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LETTERS OF TRANSMITTAL

Novemeer 28, 1980.

To the Members of the Joint E conomic Committee :

Transmitted herewith is a staff study, printed separately, and tech-
nical papers which together form Volume 5 of the Special Study on
Economic Change (SSEC).

Volume 5 is entitled “Government Regulation: Achieving Social
and Economic Balance” and is one of 10 areas on different aspects of
the economy published by the SSEC. The SSEC was initiated in
1978 under the direction of the former Chairman of the Joint Eco-
nomic Committee, Representative Richard Bolling, then Vice Chair-
man Senator Hubert H. Humphrey, and the former Ranking Minor-
ity Member, Senator Jacob K. Javits. It is intended to identify major
changes in the economy and to analyze their implications for policy-
makers. The successful completion of this Study will, I believe, help
provide an economic agenda for the United States for the decade of the
19807,

The views expressed in the technical papers are exclusively those
of the authors and do not necessarily represent the views of the Joint
Economic Committee or of individual members, The staff study, which
summarizes significant issues raised in the technical papers, was ap-
proved by the Chairman’s Special Study Review Committee formed
by the Chairman, Representative Bolling, Ranking Minority Mem-
ber Representative Clarence J. Brown, and Senator Javits.

Sincerely,

Lroyp BENTSEN,
Chairman, J oint Economic Committee.

NoveMBER 24, 1980.

Hon. Lioyp BENTSEN,

Chairman, J oint Economic Committee,
Congress of the United States,
Washington, D.C.

Drar Mr. CaamrMAN : Transmitted herewith is a staff study, printed
separately, and technical papers entitled “Government Regulation:
Achieving Social and Economic Balance,” which constitute Volume 5
of the Special Study on Economic Change (SSEC).

The SSEC was initiated under the leadership of former Chairman
of the Joint Economic Committee, Representative Richard Bolling,
Vice Chairman Senator Hubert H. Humphrey, and former Ranking
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Minority Member, Senator Jacob K. Javits. The Study is divided
into 10 substantive areas, which together chart major changes in the
economy and analyze their implications for policymakers. Volume 5
comprises an economic analysis of the effects and benefits of govern-
ment regulation and the costs borne by the private sector.

This study looks at the regulation in both general terms and with
regard to individual cases, to provide policy analysts with a wealth of
valuable information on this important subject.

It should be understood that the views expressed in the technical
papers are exclusively those of the authors and do not necessarily rep-
resent the views of the Joint Economic Committee or of individual
members. The staff study, which summarizes significant issues raised
in the technical papers, was approved by the Chairman’s Special
Study Review Committee formed by the Chairman, Representative
Bolling, Ranking Minority Member Representative Clarence J.
Brown, and Senator Javits.

Sincerely,

JorNn M. ALBERTINE,
Ewxecutive Director, J oint Economic Committee.
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SuMMARY

The purpose of this paper is to place the regulatory change of the
last 20 years in historical perspective. The paper takes a broad view,
generalizes freely, and overstates some of its arguments to highlight
1ts principal themes.

The first theme is that the most recent era (1960-79) differs from
the two preceding periods of regulatory hyperactivity in that it has
been a time of two partially conflicting trends: one toward more regu-
lation, the other toward deregulation. In neither of the two previous
periods—the progressive era (1901-21) and the New Deal (1933-38)—
was there such a strong trend toward deregulation at the same time
additional regulatory powers were accruing to the State and Federal
Governments.

Similarly, the two earlier periods differed from the period 196079
in that most of the regulatory legislation was sponsored by strong,
activist, reform-minded Chief Executives—Theodore Roosevelt and
Woodrow Wilson during the progressive era, Franklin D. Roosevelt
during the New Deal. By contrast, during the most recent period it
seemed to matter little who was President. Congress has issued regu-
latory legislation during the activist, reform-minded administration
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of Lyndon Johnson, the noninterventionist, free market-oriented ad-
ministration of Gerald Ford, and the in-between administrations of
John F. Kennedy, Richard Nixon, and Jimmy Carter. Unlike the sit-
uation in previous eras, the source of most of the recent regulatory
initiatives was Congress itself, a reflection of the growing independ-
ence of the legislative branch and the rise in the 1960’s and 1970’s of
“single-issue politics.” First triumphant in the civil rights movement,
single-issue politics moved from noneconomic issues such as civil rights
and the antiwar movement to partially economic issues such as con-
sumerism, environmental protection, and health and safety. Closely
related to the decline of party discipline within Congress, the emer-
gence of single-issue politics represents a significant change in the way
American Government works, and it has been a vital ingredient in
both the growth of social and environmental regulation and the decline
of economic regulation for industries such as airlines.

Intellectually, the most recent period differs from the earlier ones in
that price theorists have become the leading scholars of regulation,
displacing the lawyers and institutional economists who dominated
discourse during the progressive era, and the political scientists who
held primacy during the 1930’s. This dominance by price theorists may
be ephemeral, or it may be permanent. In either case, it is helpful to
an understanding of the present period to speculate about the policy
implications of the primacy at a particular time of one methodology
over another.

I. CuaNGE SinNce 1960 -

One characteristic that sets off the recent period of regulatory
change from earlier periods is that it has been a time of not one, but
two distinct and partially conflicting trends. The first trend was
toward greater government regulation. Every literate citizen is aware
of the proliferation of such agencies as Environmental Protection
Agency, Department of Energy, Occupational Safety and Health
Administration, Consumer Product Safety Commission and National
Highway Traffic Safety Administration.

The second trend, which at any given time during the period 1960-
79 lagged behind the first by several years, is toward deregulation.
Though not quite the cliche that “more regulation” has become, “de-
regulation” is nonetheless familiar to most Americans. Some have
already experienced its pleasant effects, in the lower prices they pay for
airline tickets and for securities transactions in the stock market.
Others have felt its unpleasant effects, in the rising prices of de-
controlled natural gas, petroleum products, and rents for apartments.

In any event, all of us—scholars, legislators, the general public—
are at this moment confronting the peculiar spectacle of two powerful
trends that seem to be directly at odds with each other. One is toward
greater government regulation, the other toward less. The irony of the
situation, the apparent paradox, is a theme of this paper, and much of
what is said in all three sections of the paper is an attempt to inquire
why this paradox exists, why it did not exist in similar form in the
earlier periods of regulatory hyperactivity, and what it may augur for
the future of regulation within the United States. The organization
of the paper proceeds on these lines: the first section explores the
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reasons why the two trends grew simultaneously during the 196079
period, the second delineates the ways in which the recent period dif-
fers from two earlier reform eras, and the third assesses the meaning
of the conflicting trends for the American economy and the American
polity. The aim throughout the paper is to provoke thought about
regulatory change, and toward that end I have deliberately overstated
some of the arguments and interpretations.

A. The Landis Report of 1960

One of the landmark documents in regulatory history is the so-called
Landis Report to President-elect Kennedy, delivered in December
1960. The author of the report, James M. Landis, had credentials of
expertise in regulatory matters that few Americans, if any, could
match. A pupil and disciple of Felix Frankfurter, Landis was one of
the bright young men of the New Dean who drafted and administered
important reform legislation. He was a principal author of both the
Securities Act of 1933 and the Securities Exchange Act of 1934. He
served as a commissioner on three major agencies—the Federal Trade
Commission, the Securities and Exchange Commission, and the Civil
Aeronautics Board. In between regulatory assignments he saw duty as
a White House troubleshooter and served as dean of the Harvard Law
School.

In short, Landis knew whereof he spoke when he undertook to
discuss affairs of law and regulation. Thus, when John F. Kennedy
asked him to survey the current state of Federal regulation and report
the results, a substantial proportion of the regulatory subculture in
Washington—commissioners, congressional subcommittee members
and their staffs, executives of regulated industries, and the regulatory
bar—awaited the results with an anxious mixture of curiosity and
fear (of radical change in the regulatory subculture which Landis
might have recommended). Few members of this subculture had much
to gain from regulatory change, and some took comfort in the fact
that at least James Landis was one of their own, at least he had
experience in the field. Furthermore, Landis was the author of what
to this day remains the most persuasive theoretical treatise in favor
of regulation ever written—“The Administrative Process,” which he
delivered at the Storrs Lectures at Yale in 1938.

By 1960, however, when the Landis report to the president-elect
appeared, it was evident from the first page that its author has under-
gone a profound change in the years since the New Deal. Instead of
a defense of regulation, or a temporizing analysis that evaded the
real issues, the Landis report went boldly on the offensive. It offered
harsh indictments of regulatory performance in agency after agency,
detailing the inefficiency and cronyism that had invaded nearly all
the commissions. The flavor and specificity of the report may be
inferred from the following quotation :

Inordinate delay characterizes the disposition of adjudicatory proceedings
before substantially all of our regulatory agencies. In the Civil Aeronautics
Board, for example, the average age of dockets closed by formal proceedings in
1960 was some 32 months. As of June 30, 1959, out of 464 proceedings then pend-

ing, 166 had been pending for more than 3 years. The Federal Trade Commission
as of June 30, 1959, had 309 cease and desist orders pending, of which 118 had
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been pending for more than 1 year and 30 for more than 3 years. In the Federal
Power Commission the backlog of pending cases in 1959 was almost four times as
great as in 1957. Only last September that Commission announced that it would
take 13 years with its present staff to clear up its pending 2,313 producer rate
cases pending [sic] as of July 1, 1960, and that within the contemplated 6,500
cases that would be filed during that 13-year period it could not become current
until 2043 A.D. even if its staff were tripled. Contested proceedings before the
Interstate Commerce Commission tend to run from 18 to 36 months, and numerous
proceedings before the Federal Communications Commission and the Maritime
Board have been pending for more than 3 years. The statutory period of 20 days
during which a normal registration statement covering the issuance of new
securities becomes effective under the Securities Act of 1933 has in practice been
lengthened to some 40 to €0 days. Numerous similar statistics can be gathered
from other agencies, including individual instances when even 10 and 14 years
have elapsed before a final determination has been made. They all corroborate
the fact of interminable delay.

The Landis report went on in the same spirit for some 87 printed
pages. It ended with a list of proposals that would promote the cen-
tralization of administrative responsibility in the chairmen of the
agencies, so that they might wield authority commensurate with the
complex tasks assigned to them. Landis emphasized the essential nexus
between the president and the commission chairmen. He recommended
that the chief executive be given wider authority over the behavior

of the agencies and the appointment of their chairmen.

B. The New Regulation and Its Meaning

In terms of the paradox with which this paper began—that is, the
irony today of parallel and simultaneous drives toward greater regu-
lation and toward deregulation—the Landis report of 1960 may be
seen to bear the seeds of both movements. In detailing the administra-
tive delays characteristic of the existing agencies, Landis was in effect
lamenting that the agencies’ tasks were impossible to fulfill.
Though he was too committed to the regulatory solution ever to put
it in quite this way, the fact was that some of the agencies on which
he focused—the Interstate Commerce Commission and the Civil Aero-
nautics Board for example—were engaged in economic regulation of
an inherently inappropriate nature. Proceeding from an inapplicable
premise (at least to the trucking and airline industries) of ‘“natural
monopoly,” the agencies ruled on the fairness and reasonableness of
rates, fares, and other fees. They controlled entry and exit for par-
ticular industries, and they often set the terms of competitive behavior.
" Insofar as Landis’ indictment of economic regulation grew out of a
recognition that something was deeply wrong not only with the com-
missions but also with the function itself, he may be seen as an early
prophet—the John the Baptist, so to speak—of deregulation. That
Landis was too tied to the old ways to make the final break was less
important than that he saw so clearly that the system which he him-
self had helped to design was not working, and might never work.

At the same time, as an unreconstructed New Deal liberal, Landis
was in full sympathy with the humanitarian thrusts of Kennedy’s
New Frontier, from which some important subsequent regulatory leg-
islation grew. This “new” functional form of regulation, so different
from the “old” economic regulation, focused on the rights of citizens

1James M. Landis, “Report on Regulatory Agencies to the President-Flect” (U.8.
Senate, Committee on the J udiciary, 86th Congress, 2d sesslon, 1960).



5

to a safe and healthy workplace, to equal employment opportunity,
and to a clean environment. Though James Landis died in 1964, just
as the “new social and environmental,” or “functional, cross-industry”
regulation was beginning, one senses that he would have given it his
wholehearted approval and support.

Although some important regulatory legislation of the new variety
.grew from the initiatives of the Kennedy administration, its chief
source was neither the Kennedy, Johnson, Nixon, Ford, nor Carter
administrations. Indeed it was not the executive branch at all, but
Congress, and the legion of congressional staff members on the look-
out for issues through which their principals—particular congress-
men and senators—could attain visibility and national prominence.
Thus, Senator Muskie (D.-Me.) became identified with the environ-
mental movement, Senator Magnuson (D.-Wash.) and Representative
Moss (D.-Cal.) with consumer 1ssues, and Senator Kennedy (D.-Mass.)
with health care.

Another striking aspect of the new regulation was the rapidity of
its rise, and the suddenness with which a consensus of the American
electorate came to support it. This in turn reflected a rising consumer
consciousness, a sophisticated (sometimes excessively so, to the point
of misplaced cynicism) understanding of the way politics and busi-
ness interacted, and an impatience with the ability of existing institu-
tions to cope with new problems. It also reflected the rise of “single-
issue politics,” around which ad hoc coalitions are constructed without
reference to existing party structures and in the face of attempts to
impose party discipline. This theme of single-issue politics will be
discussed in a later section of this paper.

C. The Growth of the Regulated Sector

It is unnecessary to elaborate in further detail on the growth of the
regulated sector. It may be useful, however, to address three common
misconceptions or exaggerated notions about the nature of regulatory
change since 1960. The first is that the new social and environmental
regulation has negatively affected American industry across the board.

The first misconception is that the new social and environmental
regulation has negatively affected American industry acrossthe board.
This line of thought goes as follows: The “old” regulation was indus-
try-specific: the CAB regulated the airlines, the ICC railroads and
trucking, the FCC broadcasting and telecommunications. The new
regulation, by contrast, is “cross-industry,” and therefore—like the
symbolic representation of justice—it is blind to differences among
industries or among firms. A closer look would show that the impact
of the new regulation has been very different for different industries
(it has profoundly affected automobiles, chemicals, and utilities, for
example, but has touched only lightly upon textiles, machinery, and
agribusiness). Furthermore, the new regulation has affected big busi-
ness in ways different from small business, and it has helped or hurt
individual firms within the same industry to such a differential ex-
tent that it has changed the basis of competition within those indus-
tries.? Finally, some of the new regulation, particularly environmental

3 See Robert A. Leone, “The Real Costs of Regulation,” Harvard Business Review (No-
vember-December 1977), pp. 57—66.
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and health and safety regulation, has promoted the rise of impor-
tant new industries such as those manufacturing pollution-abatement
equipment.

A second misconception is that the United States has become sad-
dled with huge new parasitic Federal bureaucracies erected to admin-
ister the new rules. In fact, little overall growth has occurred in the
Federal bureaucracy in the last 20 years, relative to the growth of the
population in general; and such growth as has occurred in the public
sector is mostly confined to State and local governments. It is true
that several new agencies have appeared and grew at a rapid rate.
The Environmental Protection Agency, for example, quickly grew
from practically nothing to an organization employing more than
10,000 persons. This is an unusual example, however, and the general
rule has been of modest growth, at least in terms of personnel. But
personnel is a poor yardstick, and in terms of impact on the private
ser((‘,itor, the growth on the new regulation has been of a much higher
order.

A third misconception, or, to put it more precisely, a premature
and oversimplified conclusion, is that the costs of the new regulation
far outweigh the benefits. This conclusion inheres in practically all the
scholarship of regulation, and in most of the journalism as well. The
problem is not so much that it is an erroneous conclusion as that it
mixes together two distinct points, each of them accurate but difficult
to express as one. These two points are, first, that, that the costs of reg-
ulation, though difficult to quantify, are not nearly so difficult to quan-
tify as are the benefits, many of which have no value that can be ex-
pressed in market terms.® Thus, costs and benefits are sometimes in-
commensurable and unfortunately cannot be directly compared. The
second point is that, given the stated aims of regulatory policy, the
methods employed are inappropriate to the ends desired. More effi-
cient means are available, so that the same benefits—however sub-
stantial they are—might be achieved at significantly less cost.

D. Changing Perceptions of Regulation
1. BY SCHOLARS

For the student of regulatory history, one of the arresting char-
acteristics of regulation has been the shifting patterns of primacy
over the “turf” manifested by different academic disciplines.

Prior to the 19380%s, the dominant students of regulation were law-
yers and institutional economists who drafted and administered reg-
ulatory statutes. One thinks of the first chairman of the ICC, Thomas
Cooley, a leading constitutional lawyer whose assertion of turf rights
over regulation typified his profession. Within a few years of its in-
ception, the ICC’s members dressed themselves in black robes and
addressed each other as “brother,” after the fashion of the judiciary.

3 A wide'y quoted survey is Murray L. Weidenbaum and Robert DeFina, “The Cost of
Federal Regulation of Economic Activity (Washington, D.C.: American Enterprise In-
stitute, May 1978). This analysis is typical in that, as the authors say, ““The focus of
the study i8 only on costs; no judgments are expressed on the value of the many regula-
tory efforts’ (p. 3).
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The classical economists—the price theorists of the day—ignored the
turf, leaving it to the lawyers and to a few of their own economics
colleagues of the institutionalist school.

In the next decades, from roughly the 1930’s through the 1950, the
leading writers on regulation came from the discipline of political
science. They were typically interested in such questions as how the
agencies fit into, and perhaps violated, the intricate system of checks
and balances so carefully construated by the Founding Fathers.
Such leading political scientists as Robert E. Cushman, Merle Fain-
sod, and Marver Bernstein focused on the “quasi-legislative, quasi-
executive quasi-judicial” nature of the agencies, and either damned
the hybrid form as inherently unworkable or praised it as an adapta-
tion essential to the government of complex modern economies.

Beginning in the 1960’s, and peaking 1n the late 1970’s, regulatory
scholarship has been dominated by neoclassical economists. These
scholars, using cost-benefit analysis at every turn, purported to quan-
tify a series of almost unbelievable regulatory inefficiencies. In book
after book, article after article, they hammered at regulatory per-
formance, lampooned it, even devoted new journals (e.g., the Journal
of Law and Economics and the Bell Journal of Economics) to the
exploration of regulatory inefficiency. They changed the vocabu-
lary of discourse, to the point that all who wish to understand the
subject—lawyers, political scientists, and others—must become fa-
miliar with such formerly arcane terms as “externalities” and the
principle of “second-best.” Neoclassical economists made the field of
regulation their turf in the 1970’s, and they show little sign of retreat.

The implications of this latest conquest are two-fold. First, one must
ponder whether the conquest is as permanent as it now appears, or
whether—in view of the earlier and equally total dominance of the
same field by lawyers and political scientists—one is instead witnessing
a mere phase in a series of successive triumphs by different intellectual
disciplines. The second point, a related one, is more important for the
making of policy. Since each discipline has its own axe to grind—part
methodological, part ideological—the question arises of how reliable
are the prescriptions for reform of whatever intellectual sub-group
happens to be king of the mountain at any given time. Lawyers and
political scientists, for example, emphasize administrative structure,
political feasibility, and due process of law. They hold these values
dear, and they expressed them in such laws as the Administrative Pro-
cedure Act of 1946. The new price theorists of the 1960’s and 1970,
on the other hand, hold the truth of economic efficiency to be self evi-
dent, and elevate it above all other considerations. Consequently, their
prescriptions—by the nature of their methodology—call for the free
play of market forces, and the removal of administrative constraint.
In a word, they call for deregulation. Where the ends of regulation are
attractive to society, as in the new social and environmental regulation,
the neoclassists ¢ call for incentive systems to replace the command
and control techniques now preferred by public policy.

+1 am oversimplifying a bit here, since by the late 1970’s almost all economists agreed on
certain aspects of regulatory inefficiency. It is not an exaggeration, however, to say that
‘the neoclassicists led the way.
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2. BY THE PUBLIC

At the present time, the American people are almost certain to be
confused by headlines saying both that regulation is increasing but that
deregulation is on the rise as well. Beyond this obvious irony, public
perceptions of regulation are merely a part of the widespread percep-
tion that government in general is inefficient, wasteful, and corrupt.
Virtually all public opinion polls show that faith in government is de-
clining, along with faith in most other institutions.

What is not so obvious, however, is the continued desire on the part
of the public for those services and social goals represented by the new
functional and social-environmental regulation. To give one example,
a 1978 poll showed the following: ®

{in percent]

Too littls or
Too much about right

1. The Federal Government is spending.._._______ et e e emme o cmenan 82 17
2. For impioving and protecting the environment, it is spending._ ————- 10 90
3. For improving national heaith, it is spending________.._______ ————- 7 93
4. For improving the Nation's educational system, it is spending_.__ . ... 11 89

5. For improving the condition of blacks, it is spending._ .. _oeon 27 73

At first glance, these figures seem to represent conflicting signals.
How can Americans be for more Federal expenditures for so many
categories (including very important functional regulatory categories
such as environmental cleanup and equal employment opportunity),
while simultaneously for reduced Federal expenditures? The answer,
insofar as there is one, may lie in the public perception that the means
to these ends have been inefficient—that the job needs to be done, but
that it must be done more efficiently. A poll conducted at about the
same time found the following, similarly paradoxical results:®

{In percent]
Yes Ne
1. Do you approve of the job Congress is doing? ... ... ... 36 64
2. Do you approve of the job your Congressman is doing?_...... ... ..o 75 25

II. Way taE RecurLatory Crances Since 1960 Have OccCURRED

The date of establishment of almost every regulatory and quasi-
regulatory agency in the American Government would be located falls
within three periods, all in the 20th century. The first period was the
progressive era, which lasted roughly from the start of Theodore
Roosevelt’s presidency until the end of Woodrow Wilson’s, or from
1901 until 1921.

The second period of regulatory hyperactivity began with the inau-
guration of Franklin D. Roosevelt and ended with the last major
piece of New Deal legislation, the Fair Labor Standards Act. This
period—the briefest of the three—was from 1933 until 1938.

5 Bverett Carll Ladd, Jr., “What the Voters Really Want,” Fortune (Dec. 18, 1978), p. 44.
8 Ibid., p. 48.
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The third period is the one under study in this paper, the period
since 1960. The precise beginning of this era is a matter of arbitrary
conjecture, of course. Perhaps the election of John F. Kennedy, with
his slogan of “Let’s get the country moving again,” is an appropriate
date. Or, maybe the first of the 1960’s riots (October 1962, with the
commitment of Federal marshals to assist integration of the Univer-
sity of Mississippi) makes a more logical substantive beginning. Or, if
the test is the establishment of a new regulatory agency, the creation
of EEOC in 1964 would be the date of choice.

Irrespective of precisely when the latest burst of regulatory activity
began, this most recent period differs fundamentally from the earlier
eras of reform legislation and regulatory initiatives. I will attempt
through a brief comparative analysis to show why this has been the
case, and then relate the analysis to present trends in American politics
that may affect regulatory change in the future.

A. The Progressive Era, 1901-21

A remarkable number of regulatory and other government changes
were institutionalized during the first generation of the 20th century,
as even a superficial list shows:

1902 The Newlands Reclamation Act (conservation and
irrigation).

1908 The first mandatory direct primary system.

1906 The Pure Food and Drugs Act.

1906 The Hepburn Act (which gave the ICC its first genuine
power).

1908 The first city manager government (there were hundreds
more by 1921, when the movement peaked).

1912 The first minimum wage law.

1913 The Federal Reserve Act. .

1913 The 16th Amendment (legalizing a Federal income tax).

1913 The 17th Amendment (mandating direct popular election
of U.S. Senators).

1914 The Federal Trade Commission Act.

1920 The 19th Amendment (women’s suffrage).

This is only a brief list of the most important of hundreds of Fed-
eral, State, and local reforms. It omits such things as the first wide-
spread enactment and use of direct democracy devices: the initiative,
referendum, and recall. The list says nothing about the crusading zeal,
often inspired by Protestant evangelical religion, which preceded and
accompanied the enactment of many of the laws. Nor does the list
include such illiberal measures as the 18th Amendment (prohibition),
nor the restriction of immigration into the United States, nor the dis-
franchisement of blacks in many States, all measures sincerely viewed
by their proponents as additional “reforms.”

