission on
Productivity as saying that this is costing the country an estimated $250 million
Der year in excess transportation costs, not to mention the effects it is having
on the national consumption of fuel.

If this Advisory Opinion is causing all these ill effects, then it seems to me
that we ought to revoke it unless there are some very persuasive reasons for not
doing so. I move that the Bureaus of Competition and Economies give us their
analysis and economic evaluation of this Advisory Opinion, along with their
recommendation as to whether it should be revoked.,

EXHIBIT 3

AveusT 19, 1974,
To: General Counsel.
From: Michael L. Glassman, Chief, Division of Economic Evidence, Bureau of
Economics.
Subject : Request for an advisory opinion.

I have read with interest the views of various parties within the Federal
Trade Commission regarding sales incentive plan. I concur with the views of
economist McCormick and attorney Dufresne. Perhaps, because I am not familiar
with the subtleties of the Robinson-Patman Act, I find myself totally unable to
comprehend the position taken by the Bureau of Competition on this matter.

It seems to me that has come to the Commission and asked for permission to
engage in price competition. That in itself is rather remarkable since competitors
in tight oligopolies tend to avoid Drice competition as if it were a plague. Cer-
tanly the products which intends to sell under the incentive plan are produced
in highly concentrated oligopolistic markets, with frequently dominant. If the
Bureau of Competition considered bringing a Section 5, shared monopoly case
in this industry, it would undoubtedly bemoan the absence of price competition
and seek remedies to heighten price competitiveness. Yet in this matter, the
Bureau of Competition advises the Commission to say to an oligopolist “we will
not approve yours plans to seek greater sales through price cuts.” In addition,
the Bureau of Competition suggests than an approval of the plan might eause
other firmg to initiate similar plans, leaving the Commission unable to attack
because of the “meeting competition” defense. Thus, the Burean of Competition

appears to be even more opposed to market-wide price competition than to price
competition engaged in by only.
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I find it hard to believe that the Commission, which has shown a dedication
to the maintenance and restoration of competition in American industry would
take an action designed to restrain and inhibit competition in a highly con-
centrated industry.

Respectfully submitted,
MicBAEL L. GLASSMAN,
Chief, Division of Hconomic Evidence,
Bureaw of Economics.
Approved :
James M. FoLsoM,
Acting Director, Bureau of Economics.

EXHIBIT 4
JUNE 28, 1974.
To: Commission,
From ; Commissioner Thompson.
Subject: Price fixing, consumer injury, and policy planning for the regional
offices.

There has been considerable discussion over the past few months as to how
the Commission’s Regional Office resources can be used to the best advantage
in terms of maximizing the interests of the consumer. The general consensus
of these discussions has been, as I recall it, a reluctant acceptance of the notion
that these Offices, being confined to less-than-national geographical areas, cannot
be expected to consistently and continuously develop cases having a consumer
benefit as large as those expected of Headquarters units. In brief, a lower
standard of consumer benefits per dollar of resources expended is generally to
be expected from the Regional Offices.

I have been giving some thought to what we could do, if anything, to improve
the potential of these Offices. Is there, for example, some kind of effort they
could undertake that would (&) minimize their geographical disadvantage and
(b) produce a quantum of consumer benefits per dollar spent that would com-
pare favorably with those produced by cases dealing with consumer problems
on a national scale?

I would like to have the staff explore the question of whether the Regional
Offices might not have a particularly high potential in the area of price fixing,
i.e., agreements by competitors to maintain consumer prices at non-competitive
levels. My office has explored this question on a very tentative basis with an
economic specialist in the price-fixing field, Dr. John M. Kuhlman of the Uni-
versity of Missouri (Columbia). Dr, Kuhlman believes that an increased em-
phasis on price-fixing cases by the Commission could produce some exceptionally
high consumer benefits per dollar of resources spent and that the kind of cases
bhe has in mind would be quite well suited to the geographical scope and man-
power resources of our Regional Offices.

I understand that it has been the Commission’s past policy to more or less
leave the price fixing area to the Antitrust Division of the Justice Department,
the reasoning being that (a) that organization has special expertise in the field
and (b) it has jurisdiction to bring criminal rather than merely civil proceedings
where the conduct is sufficiently flagrant to warrant that kind of action, a finding
that is often made in price-fixing cases. In addition, the Division has access to
certain legal tools that are thought to be especially valuable in dealing with
this kind of problem, e.g., the use of the FBI and the aid of the federal grand
jury system. Investigative resources of this character are presumably very useful
in trying to ferret out ‘“hot” documents in corporate files or get eye-witness
testimony from people who have attended meetings at which prices have been
fixed by agreements between competing business firms,

Dr. Kuhlman argues, however, that some marked changes are currently taking
place in the character of the proof required to prove a price-fixing case. The
most important of these changes, according to Dr. Kuhlman, is the increasing
willingness of the courts to relax their demands for incriminating documents
or “defector” witnesses in such cases and accept, instead, economic analysis as
a basis for a finding of illegal price fixing. In other words, price-fixing convictions
based on the testimony of economic experts and computer print-outs of pricing
patterns in particular markets are now being sustained by the courts. FBI

49-915—T76-——4



46

agents and grand juries obviously have no particular advantages over the FTC
when the issue turns not on cloak-and-dagger work but on the economic infer-
ences to be drawn from an industry’s pricing patterns as revealed in computer
print-outs. On the contrary, economic analysis is precisely this agency's par-
ticular forte and our “civil” remedies—which have been likened to those of a
court of equity—would seem to be especially suited to the development of new
cures for this ancient economic ailment.

This change in the nature of price-fixing cases is due in large part. Dr. Kuhl-
man suggests, to (a) a new piece of “technology,” the computer, and (b) a parallel
improvement in the state of the economist’s art in the price fixing field. On the
latter point, a considerable body of economic literature on price fixing has been
developed in recent years,' a body of research that permits the specialist to
describe in some detail the kinds of factors that make an industry especially
susceptible or prone to engage in price fixing activities. In other words, the price
fixing expert, after reviewing the way a particular industry is structured or
organized, can now make a quite educated guess as to whether it is likely or
unlikely to be engaged in price fixing. And after a review of that industry’s
conduct—particularly the geographic and other patterns of its prices—such an
expert can allegedly testify in many cases with considerable confidence that its
prices are in fact being set either (a) competitively (non-collusively) or (b) by
actual agreement among the industry’s member firms. In the latter case, for
example, his testimony says, in substance, that there is “no way” the observed
pattern of prices could have occurred in the absence of an actual price fixing
agreement. (He reviews in his festimony the 3 major alternatives—i.e., con-
spiratorial (collusive) pricing, independent (competitive) pricing, and inter-
dependent (“conscious parallelism”) pricing—and explains why the observed
conduct is consistent only with the 1st of these possibilities, actual conspiracy
by the sellers in question.)

The new “technology” mentioned by Dr. Kuhliman, the computer, is important
here because it reportedly makes possible an analysis of the massive amounts
of price data that underpin the expert’s testimony in this kind of case. The basic
idea, in somewhat oversimplified form,® is to get a lot of invoices from each of
the suspected conspirators covering their sales for a significant period of time
and punch the customers’ names, locations, prices charged, ete. up on IBM cards.
These are then fed into the computer and, guided by a “program” designed for
the purpose, the computer detects any suspicious-looking pricing patterns; e.g.,
price variances of say 50% on sales to customers located just across a county
or state line (suggesting, of course, an artificial division of markets on a geo-
graphical basis). Prior to the coming of the computer, the sheer volume of
the price data involved would have made such an analysis more or less physically
impossible and/or prohibitively expensive. )

As I understand Dr. Kuhlman’s suggestion here, he believes it is now within
the capacity of the Commission to survey the major industries in the economy
at large, identify those in which price fixing is fairly likely to be going on, and
then go in and verify (or disprove) that suspicion seclely on the basis of readily-
observeable (non-concealable) price data and thus without resort to hard-to-find
“hot” documents and “defector” witnesses. This would mean, in turn, that the
Commission has it within its power to discover and presumably stop substantially
all important instances of price fixing in the United States economy, not just
those in which some member of a price fixing conspiracy defects or the govern-
ment fortuitously discovers a document someone forgot to burn after reading
(as readers are often instructed to do. I'm told, on the face of such documents
themselves). : :

The relevance of all this to Regional Oflices rests on two other factors empha-
sized by Dr. Kuhiman, namely, (a) the fact that much if not most of the price

! See. e.g., Dr. John M. Knhlman. “Nature and Significance of Price Fixing Rings.” and
Dr. Walter B.. Erickson, “Economics of Price Fixing,” Vol. 2. No. 3, Antitrust Law &
Economics Review, pp. 69-82 and 83-122, respectively; Dr. Bjarke Fog. “How Are Cartel
Prices Determined?,”” Journal of Industriol Fceonomics, Vol. V (Novemher 1956) : Dr. Hans
Jrems, “‘Cartels and_Competition,” 66 Weltivertishaftliches Archiv (January 1951). np.
51-67 : Dr. Willlam Fellner. Comnetition Among the Few (1959) : Dr. George J. Stigler,
The Theory of Price (3d Ed., 1966); and “A Theory of Oligopoly,” Jowrnal of Political
Feonomy, Vol. 72 (Fehrnarv 1964): Dr. Warren G. Nutter “Duonolv. Oligonnlv and
Emerging Competition.” Sonthern Ecomomic Journal, Vol. 30 (April 1964), pp’ 342-352:
and Dr. Joseph C. Gallo. “Oligopoly and Price-Fixing : Some Analytical Models,” Antitrust
Law & Fconomics Review, Vol. 4. No. 1 (Fall 1970. pp. 101-118).

2 For the details of Dr. Kuhlman’s proposal, see his attached statement, “A Proposal
for the Detection of Price Fixing,” prepared at my office’s request. > . .
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fixing going on in the country tends to be regional rather than national in scope
and (b) the fact that the gathering of the necessary price data to feed the com-
puter requires a considerable amount of “leg work.” On the first point, price
fixing tends to be most common in industries that (1) are highly or at least
moderately concentrated, (2) have substantial entry barriers to keep newcomers
from entering and thus disturbing the fix, (3) sell a more or less homogeneous
product (a fungible or commodity-type product), asd (4) sell a product with
a relatively inelastic consumer demand (meaning prices can be raised sub-
stantially without cansing consumers to stop buying it). Bread, milk, gasoline,
steel, cement—products that are generally sold, for the most part, in local or
regional markets—all fit the “conspiracy-prone” profile and all have had one
or more price fixing convictions over the years. The personnel in our Regional
Offices, being more familiar with the industries in their respective areas than our
headquarters people, would thus seem to be in an ideal position to seriously get
into this problem of local and regional price fixing by industries of this collusion-
prone character.

There is one other element of the Kuhlman proposal that would seem to make
the Regional Offiices the ideal units to undertake a project of this kind. He
believes that price fixing conspiracies are most successful—in terms of raising
prices to the consumer—when, in addition to the other factors mentioned above,
a significant portion of the industry’s sales are made to a governiment agency
that buys on a sealed-bid basis, e.g., a state highway commission. The reasoning
here is that price fixing arrangements tend to be eroded over time unless the
group can develop some kind of efficient and economical system for monitoring the
prices charged by its members, i.e., unless it can find a cheap and effective way
of catching “chizelers” in its midst, those who are trying to pick up some extra
volume by shading the agreed-upon price. Where sales are made to a public
Lody on a sealed-bid basis, this problem is nicely taken care of by the government
agency itself—after the contract is let, all bidders are generally sent a list of all
those that submitted bids and the prices each of them bid. Since all bidders know
in advance that this is going to be done, any incentive to “cheat” on the price
fixing agreement is removed at the outset. The result is that, according to Dr.
Kuhlman, price fixing is almost universal in a wide variety of industries selling
to local, state, and federal agencies. Our Regional Office people, through their
close relations with the various local and state officials, would therefore seein to
be, again, in an excellent position to set up a cooperative arrangement to get
access to the kind of price data that would be needed here.

I realize, of course, that the FTC is restrained in this area by its jurisdictional
requirement of interstate commerce. And I would not in any event want to see
this agency doing work that could be done as well or better by local or state
officials themselves. But many of these price fixing arrangements are regional
rather than strictly local, I am told, embracing in many cases all or parts of
several individual states. In addition, however, our Regional Offices might be-
able to render an important service to their respective local communities by (1)
simply educating the local officials to the techniques of detecting and stopping
price fixing arrangements and (2) turning over to the local procurement and
prosecuting officials any evidence of purely local (intrastate) price fixing we
might run across in the course of our wider interstate search for this kind of
activity.

I know of no estimate on the aggregate amount of price fixing going on in
the United States nor of its total dollar costs to the consuming public. Economic
theory cuts the economy as a whole into 3 general categories for the purpose
of predicting the probability of collusion of one form or another on price, namely,
those industries that have “low,” “moderate,” and “high” degrees of concentra-
tion, In the first of these classifications, the “low” concentration group (4 largest
firms with less than 25% of industrywide sales, for example), the theoretical
assumption—and one that is reportedly verified by the available statistical and
case-history data-—is that price fixing will be regularly attempted but that it will
almost invariably fail. In the next category—*“moderate” degrees of concen-
tration (25% to 509 of the industry’s sales controlled by the 4 largest firms) —
collusion is also regularly attempted and, I am told, successfully sp in many
cases. In the last of there industrial categories, those indnstries in which the
4 largest firms account for 509% or more of total sales. successful price fixing
is supposed to be extremely common, particularly in those industries having
the additional features mentioned above, e.g., homogeneous products with inelas-
tic consumer demand. This line of reasoning would suggest, then—based on the
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Percentages of all United States manufacturing falling into these 3 concentra-
tion classes—that (1) price fixing is quite unlikely in 14rd of U.S. manufacturing,
(2) occurs occasionally in another 14rd of it, and (3) is fairly extensive in the-
final 4rd.?

We are similarly lacking, I am told, in hard data on the question of how much.
these price fixing conspiracies tend to inflate prices above the level that would
otherwise have prevailed. We do have some case studies, however, that suggest
the consumer losses here might be very substantial indeed. Prices reportedly
dropped by 15% to 209 in the wake of the Commission’s action against the
bread producers involved in the 1964 Bakers of Washington case.* Tetracycline
prices reportedly dropped by some 75% after the entry of the Commission’s de-
cision in the Pfizer price fixing case of 1966. The price of folding seats (bleach-
ers) allegedly fell by 329, after the entry of a Justice Department order against
the major producers of that product in the 1960s.° And the price -of electrical
equipment is said to have fallen by approximately 759 immediately after the
Justice Department won a price fixing conviction in the famous General Electric:
case of 1961.° Price increases of 509, or more after the formation of a new cartel
in the various European industries are supposed to be more or less routine, I am
told.

If one assumes, then, that price fixing is going on in 109, of the United States.
economy—and it is hard to escape the feeling that this would be a quite conserva-
tive estimate in the matter-—this would mean that a minimum of $100 billion
worth of goods or services are sold in the country each year at prices set by col-
lusion rather than competition. This means, in turn, that consumers would be
paying a minimum of $1 billion extra for each 19, by which these price fixing
arrangements have raised the prices of the goods and services in question. If
we assume that these conspiracies raise prices by say 109 on the average—a
figure that, again, seems fairly conservative in view of the 159% to 759 figures:
reported in the few case histories we have seen so far—then we are talking about
an aggregate consumer loss here of some $10 billion or more per year. In a period
of devastating inflation such as the one currently being experienced in the
United States, surely there is no better way this agency could spend its resources
than by trying to “roll back” some of these illegally-inflated prices. :

As a relative novice in all of these matters, I don’t want to try to tell either
the Commission or the staff how we should go about the job of eliminating price
fixing in the United States economy. And I certainly don’t want to suggest that
the particular program recommended by Dr. Kuhlman in the attached statement
of this is the best possible way of beginning such an effort. All I want to do,
rather, is ask two questions:

1. Shouldn’t we be doing more about price fixing?

2. Is the Kuhlman proposal a feasible way to get the Regional Offices involved
in a program that could be expected to yield some significant benefits for the
American consumer?

I would like to have the comments of the Bureaus of Competition and Eco-
nomics (including Dr. Scherer’s), the Office of Policy Planning, and the Executive
Director on these questions.

I would also very much like to have the views of my fellow Commissioners here.
Commissioner Nye has already been kind enough to counsel with me informally
and I hope he and the other members will contribute their thoughts fully in this
important area.

Mavo J. THOMPSON, Commissioner,

8 According to Bain, 31.3% of U.S. Manufacturing (by dollar sales volume) 1s accounted
for by industries in which the 4 largest firms control less than 259% of sales; '36.29% of it
i8 accounted for by industries with a 4-firm market share of 25% to 509 ; and 32.5% of
it 1s accounted for by industries with a 4-firm share of 50% to 100%. Dr. Joe S. Bain,
Industrial Organization (1959), p. 120.

+Dr. Willard F. Mueller, “Effects of Antitrust Enforcement in the Retail Food Industry :
Price Fixing and Merger Policy,” Antitrust Law & FEconomics Review, Vol. 2, No. 2
(1968-69), pp. 86-87.

8 Erickson, note 1, supra.

% See Drs. Peter Rob and Leonard White, “The ‘Welfare’ Costs of Conspiracy in the
Electrical-Machinery Tndustry: Some Comments,” Antitrust Law & Ecomomics Review
(Summer 1972), p. 71.
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A PROPOSAL FOR THE DETECTION OF PRICE FIXING
(By John M. Kuhlman, University of Missouri)

INTRODUCTION

The Federal Trade Commission is in an ideal position to undertake the develop-
ment of a program which would, through analysis of bid prices, detect the exist-
ence of price fixing. It is obviously become more difficult to detect price fixing
through the use of internal documents or witnesses. The only feasible alterna-
tive, then, is to examine the prices which companies charge in an effort to see
whether there is any behavior which is not consistent with free competitive forces.

The capacity of the computer to handle massive amounts of data makes such
:a project feasible at this time, Through the use of the computer, it is possible
‘to compare bids across space as well as through time. Peculiar patterns can be
identified. Price relationships between various products can be observed. In
sum, it is now possible to detect and establish the existence of price fixing through
the use of the computer.

SELECTION OF COOPERATING PUBLIC AGENCIES

The Federal Trade Commission is in a position to coordinate a program in-
volving various public purchasing agents. Obviously, the program could not
involve all governments at all levels, but rather, it must select a certain set of
public agencies and solicit their cooperation. Bureau of Public Roads at the
national level and the various State Highway Commissions at the state level
would seem to be an appropriate set of such agencies.

SELECTION OF PRODUCT LINES

Price fixing is more common among products having certain characteristics—a
relatively few firms in the relevant market, a simple product, a relative absence
©of technological change, barriers to entry, and a demand that is relatively in-
<lastic. In addition, the use of sealed bid purchasing practices greatly facilitates
the policing of the ring. Likewise, the sale of substantial portions of the product
‘through a public purchasing agent would seem to encourage price fixing.

The various products used in the construction of highways would seem to
meet these criteria. Asphalt, redi-mix concrete, cement, reinforcing rods, aggre-
-gate, structural steel, excavation, and others have a history of price fixing. The
-character of these products lends themselves to price fixing. And certainly
the publie record is full of cases involving these several products.

THE COLLECTION OF DATA

The Federal Trade Commission in cooperation with consultants from the
‘Bureau of Public Roads would design a reporting form for one or more of these
‘products. In consultation with a commuter programmer, a coding system would
be developed before the data was ever collected. It is extremely important to
‘know what data is going to be collected, and what form it is to be collected,
and how it is to be used before any initial collection is undertaken.

The actual collection of the data would be done by the FTC staff in the various
‘regional offices. It would be their responsibility to go to the Highway Commission
Offices in their distriet and obtain the necessary data.

In general terms, the data would have to include the following:

a. The agency letting the bid and its address including zip code.

b. The shipping destination of the product including zip code.

¢. The point of origin including zip code.

d. Product and subproduct designation. Each product and subproduct would
have to be given a code possibly based upon the SIC classification code.

e. Reporting of bid prices. Each bidding firm’s price on each product or sub-
product would be reported including discounts, freight allowances, ete.

£. The winning bid,
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THE DETECTION OF PRICE FIXING

Specific computer programs would be used or be developed to detect such price
fixing activitiesas:

a. Geographic market division.

b. Periodicity in bidding behavior.

c. Price relationship between bidders.

d. Pricerelationship between the prices of subproducts.

e. Price relationships over space.

. Price relationships over time.

It should be emphasized that the computer programs necessary for successful
prosecution of price fixing cases are not terribly sophisticated. All that is needed
are programs which will indicate price behavior not readily explainable by the
normal operations of a market. In this role the commuter programs would have to
be interpreted by an economist. It would be the role of the economist to explain to
the Administrative Law Judge, a jury or judge the significance of the data and the
printouts. The commuter permits the economist to analyze large amounts of data
and obtain a cost market and a temporal view of data which would not otherwise
be possible.