What the unadorned list does show, however, is a deep faith in
creative tinkering with the procedures and institutions of the Ameri-
can political system. Most of the listed reforms addressed themselves
less to the substance of what was happening than to the methods of
dealing with rapid change. Even after the reforms, there was little
direct involvement by government, and especially the Federal Gov-
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ernment, in the everyday lives of American citizens. The size of the
Federal establishment was tiny in these years, despite the temporary
swelling brought on by American involvement in World War I. What
the procedural emphasis of the reforms reflected more than anything
else was a disillusionment with corruption and chicanery, a determina-
tion somehow to wrest control from the politicos and bring govern-
ment “back to the people,” and a deep concern with the rise of corpo-
rate giantism in American life. Hence the first really important anti-
trust cases in American history : (Northern Securities, 1904 ; Standard
0il of New Jersey, 1911; American Tobacco, 1911). And hence, too,
the Federal Reserve Act of 1913 and the Federal Trade Commission
Act of 1914.
1. THE CONTEXT OF PROGRESSIVISM

The entire 20-year period was one of almost uninterrupted pros-
perity. Virtually nobody paid income taxes, (the threshold of income
at which one had to pay income taxes was so high that few “quali-
fied”), that real wages rose steadily, and upward economic mobility
was assumed to be available to all. Those who earned new wealth
were determined to protect their rising stakes in American life, and
those already well off were determined to remain so. There was a
certain gentility—many historians call it naivete, especially during
the pre-World War I period—in the assumptions of this generation
of Americans. In particular, their assumption that tinkering with
the mechanisms of government would automatically insure the con-
tinuance of democratic control seems in retrospect almost pathetic
in its idealism and naivete.

“Welfare” measures were still assumed, by and large, to be the
province of private, charitable institutions. There was a great deal
of concern about morals, as reflected in the anti-saloon movement and
the ultimately successful drive for a constitutional amendment pro-
hibiting the sale of alcoholic beverages. Above all, there was a deep
conviction that the growing uncertainties of life, brought about by a

eneration of heavy immigration, rapid industrialization, and grow-
ing urbanization, must be brought under control. The progressive gen-
eration had a sincere faith in the efficacy of expertise and of science in
the abstract to deal with these problems, and with whatever other
problems presented themselves. The coming of World War I did
much to dash this mood of national innocence, of course, and the
postwar generation became famous for its disillusionment with the
hopeful mood of progressivism.

2. 1901—-21 COMPARED WITH 1960-79

Both periods were characterized by sustained and serious inflation
(during practically the entire progressive era, and for the second half
of the more recent period). This hopefulness of the reform movements
- of the early 20th century was matched by the similar naivete of the
“flower children” of the 1960’s, though the progressives had great
faith in institutions, while the 1960’s generation was explicitly anti-
institutional. The most striking difference in the two periods—and this
is true f the New Deal period as well—is the unprecedented per-
sistence in the 1970%s of regulatory initiatives long after the national
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reform mood had passed. This fact speaks directly to the changes that
have occurred in American politics, and in particular within the party

system.
B. The New Deal, 1933-38

The list of reform measures passed during this 5-year New Deal
period is familiar, and—considering the brevity of the period—re-
markable because the measures were more numerous than those of
the progressive era or of the period 1960-79. So numerous are the
items that might be listed as major reforms with a regulatory thrust
in the New Deal that I will restrict the following list to those meas-
ures which established or strengthened agencies that are still active
in 1979:

1988 The Agricultural Adjustment Act.

1933 The Tennessee Valley Authority Act (TVA).

19383 The Securities Act.

1933 The Glass-Steagall Banking Act (FDIC) (Federal De-
posit Insurance Corporation).

1934 The Securities and Exchange Act (SEC) (Securities and
Exchange Commission). )

1934 The Communications Act (FCC) (Federal Communications
Commission).

1935 The Motor Carrier Act (ICC regulation of trucking) (In-
terstate Commerce Commission).

1935 The Social Security Act. .

1935 The VVda)gner Act (NLRB) (National Labor Relations
Board).

1935 The Public Utility Holding Company Act (New functions
for both the Federal Power Commission and the SEC).

1935 The Rural Electrification Act (REA).

1938 The Civil Aeronautics Act (CAB and FAA) (Civil Aero-
nautics Board and Federal Aviation Administration).

1. THE CONTEXT OF THE NEW DEAL

The central experience of the 1930’s, of course, was the Great De-
pression, which. lasted from 1929 until mobilization for World War
IT in 1941. This circumstance alone undermines analogies between
the New Deal and other periods of rapid political change. A second
unusual circumstance was the central role of President Franklin D.
Roosevelt, one of the most popular politicians in American history.
In retrospect, it seems remarkable that any person could have been
elected four consecutive times to the presidency, and this fact too
suggests that almost any parallels between our own time and the
New Deal would be overdrawn.

2. THE LEGACY OF THE NEW DEAL

It is useful, however, to speculate about the meaning of the legacy
of this idiosyncratic decade on our own time. For example, the en-
actment of so much economic regulatory law in the 1930’s—in an ex-
tremely atypical economic context—should make us less reluctant to
repeal those laws that might have seemed appropriate or essential

56-368 0 - 80 -~ 2
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during conditions of depression, but which seem now to make little
or no sense. Two examples are the Civil Aeronautics Act of 1938
and the Motor Carrier Act of 1935. Each of these laws purported
to rescue a particular industry from what was viewed at the time
as “chaos.” By chaos, contemporary analysts and lawmakers mean,
in part, a higher degree of competition in airlines and trucking that
seemed desirable during a period of deflation and depression.

Thus, there are powerful lessons to be learned from both the bold-
ness with which the New Deal Congress enacted legislation, and from
the profoundly different context of 1979 as compared to the 1930’s.

- One lesson is that a similar boldness may be in order for undoing
legislation that was appropriate for one context but is quite inap-
propriate for another.

C. The Period 1960-79

1. THE BASIC DISSIMILARITY

Aside from the several dissimilarities between the present period
on the one hand and the progressive era and New Deal periods on the
other, a fundamental dissimilarity is conspicuous with respect to regu-
lation. During neither of the earlier periods was there anything like
the two simultaneous movements of our own time toward deregulation
and toward more regulation. With minor exceptions, both of the earlier
periods were characterized by steady accretions of authority to the
government, and steady expansion of the sphere of government. There
were practically no backward steps, the single prominent exception
being the repeal in the 1930’s of the prohibition amendment passed in
1918.

" 2. THE REASONS FOR THE DISSIMILARITY: “SINGLE-ISSUE POLITICS”

In both the progressive and New Deal eras, strong presidents led
the drive toward reform. In the period 1960-79, regulatory legislation
often had the sponsorship of strong presidents (particularly Lyndon
Johnson), but just as often it emerged without such sponsorship. Also
in many cases, new regulation materialized or existing regulation was
strengthened during the tenure of weak presidents. This characteris-
tic, too, distinguishes the recent period from the earlier reform eras,
and it raises the question of why and how it happened.

Perhaps the simplest answer 1s contained in still another Washing-
ton cliche of recent vintage: single-issue politics. The most striking
evidence of this new phenomenon was the success during the 1960's of
new coalitions built not around parties but around issues. The adher-
ents to these issues were committed to them with a single-minded zeal
tﬁat often baffled traditional party politicians and sometimes repelled
them.

_The spectacular success of single issue politics in issue after issue—
civil rights, the women’s movement, environmentalism—signaled a
critical change in the way American politics was conducted. The lesson
seemed. to be that the way to achieve one’s goal was to assemble a cadre
of workers tirelessly devoted to the forwarding of its own programs, to
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the exclusion of all others except insofar as such other programs might
impinge.

What made the ground exceptionally fertile for single-issue politics
was the concurrent dechine of party discipline within Congress. Politi-
cal analysts had lonfg been aware of this danger, because the constitu-
tional separation ol powers left the American Government without
the discipline built into, say, a parliamentary system such as that of
Great Britain or Canada. In parliamentary governments, there is no
formal separation between the executive and legislative branches.
Thus, whereas the prime minister in a parliamentary government is by
definition the leader of his party and a member of parliament, the
American President might easily confront hostile opposition majori-
ties in one or both houses of the legislature. This has happened re-
peatedly during the 20th century, with Presidents Wilson, Hoover,
Truman, Eisenhower, Nixon, and Ford finding themselves stymied
time and again by recalcitrant majorities of the opposition party.

Once the parties themselves began to fragment, the American Gov-
ernment began to experience periods of aimless drift, like a rudderless
ship being tossed about by whatever wave it happened to encounter.
The modern fragmentation of the parties began in the late 1930’s, as
the New Deal coalition of Democrats began to break up over the issue
of whether to continue down the road toward reform, or whether to
stop and consolidate gains already made. The onset of World War I1
disguised this incipient breakup of the parties, in two different ways.
First, domestic poiitics was adjourned in favor of exclusive attention
to the problem of winning the war. Second, the war produced the note-
worthy bipartisan foreign policy designed by such Democrats as
James F. Byrnes and Dean Acheson and such Republicans as Wendell
Willkie and Arthur Vandenberg. -

Furthermore, even though Democrats and Republicans might each
experience quarrels within their parties, a new type of discipline
emerged in the form of firm coalitions across parties, such as that be-
tween southern Democrats and northern Republicans. Though it did
not appear so at the time, in retrospect it is clear that this type of
coalition, though negative, was a stabilizing force in comparison with
what was to come later. The southern Democrat-northern Republican
coalition persisted in strength from about 1938 until the early 1960’s,
when new issues such as civil rights and economic competition between
the Sunbelt and the Frostbelt split the coalition into many fragments.

The upshot of these trends was that American politics was ina weak-
ened and vulnerable condition even before it was called upon to deal
with two of the greatest crises in American history. These, of course,
were the Vietnam war and the Watergate scandals. By about 1974, in-
dividual legislators had begun to see that the wisest possible course was
one of independence, a pohitical strategy of every person for himself. A
surprising number of Senators and Representatives simply quit, in
disgust or bewilderment. In particular, several senior legislators—in-
cluding ousted committee chairmen—retired or resigned, overcome by
anlgwoeleration of change that had left them powerless to affect public
policy.

With party discipline at a low ebb and with coalitions constantly
shifting, power vacuums developed rapidly, and into the vacuums
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stepped the multitudinous adherents of single-issue politics. Public
interest groups such as Common Cause and the many organizations
associated with Ralph Nader had already demonstrated that the tech-
niques of mass action pioneered by the civil rights activists of the
1960’s could be carried on with respect to economic issues. The acceler-
ation of inflation, the emerging energy crisis, and the continuing
breakup of party discipline within Congress created a confusing situ-
ation that could be exploited for the benefit of almost any interest
group, left or right, pro or anti, reform or reactionary. If a group
could mobilize or appear to mobilize public opinion, and if it could
construct a powerful, intelligible, and factually supported case for a
particular program, then the odds for success might be good, irrespec-
tive of the ideology behind a particular lobbying campaign.

One prominent example of the results of such single-issue lobbying
was the rapid onset of regulation in the automobile industry. New and
sometimes uncoordinate§ll campaigns for fuel economy, safety, and
emissions control all achieved spectacular success in the 1970’s, with
the net result that the automobile industry, which was virtually free
of public regulation in the middle 1960’s, become by the late 1970’s one
of ‘the most pervasively regulated industries in the Nation. Other
examples come readily to mind : the campaigns leading to the Occupa-
tional Safety and Health Act, and the Consumer Product Safety Com-
mission. One of the most remarkable examples of the swiftness with
which single-issue politics could succeed was the sudden reversal in
1978 of a long-established national policy toward mandatory retire-
ment. This turnabout by Congress, which was probably justified but
which was pushed through with practically no debate or exploration
of the profound consequences, again signified that something new was
happening on Capitol Hill. The episode also demonstrated that single-
issue politics had the potential of getting the government out of a regu-
latory posture almost as easily as into it. For adherents of deregula-
tion, this confusing event of 1978 offered possible encouragement, par-
ticularly since it preceded by only a few months the airline deregula-
tion bill of 1978. '

II1I. IMPLICATIONS FOR THE MAJOR PLAYERS

This concluding section will explore some of the implications of the
existing regulatory paradox—that is, the simultaneous and powerful
drives toward both more regulation and deregulation. I will take up
these implications by suggesting how they relate to the major players
involved : first, to the academic analysts of regulation; second, to the
Congress and to the executive; third, to the regulators; and finally, to
business executives. This section of the paper will be part commentary,
part analysis, and part exhortation, and it will be much too brief to do
justice to the subject.

A. Academic Analysts of Regulation

That regulation is dominated by specialists in microeconomics is
neither a bad sign nor a good one, but rather a significant circumstance
that should be recognized and addressed. Like all other academic dis-
ciplines, price theory in economics is to some degree a methodology in
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search of a problem. In regulation it has found the perfect problem.
Price theorists have presented such a thoroughgoing and convincing
case against certain types of regulation—particularly price and entry
regulation of airlines, trucking, and telecommunications—that they
should now turn their energies to a pair of additional tasks too long
neglected.

The first task is to quantify not only the costs of regulation but also
the benefits. For this assignment, price theorists may be ill suited, since
many of the benefits of regulation are not economic but psychological
or cultural. There is the important question, for example, of legitimacy
and perceptions of legitimacy, which are essential in democratic gov-
ernment. Regulation has often served the function of legitimation well,
but legitimation is unquantifiable and therefore beyond the interest or
sometimes the ken of the price theorists.

Even though they may be ill-suited for the task of quantifying the
benefits of regulation, however, microeconomists should make the at-
tempt, if only to justify their own insistence on the importance of cost-
benefit analysis. Documentation of only one side of the cost-benefit rela-
tionship results in automatic overkill of the other side. Ironically, such
a one-sided approach has diminished the credibility and influence of
microeconomic analysis itself. Even so, price theory unquestionably
has brought the greatest breakthrough in regulatory scholarship in the
last generation.

The second assignment for all academic analysts, including the
microtheorists, is to explore more fully and report more intelligibly
the efficacy and appropriateness of a broadscale substitution of incen-
tive systems as replacements for the existing command-and-control sys-
tems of regulation. Too often, the virtues of incentive systems appear
so self-evident to academics that they ignore the administrative prob-
lems faced by both politicians and business executives in implementing
such systems. The academics therefore devote far too little effort to
empirical investigations of exactly how and where incentive systems
would work best. And when they do report the results of their findings,
they frequently do so in jargon-ridden language intelligible only to
their own academic colleagues.

B. The Government

Neither the executive nor legislative branch needs reminding of the
urgency of the tasks of regulatory reform. Both the White House and
Congress have shown not only a healthy understanding of the relation-
ships between regulation and inflation, but also the relationship be-
tween regulation and foreign competition. The final paragraph of the
1979 Economic Report of the President, for example, reads as follows:

Perhaps the most important contribution the Federal Government can make to
improving our trade position is to assure a more sensible regulatory environment.
Too frequently, obstacles to production or investment have raised domestic costs
or encouraged imports. If agencies are required to take into account the effects
on trade and other costs of regulations, greater scope can exist for competitive
forces, thereby allowing domestic producers to gain a greater share of domestic
and foreign markets.”

lggg)conoixgzc Report of the President, 1979 (Washington, D.C.: Government Printing Office,
» . .
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It is this type of evidence of a growing awareness of the interrelated
nature of regulation, inflation, and competitive economic performance
that must continue if the government is to persist on the path of regu-
latory reform. ) )

That path, however, will not be a smooth one, and it would be a seri-
ous mistake to suppose that all the rules and principles that apply to
deregulation of airlines, trucking, and telecommunications apply also
to cross-industry and environmental regulation of the EEOC and EPA
variety. These newer forms of regulation represent consensual agree-
ments among the executive, the legislature, and the electorate that cer-
tain goals of American society are worthwhile, and will remain worth-
while, in some cases irrespective of the cost.

C. The Regulators

Individual regulators should recognize above all that they are
caught up in a dramatic historical moment. They might begin by ex-
plicitly acknowledging what the best of them already know to be the
central truth of their situation : That the present regulatory apparatus
does not represent a system constructed rationally to deal with pres-
ent-day problems. Instead it represents the accumulated legacy of the
three major periods of regulatory explosion mentioned earlier in this
paper—the progressive era, the New Deal, and the period since 1960.
In the broadest sense, the system represents an evolutionary merger of
two historical processes. The first was the rise of big business in
America, and the institutional response to it in the public sector.
The second process has been the continual crises that 20th century
governments have experienced or have perceived themselves to be
experiencing. These forces combined to produce a system of ad hoc,
competing governments that often cancel each other or promote mu-
tual growth. The Environmental Protection Agency grows, for ex-
ample, and thereby forces state and urban governments to increase
their staffs of investigators and report writers. HEW pursues affirma-
tive action programs, and in so doing compels universities and other
institutions to complete innumerable questionnaires certifying com-
pliance with HEW’s guidelines. Sometimes all this activity serves the
public interest at reasonable cost, and sometimes not.

For the regulators, a certain boldness and experimental spirit seem
most appropriate for the present situation. As experience with deregu-
lation accumulates in such areas as the airline industry, the regulators’
justified discomfort with the unknown will abate. As one scholar
noted, this process may be an interesting playback of the sequence that
led to the present system :

The early history of the Interstate Commerce Commission (ICC) provides
us with an interesting example. Although the ICC was established in 1887,
it took until about 1906 for the commission to produce really effective regula-
tions for the railroad industry. Over that 20-year period, the commission built
up “social capital”’—that is, an atmosphere of public approval that other regu-
lated industries could profit from later. I think we may be going through an-
other historical watershed. If airline deregulation is achieved and is successful,
“gsocial capital” may be built up that will facilitate deregulation in other sectors.
What the historical example really demonstrates is that change is difficult in
either direction.®

8 Merton J. Peck, quoted in Paul W. MacAvoy, ed., Unsettled Questions on Regulator
Reform” (Washington, D.C.: American Enterprise Institute, 197‘82), pp. 5-6. & v
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D. Business Executives

Despite many notable exceptions, on the whole business executives
have rgspondedyto the growthpof regulation in Chicken Little fashlon,;
They denounced practically every regulatory initiative, “stonewalled”
for long periods, and complied with new regulations only with great
reluctance, if at all. (Again, the automobile industry is an apt exam-
ple.) Business groups commissioned numerous studies of the deleteri;
ous effects of regulation, with nearly every such study concluding—
with a deceptive quantitative precision—that indeed the effects have
been at least as deleterious as the sponsor believed, and often more so.
The returns from such studies have been disappointing, on the whole.

More insightful business managers took a different approach. Recog-
nizing the essentially transitional nature of the present situation,
they searched for a modus vivendi that would draw on the best ad-
vice in both government and business, and work out through negotia-
tion a compromise between the imperatives of regulation on the one
hand and the realities of the balance sheet on the other. Foregoing
their natural instinct to strike an adversary posture, they patiently
added to their own corporate staffs a number of middle-level execu-
tives conversant with such matters as environmental impacts, occu-
pational health and safety, and equal employment opportunity.
Sometimes firms were forced to take these steps. More often than 1s
commonly recognized, however, they took them voluntarily.

The result, whether forcibly or voluntarily initiated, was a substan-
tial growth—especially within large manufacturing companies—of
legions of executives expert in fields such as water quality, air stand-
ards, and pollution abatement. One can see in such industries as chemi-
cals and pulp and paper the rapid progress of an attitude charac-
terized less by stonewalling than by arm’s-length negotiating, and in
numerous instances by active cooperation between the firm and the
relevant agency in setting realistic standards of compliance.

In the end, the public interest will be better served by this volun-
taristic, cooperative approach than by litigation and other adversary
proceedings, in which nobody can really win more than a transient
victory. Furthermore, only through the cooperative approach can
the incentive system so admired by academic analysts be given a fair

trial and be compared with the command and control of regulation
methods now in place.
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Since the end of World War II, the United States has carried out
o continuous flirtation with wage-price policies. In the Eisenhower
administration, the courtship was cool and distant. In other instances,
as during the Nixon administration, there was a deep infatuation that
ended in estrangement. Despite the loss of innocence, President Carter
has persisted in efforts to influence wages and prices through direct
government intervention. Although wage-price policies lack the re-
spectability of other economic measures, they still constitute a recog-
nized policy alternative in the management of the national economy.

This analysis reviews the experience with various forms of wage-
price policies instituted during “peace time” in the United States
snce 1946. It does not attempt a direct assessment of the effectiveness
of government intervention on wage and price movements. Rather, the
analysis focuses on the political and economic context in which such
policies have been adopted and the objectives they serve, the design
of the programs, and the problems of implementation. In a broad
sense, this review is concerned with the “political economy” of wage-
price policies as revealed by the U.S. experience.

TaE EMERGENCE oF WAGE AND Price Povrricies

The emergence of government policies to influence specific wage
and price movements reflects a variety of factors. First, the intel-
lectual triumph of Keynesian economics and its legislative expression,

*Provost and professor of economics and public policy, Carnegle-Mellon University. This article is a
revision and update of an analysis initially published in Crauford D. Goodwin, Ezhortation and Controls:
The Search for a Wage-Price Policy 1945-71, Brookings Institution, 1975.
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the Employment Act of 1946, reinforced governmental concern over
inflation as a side effect of the treatment for stagnation and unem-
ployment. During the 1960’s the appeal of wage-price policies (or in-
comes policy) was strengthened by the widespread acceptance of the
so-called PhilliEs curve. Derived from an analysis of historical data,
particularly in Great Britain, the Phillips curve purportedly describes
the relationship between levels of unemployment and the rate of
change in wages and/or prices; other factors held constant, the lower
the unemployment rate. the greater the increase in wages and prices.

Once the Nation became committed to full employment as a na-
tional goal, some method had to be found to cope with the inflation
that so often was the concomitant of success. Wage and price policies,
therefore, emerged as an attractive solution to this dilemma. Full
employment would be achieved by manipulating fiscal and monetary
aggregates, while price stability would be preserved by influencing
key wage and price decisions in the overall structure of the economy.
Thus, wage and, price policies offered the missing piece in the puzzle
whereby the country could simultaneously attain full employment
and price stability.

This quest for full employment with price stability became the
special responsibility of the President. As a consequence of the New
Deal and the Employment Act of 1946, the President was now re-
garded as Chief Economist of the United States. The establishment
of the Council of Economic Advisers institutionalized this role and
gave it a strong executive character. It is not surprising that wage-
* price policies have been associated more with executive action than
with legislative measures. Presidents Kennedy and Johnson, in par-
ticular, established an activist pattern that has strongly conditioned
the expectations concerning the behavior of future chief executives.
The Full Employment and Balanced Growth Act of 1979 (Humphrey-
Hawkins) reconfirmed and expanded the role of the executive in
national economic affairs.

If acceptance of the goal of full employment set the framework for
wage and price policies, then wars gave these policies a high priority,
the quality of familiarity and the aura of success. By diverting re-
sources from civilian production, wars inevitably have created strong
inflationary pressures while suffusing the economy with the glow of
full employment. Theoretically, these pressures on prices could be
contained by aggressive fiscal policies, but the political response
usually was inadequate to the economic requirements and therefore
other forms of government intervention were utilized. In this manner,
wage-price policies (l.e., direct controls) had a high degree of ac-
ceptance at the conclusion of World War II. Direct controls, together
with rationing, limited price increases to a tolerable level and ac-
quired a coloration of patriotism.

Once full employment was validated as the dominant goal of post-
war economic policy, it was inevitable that controls would be viewed
as an appropriate device to deal with the inflationary perils of recon-
version. When Congress blocked peacetime controls, President Tru-
man converted the issue into a major political controversy that con-
tributed to his upset victory in the 1948 presidential election. Although
concern over inflation had subsided by 194849, wage-price policies
regained high visibility with the unset of the Korean War. Again, in
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Truman’s battles with Congress over an effective stabilization pro-
gram, the President elevated wage-price policies to a matter of na-
tional virtue.

Under the Johnson administration, the cumulative weight of the
Vietnam war made wage-price poilcies a centerpiece of the adminis-
tration’s overall economic strategy. The use of “guideposts” and “jaw-
boning” had started under President Kennedy as part of an effort
to restore economic growth and full employment as a self-contained
set of goals. During the Johnson administration, these policy instru-
ments were transformed into defenses against inflation in an economy
that was subject to increasing strains from the Vietnam war. When
President Johnson rejected the advice of his economists to seek a tax
increase in 1966, wage-price policies constituted the most appealing
of the new weapons left in the arsenal.