="

ANALYSIS OF DATA

It would be necessary after coding the data to punch it on cards before putting
the data on tapes or discs since such a project as proposed would involve the
handling of massive amounts of data, it would be necessary to have an extremely
large commuter system with considerable excess capacity. Some programs have
been written for handling this type of data at the University of Missouri and
possibly other academic centers where individual scholars are working on price
fixing. But for the most part, it would probably be necessary to write many new
commuter programs. This would require the services of one or more extremely
competent computer programimers.

The University of Missouri has the necessary computer capacity and would
be willing to explore the possibility of operating such a program for the Federal
Trade Commission. This would require the closest cooperation between the staft
at the Federal Trade Commission and the individuals responsible for the pro-
gram at the University of Missouri. It would be necessary for the latter to have
an understanding and an.appreciation for the type of relationship which exists
between economists and lawyers as well as law and economics.

THE OPERATION OF THE PROJECT

The field offices of the FTC would be in charge of collecting the data from
the various Highway Commissions. The staff at the FTC would be in charge of
designing the data gathering project in collaboration with experts from the
Bureau of Public Roads as well as the staff in charge with the responsibility of
running the computer. The programmer would design the code and this would
have to be done before any data was ever collected. The collection and coding the
data is the time consuming part of such a project. The computer programmer
would have the responsibility, in cooperation with economists, for writing the
programs to be used in analysis of data and operatinz the computer,

Senator Proxmire. Thank vou, Mr. Thompson.

Toward the end of your statement you say the following:

The impression one gets from the economic literature, then, as I pointed out
to the Commission in the attached memo on this subject, is that we are surely
talking about an annual loss in the range of $10 billion or more from this terribly
destructive practice of fixing prices by collusion. More funds have been allocated
to this problem in our 1976 budget request, but T must confess, Mr, Chairman,
I am still not satisfied. I would like to see the FTC in the forefront.

Now, what specificallv do you think the FTC can and should do
that would be able to bite into this $10 billion explosion of prices,
this $10 billion inflation.

Mr. Tronrpsox. I would be pleased to speak to that, Mr. Chairman.
Attached to the statement, as you have already observed, is a rather
detailed memo—exhibit 4—that I wrote back in June In which T
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spelled out the utilization of our regional offices in particular to attack
this problem of price conspiracy.

We have a vast army in the field that are not as effectively used
as they could be, in my judgment, particularly now. And one of the
things that I had in mind—because as I read the literature, most of
the price conspiring that goes on is of a local or regional nature, and
they are our eyes and ears out there throughout the United States that
could assemble the essential elements of information and put together
a good brief that would help the economy of this country temendous-
ly, even if it were local or had no interstate commerce characteristics
to it, which would thus of course deprive us of jurisdiction.

We spend a great deal of money at the FTC on relations with State
and local governments. We could feed that information into them,
which would make it possible for them to fight price conspiracy at the
Jocal level.

Senator ProxmIre. What you are saying is that a great deal of this
at least is a matter of getting action on the local level, some of its in-
trastate, with getting action that the FTC could contribute to because
you have people whose jobs it is to see whether or not there is effective
competition and whether there is anticompetitive practices that are
holding up prices. What has been the response to your June 1974
memorandum what has been done?

Mr. Taomrson. Let me characterize that by describing the rate of
travel over the ground first, or over the water. When a ship just main-
tains steerage way we describe its speed as dead slow ahead. That is
about the present tempo, just moving along enough to keep from run-
ning into the bank or losing course. I am told that we are now picking
up the tempo.

Senator Proxmire. Those are all general terms. Has there been a
written response to your memorandum, has there been anything con-
crete or specific as to what is going to be done to increase activity and
effective action ?

Mr. Tuompson. Yes, sir.

* Senator Proxyire. Is that available?

Mr. Tromeson. It is a part of our minntes, Mr. Chairman. At the
time of our deliberations on the 1976 budget, considerable time was
spent on this area.

Senator Proxamre. Will vou make available to the committee the
response to that memorandum ?

Mr. Exeyan. Mr. Chairman, I would like to make a comment, if
I might.

Senator Proxmirr. Yes. Mr. Chairman.

Mr. ExeMan. T think that perhaps Commissioner Thompson is not
as aware as he might be of exactly what has happened. In fact, I share
many of his concerns. As you know, as you indicated in your introduc-
tory remarks, the Congress has oiven us the responsibility of enforcing
some dozen ctatutes. most of them in the consumer protection area.
Historically the regional offices of the Commission have been given
primary responsibility for enforcement of those various consumer
protection statutes. It has been my concern since I have been at the
Commission—and it is a concern which I am happy to say is shared
by Commissioner Thompson—that we ought to not only increase our
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emphasis on antitrust enforcement on major activities, but that we
ought to increase the roll of the regional offices with respect to this
kind of enforcement. And I dare say that if Commissioner Thompson
today would visit some of the regional offices, he would find that they
have already begun to intensify their areas, their efforts in this regard.
I have directed each of the regional office directors—I wanted to see
more in the way of antitrust cases, I wanted to see less emphasis on
consumer protection matters. And I could only say that although it
may appear sometimes that things move slowly, I believe that the
seeds have to be planted, and a case doesn’t develop overnight. T be-
lieve we are going to see some significant results of that activity.

Senator Proxmire. Was this a written directive on your part? What
major investigations are going on as a result? .

Mr. Exeman. We have investigations relating to various kinds of
price-fixing matters which I will be happy to discuss with this com-
mittee in a nonpublic form. Those are not public information.

Senator Proxmire. Do you have any overall data, not relating to
specific cases, but as to the number of actions taken, and so forth?

Mr. Exeman. Yes. And I would be happy to supply that.

Senator Proxmire. I realize that it is a short time since June, but
tﬁ the extent that there are any results, I would appreciate getting
this too.

Mr. Taomeson. I might add, Mr. Chairman, that I was about to
say that we have now changed speed and we are moving along much
better in this area, which is very pleasing.

Senator Proxmre, Can you tell us what industries are being inves-
tigated? Would that be a violation of any kind just to indicate the
areas where you are taking action? Industries must know, so I don’t
see why it would hurt anything.

Mr. Exeman. No. I indicated in my statement that we were con-
centrating the bulk of our resources in antitrust enforcement. In three
areas, energy, food, and also now in developing the health care area.

Senator ProxMire. Doesn’t that all predate the June memorandum ?

Mr. ENneMaN. Some of it does and some does not. The fact is that
the concept put out in the June memorandum are concepts that I
agree with. And we have been moving in some other areas in advance
of the June memorandum.

Senator Proxmire. You can’t tell us anything specifically that you
have done as a result of that memorandum ?

Mr. Exeman, Other than that I think it was helpful to me to know
that I had an ally on the Commission. And we have intensified those
efforts also in terms of our 1976 budget request. But I would reiterate
my willingness to provide the committee in nonpublic form with
specific investigations which are underway.

Senator Proxmire. We would like to know the industries if you
can tell us.

Now, there is an understandable frustration and cynicism on the
part of the Congress and the public as to how vigorously our anti-
trust laws are being enforced. There are a lot of forceful speeches, but
there doesn’t seem to be forceful results. And I think I have to ask,
because I want to find out as much as I can about the situation, al-
though I don’t mean to be at all personal. You worked in the Nixon
‘White House, and I understand you worked directly under John
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Ehrlichman before you were named Chairman of the FTC. We are
all familiar with President Nixon’s opposition to antitrust enforce-
ment. There was that famous tape in which he called for the expul-
sion of Mr. McClaren as antitrust chief. The President called him &
“trust buster” and a “boy scout” and all kinds of things, in much
stronger language than that. And apparently his views on that sub-
ject were shared by his top staff. But what I want to know is what
Influence the attitude of the White House on antitrust has had within
the FTC, and whether since your appointment any pressure was ex-
erted or any contact made by the President, White House staff, or
other administration officials, or the officials of the Committee to Re-
Elect the President, with you or your office with respect to antitrust
policy on any case under investigation or pending before the FTC?

Mr. Exeman. First of all, Mr. Chairman, with respect to the gen-
eral question, the Federal Trade Commission actually is, as well as
in name, an independent agency. During the time I have been with
the Commission, Eowever many months it has been—almost 2 years,
a year and a half—there has never been any contact from the White
House with respect to any antitrust enforcement program or specific
case that T am aware of, at least there has been no contact made to me.

With respect to my own personal views, I think I would rely upon
the statement which I made in my written statement. I feel very
strongly that we have not devoted enough resources in the past to a
stiff policy of antitrust enforcement, and that we ought to be devot-
ing more and more resources to that, and that we are in the process
of doing now.

Senator Proxmire. In response to the specific question, was there
any pressure of any kind, written, oral, by any of the White House
officials or the Creep officials, or administration officials on the
Commission ?

Mr. Exeman. The answer to that is no. The only approach which
I am aware of is—in fact, I am aware of two approaches, I guess.
The first one was a letter which Secretary Simon wrote the Commis-
sion after we filed our complaint against Exxon and the other seven
largest petroleum refiners in this country in which he raised certain
points. That letter was intercepted before it even got to my office, and
we placed it on the public record. And the only other comment which
has been made is that President Ford the other day did tell me that he
thought that we were doing the right thing in terms of the kind of
things I have been calling for in my speeches.

Senator Proxmire. That statement was public too, wasn’t it?

Mr. Exoman. I guess it was.

Senator Proxarre. President Ford said something like, keep it up,
you are doing a good job, with respect to your statements on antitrust ¢

Mr. Exayan. That is correct.

Mr. Tromeson. Mr. Chairman, we have increased our resources for
antitrust since I have been there and Chairman Engman has been
in the forefront setting the pace on this. We are giving more to anti-
trust now than to the traditional consumer protection area.

Senator Proxmire. How many of the persons working for the Fed-
eral Trade Commission were previously employed by the Committee
to Re-Elect the President, and what position do they hold, if any?

Mr. Examan. The Committee to Re-Elect the President?
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Senator Proxmigre. Yes, sir.

Mr. Exeman. At the present time there may be one or two people
at the Commission. Chairman Staggers over on the House side raised
some questions about this issue. But in no event, I think, never was
there any more than a half a dozen or so.

The people we hire at the FT'C are hired on one criteria only, that
1s, are they capable, competent people. I would stand our staff and the
people we brought into the Commission under my tenure up against
those of any other agencies in Washington. I think we have an out-
standing ‘group of young lawyers and economists.

Senator Prox»ire. You said about six of them came from CREEP?