The Nixon administration initially attempted to avoid policies
aimed at direct intervention in wage and price decisions. Instead, the
administration adopted a strategy of “gradualism” whereby mone-
tary and fiscal restraint ideally would slow the inflation rate without
precipitating large-scale unemployment. Despite these sanguine ex-
pectations, the economic momentum generated by the Vietnam war
combined with the consequences of “gradualism” to create a politically
untenable combination of high unemployment and rising prices dur-
ing 1970-71, For this reason and other factors, the Nixon administra-
tion executed its historic volte face and imposed wage and price
po'l7icies in their most draconian form with the freeze of August 15,
1971.

Thus, aside from the technical difficulties of achieving full employ-
ment and price stability, wars have generated the wide oscillations 1n
economic performance that have made wage and price policies an
appealing, if not irresistible, policy choice. Moreover, during the Viet-

nam period, the distinction between “wartime” and “peacetime” was
blurred so that wage and price policies gave tacit recognition of the
economic consequences of a war to which the country was unwilling
to make a national commitment as a political matter.

The growth of trade unions and collective bargaining has been a
less dramatic but equally significant factor in the evolution of wage-
price policies in the United States. The effective application of wage-
price policies is based on the assumption that many labor and product
markets are characterized by noncompetitive conditions. If all wages
and prices were promptly and fully determined by market forces, then
presumably governmental intervention would have a counterproduc-
tive effect and result in distortions that ultimately would raise wages
and prices. This line of reasoning, of course, is at the heart of the free
market criticism of wage-price policies. However, if monopoly ele-
ments are present in the economy, then the appropriate form of “in-
comes policy” is the vigorous application of the antitrust laws. Wage-
price policies as such then became only short-term supplements to
long-term structural remedies.

This resort to the antitrust laws generally is inappropriate or in-
feasible in dealing with union “power.” With the passage of the Wag-
ner Act and the articulation of the “exclusive bargaining agent” con-
cept, union organization became a protected activity and the success-
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ful unions were ceded a significant degree of monopoly power. Hence,
wage policies always have had a particular appeal in the United States
as a device for dealing with the problems of economic stabilization
arising from the lawful exercise of monopoly power through collec-
tive bargaining. Indeed, in the United States wage policy has always
been the pivot of active efforts by the government to influence wages
and prices. It is significant that throughout the Kennedy and John-
son administrations actions to restrict price behavior in the large oli-
gopolistic industries usually began with preliminary efforts to obtain
“responsible” wage settlements in collective bargaining.

With the acceptance of monopoly power in the labor market, wage
policies have had to be fashioned and applied with a certain element
of finesse, if not deviousness. On the one hand, various actions have
been taken to induce unions to exercise their power responsibly—with

rice restraint as the quid pro quo. On the other hand, efforts have

een made to identify egregious instances of monopoly power which
appear to go beyond the pale defined by the Wagner and Taft-Hartley
Acts. In this respect, the construction unions have been a favorite tar-
get. Collective bargaining in the construction industry received spe-
cial attention from the Johnson administration and was the subject
of a separate control effort during the Nixon administration. Under
Nixon, the government responded to the “excessive” exercise of union
power in construction by suspending the David-Bacon Act whereby
the government itself has acted to reinforce the unions’ power derived
from the Wagner Act. Direct wage controls were applied in March
1971, a full five months before the comprehensive freeze was insti-
tuted. With the return of wage moderation to the construction in-
dustry, the Teamsters’ union became the bete noir of collective bar-
gaining. The most highly publicized instance of government pressure
on private wage-price decisions during the Carter administration in-
volved efforts to influence the outcome of the trucking industry ne-
gotiations in 1979. :

Last, the quest for effective wage-price policies has been given im-
petus by the increased American sensitivity to the international
economy. By the early 1960’s, the economic relationships between
the United States and the other Western industrialized nations
changed significantly so that the U.S. balance of payments came un-
der increasing pressure. Aside from threatening the position of the
dollar, this deterioration of the U.S. balance of payments implied
that other Western countries were able to “export” their unemploy-
ment to the United States. Indeed, in one of the earliest representa-
tions to President-elect Kennedy, W. W. Rostow called for wage and
price policies in order to permit the administration to fulfill its goals
for leadership in international affairs and to avert “stop-go” policies
necessary to manage the balance of payments.

By 1971, continued adherence to fixed exchange rates, the devalua-
tion of foreign currencies, and the massive transformation that had
taken place in the world economy had made the U.S. balance of pay-
ments problem more acute and set the stage for the dramatic exer-
cise of wage-price policies by President Nizxon. The proximate cause
of the New Economic Policy unveiled on August 15, 1971 was the
sharp deterioration of the U.S. balance of payments and the heavy
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pressure on the dollar in international money markets. Under these
circumstances, it is not surprising that Secretary of the Treasury
Connally, whose range of action was not limited by the same sense
of tradition as many of his predecessors, was instrumental in per-
suading President Nixon to link the institution of wage-price controls
to the closing of the gold window and the devaluation of the dollar.
Wage-price controls would help the United States to preserve any
trade advantage arising from the devaluation while also crimping the
possible inflationary effect of this action. In the absence of direct con-
trols, domestic prices were expected to rise because of the higher prices
of foreign imports and the greater latitude these increases would give
to domestic producers to raise the price of similar goods.

International monetary developments were also decisive in moving
the Carter administration to adopt a formal system of wage-price
guidelines in October 1978. For several months, the dollar had come
under increasing pressure in foreign money markets because of per-
sistent concern over the balance of payments deficit and the domestic
inflation rate in the United States. Because the earlier program of
price and wage “deceleration” had failed to allay these concerns, Pres-
ident Carter enunciated explicit wage and price standards backed by
the threat of denial of government contracts as the penalty for non-
compliance. As in 1971, the institution of formal wage-price policies
was also associated with dramatic shifts in monetary policy, includ-
ing a sharp increase in the discount rate and the mobilization of re-
sources to defend the dollar.

The Rising Plateau of Wage-Price Policies

One of the striking consequences of the series of experiments with
wage-price policies since World War II is the extent to which the
framework for the discussion of these policies has been altered. For
example, a mild passage in the President’s Economic Report of 1957
calling for “shared responsibility” between government and business
for price stability precipitated a sharp controversy that seems like
an echo of innocence compared to the discussion of wage-price poli-
cies in the 1970’s. Where President Eisenhower’s call for “discipline”
in 1958 appeared to be heretical, it is a cliche in 1979. Where Presi-
dent Eisenhower ignored demands from Senator Kefauver to force
the steel companies to reduce their price increases in 1958, one of the
first acts of President Ford was to casually criticize General Motors
for a price increase and to express only passing appreciation when
the company acceded to his request for a token price cut. President
Carter, in turn, showed his resolve in fighting inflation by person-
ally—and successfully—exhorting Sears, Roebuck & Company to roll
back its catalogue prices. '

Throughout the 1950°s the debate over wage-price policies was ex-
pressed largely in ideological terms. In the 1900’s, the discussion of
wage-price policies focused on the pragmatic question of whether
they would work rather than whether they would pose a threat to
the Republic. The 34-month experience with direct wage and price
controls during the Nixon administration focused the public discus-
sion of wage-price policies more on tactics and design than on burn-
ing questions of principle. The most compelling argument levied
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against comprehensive, mandatory controls during the Carter admin-
istration has not been that they violate the canons of the free market,
but more directly that the 1971-73 experience demonstrated that they
don’t work and may have a counterproductive effect.

DEestgNING WaAGE-Price PoLicies

The analysis of experiences with wage-price policies during the
post-World War II period presents a kaleidoscope of slogans, organi-
zations, heroes, and villains. If there is any common thread to the
record of the last 33 years, it is that wage-price policy is a plastic con-
cept whose shape is defined by economic circumstances and immediate
political requirements rather than by any well-defined theories or sys-

tem of implementation.

The piasticity of wage-price policies is most vividly revealed in

the variety of objectives that they have been designed to serve. Aside
from general strictures about the need for wage-price policies to help
vanquish inflation, the objectives of wage-price policy never have been
clearly defined and, more generally, Lave been overwhelmed by the
tactical requirements of the moment.
_ First, wage-price policies sometimes have served a neopopulist ob-
jective by providing a forum for the government to confront powerful
economic aggregations; i.e., monopolies who allegedly are unwilling
to act in the public interest. This objective was expressed in the Truman
administration’s formulation of wage-price policies. Truman as-
serted that wage-price controls were necessary in the immediate post-
war period to prevent business from reaping excessive profits during
the reconversion period. Although this initial objective was trans-
formed into a broader goal of preventing inflation to avoid a subse-
quent economic collapse, the populist stirrings were readily revealed
by political events. Thus, rhetoric easily overwhelmed any sense of
economic design during the election campaign of 1948. In a flurry
of speeches, Truman reminded the electorate that he had urged that
price controls be retained until production caught up with demand.
The Republican Congress, controlled by special interests, had been
unwilling to take this step that was so clearly in the public interest.
In characteristic terms, Truman stated : !

They (the Congress) have decided that the National Association of Manu-
facturers and the National Chamber of Commerce of the United States know
all about prices and price controls. Well, now, we have price controls and ra-
tioning now, just as we have under government controls, only those price con-
trols are controls so that only the man that has the money is able to get the
necessities of life.

‘Wage-price policies also served as a platform for broadside attacks
against “power” in the Kennedy administration. The most notorious
exercise of presidential machismo came during Kennedy’s controversy
with the steel industry. When U.S. Steel raised prices following the
1962 labor negotiations, apparently in contravention of a pledge to
the President, Kennedy launched a furious verbal assault that would
have done justice to Theodore Roosevelt. The price hike was rescinded
when Inland Steel was persuaded not to follow U.S. Steel’s lead.

—————h

1 As cited by Crauford Goodwin and R. Stanley Herron, “The Truman Administration:
Problems and Policies Unfold,” in Goodwin, op. cit. p. 55.
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Even in the Nixon administration, wage-price policies served as a
basis for identifying, if not stigmatizing, a particular set of villains.
" In this case, the Nixon admimistration cast the mauve light on the
construction unions, which, in its judgment, were price conveyers of -
the inflationary virus. President Carter, an avowed populist, has -
substituted the oil companies for the steel industry as a prime target
for political attacks on economic power.

The use of wage-price policy tor such populist objectives essentially
serves a political rather than an economic purpose. Ln macro-economic
terms, it is misleading to believe that the assaults aimed at particular
villains can serve a useful purpose. There is the hope that taking an in-
dividual company or union to task will set an example and restrain
other businesses and unions in their wage and price decisions, but in
most instances the impact will be ephemeral in view of the complexity
and sheer magnitude of the U.S. economy. Moreover, wage-price poli-
cies which spring from populist ardor have limited staying power and
are easily blunted by other political considerations. For example, the
Kennedy administration’s victory over the steel industry in 1962 was
a Pyrrhic one; the hostility in the business community was so intense
after “The Battle of the Running Blough” (after Roger Blough of
U.S. Steel) that Kennedy had no stomach for another confrontation
when the industry raised its prices again the next year.

The use of wage-price policies as a springboard for general attacks
on economic power also means that the choicest targets are more likely
to be business than organized labor. This reaction creates serious prob-
lems of inequity and, in addition, skirts a key problem of wage-price
policy. To the extent that unions, in fact, contribute to inflationary
pressures, this power should be dealt with directly in the framework
-of government policies, rather than relying on indirect and sporadic
efforts to stiffen employers’ resistance to union wage demands. In 1979
the wage guidelines were exceeded in the collective bargaining agree-
ments reached with United Airlines and in the rubber and auto-
mobile industries. These settlements reflected the unwillingness of the
unions to accept government-imposed restraints. The government
issued a formal ﬁnfing of “noncompliance” against the companies but
this stricture had no impact at all on the unions involved. In the auto
case, the union did reduce the size of the economic settlement with
Chrysler. However, this adjustment was designed to strengthen the
company’s petition for financial aid from the Federal Government
rather than to comply with the guidelines. i . .

Second, wage-price policies have been used as a defensive adjunct
to other expansionist policies. This objective was expressed during the
Kennedy administration. Wage-price policies were held out to Presi-
dent Kennedy by his advisers to vouchsafe that a tax cut and other
expansionist measures would not result in inflation. Ultimately, this
counsel was accepted, particularly after the successful experiences in
jawboning the steel and automobile industries persuaded an uneasy
President that he would not run an undue economic—or political—risk
in opting for growth and employment. o

Similarly, the Nixon administration use wage-nrice policies to
underwrite an aggressive expansionist policy. In addition to difficul-
ties with the balance of payments, the major political problem from
the Administration’s point of view was the failure of “gradualism”
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to achieve an acceptable trade-off between unemployment and price
stability. Indeed, during 1970-71 the Administration appeared to nave
the worst of both worlds with high unemployment and rapidly rising
prices. The defeats suffered by the Republicans during the electiop of
1970 precipitated a chorus of demands for action and the carefully
orchestrated policy of “gradualism” was abandoned in favor of
growth and employment. As in the Kennedy administration, wage-
price controls held a temporary attraction because considerable excess
capacity existed in the economy and it was believed possible to have
controls without grossly impairing the operation of the market sys-
tem. Moreover, public confidence in the Administration’s economic
policy had plummeted so that it was necessary to take dramatic steps
to demonstrate that the President would be “tough” on inflation while
stimulating a new surge of prosperity.

For this reason, the wage-price freeze became highly attractive and,
beyond the arcane details of devaluation, symbolized the Administra-
tion’s resolve to set things right. One consequence of the freeze, how-
ever, was to lock the Administration into a more rigorous and compre-
hensive program of controls than was necessary or desired by Nixon’s
top economic advisers. This system persisted through Phase II, but
almost from the moment that Phase 11 was instituted the Administra-
tion initiated a strategy of decontrol that culminated in Phases ITI
and IV. The second freeze in 1973 was a perverse political effort to
restore confidence in a system that the deinistra,tion itself had
undermined. :

Third, wage-price policies have been used as a substitute for fiscal
and monetary policies. One of the important arguments made in sell-
ing wage-price policies to President Kennedy was that a distinction
should bé made between demand-pull and cost-push inflation. Where
there was excess capacity in the economy, inflationary tendencies were
symptomatic of cost-push factors which could be restrained through
wage-price policies. On the other hand, demand-pull inflation required
broader fiscal and monetary measures. This text was adhered to
through the Kennedy administration and in the early stages of the
Johnson administration. But when strong inflationary pressures de-
veloped with the enlargement of the Vietnam war, it became obvious
that strong fiscal measures were necessary. For political reasons as-
sociated with the conduct of the war, Johnson rejected the recommen-
dations for a tax increase. Accordingly, the Administration had little
recourse other than to broaden the application of wage-price policies.

A similar sequence of events took place during the Carter adminis-
tration. In the first 18 months of his administration, President Carter
aggressively pursued policies designed to reduce the level of unemploy-
ment. These efforts were marked by considerable success but resulted
in a steady rise in the inflation rate. Because excess capacity ostensibly
was present in the economy in early 1978, cost-push factors were identi-
fied as the dominant inflationary factor. Rather than reversing gears on
fiscal and monetary matters, the Carter administration floated its first,
tentative form of wage-price policy organized around the vague prin-
ciple of “deceleration.” This limited foray was calculated to prevent
what was considered to be transient price increases from being reflected
in wages and other factor prices that would sustain cost-push inflation.
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A similar sequence of policy adjustments took place in late 1978. To
deal with inflation and calm the international money markets, the
guidelines program was strengthened significantly by the formulation
of explicit wage-price standards and the threat of sanctions for non-
compliance. Some tentative adjustments were made in monetary policy,
but credible action was not taken on this front until one year later
(October 1979) when it was clear that inflation was out of control.

Fourth, if wage-price policies sometimes have been used as a substi-
tute for fiscal and monetary measures, they also have been brandished
in an effort to permit fiscal and monetary measures to work by de-
flecting pressures for more direct government intervention. This para-
doxical, if not cunning, approach was taken during the Eisenhower
administration. To the extent that the Eisenhower administration had
any wage-price policy at all, it was vague and hortatory. When the
President included sermonettes on the need for restraint in his Eco-
nomic Report, they were taken as evidence of his willingness to enter
more strenuously into the battle against inflation. In fact, Eisenhower
intended nothing of the kind. The only major case of direct govern-
ment intervention undertaken by President Eisenhower involved the
prolonged strike in the steel industry in 1959. In this instance the main
issue was not wages, but work rules. The intervention was carried out
by Vice President Nixon, who was showing his wares preliminary to
the 1960 Presidential election campaign.

The Nixon administration also went through an extended period in
which pseudo wage-price policies were formulated to divert pressure
for government Intervention in private decisionmaking. If “gradu-
alism” was to have an opportunity to work, then demands for action
had to be accommodated, at least superficially. Such a feint was ex-
ecuted in the spring of 1970 when the administration initiated a series
of “inflation alerts” and established the Commission on Productivity.
The “inflation alerts” were a series of ex post admonitions to business
or unions which quickly subsided to inaudible levels. The Commission
on Productivity, on the other hand, tried to focus the attention of the
Nation on more fundamental factors affecting prices and wages.

A similar approach was adopted in the early stages of the Ford
administration. Within the first month after he took office, President
Ford forced a token rollback of prices in the automobile industry,
established an agency to monitor wages and prices without attempting
to clarify its mandate, strongly disclaimed any desire to impose man-
datory wage-price controls on the grounds that they don’t work, and
kept the center of gravity of his policies on monetary and fiscal meas-
ures designed to grind down inflation over a longer haul.

There is, of course, a great disposition to criticize the lack of pre-
cision in defining the objectives of wage-price policies. But this criti-
cism is beside the point. The overriding generalization is that only
rarely have these policies been intended to control wage and price
movements in any rigorous or comprehensive sense. Even in those
cases that have involved the favored targets of such policies—the steel
and automobile industries—it was not obvious whether the govern-
ment was courting the industry or controlling it. When Nixon took the
plunge during Phases I-II, there was a systematic effort to control
wages and prices, but the initial exultation soon turned to a flush of
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embarrassment and the half-hearted program of Phases III-IV. In
fact, wage-price policies have been employed primarily as a tactic in
the general political maneuvering over inflation rather than a pro-
gram with explicit objectives that have been sustained in their own
right.

Coverage

The coverage of wage-price policies has reflected the variety and
imprecision o% the program objectives. Indeed, the dominant features
of the coverage of wage-price policies have been selectivity and un-
certainty. The only times that an explicit delineation of coverage was
made were during the Nixon administration’s exercise in direct wage-
price controls and as part of President Carter’s second-generation
guidelines program. In the Nixon case, the need for a clear demarca-
tion was dictated as much by the legal requirements of the program
as by the objectives and administrative methods. While the Carter
guidelines were formally characterized as “voluntary” in nature, the
use of government procurement authority as a sanction against non-
compliance during the period October 1978 to October 1979 required
an explicit delineation of actual coverage. With these exceptions, wage-
price policies have been applied more or less on a “reserve power” con-
cept whereby the executive branch selects its target to support the
program objective that is appropriate at the time.

If there is any generalization to be derived from the experience of
the past 33 years, it is that the broader the ostensible coverage of the
wage-price policies, the more narrowly these policies were applied.
This paradox is perhaps best explained by relating coverage to the
catalogue of policy objectives. Thus, the neopopulist objective of wage-
price policies enunciated during the Truman administration presum-
ably included any monopoly or center of economic power that was able
to exact a toll from the economy; i.e., members of the U.S. Chamber
of Commerce and the National Association of Manufacturers. The sig-
nificant fact, however, is how infrequently this highly activist and
sometimes bellicose President attempted to translate this objective
into action in specific cases. The only significant case arising during
the Truman administration was the seizure of the steel industry in
1951 and this incident was not so much a direct attack on prices as to
force the steel companies to accept a wage settlement and to avert a
strike during wartime.

When the objective of wage-price policies has been to provide a pro-
tective mantle for expansionist policies, the coverage of the policies has
been shaped by tactical considerations. Thus, in the Kennedy adminis-
tration, wage-price policies were largely brought to bear in highly
visible situations where it could be demonstrated that they were an
effective defense against the exercise of market power. The require-
~ ments for this demonstration of muscle flexing were two-fold: That

the industry be “basic” in the sense that price movements in that indus-
try had wider reverberations throughout the economy, and that it be
oligopolistic so that the wage-price policies could effectively be applied
on an ad hoc basis through executive daring. The industry had an
additional attraction when it also involved a large union so that there
could be parallel interventions for wages and prices. From the outset,

56-368 O - 80 - 3
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Rostow and other Kennedy advisers had expressed the desirability of
arranging “wage-price treaties” whereby the union would agree to a
moderate wage settlement in return for a pledge that the companies
with whom 1t bargained would respond with similar restraint. The
concept of a “wage treaty” was to emerge many years later in more
grandiloquent terms as a “social compact” or “national accord.” 2 In
1979 President Carter unsuccessfully pressed for “real wage insur-
ance”—a variant of the social contract concept whereby wage increases
would be kept within the limits of the government’s guidelines in re-
turn for a statutory pledge to reduce income tax rates in the event
that the annual increase in the Consumer Price Index exceeded a desig-
nated level.

For these reasons, the most frequent targets of the policies histor-
ically have been the steel and automobile industries. When the Ken-
nedy administration appeared to enjoy some success in moderating
wage and price movements in these industries, various task forces
moved onto other metal industries. In these cases, the wage agree-
ments did not quite meet the technical requirements for price stability,
but they were close enough to the current guidelines to justify de-
mands that the companies absorb the increases in wage costs without
seeking relief through price adjustments. On the other hand, the Ken-
nedy administration generally failed to induce price decreases, con-
sistent with the current theory of wage-price policies, in cases where
productivity increases exceeded the national average.

Why the union leaders played this game is not clear. However, the
implementation of such accords was most effective where the union
leaders were personally swayed by Presidential blandishments or saw
broader social goals in such cooperation. In any case, when efforts were
made to control wages independent of price decisions in the same in-
dustry, they generally were unsuccessful. In 1966, Secretary Wirtz
made a limited attempt to restrain union wage demands in the con-
struction industry. The government girded for a battle with Local 825
of the Operating Engineers and came out second best when the union
achieved its demands through a series of arbitration awards and sup-
plementary arrangements. A more important setback was incurred in
the case involving the International Association of Machinists and
the air transport industry. Although air fares presumably were firmly
under the thumb of the Civil Aeronautics Board, the Machinists’
union was adamant in its demands and finally settled for a contract
with United Airlines calling for a 6-percent wage increase, far in ex-
cess of the current version of the guidelines. (Ironically, the settle-
ment reached between the IAM and United Airlines in 1979 was also
stigmatized as a violation of the wage guidelines by the Council on
Waie and Price Stability.)

The only situation in which efforts to control wages independent of
prices were marked by success involved the Construction Industry’s

2 The term social compact is somewhat ambiguous. In the United Kingdom it has been
used to describe a general agreement between the government and the national labor
federation under which the trade unions will moderate otherwise justifiable wage de-
mands in return for a government commitment to reduce the erosion of real earnings
and to expand various social programs. In the United States, the AFL-CIO and the
Carter administration in late 1978 negotiated a National Accord. The document covered
general economic policy objectives but did not inciude a pledge of wage restraint. The
ederation did otherwise agree to support the proposed Pay Advisory Committee designed
to buttress the wage guidelines program.
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Stabilization Committee (CISC) during the Nixon period. For three
years, the construction unions actively cooperated with a special wage
stabilization etfort. The circumstances involved were unique and can-
not be readily duplicated in other situations. The unions perceived an
active threat from nonunion competition which had established new
beachheads in the industrial and commercial construction sectors. The
suspension of Davis Bacon in March of 1971 had helped to overcome
the union’s initial reluctance to participate. When CISC was estab-
lished, the suspension was rescinded. T'he effort was engineered by
John Dunlop, then a professor at Harvard University (and later Sec-
retary of Labor under President Ford) who called upon three decades
of experience and personal relationships in the industry.

When wage-price policies have served as a supplement to or substi-
tute for fiscal and monetary measures there has been some effort to
establish comprehensive coverage. After President Johnson had re-
jected pleas for a tax increase, various task forces were organized to
develop an ‘“early warning system” to identify and influence price
movements in specific industries. Joseph Califano established this
special monitoring group and made direct government representations
in more than 40 cases. Bereft of statutory power over wagesand prices,
the Johnson administration tried to cope with the tide of rising prices
engendered by the Vietnam war by broadly expanding the scope of
its informal activities. It is noteworthy that following the United-
TAM case, minimal efforts were made to influence union wage demands
directly. In fact, many of the wage agreements negotiated by the
major unions during this period left their members in a relatively
favorable position with respect to real wages despite the increases in
the price level that took place during 1969-71.3

The most extensive coverage of wage-price policies was, of course,
associated with the period of direct controls from August 1971 to
April 1974, This experiment began with a universal wage-price freeze
and was trimmed back over three years by a series of exceptions and
formal acts of decontrol. To a large extent this experience can be
viewed as an aberration. Because the wage-price freeze was part of a
broad-gauged economic policy change, some short-term, dramatic
measures were desirable. Moreover, the fact that statutory authority
to impose direct controls had been enacted by the Congress to harass
the President made such a step feasible. In view of the euphoria asso-
ciated with the freeze, the President could not immediately trim back
the program even though there were severe misgivings within the Ad-
ministration over so comprehensive and rigorous an effort. In fact,
Phase IT represented a subtle effort to sharpen the coverage of controls
by adopting the three-tier system. Controls would be rigorously en-
forced only in the first two tiers involving firms with more than $50
million in sales on the price side, and those with 1,000 or more
employees on the wage side. Once the election of 1972 was passed, &
major step toward de facto decontrol was taken with the initiation of
Phase IIT in January 1972. From then on, the administrators steadily
retreated to a smaller perimeter and by April 1974 only about one-
quarter of the economy was under the jurisdiction of the Cost of
Living Council.

2 Marvin Kosters, Kenneth Fedor and Albert Eckstein, “Collective Bargaining Settle-
ments and the Wage Structure,” Labor Law Journal, vol. 24 (August 1973), pp. 517-25.
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A similar progression took place during the Carter administration.
In 1977, a comprehensive and somewhat vague program of wage-price
“deceleration” was launched under the aegis o? the Council on Wage
and Price Stability. The etfort was initiated in the context of an eco-
nomic expansion encouraged by the administration to whittle down
unemployment. This program languished and was replaced by the
guidelines in October 1978 when intlation and pressure on the dollar
caused increased concern in the U.S. and abroad. As in the Nixon days,
the program was declared to be universal in coverage but in practice
was focused on a few very large cases.

. Organizational Arrangements

_Although considerable attention has been given to the organiza-
tional arrangements appropriate to the maintenance of wage-price
policies, this issue really has been subsidiary to the general problem
of devising an effective program to control inflation. For example, a
great deal of energy was expended in the last stages of the Johnson
administration in develoning organizational options for the imple-
mentation of wage-price policies. While these issues were not trivial,
it is apparent that they masked the growing frustration of the Presi-
dent’s economic advisers over Johnson’s reluctance to adopt the appro-
priate fiscal measures.

Nonetheless, some significant distinctions may be indicated in the
nature of the organizational arrangements used to formulate and
implement wage-price policies. Again, these distinctions are linked to
the objectives of the program and its coverage. Where wage-price
policies remain at the level of exhortation, organizational arrange-
ments generally are limited to policy-oriented groups which pull to-
gether various combinations of top officials in the executive branch.
In virtually every administration since World War II there has been
a chameleon-like progression of Cabinet Committees and special Task
Forces that are concerned with price stability, economic growth, and
other euphemisms designed to elevate a concern over price and wage
developments. The composition of these Cabinet Committees has
varied from case to case, but usually they have included the Secretary
of the Treasury and the Secretaries of the major constituent-oriented
departments, such as Commerce, Labor, and Agriculture. In each case,
the Chairman of the Council of Economic Advisers (CEA) has played
a major role. Under the Nixon administration, the designation of the
Secretary of the Treasury as the primary economic spokesman for the
Administration somewhat reduced the influence of the CEA. This
pattern was maintained by President Carter. However, to show fur-
ther resolve in the battle against inflation, Carter also appointed
Alfred Kahn, former Chairman of the Civil Aeronautics Board, as
his special anti-inflation assistant. o o

As wage-price policies become more explicit and their implementa-
tion more aggressive, supportive organizational arrangements become
necessary simply to carry the administrative burden. During the
latter stages of the Johnson administration, the Cabinet-level policy
mechanisms were supplemented by an Interagency Price Committee
(The Nelson Committee) to identify problem areas on the price side -
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and to coordinate the strategy for negotiating with management. The
actual negotiations apparently were carried out by John Douglas, an
Assistant Attorney General, and members of the CEA. After some
months, the level of involvement was raised to involve Joseph Califano,
the powerful Assistant to President Johnson. Where the organiza-
tional arrangements are informal and lack statutory authority, the
level of executive involvement tends to escalate as the deference in-
spired by lower echelon officials diminishes.

Beginning with the Nixon years, wage-price policies have been
assoclated with formal organizational structures. Because the Nixon
program operated from a legal base and was comprehensive at the
outset, the usual array of special task forces would not suffice. The
wage-price freeze was administered by the Cost of Living Council,
(CLC) a Cabinet-level group. Acting through its full-time Director,
the Council commandeered the staffs of existing agencies, particularly
the Office of Emergency Preparedness and the Internal Revenue Serv-
ice. These arrangements were elaborated during Phase II to include a
separate, all-public Price Commission and a tripartite (labor-business-
the public) Pay Board. The latter two were independent agencies set
up to insure the “fairness” of the control system. CLC, however, con-
tinued to direct the field structure which was centralized in a special
unit of the IRS. The Pay Board and Price Commission were abolished
at the beginning of Phase III to improve coordination, but also so that
the Administration could control the application of the wage-price
policies and the orderly dismantling of the program.

The CLC was laid to rest when its statutory authority expired in
Awpril 1974. The agency was resurrected later in the year, however, as
the Council on Wage and Price Stability (COWPS). COWPS pro-
vided the organizational bona fides of President Ford’s commitment to
price stability. Although it has had a checkered career, the agency has
continued in existence since 1974. During the Ford administration,
COWPS largely served as a public scold, reacting to ostensible in-
flationary actions taken by both the government and the private sector.
The agency was the obvious candidate to administer the ‘Carter
“deceleration” and guidelines programs and was given expanded re-
sources (but not statutory authority) to do the job. Throughout its
existence, COWPS has been within the Executive Office of the Presi-
dent, bespeaking presidential concern over its mandate.

One additional organizational strategy should be noted. Under
Eisenhower, decoy organizations were set up to demonstrate the gov-
ernment’s concern over inflation while abjuring active involvement in
wage-price decisions. Thus, the Cabinet Committee on Price Stability
was established in 1958 to monitor and review price developments. The
Committee was chaired by Vice President Nixon and aside from Allan
Wallis, the executive director, did not have any staff. In a steady
stream of press releases and speeches by Wallis, the Committee waved
a red flag with great energy so that the demands for a more active
policy abated. Similarly, as noted above, one of the first actions of
President Ford was to ask Congress to establish the Council on Wage
and Price Stability. The legal authorization was probably superfluous,
but it dramatized the new President’s involvement and, by enlisting
formal congressional approval, muted demands for the reinstitution
of direct controls. '
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The Problem of Consensus

While the various organizational arrangements have been closely
tailored to the objectives and administrative requirements of the spe-
cific wage-price policies, they have skirted what is the most vexing
problem of such efforts—the development of mechanisms to define a
consensus acceptable to the major interest groups in the economy. In a
political democracy, wage-price policies cannot be effective unless they
are accepted, tacitly or otherwise, by the major groups that will be
affected by the policies. Even when the program is based on statutory
authority, as in the Nixon administration, its viability must stem from
acceptance, if not support, rather than coercion. This is true for the
simple reason that in a political democracy the management of the
economy cannot be carried out by throwing union leaders and busi-
nessmen in jail. When wage-price policies remain in the realm of
general exhortations and few specific actions, the question of consensus
1s not important. But when jawboning or legal authority are used to
restrict the latitude of the parties and efforts are made to control their
decision directly, then the question of defining and preserving a con-
sensus becomes critical.

In this respect, all of the postwar administrations have been singu-
larly ineffective over time. The usual device for attempting to define
a consensus has been some variant of a labor-management committee.
The members of the committee generally have been drawn from the
ranks of organized labor—and big labor at that—and the top execu-
tives of large firms. These labor-management committees were formed
in the early days of the Kennedy administration and again during
Phase III of the Nixon program. A similar function was carried out
during the Ford administration by the Labor-Management Group, an
informal private body with government blessing. The Group brought
together representatives of big business and big labor and wag chaired
by the ubiquitous Professor Dunlop. It continued to meet after the
election of President Carter. Earlier, the Truman administration had
adopted a parliamentary approach by convening a large-scale, labor-
management conference shortly after the end of the waxr.

In every case, these devices failed to create an acceptable framework
for wage-price policies. Despite intensive cultivation by the CEA, the
Kennedy Advisory Committee on Labor-Management Relations never
could agree on operating principles. An equally inauspicious record
was made by the Labor-Management Advisory Committee during
Phases III and IV. The major pronouncement of this committee was
a resolution calling for the end of controls. The later Labor-Manage-
ment Group stopped meeting as a consequence of the AFI-CIO
resentment over business opposition to the Labor Law Reform bill. In
October 1979 the Carter administration made another, more formal
effort to establish a consensus-forming mechanism when it created the
Pav Advisory Committee.

When the Nixon administration initiated comprehensive, statutory
controls, the program designers resorted to the traditional tripartitism
to deal with the question of consensus, at least with respect to the
regulation of wages. The Pay Board was formed as a tripartite body
and operated on this basis for five months. It provided representation
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for only a narrow sector of the economy and for individuals who
represented a limited constituency, or no constituency at all, and failed
to grapple with the question of a national consensus. Rather, the Board
sought to mitigate the opposition of powerful groups by permitfing
them to participate in the decisionmaking process even though this
participation might disadvantage other groups in the society. This
objective was only partially achieved and after five months four of
the five labor representatives resigned as an expression of their
dissatisfaction.

The Carter administration has been equally unsuccessful in achieving
& consensus on wage-price policies, notwithstanding the initial con-
geniality between the new President and organized Iabor. The AFL—
CIO generally chose to ignore the deceleration program and has
actively opposed the guidelines both at the bargaining table and in the
courts. While attacking the constitutionality of the use of government
procurement authority to enforce the guidelines, the AFL-CIO has
called for direct, mandatory controls on prices, wages, and other forms
of income. In contrast, the guidelines did gain the support of segments
of the business community, notably General Motors. To bolster a re-
vised version of the guidelines, Secretary of the Treasury G. William
Miller initiated direct negotiations with high labor officials. These
discussions resulted in the affirmation of a National Accord concerning
a wide range of economic policies. A side agreement to the Accord
provided for the establishment of the Pay Advisory Committee. In
form and mission, the Committee showed many of the genetic charac-
teristics of the Nixon Pay Board. The new Committee was chaired by
the ubiquitous John Dunlop.

The Development of Standards

The general objective of wage-price policies is, of course, to control
inflation. However, this lofty goal must be cast into operational terms
if the policies are to have any influence in specific cases. When wage-
price policies have been limited to broad appeals for restraint, as in
the Eisenhower and Ford administrations, little effort has been made
to develop a meaningful standard. Indeed, in view of the dog-in-the-
manager strategy associated with such policies, there is no need for
more precise standards.

The heavy reliance on the productivity standard has strongly shaped
the application of wage-price policies. The productivity criterton tends
to link changes in the price level to wage movements. Presumably, if
wage increases are limited to the long-term trend in national produc-
tivity, the Nation will be able to attain stable prices for the economy as
a whole. Although this approach is generally credible, it may suffer in
application to specific cases. To the extent that wage-price policies are
aimed at developments in particular firms and industries, and to the
extent that price behavior is a function of many factors other than
productivity, it is not clear that putting all the money on this one
horse is the best strategy. If the ultimate purpose of wage-price policies
1s to thwart “excessive” price increases, the operational standard should
permit the administrators to move directly against prices rather than
to set a standard that makes “responsible” wage changes a precondition
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for intervention. The “market power” of a firm or industry may be—
and frequently is—quite independent of its wage policies. 1t is signifi-
cant to note that as wage-price policies took shape during the Kennedy
administration almost every intervention was precipitated by the onset
of collective bargaining negotiations. The strategy was clear : Persuade
the union to limit its demands to the range of national productivity
and then use this occurrence to force the companies to minimize their
price increases.,

This approach probably has had several consequences. First, it
focuses on collective bargaining as a causal factor of inflation even
though the real culprit may be overly expansive fiscal and monetary
policies or exogenous factors such as cartelized oil prices. Second, it
narrows the range of analysis of “acceptable” price behavior. An equal-
ly effective procedure for dealing with prices might be to examine a
broad range of economic data including profits, rate of return on in-
vestment, costs, and excess capacity. Third, the use of productivity as
the dominant criterion for determining acceptable wage and price
movements sidesteps the problem of the distribution of income between
labor and capital. Although the policy administrators hope to be neu-
tral, the effects of the policy may be to shift income from labor to other
groups. The application of the productivity criterion requires that
labor subordinate its historical aspirations for a redistribution of in-
come. Whether the position of organized labor is correct or incorrect is
unimportant ; the critical factor is that it requires labor to deny the
validity of an overriding ideological goal. For this reason, organized
labor strenuously fought for, and achieved, special exemptions from
the wage standard for low income workers during both the Korean
war episode and Phase IT of the Nixon administration Stabilization
Program.

The problems of using productivity as the intellectual basis for wage-
price policies are rendered more acute when a specific numerical figure
is applied. President Kennedy endorsed the guidepost-productivity
concept and an arithmetical range, but he did not agree to a specific
number. President Johnson’s economists, however, were emboldened
to measure the size of the guidepost, were determined that 3.2 percent
was the defensible point estimate, and set it as a standard for respon-
sible wage behavior. The fine print prepared by the CEA recognized
that 3.2 percent might not be applicable in many cases. But the news
media inevitably projected the 3.2 standard without equivocation and
it was used as the yardstick to measure the effectiveness of the program.
If the government “succeeded” in its efforts in the steel and automobile
industries by limiting wage increases to the productivity standard, then
it abjectly failed in dealing with the TAM.

Significantly, once the guidepost was shattered in the JAM dispute
and the administrators were relieved of the anxiety of measuring every
case against the 3.2 standard, the system of policy implementation ap-
peared to be widely transformed. Using the Nelson Committee and the
Califano-Robeson task force, the emphasis shifted to prices directly.
On the basis of a variety of data, decisions were reached on acceptable
price behavior in negotiations between management and government
officials. Under this approach, the tactical relationships between wage
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and price policies were reversed. If price increases were limited by
government pressure, then employer resistance would be stiffened to
union demands above the wage standard.

Quite a different processtook place during the Nixon administration.
Here, the administration did not gradually immerse itself in controls,
but dove in with little preparation. Once the administration had deter-
mined to establish independent price and wage regulating agencies, it
was confronted with the problem of whether to define a goal to guide
these agencies. The initial judgment was to reject an explicit goal or
standard. This judgment was based on a respect for the complexity
of factors determining wage-price movements and short-term political
considerations; to the extent that a specific goal was established, it
would be easier to identify the failures of the administration, espe-
cially in an election year. It was ultimately determined that some goal
was necessary to provide a measure of discipline for the program.

These conflicting considerations were accommodated by establishing
a goal that, in effect, had a 50-percent variance. The Cost of Living
Council ordained that the objective of Phase IT was to bring the rate
of price increases down to a range of 2 to 3 percent by the end of 1972.
After a process of bargaining within the Pay Board, this translated
into a wage standard of 5.5 percent, providing for a 3 percent increase
for productivity and a 2.5 percent price increase—which was halfway
between the 2 to 8 percent goal established by CLC. The standards
established a general framework for evaluation but individual deci-
sions were made on a much wider range of factors. On the price side,
the greatest emphasis was given the concept of “allowable” costs, with
the profit margin rule establishing a secondary defense. Similarly, the
5.5-percent wage standard was subject to various modifications in the
light of equity and “established bargaining relationships.”

The Carter administration demonstrated both a capacity for in-
novation and a respect for past practices in fashioning the standards
for its wage-price policies. The initial standard implemented in early
1978 called for the general deceleration of wage and price increases.
Businesses (and unions) were asked to reduce the rate of increase of
wages and prices by 0.5 percent below the level that had been experi-
enced during the previous year. The articulation of a general but
highly relative standard permitted the definition of a goal without
getting into the messy task of determining the applicability of a spe-
cific numerical standard in individual cases. If the various economic
decisionmakers would all slow down a little, the country could move
closer to price stability.

The deceleration standard proved to be too ingenuous for the sec-
ond, more rigorous exercise in wage-price policies initiated by the
Carter administration in October 1978. If employers who failed to
comply with the program were to be denied government contracts and
employees who did comply were to be protected by Real Wage Insur-
ance, then the standard had to be developed in more precise, numerical
terms. Thus, an arbitrary (but then reasonable) price goal of 6 per-
cent was established for business. This price goal translated into a
wage standard of 7 by adding the trend rate of national productivity
gains (1.5 percent) to the price target and subtracting .5 percent to
reflect a scheduled increase in Social Security contributions. Both the
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wage and price standards were subject to elaborate exceptions, but the
rules governing prices proved to be more flexible by permitting cost
pass-throughs and the alternate use of a profit margin test for com-
pliance. In any case, the productivity concept was once again used
as the keystone in the architecture of the wage-price policies.

. The lesson of these experiences is compelling. Although produc-
tivity may have theoretical credence as a standard at the level of the
general economy and helps to define the goals of wage-price policies
over time, it has limited usefulness in the administration of these
policies. The wider the system of wage-price policies and the more
“serious” the efforts to implement these policies, the more likely that
productivity will have reduced relevance. This was the experience
during both the Korean war, the later phases of the Nixon program,
and with the wage-price policies of the Carter administration.

One modest attempt has been made to use a wage standard that is
not linked directly to productivity trends. During the Nixon period,
the Construction Industry Stabilization Committee eschewed any fixed
standard and based its decisions on an administrative theory of wage
relativities. That is, the wage adjustment permitted for a given craft
group in a particular labor market was founded on an identification
of the historical wage relationship among the relevant crafts (and
unions) in the construction industry. The objective of this approach
was to slow down the overall rate of construction wage increases while
preserving a stable wage structure. By inference, “excessive” wage in-
creases developed when one craft union registered gains which dis-
turbed the existing structure and provoked similar, outsized increases
by other craft groups. This approach enjoyed some success in slowing
dampening construction wage trends in the period 1971-74. However,
the conceptual and administrative difficulties of applying a theory
of wage relativities to the economy as a whole would be staggering.
In addition, such a framework does not afford a basis for linking the
wage and price standards in a logical and consistent manner.

The Use of Sanctions

The implementation of wage-price policies requires that they be ac-
companied by methods of enforcement appropriate to the ends that
the policies presume to serve. When wage-price policies are restricted
to global statement of restraint, the methods of enforcement are equal-
ly tentative. Those unions and businessmen who act in an “excessive”
manner will be subject to the scorn of their peers, a flurry of critical
editorials, and other manifestations of public disfavor. These measures
are likely to be passing shots without lasting effects on wages and
price movements. Because the definition of wage-price policies at such
a general level normally serves political rather than economic pur-
poses, the situation should not be viewed as evidence of these policies’
intrinsic deficiencies. For example, President Eisenhower was scarcely
concerned that his sotto voce pleas for discipline were not heeded.
Even during the Truman administration, there was suspicion that
President Truman was experiencing such pleasure in flagellating cor-
porations and the Congress that he would have been disappointed if,
say, General Motors had seen the errors of its ways and announced
that it was foregoing all price increases for the next year.
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The rules of the game change significantly when efforts are made to
apply wage-price policies in specific cases. In this context, the decisive
factor is whether there is some statutory authority. With the excep-
war), wage-price policies have been administered in an extra-legal
tion of the stabilization program under Nixon (and during the Korean
framework. (The Carter administration elected to use the govern-
ment’s procurement authority to explore the wage-price guidelines.
This approach involved the exercise of statutory powers established
for purposes other than directly regulating wages and prices.) There-
fore, it has been necessary to marshall an array of ad hoc weapons that
reflect the current strengths of government and the vulnerabilities of
the parties which are the focus of the policies. Indeed, to some extent
the choice of targets under an informal system of controls is deter-
mined almost as much by the vulnerability of the parties to govern-
ment action as for rational economic reasons. In this respect, firms in
oligopolistic industries have been the customary targets of wage-price
policies and one of the favorite weapons in bringing about compliance
has been the threat of prosecution under the antitrust laws. President
Kennedy pulled this card out of the deck almost as an instinctive reac-
tion during the great controversy with the steel industry in 1962.

The government, of course, can use other tactics to bring about com-
pliance by businessmen. In an aluminum case, Alcoa revoked a price
Increase following high-level negotiations with Secretary of Defense
McNamara concerning the disposition of the government’s stockpile
of strategic materials. Obviously, the disposition of the stockpile could
have a major effect on prices. Beyond this measure, the government
has a wide range of subtle, or not so subtle, weapons mncluding the ap-
plication of the tax laws, decisions with respect to imports and tariffs,
and the provision or withholding of direct financial aid.

A legal system of enforcement was established during the Nixon
~ administration. The regulations of the Price Commission and the Pay
Board were duly published in the Federal Register and noncompliance
was subject to fines, injunctions, and criminal penalties. Despite the
availability of these sanctions, it is important to note that any system
of enforcement has to be based on a selective strategy. In the case of
Phases II-1V, the so-called three-tier system created degrees of proba-
bility of legal prosecution. The most vulnerable were those firms and
unions in the first tier which required prior approval of price and wage
increases; units in the second tier had periodic reporting requirements,
and units in the third tier generally were left with their consciences
and the theoretical possibility of a visit from an IRS agent. The sys-
tem of enforcement was designed to cage what Lloyd Ulman has
called the “rogue elephants” while assuming that the rest of the herd
would behave decorously because of fear, self-interest, and a concern
for the national welfare.*

The Carter administration program lacked the specific statutory
authorization of the Nixon effort but was administered as if it were a
bona fide legal system of regulation. COWPS issued regulations,
established reporting requirements for large firms, made findings of
“compliance” and “noncompliance,” and laid out appeals procedures

¢ Lloyd Ulman and Robert J. Flanigan. ‘‘Wage Restraint: A Study of Income Policies
in Western Europe,” University of California Press, 1971, pp. 240-243.
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for malefactors. However, this administrative system had a fanciful
quality because of COWPS’ unwillingness or inability to apply strin-
gent sanctions. In three major cases, COWPS declared the parties
were in noncompliance. These involved price decisions by Hess Oil,
and the labor agreements between United Airlines and the IAM and
the United Rubber Workers and the Big Five rubber companies.
Shortly after Hess’ fall from grace, it was awarded a contract to pro-
vide fuel to the Defense Department after agreeing to take compensa-
tory actions. In addition, the use of government purchasing authority
engendered little concern on the part of the unions involved. Although
strike pressure from the URW resulted in a guideline-breaking agree-

- ment, the companies bore the brunt of the mild sanction, requiring the
oﬁ's(elt of the “excess” wage increment from the prices of specified
goods.

Aside from assuring the integrity of the program, the greatest
importance of the system of sanctions is the extent to which 1t helps
to maintain a position of evenhandedness in dealing with labor and
management. In fact, there appears to be a marked difference in the
effectiveness of sanctions for labor and management depending on
whether an informal or formal system of wage-price policies is
involved. In an informal system, such as that which prevailed during
the Kennedy-Johnson period, business is more vulnerable to the appli-
cation of sanctions than is organized labor. In fact, most of the Presi-
dents’ big guns were wheeled out against business in the form of
threats of antitrust prosecution, stockpile disposition and other forms
of persuasion. In addition, because business historically has been the
target of criticism in American society and must continue to interact
with “the public” through the market system, it has shown a greater
sensitivity than labor to expressions of disapproval from the President.
During the Johnson administration one of the more plaintive incidents
occurred when Joseph Block, the chief executive of Inland Steel, com-
plained to President Johnson of the pressures that had been brought
to bear when, in 1964, the company had raised the price of galvanized
sheets and coils. Block said : ®

Last December my company raised its price on a relatively minor steel prod-
uct—galvanized sheets. We did this because the cost of the coating material—
zine—had gone up considerably and we regarded our profit as inadequate. It was
in reality a minor matter, yet based on the government reaction, one would have
thought we had dropped an atomic bomb. We were told that we might trigger
inflation. We were told that we might induce Mr. Abel here to increase their wage
demands. We were told that we would lose business to foreign steel. . . . All this
would seem to indicate that we must have been pretty dumb not to consider such
matters in advance of our action. And perhaps we were. . . .”