Mr. Exonmax. I have a faint recollection that it is something of that
order, or from the White House. One of the people accused of coming
from the White House is my secretary who has been with me for 10
years. Apart from that, I reiterate, there is only one criteria in getting
a job. It doesn’t matter whether President Ford makes a recommenda-
tion that this is the guy to hire, or you, Senator Proxmire, we have
refused those kind of recommendations across the board. We hire on
merit only.

Senator Proxarrre. Doesn’t the Budget Bureau exercise control over
your budget, and doesn’t that give them a control which limits your
independence ?

Mr. Exeman. Well, our budget is submitted to the Office of Man-
agement and Budget, as are the budgets of the other agencies. And
they obviously do have some impact in terms of what is included in the
President’s—they have a major impact of what is included in the
President’s budget recommendations to the Congress. Those budget
recommendations, however, are thoroughly reviewed by the Congress,
both the Senate and the House. And in fact, we have followed the
practice of making available to the respective appropriations com-
mittees the material—the requests, the original requests which we
made to the Office of Management and Budget, so that the members of
the committee, as I feel is appropriate with respect to an independent
agency, may have the benefit of what we have requested as well as
what OMB allowed.

Senator Proxmire. Now, in recent speeches you have attacked the
Interstate Commerce Commission and other agencies for their poor
performance. You stated your convictions about the need for a tough
antitrust policy. For example, in your October 7 speech you said:
“Through a vigorous antitrust policy, we can help prevent the aggra-
vations of private market power which permit consumer abuse and
create a need for regulation.”

And then in your prepared statement this morning you cite the
Fxxzon case as an example of your determination to enforce the anti-
trust laws. Now I know that the case is pending and you do not want
to comment on it, and I will not ask about any substantive matters.
But I do want to ask this general question: If this case is fully liti-
gated, how long can it be expected to take before it is completed? Is
1t reasonable to assume that it will take at least 10 years?

Mr. Exenan. I would be hesitant to put a specific number on it, Mr.
Chairman. Obviously, these cases are complex. They take a number of
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years. And I suppose that it is conceivable that it could take that long,
depending of course upon the appeals.

Senator Proxmire. That is what concerns this committee greatly.
We have a charge to do what we can about inflation. It is raging right
now, and it is expected to continue for some months. And we would
like to get prompt action. The Wall Strect Journal reported this
morning that the case has ground to a halt. And he doesn’t want to
ask you to comment on that. But at any rate, they say it won’t come
before an FTC law judge for an initial decision until 1978. And that
would be more or less the beginning of it. And that is 3 or 4 years
away.

Mr. Exceaan. Let me respond to that.

Senator Proxamre. So it would seem that if we are going to get at
inflation this way that it is going to take a long time unless there is
some other way that we can use the antitrust power to persuade firms
not to increase their prices or to hold down the increases.

Mr. Exeyman. Let me respond to that, Mr. Chairman, by making
three points.

First of all, with respect to the Fzxzon case, there have been certain
motions which are now pending before the commissions relating to
the procedure adopted in that case. I made some reference during my
prepared statement or in my prepared statement to the fact that we
do have underway a reevaluation of our internal procedures with the
hope of attempting to improve them. And I obviously don’t want to
comment on any particular case.

The alternative I would suggest to you is that if the Commission
does have reason to believe that there is a violation of the antitrust
laws, that we not do it. Obviously, we want to bring those actions even
though they may take a long time. They apparently are worth
something.

Beyond that, Mr. Chairman, I view the Federal Trade Commission
as sort of a cop on the economy beat. And I suggest to you that the
mere fact that we do have a vigoroug policy of antitrust enforcement
can have a deterrent impact upon the judgment of people in the out-
side in other firms and in other industries, with respect to what they
may or may not attempt to get away with. So I think first of all there is
that immediate impact by having a vigorous, tough policy of antitrust
enforcement.

Second, I point out to you that a number of these cases are settled,
and in fact in an across-the-board kind of situation the vast majority
of cases we bring are settled before they go through the normal course.
When we get those settlements we put them out for public comment for
60 days, much as the Tunney bill is now suggesting that the Justice
Department do. We have followed this procedure for some time. And
I can only point to the recent proposal which we have put out with;
respect to the Xerox matter. The Commission may decide after re-
ceiving public comment that the matter should not be settled, but at
least that illustrates, I think, the fact that these cases will not always
run their course.

- Mr. Trompson. Mr. Chairman, I share your anxiousness about the
element of time, which is one of the reasons why I have felt so keenly
about this price fixing problem. That is something that we can produce,
not overnight, but quicker results than can be obtained in an antitrust
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matter involving structure or divestiture or the like. So one of the
things that I have tried to preach over there is that this is something
that can get us some relief on the problem of inflation now.

Senator Proxmire. Mr. Means. )

Mr. Mrans. I would like to comment on this matter, because I think
there is a wide misunderstanding of what role was originally assigned
to the Federal Trade Commission.

Back in the 1890’s when the Sherman Act was passed, thinking
focused on two concepts, the concept of competition and the concept of
monopoly—and by monopoly they meant a single producer in an in-
dustry, or collusion between a number of producers in an industry.
This two-way distinction carried over into the Clayton and subsequent
acts.

Now, the Federal Trade Commission has been frequently attacked
on the ground that it wasn’t doing its job. I have defended the Federal
Trade Commission on the ground that it was quite successful in doing
the job that it was initially assigned; namely to prevent monopoly,
that is, monopoly by one company or collusion in pricing. It has been
less successful in the case of collusion. But we have no important
industry in which we don’t have three, four, five, or more competitors.

Now, in the language of the people who wrote the Sherman Act and.
the people who wrote the Clayton Act, if you had oligopoly and had
four, five, or six companies competing with each other, and there was.
no collusion between them, this was regarded as competition. And
therefore they could say that the prices were competitive.

It was a great achievement to prevent monopoly. We don’t have the
kind of cartels that they have had in Europe. We don’t have as much
monopoly as they have in Europe. This is because our Federal Trade
Commission has been successful.

If the only possibilities were monopoly or classical competition, and
we prevented monopoly, then we couldn’t have stagflation. I think
most every economist in the country would agree with me on that. The
stagflation arises from the actions of oligoplists which the Federal
Trade Commission was never given the power to control or break up.

Senator Proxyire. Then what you are saying is that we have oligop-
oly in these industries, and not monopoly, we have three big oil firms
and five big aluminum firms, and so forth. And we have 19, 20, or 30’
steel companies, but 2 or 3 of them dominate the industry. At
any rate, we have these patterns of concentration. Now, you are saying
that the laws that we passed in 1890 or 1914 aren’t up to it, we need
more, we need more effective laws?

Mr. Means. I think we could strengthen the Federal Trade Commis-
sion activity with new and modern legislation.. But I doubt very much
if we can eliminate the oligopoly of the kind that produces stagflation.

Senator Proxmire. So what you are suggesting instead in your pre-
pared statement is guidelines? '

Mr. Means. Guidelines.

Senator Proxmire. And that kind of discipline to watch this action:
which isn’t responsive to competition

Mr. Means. Notice that we talk of a free enterprise system. But our
enterprise system is not free in any sense of the word. We have the
Federal Trade Commission interfering with industry. We have the
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Government interfering with the freedom of enterprise to rob from
each other. If a company signs a contract with you and doesn’t carry
it out you can go to the Government and it will force adherence to
that contract. What we have done is taken complete freedom of enter-
prise and we have curbed it by various methods to make the free
enterprise systems more effective. And I think that what I am pro-
posing here would be an interference with the free enterprise system
which would make the free enterprise system operate more effectively.

Senator Proxmire. That is very helpful at this point.

I would like to follow up, however, with Chairman Engman on
the point that he has made. You have indicated—and we have been
aware of the fact—that there is difficulty in prosecuting cases—the
Exxon case, for example—as a result of your own rules, the Federal
Trade Commission rules and procedures, and the fact that the deposi-
tions alone could take up to 10 years to complete. One of the ¥TC
staff persons is quoted as saying that your rules are crippling the case
by placing an unusual burden on the attorneys. Can you tell us why
the FTC rules—which are within your own power, within the power
of you and Commissioner Thompson and other Federal Trade Com-
missioners, is I take it, to change—why these rules can’t be modified
to make it possible for you to proceed more vigorously, and why the
whole case 1s put on the FTC to prove that they should proceed rather
than put it the other way.

Mr. Exeman. Thank you, Mr. Chairman. :

First of all, let me say that in responding to this question I want
to make it clear that I am responding not specifically to the question
you raise with respect to the motions filed in the Fzzon case.

Senator Proxmire. I appreciate that.

Mr. Exoman. Those motions are before the Commission and have
not yet been decided by the Commission. And I do not believe it is ap-
propriate for me to talk about that specific motion.

Let me say in general terms, however, that one must remember that
Rome wasn’t built in a day, and neither can we make the FTC perfect
or near perfect in a day. But one of the first things that I did as Chair-
man, I asked our General Counsel to reinstitute our rules committee,
which has representatives from various aspects of the staff, to propose
to me a number of changes, no matter how overwhelming in scope,
to improve our procedure with respect to the normal case. And I can
sketch out the particular problems that are involved. As a matter of
of fact, I reviewed these proposals this weekend, and I will shortly
be circulating them to the Commission for their comments and, hope-
fully, their approval. It is a continuing process, but it is something
that I have been concerned about, and I have taken action. And I
ghink we can do a great deal to simplify our procedures. And we will

0 So.

Senator Proxmire. As I understand it, those people were not talk-
ing so much about simplification as they were about effectiveness. As’
I understand it, the present rules make it extraordinarily difficult to
{)roceed. They take a long time, and they also put the burden so heavi-

y on the Federal Trade Commission to prove a case before they are

allowed to proceed that it is very difficult for them to be effective.
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Mr. Excaan. The changes that we will be proposing cover all these
areas. One must be aware of the fact that this is a very complex situa-
tion, and we do have in this country a time honored belief in such
constitutional processes as due process and the like, and if we stray
too far from these concerns the courts wiil correct us. But consistent
with those restraints of due process, we are moving, and I think that
we will have some significant improvements.

Senator Proxmire. Let me just cite a specific instance, and you may
or may not want to comment on it, but 1 think it gives some flavor to
what I am talking about.

 In reading the FTC Commission complaint in the Ezzon case I
notice that no relief is specified. And this seems to me unusual, as you
do not say in the complaint what remedy you want to obtain. Most
of the complaints I have seen, such as the one in the Xeroz case,
specifies the relief requested. I wondered if you adopted a new policy,
or is there some specific reason for not specifying the relief in the
Lzxon case.