In contrast, the government strategy toward unions in the applica-
tion of informal or extrastatutory wage-price policies has been more
honeyed and less effective. Apparently, the normal approach was to
bring the union leader in question (usually David McDonald of the
Steelworkers and Walter Reuther of the United Autoworkers) to the
White House where they were offered deep draughts of presidential
flattery and confidential chats on the need for responsibility. When

s James L. Cochrane. ‘‘The Johnson Administration: Moral Suasion Goes to War,”
in Goodwin, op. cit., p. 217 (footnote 47).
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push came to shove, however, as in the Operating Engineers and TAM-
airlines negotiations, there appeared to be little that the government
could do to make intransigent union leaders cooperate. Under informal
controls, it has been easier to bring the President of U.S. Steel to bay
than a business agent in New Jersey.

In contrast, the system of enforcement under a formal, legally based
program probably is more effective against labor than it is against
business. Especially when there is some slack in the labor market,
there is 2 high degree of assurance that individual managers will try
to apply the wage standards with fidelity. All the incentives arising
from economic self-interest press in this direction. And to the extent
that one employer adheres to the standard in dealing with his em-
ployees, he will make it easier for other employers by reducing com-
petitive pressures to move wages above the standard. During Phases
I-1IV, George Meany, President of the AFL-CIO, complained with
some credence that there were four million enforcement agents (em-
ployers) on the wage side but only a handful of TRS agents on the
price side. Similar complaints were raised during the Carter adminis-
tration. Although many large unions ignored the wage guidelines
without. penaltv, most employers in nonunion situations appeared to
generally conform to the wage standard, invoking the call of
patriotism or the prospect of loss of government business as the justi-
fication for their position.

The effect cf this asymmetry in the use of compliance was power-
fully illustrated in determining the fate of wage-price policies under
the various administrations. For example, it was organized labor that
kicked over the traces during the Johnson administration as the Con-
sumer Price Index rose ra,pialy in 1966. In contrast, the demise of the
Nixon stabilization program was largely brought about by the in-
ability of the administrative machinery to contain price increases. The
Carter guidelines program has undergone similar stresses resulting in
at least two, equally unsuccessful, modifications.

MobEeLs oF WAGE-PrIiCE Poricy IMPLEMENTATION

From this welter of experience, it is possible to identify four models
of wage-price policies. These models link together objectives, elements
of coverage, organizational arrangements, the nature of the standard,
and sanctions. It cannot be said that, the models are “rational” in the
sense that they represent some efficient combination of variables to
achieve the objective of controlling inflation. They do have a retro-
spective logic, however, to the extent that they describe a consistent
relationship between objectives, organization and the other elements

of wage-price policies.
The Decoy Model

The first model may be characterized as the “decoy model.” Wage-
price policies are articulated to divert political pressure for govern-
ment action rather than as part of a serious effort to influence wage
and price behavior. Under this approach, the objective of the program
is stated in the most general terms so that they apply to every eco-
nomic unit while having relevance for none. There is comprehensive
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coverage in principle, but no effective coverage in fact except when
some egregious incident takes place. The standard is formulated in the
broadest possible terms and may embrace slogans such as “responsibil-
ity,” “discipline,” or “restraint.” Normally, a Cabinet Committee will
commemorate the administration’s dedication to price stability, al-
though in some instances special organizations will be established to
“monitor and review” price and wage developments. Sanctions are
limited to exhortation and expressions of concern. To a large degree,
the “decoy” model is an anti-wage-price policy model.

The decoy model was first unveiled during the Eisenhower admin-
istration, was further refined in the early part of the Nixon adminis-
tration, and was revived by President Ford. In each case, the Presi-
dent and his economic advisers were reluctant to go beyond expressions
of concern and calls for responsibility. No specific targets for gov-
ernment intervention or criteria for such actions were identified. Well-
publicized organizations were established in the form of the Cabinet
Committee on Price Stability, the Commission on Productivity, and
the Council on Wage and Price Stability. There was no hint of pres-
sure other than presidential browlifting.

The Defenéive Model

The second combination of elements may be characterized as the
“defensive model.” Here, the general objective is to provide a reserve
capability to intervene 1n particular wage and price decisions that
are highly visible or which are identified as engendering inflationary
pressures. The defensive model is especially suited to those circum-
stances when wage-price policies are utilized in support of expansion-
ist policies. Coverage is universal in principle; but, in fact, the policies
are applicable primarily to large economic units in basic industries. A
criterion for responsible behavior is defined but left in imprecise form
so that the executive may retain discretion in determining when to
intervene or not to intervene. In implementing the program, the Pres-
ident will call upon the existing agencies of government whose efforts
will be coordinated on an ad hoc basis by some central unit, normally
the Council of Economic Advisers. The sanctions employed may en-
compass the full range of government influence and authority, such as
threats of prosecution under the antitrust laws, stockpile disposal,
etc.

The defensive model of wage-price policies was employed during
the Kennedy administration, the early stage of the Carter administra-
tion, and with a few modifications, properly characterized Phases I11
and IV during the Nixon administration. The Nixon administration
case is especially interesting because here a formal regulatory system
was turned into a defensive program by executive action. Although
the stabilization program was founded on statutory authority, Phase
IIT was unveiled as an exercise in self-regulation. Firms and unions
were expected to conform to the existing regulations, but the “stick
in the closet” was substituted for an assertive enforcement procedure.
To the extent that there was tension between the underlying philos-
ophy of Phases IIT-IV and the statutory framework within which
the program was administered, efforts were made to resolve the ten-
sion by pursuing an accelerated schedule of decontrol.
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The Offensive Model

The third model of wage-price policies is the “offensive model.” In
this case, the policies are viewed as part of a serious effort to contain
inflation even though they are not part of a legally based system.
Coverage is broadly defined and the policies applied to sectors with a
significant impact on wage and price levels. Special administrative
units are organized to link the process of review to the exercise of
influence and sanctions. An effort is made to define a standard in more
precise terms so that it establishes a trip point for government action.
In effect, the executive branch becomes committed to act when deci-
sions in designated sectors of the economy exceed the standard. This
“offensive” approach was employed during the Johnson administra-
tion when wage-price policies came to serve as a substitute for fiscal
and monetary policies.

The Regulatory Model

The most robust variety of wage-price policy is associated with the
“regulatory model.” Under this arrangement, there is an organized
effort, supported by statutory authority, to directly regulate wage
and price movements. Because it is founded on law, the model does
not depend on positive intervention by the government. Instead, there
is an expectation that there will be general compliance with the pub-
lished siandards and regulations. Coverage tends to be broad, and
formal adjustments may be made from time to time in response to
changing economic circumstances. The program is administered by
self-contained agencies that usually enjoy an independent status. Con-
ventional legal sanctions for compliance such as fines, injunctions,
and criminal penalties are available. Historically, the regulatory
model is most closely associated with wartime situations.

This model was used in peacetime during Phases I-II of the Nixon
administration to deal with the consequences of extraordinary events
and policies that transformed the position of the United States in the
world economy. Specific objectives, if any, were to provide the protec-
tion for a high stimulative policy and to suppress inflationary pres-
sures as they built up in the economy. When the true test of the sys-
tem of controls came at the beginning of 1973, the administration re-
treated to the “defensive model” before many shots had been fired.

Although it does not strictly meet all the requirements, the Carter
program of wage-price guidelines is most appropriately classified as
an example of the regulatory model. In effect, President Carter cre-
ated his own legal basis for the program by brandishing the govern-
ment’s procurement authority as a sanction for noncompliance. More-
over, COWPS effectively introduced all the legal paraphernalia of
the regulatory model including reporting requirements, appeals pro-
cedures, and the codification of standards in the Federal Register.
Despite sharp criticisms by labor and business, the program with-
stood legal challenge in the Federal courts.

These models, of course, are not prescriptive in nature. Rather, they
describe a configuration of responses that has characterized past efforts
at the implementation of wage-price policies. The primary 1mpression
is one of improvisation, with the blending of short-term economic re-
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quirements and political pressures, and resort to jerry-built organiza-
tional arrangements. If the purpose of wage-price policy has been to
regulate the low of economic events in the economy, it has been more
analogous to sandbag embankments thrown up to resist flash floods
than to dams which try to regulate systematically the flow of wage and
price decisions.

WHitHER WaGE-Price PoLicies?

Wage-price policies in the United States have now undergone 33
years of trial and error and it is fair to say that there has been as
much of the latter as the former. Even without a systematic (let alone
econometric) assessment of their effectiveness, several deficiencies have
been cast in sharp relief by this review.

First, there has been a consistent failure to develop arrangements
for defining a national consensus concerning the objectives and rules
of the game governing wage-price policies. The preferred technique
has been some variant of a labor-management committee. On more
venturesome occasions, broadly constituted, one-time conferences have
been convened bringing together representatives of diverse interest
groups. The 1974 National Conference on Inflation was perhaps the
most sophisticated of these endeavors. Unfortunately, there is no evi-
dence that these advisory committees or pseudo-parliamentary con-
claves achieved anything approaching a durable consensus. Indeed, the
record indicates that they have served more to underscore differences in
interest than to create a common framework for the harmonization of
such interests. Nor can there be any optimism concerning the ability
to define such a consensus in the foreseeable future. Where the economy
is organized on market principles of self-interest and these principles
are extended into the political process, there is little prospect that
there will be an agreement on the operational goals of wage-price poli-
cies other than in wartime or when there is a universal concern over
impending catastrophe. In addition, unlike many Western European
countries, the United States does not have the broadly representative
economic organizations that can strike a comprehensive consensus. Or-
ganized labor represents only about 20 percent of the labor force while
business representation is fragmented in a variety of organizations
from the Business Roundtable to the Chamber of Commerce. Also, it is
unlikely that other vocal interest groups such as consumerists and
environmentalists would stand idly by while business, labor, and the
government engaged in closed negotiations over wage-price guidelines.

Second, wage-price policies have suffered from an inability to
achieve an evenhanded treatment of wages and prices. The imbalance
has not been a matter of conscious design but has been a consequence of
the particular administrative arrangements for the implementation of
wage-price policies and intrinsic differences in the mechanisms for
controlling wages and prices. It is true, as George Meany has repeat-
edly stated, that the employer is often a willing enforcer of wage
standards but that the control of prices must be Jeft to the less than
fully effective actions of government. : )

As noted previously, wages have been most severely restrained
under formal systems of regulation and prices have borne the brunt
of government actions under informal programs. The political conse-
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quences of this asymmetry have been magnified by the fact that wage-
price policies usually have been cast in national térms although no one
realistically expects them to be applicable to all situations. ’Ighus, each
nstance of differential treatment comes to be viewed as evidence of
class oppression rather than as an effort to deal with economic power
or market deficiencies in particular cases. Differential treatment may
be accepted when it is related to surgical efforts to deal with problems
in individual industries, but not when it is viewed as part of some
national scheme for shifting power relations among economic groups.

Third, the quest for a stand that is comprehensive, equitable, and
sufficiently precise for effective administration has been less than suc-
cesstul. The productivity concept serves a useful purpose in estab-
lishing the goals of wage-price policies, but it affords only limited
guidance for their attainment and, indeed, may be mischievous in indi-
vidual cases. By fastening on productivity as the dominant standard,
price restraint has frequently been linked to wage restraint, although
the relationship between these occurrences should not be determinate.
Aside from problems of measurement, the relevance of productivity
as a sensible basis for wage and price decisions in the short run is
diminished as you move from the economy as a whole to untidy market
for specific goods and categories of labor. To a large extent, productiv-
ity has been an attractive operational standard for wage-price policies
because of its convenience 1n casual systems of administration rather
than its applicability in specific cases.

Fourth, there has never been a sensible theory of coverage of wage-
price policies. Presumably, wage-price policies emerged as an attrac-
tive alternative, because they could bridge the gap between the macro-
economic policies that would sustain high levels of growth and em-
ployment for the economy as a whole and the microeconomic wage-
price decisions in particular cases. These linkages have never been care-
tully identified. Consequently, wage-price policy administrators have
turned almost reflexively to the same set of industries. If the steel in-
dustry didn’t exist, it probably would have been invented for the con-
venience of the Chairman of the Council of Economic Advisers. In
this manner, wage-price policies invariably have been brought to bear
on steel and autos (and now oil), although the health services and
food distribution industries may now have a more consequential effect
on the general price level.

Fifth, efforts to coordinate wage-price policies with fiscal and mone-
tary measures have seldom been explicit or successful. The combina-
tion of the tax cut and wage-price guidelines did appear to have a
salutary effect during the Kennedy administration but under Johnson,
Nixon and Carter incomes policies generally were substitutes for fiscal
and monetary restraint. This element of dissimulation was clearly per-
ceived in October 1979 when the latest iteration of wage-price policies
failed to calin international money markets and the Federal Reserve
was forced to administer harsh measures to dampen the increase in
credit and the money supply.

Last, the organizational arrangements for the implementation of
wage-price policies have had all the continuity of a pick-up volleyball
team. For the greater part, wage-price policies have been administered
by a cast of thousands drawn from different agencies at different times.

56-368 O - 80 - 4
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Because the objectives, coverage and legal authority associated with
wage-price policies have never been clearly established on a continuing
basis, the organizational arrangements have had a consistent quality of
improvisation. This has been true even in the case of the Council on
Wage and Price Stability which has been in existence for five years.

Tae Furure oFr Wage-PricE PoLicies

Where does this analysis leave us and what does it imply for the
future of wage-price policies? At the outset, it should be recognized
that wage-price policies in one form or another will be a continuing
option in the management of the economy. For better or worse, such
policies are perceived as a least-worst alternative for dealing with
inflation without incurring the widespread unemployment implicit
in the application of restrictive fiscal-and monetary policies. Within
a highly politicized arena for economic policymaking, assertions that
direct government intervention in wage and price decisions have not
and cannot deal effectively with inflation, elicit counterarguments that
aggressive administration, or “presidential leadership,” or a “social
contract” between labor, management, and the government will rem-
edy past deficiencies.

In addition, if experience in other Western industrialized nations is
any guide, the increased vulnerability of the U.S. economy to interna-
tional developments is more likely to increase rather than diminish
the appeal of wage-price policies. In both 1971 and 1978, wage-price
policies were instituted as part of a broad strategy to cope with prob-
lems of the dollar in international money markets. Also, a contempo-
rary twist to the changing theory of incomes policy is that restraint
is necessary to prevent increases in the price level arising from exoge-
nous factors, such as OPEC, from being translated into wage increases
that in turn will generate additional pressure on prices.

The post-World War IT record clearly confirms the more frequent
resort to wage-price policies over time. Following the strident jawbon-
ing of the truman administration, no serious etfort was made to in-
stitute explicit wage-price policies until 1962, The Kennedy-Johnson
guidelines program was more or less continued in effect until 1966.
However, in the 1970’s, direct wage-price controls, including two
freezes, were maintained from August 1971 until April 1974. Volun-
tary guidelines were revived by President Carter in 1977 and were
strengthened in 1978 and 1979. Despite increased criticism and even
scorn, it is almost certain that the program will be with us at least into
the first year of the 1980’s. Moreover, there is little evidence that the
public has become widely disenchanted with wage-price policies. Al-
though there has been a general political reaction against government
regulation, a Gallup poll in the summer of 1979 revealed that 58 per-
cent of all respondents and 48 percent of those with college educations
favored wage and price controls as an antidote for inflation.

If it is the case that some form of government intervention in wage
and price decisions will recur in the future, the operational question
is what approach promises to be most constructive (or least destruc-
tive) in hight of the postwar experience. First, policymakers should
avold the compulsion to fashion some comprehensive consensus or “so-
cial contract” to sustain wage-price policies. If such a consensus is to
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be forthcoming in the United States during peace time, recent history
indicates that it is unlikely to be the product of advisory committees,
summit conferences, or tripartite bodies. Such devices may be uged to
facilitate prior consultation with the major interest groups, but the
task of defining a consensus is properly the obligation of the Congress
and the executive. In 1967, procedures for developing a consensus on
guideposts were proposed whereby Congress would review and ap-
prove or disapprove the President’s statement of the guideposts for
any year. This approach holds some promise and has been implicitly
used during the Carter administration when Congress renewed the
authorization and budget for COWPS after the guidelines program
had been initiated. The political system and not some artificial assem-
blage of economic interest groups must bear the burden for establish-
ing a consensus, however fragile it may be. The somewhat romantic
notion of divining the popular will must be tempered by the fact that
organized labor, for example, has ultimately balked at every effort
to create or preserve a working consensus on wage-price policies.

Second, it should be recognized that wage-price policies cannot be
administered effectively on a global basis. The government may pro-
mulgate a general standard for wage and price behavior which is ap-
plicable to the economy at-large on a voluntary basis. But the arsenal
of weapons to induce compliance should be applied only selectively
in particular product and labor market situations, Many of the defi-
ciencies of wage-price policies can and should be dealt with by trim-
ming back the scope of administrative efforts so that they are less
likely to become enmeshed in broad social and political conflicts or
fruitless attempts to restrain prices that are determined by forces out
of reach of the regulators.

Within the more discriminating framework, selective policies will
have two broad functions. On the wage side, they would be concerned
primarily with preventing distortions in the national wage structure,
rather than attempting to control the general level of wage increases
directly. If wage movements have an autonomous inflationary effect,
it is usually manifested through structural distortions as one union
attempts to leapfrog another in its wage demands or as nonunion em-
ployers strive to maintain “traditional wage differentials” with the
unionized sector. Major upward shifts in the general level of money
wages usually are more symptematic of inflationary pressures that
already suffuse the economy than the independent exercise or augmen-
tation of “union power” in some comprehensive sense. Wage policies
are not likely to be an effective barrier against broadside inflationary
forces, but they can help to promote the effective adjustment of intra-
and inter-industry wage structures to rapidly changing economic cir-
cumstances. A wage “target” may be established for the economy as
a whole; however, it should be flexibly applied in the context of par-
ticular market and collective bargaining situations. If Phase IT and
the Pay Board had any salutary effect, it was to preside over the re-
stabilization of the national wage structure in the wake of disloca-
tions induced by outsized agreements in the construction, transpor-
tation, and retail food industries.

On the price side, administrative efforts would be concentrated on
situations in which competition is limited by the organization of the
market (as in health services), where a firm or industry can exploit
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temporary imbalances in supply and demand to reap economic rents
(as in energy) and large, oligopolistic industries. Continued attention
would also be given to those industries in which prices are strongly
influenced by government actions and policies. Governmental price
policies should not be viewed as an adequate substitute for the vigor-
ous enforcement of the antitrust laws.

The selective approach also would help to relieve the sense of in-
equity arising from the inability to afford evenhanded treatment of
labor and business within a global framework. To be sure, specific in-
terests will feel either advantaged or disadvantaged by the imposition
of selective wage-price policies. But as a tactical matter and political
matter, it is easier to deal with special interests than with class in-
terests. Experiences with the development of selective wage policies
in the food distribution and construction industries in 1972-73 indicate
that they can be maintained without arousing hostilities. In addition,
by narrowing the focus of wage-price policies to specific industries,
full weight can be given to all relevant economic data rather than fix-
ing on a single criterion such as productivity. This framework would
also deemphasize the political necessity of balancing restraints on
wages and prices in the same industry even though the economic forces
influencing the two income shares are different.

Third, the task of developing a framework for wage-price policies
and implementing them in specific cases should be given to a permanent
wage-price commission. In the past, such a commission has been viewed
with distaste. However, the record of wage-price policies in six ad-
ministrations indicate that these bodies will always be present in some
form, either as a Cabinet committee, a subterranean interagency task
force or as some ad hoc unit. It is best to recognize that efforts to in-
fluence wage and price decisions will be a durable element in national
economic policymaking and establish a commission on a continuing
basis. A permanent commission will have a higher degree of public ac-
countability for its actions, an accountability that has been blurred
or ignored in past exerises of wage-price policies. Last, to the extent
that expertise counts, a permanent wage-price commission would be
an institutional depository for expertise in devising and administering
these programs. Otherwise, each crisis precipitates a frantic search for
the few tired bureaucrats who were involved “the last time around.”

To a limited extent, COWPS has assumed the role of a continuing
wage-price commission. It is significant that COWPS became the
lineal descendent of the Cost of Living Council five months after the
latter agency was quietly laid to rest. Thus, a wage-price agency has
been on the scene more or less continuously since 1971. But COWPS
has always been viewed as a temporary bureaucratic contrivance that
must justify its existence on a year-to-year basis, This attitude has
been reflected in staff and budget support.

The wage-price commission would have the authority to review
wage and price developments in individual industries and to develop
procedures for fact finding and public hearings. Consideration may
also be given to authorizing the commission to initiate manatory con-
trols in specific cases. This aproach has been taken on an ad hoc basis
in the past in construction and the retail food on the wage side and, of
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course, in the oil industry on the price side. The Carter administra-
tion’s hospital cost containment proposal is a variant of selective
controls. Also, the wage-price commission can (and has) acquire(d)
a broader mandate by turning its attention to government actions, par-
ticularly in the area of regulation, which contributes to inflation.

It may be argued that if the President has such authority, the politi-
cal pressures to exercise it on a broad scale would be irresistible. This
1s especially likely if Congress can badger the President without any
involvement in the decisions. This problem can be resolved by giving
- the President the right to impose selective controls subject to approval
by Congress within 15-30 days through the process of negative legis-
lation; 1e., if Congress does not act in the prescribed time, the au-
thority goes into effect. Also, where the authority exists on a
permanent, legal basis, it is less likely to be the subject of promiscuous
use. In too many cases wage-price policies have been applied by em-
ploying the economic equivalent of political “dirty tricks,” ignoring
rudimentary standards of due process. If these arguments are not per-
suasive, then an additional proviso may be added limiting the exercise
of the commission’s authority to impose direct controls in any indi-
vidual case to one year. The authority would expire after 12 months
unless the commission demonstrated to Congress that the wage and
price behavior of the units involved posed a continuing threat to
economic stability.

All of this is rather unheroic, if not prosaic. But the experience of
the past 30 years clearly indicates that the heroic concept of wage-
price policies has not been realized. T'o some extent, our attitude toward
such policies is still colored by notions of populist retribution or in-
nocent visions of full employment and price stability. It is time that
we placed wage-price policies in a more modest, operational frame-
work where their contributions may be more limited, but their failures
less dispiriting.
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SuMMARY

This paper focuses on new trends and problems that will confront
antitrust enforcers as a result of regulatory reform. It emphasizes
those problems that are either new or take on more significance be-
cause of regulatory reform, rather than reiterating well-known prob-
lems often treated in textbooks on antitrust. The paper also draws
numerous examples from industries most likely to be affected by regu-
latory reform—including, among others, the airline, stockbrokerage,
railroad, telephone, cable television, and hydrocarbon production in-

* Northwestern University and California Institute of Technology.

Ep1TOR’S NoTE.—Regulatory reform is mot necessarily synonymous with deregulation.
If regulatory reform is viewed as separate from deregulation—which is one subset—then
regulatory reform in no way suggests a priori the need for vigorous antitrust action. Tn
some instances. however. Congress may determine that deregulating an industry may be
more conducive to overall economic efficiency.
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dustries. Since no single form of regulatory reform is typical, the role
of antitrust will vary from one industry to another. In cases where
regulatory reform measures alone do not assure that markets will
perform in a competitive fashion, some attention must be paid to anti-
trust policy.

If any single theme has emerged as dominant, it is this: The most
complex problems will arise in those industries in which deregulation
is partial. In these cases, the social control of an industry creates
policy problems that may find neither mutual exclusion nor collective
exhaustion in the course of regulation and antitrust. In short, there
1s a danger that regulators and antitrust enforcers will fight over
jurisdiction in some 1mportant matters, while other important prob-
lems receive the attention of neither.

This uncomfortable possibility may occur in a number of areas.
(1) Who will scrutinize the price at which one firm sells goods or serv-
tces to an afliliated firm, especially when only one of the tirms is regu-
tated? (2) Who will determine when a price in a regulated market is
predatory or otherwise anticompetitive, particularly if the firm charg-
ing that price also serves a regulated market? (3) What will be the
boundary of antitrust immunity? (4) Under what conditions will a
merger Involving a firm serving both regulated and unregulated mar-
kets be allowed, and who specifies these conditions? (5) Who will
decide when a refusal to serve is illegal, particularly if the sale in ques-
tion involves both regulated and unregulated firms? In the text are
circumstances in selected industries under which each of these dilem-
mas might actually occur.

Whether deregulation is partial or not, the first task of antitrust
enforcers will be to determine whether structural change is required
to prevent the exercise of unchecked economic power by firms now
unaccountable to regulators. Structural change may be necessary to
foster competitive markets, particularly where regulation has created
highly concentrated markets. Antitrust enforcers must expect two
new types of defense: (1) That the large market shares for which
structural relief is sought were thrust upon existing firms by regula-
tors; and (2) that structural relief is unnecessary, since deregulation
will by itself naturally erode the market shares of larger firms.