Let me suggest that a soft approach has been adopted, rather than a,
hard one, ot specifying divestiture, for example, so that if a com-
promise consent agreement is reached it will not look like a retreat
on the part of the Federal Trade Commission.

Mr. Exeman. I suppose if somebody is out after some kind of po-
litical ‘end or accusation, he can make any kind of assumption he
wants to. -

Let me suggest one thing to you, Mr. Chairman, and that is, apart
from the merits or the specifics of this particular case—and I again
want to avoid that—that one can argue that in terms of the concept
of the Federal rules of civil procedure, in terms of trying to simplity
complex pieces of legislation, that it makes no sense and can do the
job.quicker to not have everything have to be all determined before a
complaint is issued, but to let the relief rest upon what proof is ad-
duced during the course of the trial. T would suggest that in terms of
procedural pleadings most lawyers today, more than not, would agree
that it makes more sense to proceed in the fashion that you have been
criticizing.

Mr. Trompson. I would like to add to that, Mr. Chairman. I spent
24 years in the private practice of law before coming to Washington.
And I saw a considerable change in the rules of procedure, both in the
State and in the Federal courts. I can remember when I first started
practicing that you could file what was called a general demurrer,
which was in essence a defense against the basic cause of action that
could lead to dismissal by summary judgment. And I have seen, par-
ticularly over the last 15 years, Federal judges who no longer want
exceptions to pleadings filed. This is taken care of in pretrial and
through discovery.

The fact of the matter is that subsequent to the commencement of the
Exxon matter a very comprehensive set of demands or prayer for-
relief was formulated by the staff and is a part of the record in the case..
So some of the old ways of doing things have been changed.

Senator Proxmire. Let me ask you now about the steel industry. T
mentioned the broad authority of the Federal Trade Commission in my -
opening statement. As you know, you have very wide information
gathiering power and'a strong mandate from Congress to deal with_
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unfair competition. But the FTC, like a number of other regulatory
agencies seems to concern itself with minor infractions of the law,
and to spend much of its time on cases of small consequence. For ex-
ample, have you used your powers to investigate the steel industry,
its patterns of pricing and the charges of price fixing and price leader-
ship that have been made against the larger firms?

Mr. Excman. We have a study of the steel industry now underway,
Mr. Chairman.

Senator Proxaire. A study of the steel industry. Why hasn’t this
action been taken in the many years—I know that you have been in
office a relatively limited amount of time, but why hasn’t the FTC been
more aggressive in this area ?

Mr. Exoman. I think, Mr. Chairman, that the Federal Trade Com-
mission today is very aggressive. I indicate once again that the Con-
gress, I guess you might say, has dedicated at least half of our resources
to enfroce a number of statutes. And it may be argued that the fur
labeling statute is less significant. But we don’t have the luxury of
judging whether we would have the option of enforcing that statute.
I haven’t run for office. I have the status which you do. I am given the
job, when I come down and take my oath of office and am confirmed by
the Senate, of swearing that I will uphold and enforce the laws which
we are mandated to enforce. So far we have a number of these statutes
that many people have criticized as being of a minor impact, but we
do have an obligation, I believe, as long as those statutes are on the
book, to enforce them.

What have we seen? We have seen a total turnaround in terms of the
types of matters which are being addressed by the Bureau of Competi-
tion, the Commission’s antitrust enforcement arm. We have not relied
upon the mailbag approach, we have instead looked to see where the
principal problems appear to be in the economy. And we have launched
programs and investigations in connection with those. I must say that
we cannot do everything at one time. We have limitations in terms of
staff and resources. But we are doing what I think is a creditable job
with respect to approaching these.

The steel investigation—and it may be that I have just let a cat out
of the bag, I am not sure that that was public knowledge before this
morning, and perhaps I shouldn’t disclose it—the study has been
underway, I believe, for a couple of months.

Mr. Trromresox. Let me say this, My, Chairman. In 1965, we had
585 Robinson-Patman cases. The FTC didn’t have time to do
anvthing else.

Senator Proxmirre. Robinson-Patman cases are cases which primar-
ily involve relatively small firms, don’t they? Is that right or not?

Mr. Trompsox. They can. We have both types. They can be small
or large. And I only mention that as an example of where a great
deal of the emphasis has been put in times past.

I also understood that in times past a great deal of emphasis has
been put on bait-and-switch cases and similar matters.

Senator Proxmirr. Let me interrupt to say, isn’t it true that Robin-
son-Patman cases, No. 1, are cases that can be resolved by private
- litigation? Under the law a defendant party can bring the case; is
that not correct ? -

Mr. Troyesox. Indeed they can, yes, sir.
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- Senator Proxaare. And for that reason it would seem to me that it
is not mandatory, therefore, that a Federal agency get involved.

Mr. TaompsoN. Only to the extent that we have a statute from
Congress as part of our mandate.

Senator Proxmire. Aren’t those mostly on the basis of complaint?

Mr. Tromreson. Frequently. They may be all together as a result
of complaint, I am not sure. '

Senator Proxyire. Mr. Thompson, you wrote a memo on May 31
of this year to the Federal Trade Commission, Director of the Bureau
of Competition, on “delivered prices in the steel industry.” Among
other things, you say in the memo that a Federal Trade Commission
study attributes an overcharge of $1.25 billion to the steel industry.
Will you summarize what you said in the memo and explain what you
mean by an overcharge of $1.25 billion annually and tell us what
response you received in your memorandum.

Mr. TrOoMPSON. In answer to the second question first, none.

And as to the first question, I had a look at this memo—

Senator Proxire. You sald you got no response to that memoran-
dum ? Did I understand you ? :

Mzr. Tromeson. No, you didn’t misunderstand me.

Senator ProxMire. You got no response ?

Mr. Taomeson. I don’t recall any.

Senator Proxmire. Could I ask you, Mr. Chairman, why was there
no response to that large overage of $1.25 billion in one of the bell-
wether industries in our country?

Mr. Exeyman. T was under the impression that the Bureau of Eco-
nomic Competition had addressed it.

I would like to make this point. First of all, we have a liaison ar-
rangement with the Department of Justice, as you know. We by and
large have current jurisdiction over the Department of Justice to en-
force the antitrust laws across the board, they have a duty on that, and
we have section 5 which they don’t have. But there is too much for both
of us to do to be duplicating procedures. So we have a clearance pro-
cedure where matters or industries or areas are cleared on one side or
the other. And this particular industry, by and large, the steel in8ustry,
is a matter which is cleared to the Department of Justice. Nevertheless,
our Bureau of Economics has felt that there were activities in that area
which merited a study. And that was the basis for the fact that we have
instituted this effort. And the examination obviously may have some
law enforcement impact down the road, although I wouldn’t want to
prejudge anything.

Mr. TroxesoN. I trust that that is the case. And I agree with Chair-
man Engman about that.

Senator Proxmire. Will you summarize what you said in your state-
ment when you said that there was a $11/ billion overcharge by the
steel industry. What did you say in that memorandum ? :

Mr. Tromeson. Mr. Chairman, it has been characteristic of the in-
dustry for years to use these delivered pricing systems, which include
phantom freight charges. And it seemed to me that if we could strip
out the artificiality of pricing based on those delivered price systems,
we might very well be able to obtain a reduction in price, which was
the basic thinking that I had in connection with the earlier advisory
opinion on backhaul allowances. They are closely related. .. :

Senator Proxmrre. As I understand it, you recommended to the
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Chairman action with respect to this, and an investigation, is that
right?

z%P\'Ir. Taompson. I don’t think that is exactly right, sir. I didn’t
recommend this to the Chairman. I wrote this memorandum just
alerting the staff really to a problem as I conceived it, and asked them
to let me have their views.

Now, my principal law clerk advises me that we did get a response
which was nonresponsive. The question simply was not spoken to.

Senator Proxyare. This is pretty shocking to me when a Commis-
sioner of the Federal Trade Commission makes this kind of allegation,
which I think, from what I have seen and heard—we have had hear-
ings—might very well be a conservative expression. And the FTC
doesn’t seem to have any course of action that it can take.

What action would you like to see the FTC take with respect to the
steel industry and that overcharge ?

Mr. Trompson. The Chairman has just mentioned the study. I hope
that what I wrote about will be a part of it. I anticipate that it will be,
sir. :

Senator ProxMire. Were you aware of that study before the Chair-
man just mentioned it here this morning ?

Mr. Taomreson. Yes, sir, just quite recently I learned of it, yes. It has
been in the last 3 weeks.

Senator Proxmire. You may know that this committee had the chair-
man of the Board of United States Steel, Bethlehem Steel, and Inland
Steel before us. And they were asked by me how they justified a 45

ércent increase in the price of steel in the last year when their costs
ave gone up only 21 percent, and how théy justified it on the basis of
supply and demand when they have produced less steel this year than
last year. It seems to me that this is'Something that should be followed
up very vigorously. = S - '

Mr. Exeman. Let me make just one comment, Mr. Chairman, so that
my remarks are not misinterpreted. C ,

I have a feeling that sometime my fellow Commissioner Mayo.
Thompson is a little bolder than I am. T am always.concerned that I
not say something in a public forum or before this committee or else
where'that i going to get in trouble in terms of motions to disqualify
down the road. As you know, we do wear two hats. And I have at-
tempted to maintain a general tone to some of my comments for ex-
actly that reason, that we are investigating the matter, and proceeding
from there. And we obviously have not yet made a judgment as to
whether or not there is a law.violation or not. .

Senator ProxMIrE. As a matter of Commission procedures, are Com-
missioners routinely informed of investigational activities?

Mr. ExeMan. Members of the Commission receive on a monthly basis
a summary of matters which are under investigation in all of the
acrosstheboard. . . .. .

Mr. Taomeson. I haven’t prejudged that matter either, Mr, Chair-
man. I just saw a wisp of smoke, and I wondered if it was a raging fire.
So I said, give me a report on it.

Senator Proxsrire. Mr. Chairman, the second of the major investi-
gations recently initiated by you referred to is in the food industry. I
suppose there is no industry which the price activity of which is more
criticized and which we are more sensitive to than the food industry.
We all buy food regularly, and we are very sensitive to price increases.

49-915—76——5
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And they have been very sharp. I think your present inquiry is com-
mendable, and I wish it well. But based on recent acts by the FTC in
this area, I am puzzled. For example, last year you terminated a 4-year-
old investigation into food retailing and concentration in the Washing-
ton, D.C. area. I understand that the staff was divided as to the merits
of the case and there were arguments pro and ¢on. But I have a copy of
the memo from Commissioner Mary Gardiner Jones, dated July 18 of
last year, in which she analyzes the arguments and vigorously recom-
mends continuation of the investigation. She says: “I believe the staff
has an important case which should be brought. The high food prices
in the area compared to the rest of the country demonstrate.the com-
petitive benefits which can be gained from the case.”

‘Why was that investigation killed ?

Mr. Eneman. We have a little diversity of opinion in the Commis-
sion, much as you do here in the Congress, Mr. Chairman. It is my
judgment—and I can only speak for myself on that particular mat-
ter—but we have to be aware that there was.a particular file number, a
particular investigation, arising basically from two allegations of mis-
conduct, one a 1929 merger-and the other a Robinson-Patman Act re-.
lated investigation in the late 1950’s. T am not quite sure about that
last year. It was the unanimous judgment of our senior staff, the Di-
rector of the Bureau of Economics, and the-Director of our Bureau of
Competition, that the senior staff of this particular investigation was
not apt to be fruitful in obtaining any relief for consumers in the
‘Washington area.’An it was on that basis, and upon my own judgment,
having read through the file, that I agreed with them. And we closed
that particular investigation.

Let me point out, however, that it is also a matter of public record
that we have other investigations ongoing with ‘respect to retail food
prices. And as a matter of fact, the Washington area is one of the areas
which is included in the retail food pricing aspect of our current food
investigation.

Senator Proxmire. Isn’t it true that concentration in the retail food
business'in the Washington area is very high, and it has gotten higher
in recent years, with the top four stores controlling: over 70 percent of
the business, with the two chains, Safeway and Giant controlling about
58 percent of the business ¢ : o

Mr. Exceman, There are studies which would -dispite that, Mr.
Chairman. T have seen threé studies, and I think two come te that
conclusion,*and the other comes to another conclusion. We are, how-
ever, concerned ‘about the situation in -the Washington area, and we
were-sufficiently concerned’to devote this investigation to it.

Senator ProxMIkE.'As you say, you are now investigating chainstore
food prices in other major metropolitan areas. What concerns me is
that if you killed the District of Columbia food investigation, where
concentration of prices and profits are among the highest—— '

Mr. Exeman. I'-am not saying-the food investigation was killed. We:
have a pending investigation. Your question related-to a specific inves-
tigation based upon a 1929 merger and an alleged viclation of ‘the
Robinson-Patman Act in the fifties.

Senator Proxmire. As I understand it, you spent 4 years in an in-
vestigation -of the food industry in Washington, D.C., and then you
stopped that investigation, and you have another unrelated investiga- .
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tion, with some kind of similarity, because they are both of food, but
you are investigating in a number of cities. And this is just one of
them, isn’t that true?

Mr. Exeman. I would say, Mr. Chairman, that I made the judgment
that that investigation was not likely to result in a meaningful relief
to the consuming public. And it was on that basis that we voted to
close off that particular aspect of it.

It is also true, however, that since I have been at the Commission
that we have devoted increasingly greater resources to the food ares,
I think this is an area in which we must expand our activity, and I
think it is unfair to imply or insinuate that because for some reason
& particular investigation of files is closed, that in fact we don’t have
an even more meaningful investigation underway now.

Let.me offer to the chairman and the members of this committee
the opportunity—I happen to be working at cross purposes with your
assistant—the opportunity for you to receive a briefing, a private
briefing by the Director of our Bureau of Competition, Mr. Halverson,
on the details of this investigation. And I think if you hear that, talk
to him about it, you will see that we are doing as much as we think
we can in this area.

But again, I reiterate that a great amount of this information—and
I am somewhat at a disadvantage—is of a nonpublic nature at this
point, and making it public could jeopardize the.success of.some. of
these areas. We have a situation where in this particular matter, as a
matter of fact, there has been some resistance to our investigatory
hearings by at least some of the major food chains.. And we are in.
volved now in pursuing that course of action. But I would urge upon
you, if you are interested in this question, to have a briefing. by Mr.
Halverson.

Senator Proxmire. Senator Javits.

‘Senator Javirs. I am very interested in the phrase you use, Mr. Eng-
man, in your prepared statement—and I apologize for not being here
through the whole statement, but like a number of the other members,
I have had a few distractions lately, and I am trying to catch up.on
my work, '

‘Mr. Excaan. I would have thought you were still.celebrating, .

Senator Javirs. We don’t have much time for that. Besides, Senator
Proxmire is a very hard taskmaster. I admire him greatly, as I think
you all know. :

.You say that the Commission believes that its most, successful con-
tribution in its fight against inflation is tough antitrust enforcement.
I think.it is time—and I wonder whether.you would agree-with me—
to look at what you mean by the antitrust laws. In other.words, what
are the concepts which are the antitrust.laws to you, and are.those
concepts designed according to today’s conditions to deal with infla-
tion or even excessive concentration? For example, for many years,
before I was a Senator or a- Congressman, I.was a trade association
Jawyer. And I began to-see even before the war that-the antitrust laws
‘were restricting the little guy and punishing him, and doing very little
to the big operator, not even a conglomerate, just an. enormous hori-
zontal or vertical aggregation of production capability.

So is there any thinking there as to what, is meant by-the antitrust
laws today? What is your objective? What are you trying to do? Are
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you trying to break down big companies, or are you trying to cut down
these practices like the old saw that has been around for as long as I
Thave been alive, Pittsburgh Plus? What are you trying to do?

~ Mr. Excman. That is a fair question, Senator J avits.

T view the antitrust laws as basically as necessary to enable our
‘economic system to function as it is intended. We say that we have a
free market economy, that we believe in the principles of free enter-
prise, that our market system will bring to our consumers, to the mem-
bers of the public, the highest quality goods at the lowest possible
prices. The cornerstone of this concept must be that there is competi-
tion, that there is not a monopoly kind of situation or an administered
price kind of situation, so that the forces of the marketplace are not
able to work. And I view the job of antitrust enforcement, I view the
job of the Federal Trade Commission, as being to attack those restric-
tions which appear within that market structure within that frame-
twork, the restrictions which impede the free flow of the marketplace.
And to remove those, when we remove those or attack on the price
side, that is what antitrust enforcement is, in my judgment.

--And T also suggested a few days ago that there may be some of those
restrictions that are imposed on the governmental side through vari-
ous types of regular laws, and that we also ought to be reexamining
them. T think that our job is to attempt to address and focus on the
restrictions which exist.

- In terms of the size of effort which we have underway, I think that
he Commission recently had had a renaissance, one might say, with
vespect to a reevaluation of what the competition is attempting to do.
T don’t view our job of the antitrust enforcement as being designed
to protect competitors, but to protect competition.

T would be much more concerned about the major impact on the
American economy, and I think that is where we ought to be address-
ing our, attention first. As Commissioner Thompson has mentioned
earlier, we have been careful in attempting to institute and increase
the kind of cost-benefit analysis which we require the staff to go
through before we bring it to complaint. And we ought to be address-
ing those kinds of areas. And 1 think the kind of area that I have
mentioned in my prepared statement is the kind of ‘area where the
potential payoff is large. ' :

. ‘Senator Javrrs. Isn't it a fact, Mr. Engman, that if you proceeded
along that theory without any ameliorating circumstances, that all
the little guys would be put out of business, because they can’t pro-
duce at the price level and the production level that you prescribe
is'the end game of our society ¢ On the contrary, they are being bested
by the supermarket, and by the conglomerate in many cases, and
gertainly by the vertical oligopoly corporations. Now, how do you deal
svith that? In other words, the American people also want to preserve
a lot of people in competition. And where do you impinge on that?
" “Mr. Exeman. T suppose that is one of the reasons for the passage
of the Robinson-Patman Act and the fact that it is still law. And we
have an obligation to.enforce that statute, and we do enforce that
statute. I am not as pessimistic about the ability of the little guy to
survive if the marketplace in which he is competing is actually a
free one. I think that we have seen time and time again in this country
people start.from scratch, and I think it still can be done, smaller
companies develop new ideas, new technology, and then become larger
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companies. So I don’t for a moment indicate that except for the con-
clusion which you suggest, that it will necessarily go back to the
small guy.

Senator Javrts. You have mentioned R. & D., for example, which
is eritically important. Isn’t it a fact that that is the unique area in
which small business is bested by large business which has the ability
to engage in very extensive research and development in new products,
resulting in greater efficiencies for existing products, trade machine
goods, et cetera? In other words, are the large R. & D. units and the
Targe advertising budgets in the hands of large companies the very
things which suppress and discourage small business? :

I am just challenging, Mr. Engman, in the sense of a devil’s advo-
cate, because I think it 1s very important, where we go socially if you
ask us to accept the pure concept that all you do is blindly follow the
doctrine of competition, wherever it takes you.

Mr. Exeman. I would suggest that there have been a number of
products that R. & D.—that is carried on by the smaller guy—has de-
veloped. In fact, he may have more incentive to be successful. And
in fact, we have seen the introduction of safety razor blades into
foreign countries by a company that was not a giant. We see countless
times where the small guy has come up with a good idea and then be-
come a big company. If you look at the development of the Xerox
Co. and some otﬁer companies which were not around 50 years ago.
And I suggest to you that our system still can work if we give it a
chance to work. :

But that is one of the reasons that we have to keep at the job in
attempting to remove some of these predatory or abuse-of-market
p}cl)wer kinds or situation which prevent the small guy from having a
chance.

Senator Javrrs. I don’t doubt that there are millions of small busi-
nessmen that have enormously more talent, I really do. I don’t think
that this is the answer. But I was struck particularly by the single
view; without any relationship to the social impact of business which
you expressed. I doubt very much if you administer the law that way,
by the way, because I have practiced before you too. But nonetheless
that seemed to be the end point-that you were making. And I was
interested in what did you consider to be your one line direct. :

Mr. Enenman. I would suggest, Senator; that terms of the kind of
cost-benefit analysis which we are attempting to do at the present
time, we tend to focus, and our resources are tending to focus, on the
big guys and not the little guys. We have to be aware of the fact
that numbers by themselves are not an indication by themselves of the
health of competition. If we were looking at numbers only, then
19,000 truckers in this country would say that the trucking industry
is the most competitive-industry in the country, which we know is
not the case, because of the imposition of other factors. So the problem
is, how do we protect- the ‘American economy, the free flow of goods
as we should ? And I think an important-element of those is attempting
to remove those areas where an abuse of marketing power, or unfair
marketing power, or whatever gives the little guy more of a shaking
than he might otherwise get. - - :

Senator Javirs. Mr. Means, would you care to say a word about this?