The paper also emphasizes that antitrust enforcement will encounter
a number of practices antithetic to the creation and maintenance of
competitive markets, practices that are deeply ingrained in the fabric
of the industries being deregulated. It will not be easy for antitrust to
overcome the inertia of decades of sanctioned collusion and monopoly.
Some of the institutions at the heart of the regulated system must be
eliminated with deregulation, including domestic rate bureaus in trans-
portation industries where price and entry are decontrolled. Even
then antitrust enforcers must watch closely to insure that behavior is
independent, especially where other institutions, such as international
conferences, continue to exist.

Finally, antitrust enforcers must constantly watch for any obstacles
that impede free entry where free entry is desirable. Regulatory
reform by fiat does not guarantee free entry in fact.
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1. INTRODUCTION

In recent years there has been a wave of effort to lessen the extent
to which certain industries have been regulated. The broad label
applied to this movement is deregulation. It has affected airlines, stock-
brokers, railroads, motor carriers, telephone companies, cable tele-
vision, and hydrocrabon producers. To date deregulation has been
widely implemented in some industries (e.g., stockbrokerage), and
quite limited in others (e.g., railroads). It has been formalized in some
cases (e.g., natural gas), and only proposed in others (e.g., motor
carriers). In short, there is no single form or extent of deregulation
that can truly be called typical.

In the United States antitrust and regulation are two important
© policy instruments for controlling industries that do not perform well
absent government intervention.! Where intervention is required, the
tools of antitrust are typcially the first selected if competitive markets
can be forged with their use. Where that is not possible, regulation
provides a second line of control.

While deregulation may result in a number of benefits, it may not
always lead to the initiation and maintenance of effective competition.
New and innovative approaches to antitrust may be required, even in
those areas of antitrust that are rather traditional in presently un-
regulated sectors.

Virtually every major aspect of regualtion is antithetic to antitrust
policy. Under some forms of regulation, firms meet through institu-
tions such as rate bureaus to discuss tarift proposals openly. They also
often agree to market sharing or market splitting arrangements for
which they seek regulatory sanction. They have frequently sought and
received permission to effect mergers that would most surely not
have been allowed in unregulated markets.

These kinds of interfirm activities are well entrenched after decades
of regulation. With deregulation, antitrust may be called on to take
an especially hard stance against these activities to foster the inde-
pendent behavior that will be required for competitive markets. Even
that may not be enough. For example, the creation of a competitive
market environment in a given industry may not only require a cessa-
tion of a trend toward mergers, but even a reversal. The task of anti-
trust will not be easy here, especially since firms may enter a defense
of prior regulatory sanction against such an action.

The role of antitrust in a deregulated environment is by no means a
clear one. It will obviously depend on the form that deregulation takes
in each industry, an issue discussed in section three. The role of anti-
trust is not clear even now, as the deregulatory movement unfolds, nor
was it before the wave of deregulation began. History shows that the
boundary between regulatory and antitrust jurisdictions has never
been completely delineated, which is described more fully in section
two. Deregulation will not eliminate the narrow and awkward des-
cription of that boundary; it will merely shift the battleground in
every case in which a portion of the industry remains regulated. In
section three this issue will require resolution in a number of industries.

t Compare this with, for example. the United Kingdom, in whichﬁationalization is an
often employed form of social control of industry.
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The paper then concentrates on those areas where the burden on
antitrust will probably be the greatest with deregulation. Section
four addresses some of the problems that can be expected
in the areas of monopoly. Section five examines the kinds of prob-
lems that will confront antitrust enforcers in the areas of horizontal
restraints and oligopoly, including pricing issues. Section six addresses
other aspects, including vertical restraints and mergers, and section
seven briefly summarizes some of the most important findings.

The paper does not emphasize many of the traditional issues that
have been addressed in the vast literature on antitrust. A repetition of
these issues would not further the purpose here, especially given the
numerous excellent treatises in the field, including Areeda (1974),
Kaysen and Turner (1959), Scherer (1970), Weiss (1967), and Bork
(1978).

No attempt is made to reiterate the many arguments for and against
deregulation in the various industries, except where those arguments
specifically relate to the issues to be encountered in the enforcement
of antitrust policy. Rather, the focus is on issues which are either new
or taken on a larger significance as a result of deregulation. This task
alone will prove challenging enough.

2. AnTiTRUST AND REGULATION: A STUDY 1IN CONFLICT

It is true that Government activities influence even unregulated
markets in many ways. For example, the Government controls
import tariffs and quotas, regulates the money supply, levies taxes,
controls government expenditures on goods and services, enforces
contracts, and determines minimum wages. These actions affect virtu-
ally all markets.?

By contrast, in markets within the regulated sector of the economy,
the Government intervenes as a referee to affect the heart of the
mechanism that allocates resources.® The levels of prices, quality of
service, investment in plant or profits may be controlled. Firms may
legally disseminate data about prices and levels of output, and may
engage in joint efforts to influence Government sanctions of the same.
Entry into and exit from markets may be limited. Price discrimination
may be sanctioned by regulatory authorities, and, as mentioned earlier,
mergers that might not be allowed in unregulated markets may be
approved under regulation. A number of kinds of activities may be
allowed under regulation that would otherwise be illegal.

The rationale for regulation has been described in many places in
the literature, and need not be reiterated in any detail here.* The reason
most often cited from an economic prespective is the natural monopoly
argument. A natural monopoly is said to exist in markets in which
“the minimum optimal scale of production is so large that there is
room in a given market for only one or at most very few firms
realizing all production and distribution economies of scale.”?
Thus, the argument goes, a single supplier (or a few suppliers) would
be able to serve the entire market at a lower cost per unit of output
than if there were many competing suppliers. When the preservation

2 See Kahn (1970), Vol. I, especially pp. 2-3, for a description of the regulated sector.

3 For a good review of the literature in regulation, see Joskow and Noll (1978).

+ See Kahn (1970), Vol. I, pp. 5-11 for a discussion of the legal rationale tor regulation,
and pp. 11-12 for a summary of the economic rationale.

& Scherer (1970), pp. 519-520.
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of a competitive market is made difficult by the nature of production
technology, an exclusive franchise is granted and monitored under
regulation. ) )

There are other potential justifications for regulation.® Regulation
may be used to: (1) dampen the effects of economic fluctuations on
certain markets; (2) subject the effects of changes in the economic
environment to approval by administrative process instead of an
impersonal market mechanism; or (3) deal with conditions that might
arise from incomplete information in a market. Other possible reasons
include the redistribution of income by controlling the extent to which
price discrimination is allowed, or by requiring one service to sub-
sidize another. These redistribution schemes often require limited
entry so that firms cannot enter only the lucrative parts of regulated
markets and thereby reap the rewards of cream skimming. In addi-
tion, it is sometimes argued that regulation prevents windfall profits,
and allows regulators to adjust for externalities that may exist when
firms and consumers do not base their actions on all of the social
costs and benefits associated with a market.

For whatever reasons an industry may have been regulated, enforce-
ment of the antitrust laws in this country has historically been quite
limited in regulated industries. As Areeda has noted, *. . . where
there is natural monopoly there is little reason for antitrust policy
except insofar as: (1) the maintenance of monopoly ceases to be
inevitable; or (2) power in the monpoly area radiates outward into
areas where competition is both possibf; and desirable.” *

The Interface Between a Regulated and an Unregulated Sector

If an entire industry were a natural monopoly, then the tasks con-
fronting both regulators and enforcers of antitrust would be simpler
than they often are. A typical example of such a monopoly would be a
local electric utility, whose services are provided largely without
competition from other services offered by unregulated companies.
Regulators have more complete control over such a monopoly than
they would if unregulated rivals provided a service that would be a
substitute ; antitrust concerns itself less with injury to the nonexistent
rivals, since regulators have jurisdiction over the entire existing
industry.

The boundary between regulated and unregulated sectors, however,
isnot always so clear. For example, regulated railroads often face com-
petition from unregulated barges or from an unregulated sector of the
motor carrier industry.! Regulated telephone companies now face
competition in the manufacturing of terminal equipment and in the
provision of domestic long distance private line communications serv-
ices.” And until the Natural Gas Policy Act of 1978, regulators of in-

° For a good summary of these potential reasons for regulation, see the ‘*Study on Fed-
eral Regulation,” United States Senate Committee on Governmental Affairs (1978), Volume
VI, pp. 270-291.

7 Areeda (1974), p. 106.

8 See Kahn (1971), Vol. 11, Chapter 1.

° See Owen and Braeutigam (1978), Chapter 7.
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terstate wellhead sales of natural gas had no jurisdiction over intra-
state sales, and could not force producers to direct gas supplies to the
less lucrative interstate markets.® In such cases as these, regulators
have found that their control over the industry is much less extensive
because of competition from an unregulated sector. Similarly, en-
forcers of anitrust may be concerned that the performance of the un-
regulated sector is somehow impaired by the regulated sector.

Increased interdependence among markets at the boundary between
regulated and unregulated sectors has expedited the movement toward
deregulation in instances such as those just mentioned.

Where competition at the fringe has proven viable, the natural
monopoly argument for regulation has been questioned by those who
suggest that many of the resource allocation decisions previously made
by regulators might better be made through an unregulated market.

Since deregulation will move, but not eliminate the interface be-
tween regulated and unregulated sectors, questions of implied im-
munity, primary and exclusive jurisdiction, and state action will con-
tinue to await resolution. Historically, the arm of antitrust has found
jurisdiction in some regulated industries,? not so in others,’® and has
found ambiguous stature in yet other cases.

At still another level the extent of the role of antitrust remains
unresolved. Specifically, when does the (legal) use of the administra-
tive process of regulation differ from the (illegal) abuse of that proc-
ess? ** Under what circumstances, if any, can the antitrust statutes be
used to limit the extent to which a particular interest group engages in
lobbying or other activities to delay proceedings or to deter the in-
terests of other groups? In two cases decided in the early 1960’s, the
Supreme Court appeared to eliminate abuse of process as a Sherman
Act violation, based on immunity implied by the First Amendment.
More recently, the Court has held that there are some abuses of the
administrative process that do constitute antitrust violations, includ-
ing the knowing submission of false data to a regulatory authority,'”
and the concerted and repeated effort of an interest group to use litiga-
tion to deter entry.!

In short, a number of legal issues remains undecided. While it is
obvious that deregulation will move some of the issues from the domain
of regulation into that of antitrust, the nature of the problems at the
interface will remain.

10 See Owen and Braeutigam (1978), Chapter 3.

U See Nelson (1978), and Braeutigam (1978).

13 Qantor v, Detroit Edison, 44. L.W. 5357 (1976), U.S. v. AT&T, Clvil Action No. 74-1698
(District D.C.), Memorandum and Order on Jurisdictional Issues, filed Nov. 24, 1976.

37.8.v. NASD, 422 U.S. 694 (1976).

¥ McLean Trucking Company v. United States, 321 U.S. 67 (1944). For an interesting
discussion of this case, see Areeda (1972), p. 45.

See Owen and Braeutigam (1978), pp. 32-35, for a discussion of use and abuse of ad-
ministrative process.

16 See Eastern Railroad President’s Conference v. Noerr Motor Freight 365 U.S. 127
(1961) and United Mine Workers v. Pennington, 381 U.S. 657 (1965). .

( 7 W)oods Ezploration v. Alcoa, 438 F.2d 1286 (5th Circuit), cert. den., 404 U.S. 1027
1971). .

18 See California Motor Transport v. Trucking Unlimited, 404 U.S. 508 (1972) and Otter
Tail Power Company v. U.8., 410 U.S. 366 (1973). In the first case the Supreme Court pro-
hibited a group of truckers from collectively planning to exhaust process by opposing all
new trucking applications for entry certificates. In the second case Otter Tail attempted
to discourage municipalization of power production by repeated litigation, and the Supreme
Court proscribed this practice.
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3. Tae TrEND Towarp REcULATORY REFORM

Asnoted in section one, the term deregulation has taken on a number
of different meanings, depending on the industry in question. This
section gives context to its meaning for some industries that have
recently been or may be the target of some type of deregulation. The
exact form of deregulation is not yet known fully in any of these indus-
tries. Even those which now have statutes (for example, natural gas)
will require a number of regulatory judgments and procedural speci-
fications not known at the present time. Nevertheless, the general spirit
of the deregulation movement in each case can be described in this sec-
tion, allowing us to discuss some of the potential problems and issues
relevant to the future of antitrust in subsequent sections.

Airline Service

Starting in 1975, the Civil Aeronautics Board (CAB) began to
relax its tight grip on the levels of air fares. It followed a gradual path
toward rate freedom to the maximum extent consistent with its man-
date to regulate, the Civil Aeronautics Act of 1938.2° A wave of tariff
reductions swept across the industry beginning in 1977 and accelerat-
ing in 1978.2° At the conclusion of 1977, both entry into and tariffs on
commercial air freight transportation were decontrolled by statute,
with a proviso that future tariffs for freight service would not be
predatory. The notion of a predatory price was not defined by statute
The Airline Deregulation Act enacted deregulation of air passenger
service. The Act was designed to decontrol both rates and entry.? In
section five, important aspects of entry are described that will deter-
mine whether a deregulated air industry will lead to vigorous com-
petition. Free entry by fiat need not imply that free entry will in fact
exist; as a corollary it follows that deregulation by fiat may not
automatically lead to a vigorously competitive market.

Natural Gas

Following a number of proposals to deregulate natural gas during
the 1970’s, Congress successfully enacted the Natural Gas Policy Act
of 1978.22 The NGPA gradually deregulates a category of natural gas
called “new” natural gas produced at the wellhead, with total decon-
trol of wellhead prices occurring after 1985.2

Regulation will remain in force for large segments of the natural gas
industry, including the prices of gas not designated as new gas (i.e.,
“old” gas), the pipelines that transport gas from the field to local

. 18 Stat. 102, 72 Stat. 740, USCA 1303.

20 For a discussion of these reductions in tariffs, see Keeler (1978), pp. 135-136.

(1;17%‘;)1‘ a discussion of the events leading to the Airline Deregulation Act, see Keeler
22 See the Federal Register, Federal Energy Regulatory Commission, Natural Gas Policy
Act of 1978, Friday, December 1, 1978, Part VIII. .

2 New natural gas produced from onshore wells must come from new reservoirs, or new
wells no closer than 2.5 miles from the nearest marker well (a marker well is any well
from which natural gas was produced in commercial quantities after January 1, 1970, and
before April 20, 1977, with the exception of wells whose surface drilling began after
February 19, 1977), or if closer than 2.5 miles to a market well, 1000 feet deeper than the
deepest completion location of each market well within 2.5 miles.
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markets, and the local utilities that distribute the gas to customers.2
In section five we set the interface between unregulated producers and
the regulated pipelines may pose some interesting and difficult prob-
lems to both regulators and enforcers of antitrust.

01l Prices

Like prices for natural gas, domestic oil prices have been held below
the price on the world market for a number of years. At the start of
1979, approximately 30 percent of the domestically produced oil was
subjected to a ceiling of about $6 per barrel of crude oil; the balance
was to be priced at about $14 per barrel, and that was well below the
current price of oil on the world market.?s

In his nationally televised speech on energy on April 5, 1979, Presi-
dent Carter announced his intention to deregulate the price of all
domestic oil, with successive steps of decontrol being completed by
perhaps 1981. This form of deregulation differs markedly from the
deregulation of natural gas, since old natural gas will remain regu-
lated even after 1985. The President has announced plans to propose
to Congress a windfall profits tax to prevent oil producers from
realizing the large supernormal profits that would result with deregu-
lation absent the tax. At this writing the exact form of the proposed
windfall profit tax is not clear.

Motor Carriers

Although there exists no deregulation statute for motor carriers,
there is a clear movement afoot to seek deregulation of that portion
of the interstate motor carrier industry that is now regulated. The
Interstate Commerce Commission (ICC) regulates approximately 46
percent of the ton-miles of intercity freight carried by the trucking
industry. Intrastate agencies regulate another 10 percent, with the
balance being unregulated.?® When deregulation is discussed in con-
nection with the motor carrier industry, it usually refers to freedom
of entry in the carriage of any commodity over any route at un-
regulated tariffs.

Railroads

Although the complete deregulation of railroads, including the re-
moval of all tariff and entry restrictions, has not been a part of the
recent wave of deregulation, a new law has relaxed certain elements of
railroad regulation. The passage of the Railroad Revitalization and
Regulatory Reform Act of 1976 (the Quad—R Act) is most notable
in this respect. Among other things, this Act in principle allows a
railroad to vary its tariffs within a “zone of reasonableness” without
obtaining approval from the Interstate Commerce Commission, ab-
sent a finding of the ICC that the railroad has “market. dominance.”

While one might have expected railroads to alter their rates given
this new flexibility, in particular by lowering rates where they face

% For a detailed discussion of the various segments of the natural gas industry, see
Braeutigam (1978).

2 Montgomery (1978), p. 825.

20 See Roberts (1978), p. 473.
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intermodal competition, no new rash of rate readjustments has fol-
lowed the passage of the Act. In fact, as Nelson shows, “. .. rail-
roads have been very cautious about taking advantage of the ... Act
during the first 18 months or so of its validity.”

Telephones

Two major areas of the telephone industry previously monopolized
by regulated telephone companies have been opened to entry in the
last decade. The two areas include the supply of terminal equipment
and the provision of long distance private line transmission. The
courts have sustained the decision of the Federal Communications
Commission (FCC) to allow competition in the supply of terminal
equipment. The primary remaining restriction is that the equipment
be a type certified as acceptable by the Commission.2®

The long distance private line market cannot yet be described as
competitive, although some entry has occurred. Both rates and entry
remain regulated in this market.

Congress is now engaged in an effort to rewrite the Communications
Act of 1934 to reflect the existence of a number of new technologies
(e.g., fiber optics, satellites, and microwave systems) that have arisen
since the Act was passed over 40 years ago. It may very well be that
more competition in various areas of the telephone industry will re-
sult from that effort.

Several other industries marked by some relaxation in regulatory re-
straint could be added to this list, including cable television,? bank-
ing,*® securities markets,®* and water carriage.*> The main point of even
this partial enumeration is to show how deregulation can vary across
industries, and to provide a background against which to assess the
role of antitrust in the future.

4. MoxopoLY

One of the most often cited reasons for the implementation of a
regulatory scheme, as described in section two, is the prevention of
the unfettered exercise of monopoly power, especially when technol-
ogy precludes the competitive coexistence of a large number of firms.
If deregulation is to succeed, it must do so at least in part because
the industry or part of an industry that is deregulated is not a natural
monopoly. In some of these industries a single firm or a few firms
have managed to achieve large market shares under regulation. This
leads to the first of the issues that antitrust must face with
deregulation :

27 Nelson (1978), p. 64.

28 See Owen and Braeutigam (1978), Chapter 7.

2 See QOwen (1978), pp. 347—-389.

30 See the United States Senate Committee on Governmental Affairs, Vol. V (1978), pp.
197-228.

3 See Stoll (1978), pp. 589-656. . . " )

a2 For example, in 1973 the ICC abolished the so-called ‘“‘barge mixing rules,” thereby
better enabling water carriers to compete with other modes in transporting certain com-
modities. See Lieb (1978), p. 92. Only a small percentage of intercity water carriage is
regulated in any case.
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How Will Antitrust Deal With Firms That Have Gained Large
Market Shares Under Regulatory Sanction?

The application of antitrust to firms with large market shares in
unregulated industries has changed over the years, and is still an issue
without clear resolution. As recently as January 1979, the National
Commission for the Review of Antitrust Laws and Procedures recom-
mended to the President and the Attorney General that “a proviso be
added to the end of Sherman Act Section 2 in order to clarify the
appropriate standards” for determining whether a firm has attempted
to monopolize an industry.®

The purpose here is not to attempt a treatise on the comparative
merits of per se-and rule of reason interpretations of the Sherman Act,
a traditional issue of antitrust, but rather to ask whether firms in in-
dustries just deregulated or in a transition to a deregulated state will
be treated in the same way as firms in historically unregulated indus-
tries. At the two extremes antitrust agencies could attempt to break
up firms with large market shares as soon as deregulation is enacted
(consistent with the structural approach of antitrust since Alcoa)
or they could adopt a temporary wait-and-see attitude to find out
whether deregulation measures alone are sufficient to induce a com-
petitively performing industry. They could also pursue an intermedi-
ate stance, depending on the political climate, including the extent of
antitrust enforcement activity tolerated by Congress, the availability
of suitable remedies under existing legislation, and the possibility of
obtaining new remedies with new legislation. If antitrust agencies de
attempt to break up large firms, they may have to deal with the fol-
lowing issue.

Will a “Thrust Upon” Argument Be a Valid Defense?

In the Alcoa case the courts acknowledged the possibility of a “thrust
upon” defense in a monopolization case. In Alcoa the issue was
whether Alcoa had achieved a monopoly in the ingot market by ac-
tions to exclude its competitors, or whether monopoly had been thrust
upon Alcoa by virtue of its “superior skill, foresight, and industry.”
Although the Court found that Alcoa was not a monopoly, the Court
did leave open the possibility that a thrust upon defense might be
valid against a charge of monopolization.

A variation of this defense may well occur with deregulation, since
a previously regulated firm might argue that its large share of a mar-
ket was thrust upon it by regulation. While such an argument is not
only possible, but perhaps inevitable with deregulation, it will be of
utmost importance that antitrust enforcement overcome this defense.
Otherwise, the functioning of these markets will be checked by neither
regulation nor antitrust.

8 National Commission for the Review of Antitrust Laws and Procedures (1979), pp.

150-151.
3 United States v. Aluminum Co. of America, et al. 148 F.2d 416 (1945).
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Partial Deregulation: Immunity and the Interface

As noted in section three, in several industries the present movement
is toward partial rather than complete deregulation. In those cases
the distinction between the regulated and unregulated activities in an
industry may be narrow and awkward. It may not be obvious where
antitrust immunity exists under the regulatory umbrella, particularly
if an industry is continually introducing new services or products that
require a determination of jurisdiction.

Two examples may help to illustrate this point. First, consider the
present movement in the telephone industry to allow competition in
the provision of long distance private line telecommunication serv-
ices. At present this activity remains regulated, although the Federal
Communications Commission has decided to allow entry at regulated
tariffs.®s

Although the FCC allowed entry into private line markets, it
wanted to retain a monopoly status for the traditional long distance
“message toll service” (MTS) markets. In fact when the entrants into
the private line markets attempted to introduce new services that, in
the opinion of the FCC, too closely resembled the MTS services of the
established telephone carriers, the FCC attempted to reject those offer-
ings.®* On appeal, however, the courts have reversed the FCC and
denied the notion that MTS should be granted the standing of a statu-
tory monopoly.*

The point 1s this. With deregulation, antitrust enforcers may find
themselves confronted with unregulated markets that have significant
interactions with regulated markets. The classic questions arise. What
is the relevant market? Does regulatory action in one area supersede
antitrust action in a closely related but unregulated market ?

It is natural to hope that, with well-designed deregulation meas-
ures, problems like the one above will be minimal. But it would be
naive to believe they will be nonexistent.

The railroad industry provides the second example of the kinds of
problems that may arise at the interface between a regulated and un-
regulated sector. As described in section three, the Railroad Revitali-
zation and Regulatory Reform Act of 1976 allows railroads to change
prices within zones of reasonableness without ICC approval, as long
as the ICC does not determine the firm to have market dominance over
a particular commodity. This suggests that under partial deregula-
tion, a regulatory commission may take on the role of an antitrust en-
forcer. The recent United States Senate Committee on Governmental
Affairs’ “Study on Federal Regulation” commented on this as fol-
lows:

In other words, if the ICC determines that a railroad is dominant over a par-
ticular commodity, full rate regulation would be maintained. The statute at-
tempts directly to answer one of the main concerns of those opposed to deregula-

tion : The possible abuse of monopoly power. The ICC therefore assumes the role
of antitrust enforcer.®

% See FCC Final Report and Order, Docket 18920 (Specialized Common Carrier Services),
Federal Register, June 9. 1971, paragraphs 103, 120. )

3 Most notably, in 1975 the FCC rejected a proposal of MCI to offer its so-called Execunet
service (see FCC Order 75-799, July 2, 1975). For a discussion of this see Owen and
Braeutigam (1978), pp. 229-230.

% Ibid., p. 230.