Mr. Meaxs. I very much doubt whether it is within the power of
the Federal Trade Commission to prevent great and extensive abuses
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of market power, for the reason that the abuse of market power can
occur in an industry that is in one sense highly competitive. The in-
dividual business in a concentrated industry of one or more enterprises
has a very considerable degree of market power, power which allows
it to choose among a range of prices. And if it chooses to raise its price
arbitrarily, and not because of increases in cost, it can do so, up to
some limit set by the degree of competition. And most of the inflation
of the last year not arising from the oil cartel has involved such an
exercise of power. Maybe half of the total rise in the wholesale price
index has resulted from an exercise of such power. And this is power
which, under the laws which guide the Federal Trade Commassion,
cannot be interfered with. :

At the present time whether there is abuse or not is not going to
come under any of the regulations, any of the laws under which the
Federal Trade Commission reaches a limit of its activity. Senator
Proxmire has pointed to the long time necessary to accomplish things
under the Federal Trade Commission. And this is to me important,
but it is secondary to the fact that the Commission’s scope is limited.
Even with expanded powers, I doubt very much that it could be
made effective in dealing with t he abuse of market power which can
arise in oligopoly under what are today perfectly legal conditions.
This means that one has to interfere with the free enterprise system
in some fashion to reduce the abuse of market power, in order to make
the free enterprise system work better.

Senator Javrrs. Have you given us any suggestions for law on that
subject

Mr. Means. Yes; I have outlined a program to control stagflation:
It is in my written testimony. And I presented it here this morning.

Senator Javrrs. Thank you.

I would add one other question, Mr. Engman, and then T will yield,
because my time is up.

On the theory that you have given us, isn’t it a fact that it is very
much more difficult to reduce prices, because in a sense there is an
umbrella over those who have a strong influence on the market, the
umbrella being the relative inefficiency, if it exists, of the small busi-
ness enterprise? In other words, if competition doesn’t have to be
reflected in lower prices, though lower prices may be well within the
means of a large organization, then they get off scot-free. They have
no test of what they can do for the consumer, their only test is, are
they efficient in relation to other competitors, and if those competitors
are weak and small, they can have a big umbrella over them and they
can make huge profits at the expense of the public. Have you done
anv thinking on that subject ? )

Mr. Exeman. If that situation exists. that means that we don’t have
a competitive situation in existence within that particular industry,
hecause if there were competition, the lower prices would tend to be
taken care of. The marketnlace itself. under the theory, will result
in a different firms of differing efficiency sizes beine ‘developed in
various industries, depending unon the industry and depending upon
the most efficient level of producing. I think, with due respect to
Mr. Means. that our own Director of the Bureau of Economics, Dr.
Frederick Scherer, who is also an international expert and economist
with respect to concentration policy, has conducted some studies which
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raise some questions about what level you reached that point of effi-
ciency. And it may not always be as high as we sometimnes expect.
My answer to you would be again the same, that if that isn’t working,
if the price mechanism is isn’t working, that means that there is some-
thing phony there, and that is what we ought to be attempting to
focus on.

Senator Javrrs. Yes; but isn’t it a fact.that you can’t establish an
entity to compete, you have got to take what it 1s? In other words, if
there are a lot of weak elements in the business and one strong one,
you ca-;l’t do anything about it, you have got to take the competition
asitis?

Mr. ExemaN. That is correct, not unless somebody is violating
the law.

Senator Javirs. Do you consider the antitrust laws, therefore, to be
inadequate on that score, and you ought to be able to go in and get
a reexamination where it is in the potential of a dominant factor in
the field to give it.

Mr. Exoman. I didn’t hear the last part of that question.

Senator Javirs. I say, where it is-well within the potential of a
factor in the particular field to give it, and competition is not
producing it.

Mr. Exeman. First of all, let me say that I do think that we have
in section 5 of the Federal Trade Commission Act a very flexible
tool. And in fact some of the areas Mr. Means has implied we might
not be capable of proceeding in, I am not sure that we are or are not.
We have pending litigation which will be testing the outer limits of
section 5. I personally believe that it is a very flexible tool. By the
same token, I'do think that you and Senator Hart and others, Senator
Proxmire, the chairman, have provided a service by introducing
various pieces of legislation—I particularly think of 41-178—which
would call for reexamination of some of these areas. I think that a
reexamination across.the board is always healthy for anything. It is
healthy for the FTC to come up and be challenged by questions from
this committee and from others. And it is in the nature of things and
the way we do business in this country. I think it is apt to produce a
better, more meaningful result.

So although I wouldn’t want to say by my silence on the subject
that we don’t have the authority, since some of these legal questions
are now in the process of being determined, I certainly welcomed thie
kind of reexamination which you have called for.

Senator Javits. I would say this, that I have come back myself
with a new mandate. And I am hoping not to have to wait for a law
to reexamine. I think the Joint Economic Committee is very able to
reexamine, and is well suited for the purpose. And all it would need
would be the necessary backing financially from the Senate and the
House in order to do this job. And all T was trying to do, Mr. Chair-
man, is to bring out why this is so essential. You know, we talk about
tough antitrust enforcement, it is going to bring down prices, and.do
this and do that. But I don’t think we ourselves know what we are
trving to attain. What is. our objective? What is tough antitrust
enforcement ? It may be highly counterproductive.

Do you care to make any other comment, Mr. Means? And then I
am through.
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. Mr. Meaxs. Only that I think that the central problem of stagfla-
tion is one that cannot be effectively dealt with by Federal Trade
action over any reasonably short period. I very strongly support the
activity of the Federal Trade Commission, but regard it as much
more limited. I think that the Commissioner has been confusing two
kinds of competition, classical competition in which the seller has no
market- power, and administrative competition in which the indi-
vidual producer is in a position to have some degree of market power.
And you will find administered prices in probably 80 percent of the
transactions in the United States. Their presence indicates some degree
of market power. For at least a third of our economy, the market
power is weak enough so that not much damage to the society can be
done through its exercise. But for as much as a third, the oligopolists
have sufficient market power so that its abuse can be seriously dam-
aging to the society and destructive to the free enterprise system.

. - Mr. Eneman. May I just make one commeént. With due deference to
Mr. Means, I would suggest that I think that rather than my being
confused on this matter, that he is not-aware perhaps of some of the
pending cases which we have at the Federal Trade Commission which
are addressed to exactly the kind of situation where the seller does
have market power and utilizes that market power, the oliogopolistic
kind of situation. We have a pending case in the breakfast cereal in-
dustry. And we have a number of the other cases and a number of
other investigations underway. Our staff believes—and I will for the
time being take myself out of it, since I occasionally have to wear a
judicial hat—our staff believes that section 5 is broad enough to reach
and provide effective relief in some of these kinds of situations where
there is a substantial market power and use of that. Lawyers will dis-
agree with that, but the time will come when we will finally have a
legal resolution of that question.. - -

r. Means. The time is on us now when we have to meet the prob-
lem of stagflation. We can’t wait for the time to come when—5 years,
8 years from now—when this kind of a control has been adjudicated.

Senator Javrrs. I was just going to suggest that I think it would be
very useful if the Chair could see its way clear to do it to find out what
cases they have got, what they expect to accomplish by them, and see

how profound their thinking.1s. . . .

. Senator Proxmire. Let me see if I understand.-the line of reasoning
you have been following. I understand that you say we haven’t really
made an economic determination as.to whether or-not.the size of the
business represents an element of efficiency, economy of scale, so that
if we should proceed with an antitrust action, for example, that re-
quired divestment or divestiture, maybe large numbers, that it might
result. in less efficiency and high . prices, with-an adverse economic
effect. I think there is some evidence, certainly in some industries—in
the steel industry, for example—that the small companies can compete
very well indeed, that the larger firms are not the most -profitable.
United States Steel, the largest, is not the most profitable. Bethlehem.
isn’t in second place either. The smaller firms seem to do-better. And I
think there are a number of industries where you could argue that.
moderate sized firms are efficient. But I think.it would be very useful
to have that kind-of study, because I don’t think it has been made
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either privately or by ‘any’ Government agency, and I think we ought
fo do just what we are doing, inquiring what will this do to the price
evel.

Senator Javirs. There is just one other aspect I would like to add,
and that is the fact that market competition may not compel individ-
ual units to do as much as they could do for the consumer, because
market competition is very weak, and therefore it really isn’t bringing
out all the cost benefits that competltlon is supposed to. And I think
that is true in'a great many fields. In other words, large units could
do a lot better by the consumer if they had some:different standard
than just competition. The competition really is keeping an umbrella
over it because it is so weak. -

Senator Proxmrre. Mr. Means, do you know of any studies'in the
economic profession’ that could help us in this area? Senator Javits
raised that 1nterest1ng economlc thought—economies of scale in vari-
ous industries. " -

Mr. Mzeaws. I think John Blair’s recent book “Economic Concentra-
tion,” has the most up-to-date references on that subject.

Senator Proxmire. Let me ask the staff to go into this and see what
has been done and what we can do to get some information on this, be-
cause I would agree that we are ignorant, we should have more infor-
mation than we have.

Senator Javirs. And also if they think section 5 is flexible enough to
reach problems like this, I think it would be critically important for
us to find out why they think so and see if we agree. That Would enor-
mously strengthen the hands of the Commission. - -

Mr. Exeman. I might say, Mr. Chairman, that Mr. Scherer, our
Director of the Bureau of Economy—and in his still unpublished—
has done a substantial amount of work with respect to the level of
efficiency of the concentrated firm just prior to the time he came to the
Commission a few months ago. And I am sure that he would be more
than willing to discuss some of these questions with the staff.

I might say that the point which we have touched on now—and I
can’t ever forgo any opportunity to get a plug in for a line of business
reporting—but the point we are touching upon now illustrates the fact
that we all feel we need more data, we all need more information about
some of these areas. And that is why we believe and I believe strongly
that this line of business reporting program which we now have just
gotten underway is going to be- tremendously healthy. .

Senator ProxMRE. You understand Senator J av1ts Mr. Scherer tes-
tified before this committee. .

Mr. Excman. He did.

Senator ‘Proxmrre. And his position is that about one-ha,lf of the
annual inflation is caused by anticompetitive practices. And he is a
very able economist. He has made a responsible study——he may be
wrong, but this is his conclusion, and he has data upon which to base
a conclusion that competition will reduce price increases.

I would like to ask you; Chairman Engman, about the degree of con-
centration among banks. I am very concerned ‘about that. I realize that
the FTC can’t reach the bankmg mdustry under the law, isn’t that,
correct ?

Mr. Exeyman. That is correct. -
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Senator Proxmire: Do you think that that law might be modified,
$0 that you might be free to go after concentration in the banking
industry ?