% “Study on Federal Regulation” (1978), Vol. VI, p. 93.
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Thus the role of antitrust enforcement may take on a new character
with deregulation. The cast of public representatives may be expanded
beyond the Department of Justice and the Federal Trade Commission
to include regulatory agencies themselves. This increased division of
responsibilities may actually increase the immunity of a partially
deregulated industry from antitrust attack from sources outside a
regulatory agency.

How Will Antitrust Deal With Refusals To Servef

Where regulation grants an exclusive franchise, it usually imposes a
common carrier obligation on the recipient of that franchise. This ob-
ligation typically states that the firm is required to serve all customers
who demand service under the conditions stated in existing tariffs.
Thus, customers will be assured of receiving service even though a
single company; or in a case like the airlines, a few companies have
charge of producing that service.

As deregulation occurs in airlines, parts of the telephone and rail-
road industries, and in the motor carrier industry, the common carrier
obligation is likely to be removed from the deregulated portions of
these industries. In some cases, customers may claim that they based
their decisions to enter some major enterprise, for example, the build-
ing of a plant, on the expectation of the continued provision of a com-
mon carrier service such as railroad transportation.

Refusals to deal (or serve) and group boycott are well defined anti-
trust offenses. Where partial deregulation occurs, however, the role of
antitrust may be delicate, particularly if a regulatory agency such as
the ICC is acting as an antitrust enforcer in some areas as suggested
earlier. Even without that complication the question is not easy to
answer. Should provision service be required over some time until an
otherwise deprived customer is able to make other arrangements?
What if other arrangements are extremely costly ? Will the court sys-
tem be inundated with many antitrust grievances previously brought
before regulators?

Refusals to serve have long been an issue within regulated indus-
tries. When firms other than telephone companies attempted to gain the
approval of the FCC for the attachment of customer terminal equip-
ment that they manufactured, A.T. & T. opposed this strongly. Cus-_
tomers using such terminal equipment encountered a great deal of
resistance over a number of years before they secured the right to
network service.?® As we noted in section three, the FCC decision to
allow non-telephone companies to manufacture customer terminal
equipment was in itself a form of partial deregulation. Enforcers of
antitrust can expect more of this with the broadening of the deregu-
lation movement.

To be realistic, antitrust can no more hope to eliminate all pockets of
monopoly power from deregulated markets than it has in historically
unregulated markets. At best it can be hoped that the use of antitrust
tools will minimize the extent of such economic power, and several
characteristics of deregulated markets may make this task more diffi-
cult than in historically unregulated markets. These characteristics

2 Qee the discussion of the Hushaphone and Carterfone cases in Owen and Braeutigam
(1978), pp. 230-231. .

56~368 0 - 80 - 5
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include initially highly concentrated markets, the anticipation of the
thrust upon defense, and the potential barriers that limit the reach of
antitrust where deregulation is partial.

5. HorizoNTAL RESTRAINTS AND OLIGOPOLY

In terms of relative numbers, the most common types of antitrust
cases are those involving horizontal restraints.* Where no single firm
can monopolize an industry, firms may have an incentive to conspire
to monopolize an industry, using such tactics as price fixing and dis-
semination of data on output, market shares, and prices. Where firms
can collude, they may be able to extract extra-normal profits if they can
restrict output to bring higher prices, just as an unregulated monopo-
list might be expected to do.

The courts have not been sympathetic toward overt .attempts at
collusion. In fact, price fixing is illegal per se, as are trade association
S,ctivities designed to facilitate the exchange of market share and price

ata.*!

Most oligopoly cases, however, do not involve overt collusion, and
the courts have struggled for years over the circumstances under which
it may be possible to infer collusive action from such evidence as
parallel pricing behavior. Judge Medina in the /nvestment Banker’s
Case summarized the nature of the dilemma confronting the courts:

True it is that conspiracies . . . are often hard to detect. No direct proof of
agreement between the wrongdoers is necessary; circumstantial evidence of
the illegal combination is here as elsewhere often most convineing and satisfac-
tory. But, when all is said and done, it is the true and ultimate fact which must
prevail. Either there is some agreement, combination or conspiracy or there is
not. The answer must not be found in some crystal ball or vaguely sensed by
some process of intuition, but in the evidence adduced in the record of the case
which must be carefully sifted, weighed, and considered in its every aspect. This
is an arduous but necessary task.*

One cannot expect the difficulties in detecting collusive behavior to
be overcome soon. Regulation has created a number of structural con-
ditions and practices that may prevent the emergence of effective com-
petition, including equipment standards, credit terms, maintenance
standarés, and output quality standards, that may contribute to par-
allel behavior that is most difficult to prevent. In addition, in some
cases regulation has created and sanctioned institutions, like rate
bureaus, whose primary function is to assure conformity in some
aspects of performance.

How Effective Will Antitrust Be in the Wake of Rate Bureaus?

One of the interesting features of domestic transportation is the
overt collusion among carriers in a given mode in recommending tar-
iffs to regulators. These collective efforts are accomplished through
nonprofit organizations of the carriers known as rate bureaus or
conferences.

4 See Posner (1970) for a statistical summary of the types of antitrust cases brought
by the Department of Justice and the Federal Trade Commission from 1890 to 1969.

:41 See Areeda (1974), Chapter 3. However, not all data dissemination practices are il-
legal. See Tag Manufacturers Ingtitute v. FTC, 174 F.2d 452 (First Circuit, 1949).

12 United States v. Morgan, 118 F. Supp. 621, 634 (S.D.N.Y. 1953), quoted in_ Stelzer
(1976), p. 122, as a part of the decision in United States v. Chas. Pfizer and Co., Inc. 367
F. Supp. 91 (S.D.N.Y. 1973).
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These organizations date back into the last century, and they have
historically been viewed dimly by antitrust enforcers. Indeed as Weiss
and Strickland note, the first collusion case brought under the Sher-
man Act and reaching the Supreme Court involved the Trans-Missouri
Freight Association.*® This organization consisted of 18 railroads that
controlled traffic west of the Mississippi River, and the association
attempted to set rates for all its members. In striking down this
arrangement, the Court first enunciated its per se interpretation of the
Sherman Act, that every restraint of trade was illegal.**

The Supreme Court again struck down the practices of rate bureaus
in Georgia v. Pennsylvania Railroad Co., finding that Congress had
not empowered the ICC to exempt railroad carriers from the Sherman
Act.*s Following extensive hearings on the matter, however, Congress
found much support for bureaus from both shippers and carriers. In
1948 Congress granted rate bureaus statutory exemption from the
antitrust Iaws by passing the Reed-Bulwinkle Act.*® This exemption
has continued until today. The Railroad Revitalization and Regula-
tory Reform Act of 1976 requires that bureaus cannot vote on rates for
services provided by only one line and that only carriers that could
engage in a joint line movement can vote on a joint line rate. Within
this structure, then, rate bureau activities are immune from antitrust.

Domestic rate bureaus are typically organized by geographic re-
gions. There are 10 railroad rate bureaus, 11 major rate bureaus for
motor carriers, and several others for domestic water carriers. Addi-
tionally, international air carriers have their own organization to
coordinate international fares, the International Air Transport Asso-
ciation (IATA),” and the Federal Maritime Commission has the
power to grant antitrust immunity to conferences among ocean
carriers.*®

The potential problems that rate bureaus pose amidst a movement
toward deregulation are strongly apparent. The power to fix prices
is antithetic to the functioning of a competitive market. The National
Commission for the Review of Antitrust Laws and Procedures has
recommended to the President and the Attorney General that the
Reed-Bulwinkle Act should be repealed,*® and that the antitrust ex-
emptions granted to ocean shipping conferences should be examined
closely and removed where there 1s excessive and unnecessary re-
straint of trade.”® The abolition of rate bureaus is especially impor-
tant where the total deregulation of pricing and entry is contem-
plated, as the case may be in the motor carrier industry.

The existence of international conferences poses a particularly diffi-
cult problem in public policy. On the one hand, these conferences may
facilitate the achievement of diplomatic and national defense objec-
tives.’* On the other hand, they may provide a means for participants

3 [Inited States v. Trans-Missouri Freight Association, 166 U.S. 290 (1897).

4 The Supreme Court abandoned the per se interpretation of the Sherman Act in favor
of a rule of reason in 1911 in Standard 0il Company of New Jersey v. United States, 211
U.S. 1 (1911). The courts received the per ge interpretation in 1945 with United States v.
Aluminum Company of America, 148 F.2d 416 (24 Cir. 1945).

4 Georgia v. Pennsylvania Railroad Co., 324 U.S. 439 (1945).

45 62 Stat. 472 (1948).

47 Lieb (1978), pp. 172-173.

8 “National Commission for the Review of Antitrust Laws and Procedures’ (1979),

p- 275.
# Jbid., p. 197.
50 Ibid., p. 273.
51 Tbid., p. 273.
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to disseminate data and to otherwise engage in activities that have
effects on the domestic markets that some of the participants may
serve, for example on the airlines industry. The role of antitrust will
no doubt depend crucially on the circumstances particular to each
industry.

In short, then, our discussion of rate bureaus emphasizes that de-
regulation measures alone will not necessarily lead to independent
behavior, especially since established firms may have well developed
mechanisms for communicating information detrimental to a com-
petitive market performance. Similarly, antitrust enforcers must rec-
ognize that free entry by fiat need not lead to free entry in fact, a
subject taken up now.

Will Regulatory Reform Lead to Free Entry?

Free entry is often cited as necessary for perfectly competitive
markets. Of course, in many of the industries in which deregulation
is occurring, it is important to recognize that it may be desirable to
require entrants to meet certain standards. For example, no one has
seriously argued that airline deregulation should include an abolition
of safety standards for aircraft or in the use of airways. Similarly,
few would suggest that standards of financial responsibility should
be abolished for insurance companies and brokers.

In one sense, the existence of any such standards means that entry is
not truly free. Yet in another, if someone who is willing to satisfy these
standards is allowed to enter by law, then a form of iree entry exists.
The important point to make here is that the legislation of free entry
need not lead to free entry in fact. Where free entry is desirable, anti-
trust enforcers should pay particular attention to all features of a
market that might deter entry, including the existence of large entry
costs, excess capacity, and the potential of a multiproduct firm to ex-
tend monopoly power from a market that is regulated into another
market that is deregulated.

The notion of large entry costs is usually applied to situations in
which large capital requirements exist to enter, particularly if this
results in economies of scale in production. Kahn has noted that in in-
dustries of this sort (for example, the local distribution of electric
power or the local telephone exchange) destructive competition might
result in the absence of regulation.’? Segments of industries that ex-
hibit these characteristics are not good candidates for deregulation of
both prices and entry, a statement largely reflected in the nature of the
deregulation movement for the various industries discussed in section
three.

While the absence of large entry costs and economies of scale, how-
ever, is a necessary condition for a competitive market performance,
that absence is not sufficient. There may be institutional or historical
reasons for which entry might not be truly free. For example, in the
airlines industry existing firms have secured choice gate locations and
time slots at major airports and established well-developed schedules
for connecting flights. Although the technological barriers to entry
are relatively low in this industry, effective entry requires that landing

52 Kahn (1971), Vol. II, pp. 172-178.
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rights can be obtained by new rivals, a problem most likely to arise in
congested airports.

At the present time it is not clear just how these landing rights will
be made available to firms in the industry. It is not sufficient to dismiss
this caveat by simply saying that air slots, including landing rights,
will be auctioned off in some undefined manner. Studies have shown
that the structure of a market can be strongly influenced by the kind of
auction that is conducted.’® The tenure o1 ihe landing rights that are
purchased, the relative sizes of the bidders, and the nature of the trans-
portation network served by each bidder will also affect the perform-
ance induced by a particular type of an auction.®* While a detailed
discussion of auction processes 1s well beyond the scope of this paper,
antitrust enforcers should take an interest in the development of these
institutional arrangements with deregulation, since the structure and
performance of certain markets may be strongly affected by whatever
approach is ultimately chosen. For example, at the time of this writ-
g, an issue which remains unresolved is the mechanism by which air
slots are to be allocated in congested airports.

Will Regulatory Reform Introduce New Incentives for Predatory
Pricing ?

Any incentives for anticompetitive pricing that have existed in his-
toricaily unregulated markets will also appear in unregulated mar-
kets. Already discussed is one form of anticompetitive pricing, price
collusion. Now addressed will be a second form, predatory pricing.

Pricing that is predatory is not easy to define, as Areeda has noted.
“Tt connotes conduct that has the purpose or effect of destroying or
weakening a rival. But, of course, fair competition has the same ob-
jective: 1o prevail in the marketplace relative to rivals.” ** The debate
over what constitutes predatory pricing has been tortuous. Does it
mean pricing below marginal cost, average variable cost, or where
profits are negative? If a measure of profits is to be used, how does
one calculate the profits associated with a particular product, par-
ticularly if some of the costs incurred by the firm are shared by the
product in question and other products? Even if a particular notion
of costs or profits is deemed appropriate as a benchmark, it is often
difficult to measure the relevant entity.

Finally, a determination of predatory pricing often turns on
whether the pricing practice prevails for a long time or a short time.
If the latter, is a low price viewed as simply promotional, or as an at-
tempt to eliminate competitors, perhaps with the intent to raise prices
later and to deter entry by a threat of a repeated introduction of a
low price? ¢

It is well beyond the scope of this paper to examine these issues
for unregulated industries in any detail. There is generally less rea-
son for concern over predatory pricing in markets in which entry

53 See, for example, Ferejohn, Forsythe, and Noll (1977), Hong and Plott (1977), Plott
and Smith (1978), and Isaac and Plott (1£79).

t For a discussion of competitive bidding for franchises, see Demsetz (1968) and the
United States Senate Committee on Governmental Affairs’ “Study on Federal Regulation”
(1978), Vol. 5, pp. 99-102.

5 Areeda (1974), p. 669.

58 For a good discussion of these issues, see Areeda (1974), pp. 669-673.
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is relatively easy. Suppose the aim of predatory pricing is to drive
out competitors to create market power; with the intent to raise the
price later to generate supernormal profits. Then if entry is easy,
supernormal profits cannot long prevail without signaling entry.

'This argument sets forth an additional reason why antitrust en-
forcers should make sure that no large barriers to entry remain in de-
regulated industries. Incentives to engage in predatory pricing are
greatly reduced when entry is easy.

Rather than focusing on these well-known issues, the main pur-
pose of this section is to address a new kind of pricing issue that may
be introduced with deregulation. Specifically of interest is the case
in which a firm serving a newly deregulated market also provides
services in another regulated market. The major potential consequence
of this situation is that a number of the important pricing dilemmas
that have long confronted regulators may now be transferred to the
courts, requiring resolution by antitrust procedures.

A seminal article by Averch and Johnson suggests reasons for this
concern.”” That article examined a situation in which a regulated
firm provides service both to a regulated monopoly market
and to a second market that might be opened to entry at unregulated
prices. For example, a telephone company might provide service as
a, regulated monopolist in one market, and provide other services in
unregulated markets (e.g., the supply of customer terminal equipment
or the provision of long distance private line service). Averch and
Johnson have shown that if such a firm is regulated by a rate of return
constraint applied collectively to all of the products of the firm, then
the firm may have an incentive to price the competitive services below
marf‘iginal cost to expand the rate base and thereby generate larger
profits.

This is notable because a completely unregulated firm would not
have an incentive to incur a long run loss in a market.>® Yet a partial-
ly deregulated firm, one of whose markets is totally deregulatea, might
well have an incentive to sustain a long run loss in a competitive
market.

Both the Interstate Commerce Commission and the Federal Com-
munications Commission have spent nearly a decade trying to decide
what criteria should be used to describe prices that are fair,”® a task
that has been complex even when all of the markets involved fell
within the jurisdiction of a regulator. With partial deregulation, the
task will now be split between regulators and antitrust enforcers.

To summarize the point, economic theory has suggested that there
may be long-run incentives to price below marginal cost where a
single firm serves both regulated and unregulated markets. Under
virtually any definition, this would be viewed as predatory pricing.

57 Averch and Johnson (1962).

58 The assumption is that there are no strong demand complementarities among the serv-
ices of the partially regulated firm in making this argument for the unregulated firm. Even
if there are strong demand complementarities, however, the basic point that a partially
regulated firm may have an incentive to set price below marginal cost in a competitive
market remains valid even if there are such complementarities.

8 Iederal Communications Commission, “Revisions of Tariff FCC No. 260 Private Line
Services, Series 5000 (TELPAK),” Docket 18128, 61 FCC 2d 606, Nov. 26, 1976, and
Interstate Commerce Commission, “Rules to Govern the Assembling and Presenting of
Cost Evidence,” Docket 34013, 337 ICC 298, July 30, 1970.
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6. OTHER AREAS : VERTICAL RESTRAINTS AND MERGERS

The various areas of antitrust cannot always be neatly separated
into mutually exclusive areas. Accordingly, already addressed are cer-
tain issues relevant to both vertical restraints and mergers. For ex-
ample, section four on monopoly dealt at some length with one
form of vertical restraint, refusals to deal, and I need not repeat those
issues here.

This paper recognizes that the traditional issues of vertical restraint
addressed in antitrust cases for historically unregulated markets will
surely remain relevant in markets that are deregulated, including
problems with tying arrangements, exclusive dealing, and exclusive
franchising.

The paper focuses on other issues that are perhaps less obvious, and
are more directly associated with the deregulation movement.

One of the most important problems of vertical restraint will arise
at the interface between regulated and deregulated markets. Section
10 of the Clayton Act prohibits common carriers from purchasing
inputs without competitive bidding from companies with whom they
have interlocking directorates. There will be at least two ways in
which enforcement of this provision will be important with
deregulation.

First, antitrust authorities should be alert to the possibility that a
firm that is regulated in one of its markets may refuse to deal with
any of the firms in a deregulated market other than its own affiliate.
For example, if a telephone company maintains a monopoly in local
exchange, and has an affiliate that produces telephone equipment, there
may be an incentive for the local exchange company to restrict its pur-
chases of equipment to its own affiliate. Of course, the restriction need
not be complete. Any such restriction forecloses a portion of the
equipment market to competing supply firms.

The potential problems of vertical restraint may go beyond fore-
closure of the market. If the local exchange company is regulated
by-a rate of return, then it might not object to paying higher-than-
competitve prices for equipment since these higher prices will be re-
flected in an inflated rate base and ultimately in higher profits for the
local exchange company. The equipment supplier would also realize
extranormal profits at these higher prices. This suggests that vertical
relationships can lead to extranormal profits in partially deregulated
industries; the problem has been formally analyzed by Dayan (1972).

A similar problem could arise in other industries. For example,
consider the case of vertically integrated pipelines and suppliers of
oil and gas. A pipeline might be willing to pay a higher-than-competi-
tive price for, say, natural gas purchased from its own affiliate. The
pipeline could pass these higher fuel costs along to customers under
automatic fuel price adjustment mechanisms often used by regula-
tors, and the producers of gas would realize supernormal profits on
such sales. Thus, the existence of many competing producers in
wellhead markets may not guarantee that actual wellhead sales take
place at competitive prices.®

e Braeutigam suggested this (1978), pp. 711-712,
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The warning signals from these examples are clear enough. If regu-
lators do not scrutinize these transfer prices closely, antitrust en-
forcers may be saddled with that responsibility. The task will not be
easy. To take only the cited examples, natural gas supply contracts
are often complicated so that a comparison of prices from one contract
to another is not easy. In the telephone example, there are many dif-
ferent types of equipment whose prices would have to be examined.
Since the current direction of the deregulation movement will ap-
parently lead to vertical affiliates that straddle the interface be-
tween regulated and unregulated markets, the suggested problems
appear to be both important and inevitable.

The Merger Problem

Mergers are an area that will undoubtedly require the increased
attention of antitrust enforcers with deregulation. Through their
direct determination of market structure, mergers affect market per-
formance. Many of the market structure decisions previously made
by regulators will be made in the antitrust arena with deregulation.
‘While merger decisions made by regulatory authorities have not been
totally immune from antitrust attack,® there can be no doubt that
the role of antitrust regarding mergers will be expanded with
deregulation.

The most difficult aspect of the merger problem, at least in some
industries, is that the structure of the industry sanctioned under
regulation may already be oligopolistic. Since at least 1950, with the
passage of the Cellar-Kefauver Act, merger rulings in historically
unregulated industries have largely attempted to nip oligopoly in
its incipiency. It is much easier to prevent a merger that could lead
to an oligopolistic development of an industry than to break up firms
after an oligopolistic structure has been reached. Unfortunately, in
historically regulated industries, the structure of the industry may
have long ago become highly concentrated. Thus the role of antitrust
may be heavily oriented toward undoing the damage done by past
mergers to create competitively structured markets. In some cases
this may be difficult to do, particularly where firms involved have some
parts that remain regulated while other parts are participants in
deregulated markets. ’

While these tasks may be difficult and somewhat different from
the ones involving mergers in historically unregulated markets, the
issues antitrust enforcers appear to be largely the same. The central
question remains: How big do firms have to be to realize economies
of scale in production, and will the size of the market permit enough
of these efficiently sized firms to coexist so that a competitive structure
can be reached? Because this central issue has not changed with de-
regulation, the paper does not dwell on the volumes of literature
that have attempted to answer this question for each of the industries
described in section three.%?

61 See, for example, U.8. v. El Paso Natural Gas, 376 U.8. 651 (1964).
63 See, for example, the United States Senate Committee on Governmental Affairs’ “Study
on Federal Regulation” (1978), Appendix to Volume 6, for a number of such studies.
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This section closes by drawing attention to one rather interesting
structural possibility that may arise with deregulation. It is the possi-
bility of the integrated transportation company.®® It has most often
been discussed in the transportation industry, but also may arise in
the energy department. Regulation has restricted the extent to which
a transport firm can offer service using more than one mode, par-
ticularly within the same geographic area. With deregulation, trans-
port firms might try to diversify by forming integrated, multimodal
companies, offering perhaps rail, barge, and motor carrier services
simultaneously. Such companies couid provide transport services
more cheaply, especially since they would have incentives to choose the
most efficient form of transportation required to render a service.
This would involve an expansion of the production activities of exist-
ing firms, some of which may be attempted through mergers. Antitrust
enforcers may be confronted by a decison whether this type of diversi-
fication is consonant with a competitive market structure, and if so,
whether a move toward such a structure can be accomplished by the
entry of existing firms into other modes without mergers.

7. CoNCLUSION

The paper has described the role of antitrust in a deregulated en-
vironment. It has focused on new trends and problems that will con-
front antitrust enforcers, drawing numerous examples from the indus-
tries most likely to be affected by deregulation. An examination of the
trend of deregulation for a number of industries shows that no single
form of deregulation can truly be viewed as typical. Accordingly, the
role of antitrust will vary from industry to industry.

If any single theme has emerged as dominant, it is this: The most
complex problems will arise in those industries in which deregulation
is partial. In these cases, the social control of an industry creates policy
problems that may find neither mutual exclusion nor collective exhaus-
tion in the course of regulation and antitrust. In short, there is a
danger that regulators and antitrust enforcers will fight over juris-
diction in some important matters, while other important problems
receive the attention of neither.

One important policy question that will have to be settled is whether
existing agencies have the requisite jurisdiction and powers to create
an effectively competitive environment. If not, perhaps existing agen-
cies will require new authority, more resources, and new remedies.
While it is not currently obvious whether and to what extent such
changes will be needed, the paper points to the types of questions that
will be most important in signaling the need for change. First, who
will scrutinize the price at which one firm sells goods or services to an
affiliated firm, especially when only one of the firms is regulated ?
Second, who will determine when a price in a regulated market is
predatory or otherwise anticompetitive, particularly if the firm charg-
ing that price also serves a regulated market? Third, what will be the
boundary of antitrust immunity ? Fourth, under what conditions will

&« For a discussion of transportation companies, see Friedlaender (1969), pp. 155-162.
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a merger involving a firm serving both regulated and unregulated
markets be allowed, and who specifies these conditions? Fifth, have
regulations created structural conditions and practices that contribute
to consciously parallel behavior? And sixth, who will decide when a
refusal to serve is illegal, particularly if the sale in question involves
both regulated and unregulated firms? The text suggests circumstances
in selected industries under which each of these dilemmas might ac-
tually occur. .

Whether deregulation is partial or not, the first task of antitrust
enforcers will be to determine whether structural change is required
to prevent the exercise of unchecked economic power by firms now
unaccountable to regulators. Structural change may be necessary to
foster competitive markets, particularly where regulation has created
highly concentrated markets. Antitrust enforcers must expect two new
types of defense: (1) That the large market shares for which struc-
tural relief is sought were thrust upon existing firms by regulators,
and (2) that structural relief is unnecessary, since deregulation will by
itself naturally erode the market shares of larger firms.