Mr. E)‘:NGMAN. I think there is-a feeling around the country that the
banking industry does in many ways affect the market behavior on the
part of business. It obviously has interlocking directorates, and it has
influence—very important elements within various industries.

Senator Proxmire. Wouldn’t it be a-good thing to eliminate that
-exemption and give the Federal Trade Commission the authority to
-act 1f banks were violating the law as other industries do?

Mr. Exeman.. I would never look,a gift horse in the mouth, Mr.
Chairman. Let me say that I don’t think we ought to have any sacred
-cows in this country today. At this particular-point in our economy,
with the problems we are facing, I'think that all of these special ex-
-emptions, all of these special arrangements, whether they be with re-
spect to banks or whatever, ought to be re-examined in a very tough
-approach as to whether or not they make any more application in
1975,

Senator Proxmire. Do you have any more information or have you
heard of any on the staff of the FTC with respect to banks and the
concentration of economic power?

Mr. Exeman. We normally attempt to devote our resources to those
things we do something about. We do have some investigations under-
‘way with respect to interlocking directorates, but that is a separate
question.

Senator ProxMire. A major issue which the Congress may be con-
fronting within a few days, and certainly in the next-several months,
is the question of deregulation of natural gas. Deregulation would
cost the consumer a billion dollars more on his annual gas bill, and it
would contribute to the already devastating inflation and energy cost,
in my view—which is a view that is challenged by others. In June
of 1973, after 3 years of investigation, the Federal Trade Commission
officials testified before the Senate Antitrust Subcommittee that: in a
number of cases natural gas producers understated reserves by as much
as 200 percent, 300 percent, and in one case 1.000 percent, understated
the value of their reserves. You testified at that time that because of
the lack of cooperation and insufficient legislative authority the in-
vestigation was taking a long time.

Now a year and a half later you have additional authority from
‘Congress and a specific request to proceed rapidly on this study, and
yet it appears that no progress has been made and no report forth-
coming. Senator Hart wrote to you a month ago setting a deadline of
todav, November 18, to deliver some report, to Congress on the progress
of this study in some form, or else an explanation as to why the report
hasn’t been completed. It is vital to have this information on natural
gas underreporting of reserves for the up-coming debate on the Buck-
lev amendment.

What is the progress of this study, and will you produce some results
in the next few months?

Mr. Exeman. First, Mr. Chairman, T believe we have alreadv had
that contact with the Senator and his staff. I personallv disenssed this
matter with him 3 or 4 weeks ago, or 3 weeks ago, I believe. And-tlere
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will be an interim report which he will have or the information from
that report which he will have available to him for his hearings.

Senator Proxmire. The reason I got into this wasn’t that I wanted
‘to butt into Senator Hart’s business, but his office asked us to ask about
it. They are very much concerned. There has been a lack of communica-
‘tion, apparently.

Mr. Exeman. I know that he is concerned.with the matter——

Senator Proxumire. He was to have testified this morning, inciden-
tally, but he wasn’t able to get back.

Mr. EnoMan. Anyway, to my knowledge—in fact I know that the
interim report will be given him, in fact may already have been given
him, and that we have had contact with various people on the staff.

Senator Proxmire. Let me get briefly into the line of business infor-
mation. And I have a couple of questions for Mr. Means.

You mention the line of business report program in your statement,
something that you say that you have been very interested in. Obvious-
ly, it is impossible for us to understand the operations of an industry
like, for example, General Electric, with its enormous variety of prod-
ucts, dominating in a particular area. We don’t know what their profits
are, what their costs are, that their operations are. But we know what
their competitors’ profits are. We-don’t have a picture of the industry
because we don’t have the particular factors involved. Now, you be-
lieve it is vital to carrying out the antitrust responsibilities of the FTC
to have this kind of information. Specifically you stated it is vital to
the selection process of the Commission.

Now, as you know, the House has passed restrictive language in
the Agricultural Appropriatioris bill—I fought hard against it—
which would prevent use of individual company data by the Federal
Trade Commission for antitrust enforcement purposes. Do you not
think this language, if enacted, will severly handicap the Commission’s
case selection process?

Mr. Meaws. I think that .

Senator Proxuire. Let me ask Chairman Engman, and then if you
would like to comment, that would be great. I beg your pardon. I have
questions for you a little later, Mr. Means. But let me ask Chairman
Engman first.

Mr. Excaan. Mr. Chairman, these points were raised in a letter
which you sent me about a week ago, also signed by Senator Hart and
Senator Magnuson. And it is an 1tem which was on our agenda for
the Commission meeting tomorrow. So I cannot really state what judg-
ment the Commission is going to make with respect to that. But I
can assure you that we will have it down here later this week.

Senator Proxmire. Let me ask the other questions and see if there is
any you can respond to.

The House passed language also prohibits the Federal Trade Com-
mission in providing line of business information to any other agency.
of Government, which I thought was outrageous, because after all if
the antitrust department should proceed with a case, they should do
so on the basis of the facts. Do you think that the statutory prohibition
would hamper other agencies of the Government which are involved in
the fight against inflation, agencies such as the Council on Wage and
Price Stability, in carrying out that fight effectively.
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* Mr. Exoeman. Again, these were points that were raised in that let-
ter. The Commission has not had an opportunity to discuss the matter.
that we encompass that in a letter which we will be sending down to
And in fairness to the other members of the Commission,. I would ask
you later. )

Senator Proxmire. Will we have that in time to be able to—

Mr. Excaman. You will have it if necessary tomorrow afternoon.

Senator Proxmirk. That is fine. We do need it now the. way this is
moving along.

« Mr. ExenaN. That is fine. )

. Senator Proxmire. Would you like to comment on that, Mr. Means ¢
Mr. Meaxs. No. '
Senator Proxmizre. Let me ask youn, Mr. Means, what impact do you

think President Ford’s economic program will have in solving our

economic problems ¢ o .

Mr. Meaxs. I am sorry, I didn’t get the question.

Senator Proxmire. What impact will President Ford’s economic
program have in solving our economy’s severe problems?

You have commented on that to some extent. You said that you
thought that this is not a demand inflation, with which T would agree
wholeheartedly. Anybody can look at the facts in recent days in
particular and feel that it is. But are there any aspects of the
President’s economic- program that you think would be helpful?

Mr. Meaxs. As a minimum program, it can probably accomplish a
little bit. I think it has no great ability to deal with the actual
inflation. C : o

Senator Proxyiri. In view of the fact that the principal elements
of the program, as I understand it, are inhibiting demand. :

Mr, Mzeawns. No. 1. ‘ . o

Senator Proxmire. No. 1, he has a surtax proposal, and No. 2, he
has a program of spending restraints which I applaud, but which I
think has to be supplemented by actions to stimulate the private
economy, or we are going to have terrific increased unemployment.

Mr. Meaxns. I think if those two parts of the program are carvied
out, we will have much worse conditions than we have now, and it
will not inhibit inflation.

Senator Proxmire. He asked for a sharp increase, at least arith-
metically, in the penalty for violating antitrust laws. But instead of
flicks on the wrist there are now taps on the wrist. It seems to me that
it doesn’t amount to anything. Instead of finding a company =
hundred thousand dollars he would fine them a million dollars. What
is a million dollars to General Motors or-A.T. & T.? That is about 10
minutes income. I can’t think offthand that anything he has proposed
would have any bite on this particular inflation, can you? ,

Mr. Meaxs. Well, T am not inclined to support the President’s
program. I think there are minor elements in its that might be good.
- - Senator Proxaire. I think vou said something about businesses
anticipating wage/price controls.

Mr. MEaxns. Yes. S o

Senator ProxmIre. By increasing prices. Can you specify the in-
dustries where this has been the case? o : :

T
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Mr. Meaxs. I can’t specify specific cases where this anticipation
has taken place. There has been a lot of discussion in the trade
journals of the effect of the expectation of price controls as business
raises prices in anticipating such action.

To me the most important source of administrative inflation is the
difference in the way business enterprises regard things that reduce
their costs, and things that increase their costs. If, for example, a busi-
ness has a sizable increase in wage rates, it is very conscious of that as
an increase in costs. If it has an equal gain in productivity because it
has introduced improved machinery or something, it pats itself on the
back and takes the credit. In that respect we have a ratchet process
here, Until a year or two ago this ratchet process was probably a major
factor in giving us inflation, because the industries that had pro-
ductivity gains didn’t fully set them off against the increase in labor
costs that came from raising prices, raising wage rates. And this
inching process has been going on continuously.

Senator Proxmire. I think you are roughly right. In other words,
we have a history of prices going one way in many industries, up and
never down. Farm prices in the last 12 months have gone down 7
months and up 5 months. But you try to find a year in-which the steel
industry’s prices have gorni¢ down. They never go down.
~ Mr. MEans. In the last year or two the expectation of inflation has
come into play. Here we have quité a different effect from the expecta-
tion of inflation in a concentrated industry, and in a highly competi-
tive industry. You take wheat.. . .

* Speculators will come in when there is a crop failure and buy up part
6f the crop. And then when they can realize profits with a gain in price,
they will sell out. So.that there has beén no effect on the price pre-
speculation and postépeculation except for the change in output. ‘When
you come to an administered price in a concentrated industry, you do
not have any room for the independent speculator. But the company
that has market power can raise its prices quite arbitrarily, simply
because it expects inflation. And thisis & one-way street. And thereis
_nothing inherent in the way of a buildup of additional holding of
goods off the market which then come onto the market and reverse the
price rise. Thus you can have big arbitrary price increases that do not
relate to a change in cost and current demand., - - .

Senatoer Proxmire. Thank you. . '+ | o

~In the front of your prepared statement, Mr. Means, you say that
contracting-the genera] demand, for oil, would bé “cutting the face to
spite the nose.”? I like that twist. But a strong domestic 'oil-conserva-
tion program has been discussed as a key elément of UJ.3. energy policy.’

Incidentally, John Sawhill will testify before this committee tomor-
row. Do you think that we should abandon'the idea of a strong energy-
conservation effort? o o . e

Mr. MEaxs. No, I think you have got to expand energy production
and conserve—I am not an expert in this field. . .

Senator Proxymre. What do you mean when you say that contracting
the general demand for oil would be in effect bad? Why wouldn’t that
be good under present circumstances, from the standpoint——
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Mr. Means. Contracting the demand for oil % .

Senator Proxmire. Contracting the general demand for oil you say-
would be cutting the face to spite the nose? .

Mr. MEeans. No, contracting general demand for everything, by fis--
cal and monetary policy.

Senator Proxaire. 1 see. Would you agree that contracting the de-
mand for oil wo