The paper also emphasizes that antitrust enforcement will encoun-
ter a number of practices antithetic to the creation and maintenance
of competitive markets, practices that are deeply ingrained in the fab-
ric of the industries being deregulated. It will not be easy for antitrust
to overcome the inertia of decades of sanctioned collusion and monop-
oly. Some of the institutions at the heart of the regulated system must
be eliminated with deregulation, including domestic rate bureaus in
transportation industries where price and entry are decontrolled. Even
then, antitrust enforcers must watch closely to insure that behavior
is independent, especially where other institutions, such as interna-
tional conferences, continue to exist.

Finally, antitrust enforcers must constantly watch for any obstacles
that impede free entry where free entry is desirable. Deregulation by
fiat does not guarantee free entry in fact.
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INTRODUCTION

In any study of economic change, the phenomenon of the under-
ground economy is an intriguing and important factor to consider.
Numerous articles on this mysterious economy have appeared in re-
cent years. Some authors claim that the underground economy is now
approximately 10 percent of reported GNP and growing rapidly. Al-
though most authors compare the size of the underground economy
with widely published measure of reported economic activity such as
GNP, we know of no previous effort that actually uses the same na-
tional income accounting methods to compute the size of underground
activity as one uses to compute reported economic activity. We make
such an effort in this report.

Of what does this underground economy consist? Definitions vary,
but it is generally agreed that the economy has two major divisions—
production and distribution of illegal goods and services, such as
drugs, and the nonreporting of transactions in legal goods and services
such as tax evasion. Researchers have only recently tried to estimate
the size of this economy and have come up with widely different es-
timates—$65 to $176 billion in 1976. Reports indicating an under-
ground economy of this size caused understandable concern among
those concerned with tax revenue. Recently, at the request of the House
Ways and Means Committee, the Internal Revenue Service has es-
timated that between $100 and $135 billion of taxable income was
not reported by individuals on their tax returns in 1976. As a result,
the IRS claims that the Federal Government lost $19 to $26 billion in
Income taxes.

Why have estimates of size varied so widely? The basic reason is
twofold. First, research on the underground economy is in its infancy
and methods of estimating its size vary markedly. Second, different re-
searchers estimate different measures of size. For example, while the
Internal Revenue Service estimates taxable income, other researchers
estimate “GNP”.* There is no reason why estimates of different vari-
ables even for a single year should be the same. It is the purpose of
this paper to examine the underground economy and attempt to es-
timate its size by use of the now well-developed national income ac-
counting techniques. These techniques suggest that we estimate the
level of output of any sector by two methods (summing the value of
all final goods and services—the value added approach—and summing
the values of income received for productive services—the incomes
approach) and attempt to reconcile any differences.

In this report, we will only be able to use a single approach (gen-
erally the incomes approach) to estimate the size of any given sector
of the underground economy. It is important to note that GNP and
National Income figures inc¥ude only income earned for productive,
generally market oriented, activities.

1 Interestingly, IRS, like a numher of other researchers. estimates different measures
of income for different sectors, and then adds the noncomparable results obtained. IRS
makes extremely careful and valuable estimates of Jegal source “taxable income” which
is not reported to IRS. IRS then estimates income from illegal sources using the ‘‘value
added” approach of national income accounting. As noted below the two “Incomes” gre
quite different, and cannot be meaningfully combined.
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They do not include transfer items such as the interest on govern-
ment bonds or welfare payments nor do they inciude gains from the
sales of stocks, bonds, mortgages, and similar debt and equity instru-
ments. Note that these latter payments would be included in taxable
income. Further, standard national income accounting technigues ex-
clude most home production (e.g., housecleaning, painting one’s own
house) from National Income. 'L'o make our estimate of National In-
come for the underground economy consistent with National Income
estimates for reported activities, we will employ these same types of
accounting rules. For example, when considering the stolen goods
. market, we include the income of fences in our estimate of National
Income because the fence is being paid for services rendered. How-
ever, we do not include the value of goods stolen and kept by the
thief for his own use: a type of nonmarket production. Nor do we
include the value of money stolen by thieves: a forced transfer. Fur-
thermore, in our discussions of tax evasion, we do not include in our
estimates unreported income which was derived from sources such as
alimony payments, tax refunds, or capital gains. As a result of this
approach, our estimates tend to be lower than other estimates of the
amount of illegal activity but hopefully offer more valuable compari-
sons with the reported National Income.

Specifically, in this paper, we will attempt to estimate carefully
the size of six sectors that we believe either dominate or represent
important trends in the underground economy. These sectors are
the production and distribution of heroin, the provision of gambling
services, the destruction of building and equipment for profit (fraud
arson), tax evasion, illegal aliens and stolen goods markets. According
to the 1967 President’s Commission on Law Enforcement and Admin-
istration of Justice, these areas would encompass virtually all of the
underground economy.

As we studied these six sectors, it became increasingly obvious that,
unlike the situation in the legitimate economy, there is limited eco-
nomic interaction among the sectors of the underground economy.
For example, the output of one sector is rarely an input to another.
However, some types of interaction are present. For example, most
individuals who produce illegal goods and services do not report their
“illegal” income on their tax returns and thus are part of the tax eva-
sion sector. Many addicts support their habits by stealing property
which is ultimately fenced on the stolen goods market. However, the
major thing which these six sectors seem to have in common is their
illegality. As a result, there is some artificiality in using the phrase
underground “economy.” ' .

In the first part, we examine the first three of these sectors which
fall in the division—unreported transactions. In the second part, we
examine the last three sectors which fall in the division—production
and distribution of illegal goods and services. We estimate the size
(National Income) and trends in each of these sectors, and wherever
possible, we consider costs and benefits from the point of view of the
irdividuals involved, the government, and society as a whole. Finally,
we offer suggestions for policy and research in each area.

The final part of the paper contains our summary and overall sug-
gestions. In this part, we estimate the size of the underground economy
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based on the previous two parts and other available evidence. We
contrast this estimate with previous estimates and suggest reasons for
differences. Finally we make suggestions for research and policy which
cut across the individual sectors studied.

I. UnrerPorTED PRODUCTION AND TRADE OF LEGAL GOODS AND SERVICES

This part of our paper examines the production of legal goods
which are not properly reported while part IT examines the produc-
tion of goods and services which we as a society have declared illegal.
The first section below deals with the most important area of non-
reporting and indeed the dominant section of the underground econ-
omy—tax evasion and the evasion of “public benefit loss,” such as
social security and AFDC. While undoubtedly the vast majority of

"income earned in producing the illegal goods and services discussed in
the next part goes unreported, we, like IRS, do not believe that cur-
rent estimates of tax evasion include much of such income. This is
true because current estimates of incomes escaping tax rely mainly
on “paper trails” (various non-tax sources of income reporting) for
discovery. Incomes earned in the production of illegal goods and serv-
ices generally leave no such “trails,” and, thus, are not generally in-
cluded in estimates of tax evasion. This is important since if substan-
tial amounts of income from illegal production were included in tax
evasion estimates, we would be “double counting” underground Na-
tional Income when we add estimates of the income escaping tax to the
estimates we obtain in the next part.

Later sections will treat non-reporting due to the illegal status of
either the seller or the property sold. Although such non-reporting
often involves tax evasion, tax evasion is usually not the main reason
for non-reporting in these latter two areas. In addition, incomes not
reported in these latter two areas, like incomes earned by producing
illegal goods and services, often leave no “paper trails” and so are not
completely included in current estimates of tax evasion.

In each of the areas discussed below, we will consider not only the
size and trends of the activity but also the costs and benefits of the
activity for the individuals directly involved in the transaction, for
government units, and for society as a whole. Each section will end
with suggestions for potentially fruitful topics for policy considera-
tion and for future research.

A. Unreported Income Due To Attempts To Evade Taxes or
Benefit Loss

(I) SIZE AND TRENDS

In estimating the size of this sector, one is not interested in tax eva-
sion or benefit fraud per se. Rather one is interested in the amount of
income which is underreported because of tax evasion and benefit fraud
efforts. With this in mind we will consider the benefit and income tax
programs with the broadest possible coverage. These are the Federal
Income Tax, Social Security, the major national welfare programs
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(AFDC and Food Stamps) and unemployment compensation pro-
gram. Theoretically, there should be some overlap here with under-
reporting of income for benefit fraud purposes often reflected in in-
come tax evasion figures. In practice, we are not at all convinced that
current estimates of tax evasion reflect the majority of the income
which is not reported for benefit fraud purposes. However, conversa-
tions with personnel of the Quality Assurance Program of the Social
Security Administration have indicated that no estimates have been
made of the extent of the income which is not reported for purposes
of benefit fraud. Consequently, we will have to rely on two sources to
estimate the extent of income underreporting in this section: (1) In-
formation compiled by the IRS and GAO in connection with attempts
to measure taxpayer compliance; and (2) differences between esti-
mates of adjusted gross income contained in national income accounts
and reports of adjusted gross income on individual tax (IRS) returns.

Using these two sources and methods detailed in appendix A, we
estimate that between $60 and $75 billion of income earned by legal
activity was unreported for tax evasion purposes in 1974. Further, we
believe, for reasons detailed in appendix A, that figures in the upper
range of our estimates are likely to be more accurate than those in the
lower range. If pressed to narrow the range of our estimates, we would
estimate that between $70 and $75 billion of income from legal sources
was unreported primarily for tax evasion purposes in.1974.

Using limited time series data available from IRS’s Tax Compli-
ance Monitoring Program (TCMP) and more extensive time series
data available from the Department of Commerce’s Bureau of Eco-
nomic Analysis (BEA), we estimate that unreported income for tax
evasion purposes grew at an average annual rate of 3 to 11 percent
in the 1965 to 1969 period, 8 to 10 percent in the 1969 to 1973 period
and by approximately 5 percent in the 1973 to 1976 period. These esti-
mates are quite similar to the growth rate of reported personal dis-
posable income for comparable periods. Comparing the growth rates
of reported disposable personal income to those of income unreported
for tax evasion purposes, we conclude that this sector of the under-
ground economy may have grown slightly more rapidly than reported
income in the 1965-69 period, at approximately the same rate in the
1969 to 1973 period and possibly somewhat more slowly than reported
income in the 1973 to 1976 period. However, we, like IRS in its report,
can make no definitive statements concerning recent trends.

As a whole, our results indicate that the failure to report income for
tax evasion purposes is a formidable problem and, indeed, that this
sector of the underground economy accounts for the bulk of under-
ground activity. However, it is wise to put the size and growth of this
sector of the underground economy in proper perspective. Even if we
accept the larger of our estimates ($70 to $75 billion) for the size of
this underreporting in 1974, unreported income for tax evasion pur-
poses was only approximately 6 percent of reported personal income
in that year. Moreover, it appears that the size of this sector of the
underground economy has only grown moderately relative to reported
economic activity during the last decade and may have actually de-
clined relative to reported activity during the mid 1970’.
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(II) COSTS AND BENEFITS OF TAX EVASION

Economists have been actively building models detailing the costs
and benefits of tax evasion to the taxpayer evading taxes. Most of
these models define the costs and benefits involved quite narrowly.
According to these models, the benefit to the taxpayer who success-
fully avoids taxes is the increase in personal wealth. The cost to the
taxpayer who fails is the penalty imposed. Other economists have re-
cently suggested that one must consider the moral and ethical position
of the taxpayers as well as the monetary gains and losses involved.
This suggestion seems particularly relevant in light of the finding of
Schwartz and Orleans (1967). These authors in cooperation with the
IRS were allowed to conduct an experiment to determine if sanctions
or moral appeals were more effective in improving tax compliance.
The results of the experiment indicate that moral appeals may be more
effective than sanction threats in obtaining tax compliance.

A second line of research, simulation studies, provides further inter-
esting insights into the way in which individuals react to different tax
strategies. A recent study (Friedland, Maital and Rutenberg, 1978)
found that “the fraction of earned income reported becomes very elastic
with respect to the tax rate”. In other words, as tax rates become higher
and higher, the fraction of income unreported increases even more
quickly. Furthermore, these researchers found that large fines tend to
be more effective deterrents than frequent audits. This is contrary to
IRS’s beliefs: “IRS considers the audit of returns to be the greatest
stimulus to voluntary compliance” (Comptroller General of the United
States, 1976a, p. 2). Finally, this study found that the determinants of
the decision to underreport and the actual amount of underreporting
are quite different and that personal characteristics are important in
the determination of both decisions. This latter conclusion is further
supported by preliminary IRS research and by sample surveys. In the
most recent survey finding for the U.S., Spicer and Lundstedt (1976)
found that perceptions of inequity, the number of tax evaders known
personally, and a previous audit experience tended to increase tax
evasion. This latter finding is quite startling. Spicer and Lundstedt
hypothesize that this may be the result of a negative reaction to the
audit experience. Striimpel (1969) has also noted that stringent assess-
ment may lower compliance and willingness to cooperate. This seems
to contradict the results of a recent GAO survey which indicated that
70 percent of the audited taxpayers surveyed reacted favorably to their
audit experience. At the least, the above points up the need for addi-
tional research on the determinants of the extent and amount of tax
avoidance. This is also a recommendation of a recent. GAO studv of
IRS (Comptroller General of the United States, 1976a, p. 56). The
IRS recent report is an excellent first step in this direction.

The non-personal factors that make tax evasion more or less appeal-
ing vary markedly by source of income. Both the size of evasion pos-
sible and the probability of detection are important variables. Wages
and salaries subject to withholding are generally quite fully reported,
while other sources of income not subject to withholding are more in-
completely recorded. Information from IRS’s TCMP effort found rates

56-368 0 - 80 - 6
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of voluntary compliance varying from 99.6 percent for wages to 67.2
and 79.9 percent for farm and non-farm business iricome, respectively.
Voluntary compliance for rental income was even lower, 45.7 percent.

A relatively recent development with major tax evasion possibilities
is the large scale reintroduction of barter in the United States. The
reintroduction which goes under the formal name of the “reciprocal
trade business” facilitates the exchange of large quantities of goods
and services between businesses and individuals. The size of this sector
is difficult to determine, but Purchasing Worid, a trade publication,
estimates that 48 percent of purchasing agents in the United States
engaged in some form of barter. The service sector is the major user
of reciprocal trade services although manufacturers are increasingly
utilizing this sector for stock liquidation purposes. The self-proclaimed
largest firm in this new and growing industry is Atwood Richard,
Inc., which estimates that it handled over $100 million worth of goods
and services during fiscal year 1976-77. While large firms such as
Atwood Richard’s undoubtedly pay all taxes due, the growth of the
industry and participation of individuals as well as firms in the busi-
ness make one suspicious that one of the attractions of this area is the
ease with which such transactions can be kept from the eye of prying
tax agents. While the emergence and growth of this sector is cause for
concern, we believe that at present barter transactions account for less
than 5 percent of tax evasion.

The benefits to the taxpayer of avoiding taxes vary directly with
the tax rates applicable on the income evading taxes. The increasing
progressivity of tax rates coupled with the movement of families into
higher marginal tax rate brackets as a result of inflation have un-
doubtedly increased incentives for tax evasion for many individuals.
As mentioned above, research seems to indicate that the rate of tax
avoidance increases at an increasing rate with the overall tax rate. This
provides an additional argument against very high tax rates. Not only
do they decrease the incentive to work and thus GNP, but they also may
lead to rapid declines in tax compliance rates.

The cost of tax evasion to the government is the loss of revenue plus
the cost of compliance programs. The revenue loss to the Federal Gov-
ernment will depend on the amount of income that is avoiding taxes and
the applicable tax rate. IRS estimates (U.S. Department of the Treas-
ury, 1979) that underreporting and failure to report legal income re-
sulted in between $13 and $17 billion income tax revenue loss in 1976.
Compliance costs added approximately $1 billion to this cost in 1976.
Thus costs to the Federal Government of income tax evasion was prob-
ably around $16 billion in 1976, an amount which is only slightly below
the Federal budget deficit in 1974.

The social costs of tax evasion are far larger and much more difficult
to judge. As a result of tax evasion, taxpaying citizens must either pay
higher taxes or forego the public services that would otherwise be avail-
able. Assuming that tax evaders like those who comply with tax laws
are equally members of “society,” this is not a social cost, but only a
transfer. Tax evasion does generate efficiency loss, but this loss comes
through effects on net work incentives, the cost of compliance pro-
grams, the cost of evasion itself, and most importantly the effect on
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social mores. As the President’s Commission expressed it, tax evasion
affects the “moral climate of our society” (President’s Commission on
Law Enforcement and Criminal Justice, 1967, p. 104). Attitudes to-
ward taxes in some European countries (e.g., France, Italy) warn us
that public attitudes toward taxes are extremely important.

(IIT) SUGGESTIONS FOR RESEARCH AND POLICY

One is struck by the dearth of good, empirically based, policy ori-
ented research on unreported income and tax evasion in the United
States. We were able to find only two such studies in our literature
review (Schwartz and Orleans, 1967; and Groves, 1958). The first of
these studies which was discussed above was conducted in cooperation
with IRS while the latter was conducted in cooperation with the Wis-
consin Department of Revenue. The lack of such empirical work in
recent years probably is due to the increased stringency of privacy stat-
utes, and increased sensitivities of taxing agencies. While the secrecy
of individual returns must be maintained, we feel strongly that much
additional research could be usefully carried out. This research could
be based on aggregate data or on individual data from which all per-
sonal identifiers had been deleted. We believe that it is important that
such research be possible for independent researchers as well as IRS
and its contractors. IRS is currently conducting a compliance study
although we were unable to obtain any results.

We would like to voice our support for two recent GAO sugges-
tions. The first suggestion is that IRS “expand and accelerate its re-
search into factors which influence compliance” (Comptroller
General of the United States, 1976a, p. 56). This research should
carefully assess the rather extensive theoretical (psychological, socio-
logical and economic) literature and be careful to specify models as
completely as possible. This will require integration of census and
other data sources. The second suggestion is that TRS “initiate action
to periodically estimate the size and analyze the characteristics on the
non filer population”. IRS data matching programs with the Social
Security Administration and State and local government agencies
would be one potential source of data. Alternatively, IRS could at-
tempt an estimate tax evasion for a “typical area” using the total
population lists compiled by the Bureau of Census in connection with
the 1980 census.

We would like to suggest that future IRS research work be subject
to extensive external review and comment. In the past TRS research
has been circulated only to a limited extent although it generally con-
tains no individual data. We feel that increased external review could
improve both the quality and breadth of IRS research.

Existing theoretical research on tax evasion has tended to be quite
narrow in perspective and could be usefully broadened. Integration of
insights from more traditional deterrence work and sociological and
psychological theories could prove most useful. Recent work by Spicer
and Lundstedt (1976) discussed above is interesting in this regard.

Much of the research cited above has potential policy implication.
Perhaps, most importantly this material seems to suggest that a
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broader range of policy instruments be used to encourage tax compli-
ance. Education and moral appeal may have as great 1f not greater
effect than high audit rates and penalties. The negative effect of audits
on taxpayers’ attitudes toward taxes is particularly interesting in this
regard. improving the public image of government may also prove
a relatively cheap method of improving compliance. Finally, tax form
simplification, which IRS is currently exploring, could substantially
increase reporting by low income groups. Optimal enforcement poli-
cies should be broadly and carefully assessed.

Another set of policies with great potential is the expansion of

withholding and reporting at source (i.e., by the payers of the in-
come). When reporting at source for incomes and dividends was be-
gun in 1964, reported income from these sources increased by 45
percent. The marked jump in unreported interest income noted above
may make this an area ripe for withholding or at least closer com-
puter checking of reported information on interest income. Before
recommending such increased withholding, the Government should
consider both the costs (e.g., increased recordkeeping) and benefits
involved. A good example of the type of study needed is a recent
Joint Committee on Taxation report on independent contractors
(1979). This report concluded that “it is doubtful whether additional
tax revenues obtained from nonfilers would justify the administrative
complexity and expense which withholding on self-employment earn-
ings would entail” (p. 38).

Another intriguing policy alternative is novel sentencing practices.
For example, part of the sentence imposed in a recent antitrust case
against firms and individuals involved in price fixing in the paper
label industry was that individuals involved make speeches to public
bodies concerning the nature of their offenses. A similar sentence is
imposed on those convicted of tax fraud cases in Germany. When one
considers the “respectability” of many tax evaders, this type of sen-
tence may have large deterrent effects.

B. Nonreporting Due to Seller’s Status

(I) SIZE AND TRENDS

In this section, we discuss the underreporting of income by those
illegally in this country. Estimates of the number of illega aliens
in this country have varied markedly. Lancaster and Scheuren (1977)
estimated that there were 3.9 million undocumented aliens in the age
group 18 to.44 years old (prime working years) in April 1973. Other
studies have suggested that there was no increase in the size of the
undocumented population employed in the non-agricultural sector be-
tween 1969 and the mid 1970’s. Although estimates of the size of the
undocumented population vary considerably with the underlying death
rate assumed for undocumented persons, all such careful estimates
calculated fall below four million for 1975.

Only those non-resident aliens who are working and whose product
or income is not reported form part of the underground economy. No
reliable estimates of the number of illegal aliens working in the United
States are currently available, but some educated “guesses” have been
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made. As can be seen in table 1, employment of illegal aliens appears
to be concentrated in the agricultural, service and light industries—
with the most rapid growth in light industry. '

It is not known what proportion of the earnings of the employed
illegal aliens goes unreported and thus adds to the size of the under-
ground economy. IRS estimates that approximately 25 percent of il-
legal aliens are part of the underground economy. Using the Social
Security’s Exact Match File and information reported in documents
filed by employers, IRS (Department of the Treasury, 1979) estimates
that illegal aliens earned between $5 and $6.6 billion of unreported in-
come in 1976. This income of illegal aliens is included in our estimates
of tax evasion (see section I-A above). Our reading of the literature
on illegal aliens lead us to believe that neither the Exact Match File
nor employer documents completely capture the income of illegal
aliens. Having no solid evidence on which to base an estimate of the
income of aliens who are completely off the books, we will assume that
it was approximately $1 billion in 1974. :

TABLE 1.—ESTIMATES OF EMPLOYED ILLEGAL ALIENS BY CATEGORY OF EMPLOYMENT

Number Number Percent

stimated stimated increase

Industry in 19741 in 19772 1974-77
Agricubture. ________ . . 335, 000 1,200,000 . 258
Heavy Industry._ .. e 105, 000 176, 000 68
Light Industry_ . 214,000 1, 000, 000 367
Service. . .oomoeee o 301, 000 990, 000 229
Construction e e e e o e e e 300,000 ..

1 Estimate submitted to Congress by Leonard F. Chapman, Commissioner, Immigration and Naturalization Service (INS),
Sept. 18, 1974, as reported in “‘Special Report: 1liegal Immigration,’” The Env tal Fund, 2 (N ber 1978), p. 7,
% Estimated by Janet Graham, Public Affairs Office, INS, February 1977 as reported in ‘Special Report . . .”

Given the estimated increase in illegal alien employment between
1974 and 1977, it seems likely that this portion of the underground
economy has grown markedly in recent years. Indeed the “best guesses”
in table 2 indicate an average annual growth rate in employment of
illegal aliens of approximately 50 percent in the 1974 to 1977 period.
This growth rate should be viewed with considerable caution since
much more carefully done population studies show much slower rate
of increase in the illegal alien population.

(II) COST AND BENEFIT TO ILLEGAL IMMIGRATION

The benefits to the illegal alien of participation in the U.S. under-
ground economy depend on a number of factors. Consider how a
rational individual might view the migration decision. Such an indi-
vidual would first compare the net income streams (s)he might re-
ceive in his or her native country and in the United States. The relative
value of these streams would depend upon the average income and un-
employment rates which the individual would face in the two coun-
tries as well as movement costs and costs of living differentials between
the two countries. This rational, highly simplified, model would lead
us to expect more immigration to the United States the larger the
amount by which U.S. wages exceed wages in the potential immigrant’s
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native country, the larger the amount by which the immigrant’s native
country’s unemployment rates exceed those in the United States, the
closer the immigrant’s native country was to the United States (and
thus the smaller moving costs) and the smaller the differences in cost
of living between the two countries. Although the rational model is un-
realistic in many ways, its predictions have generally been confirmed.
In addition, the migration literature has indicated that migration
from any country increases with the size of the migrant stock already
in that country. Researchers have suggested that this effect is due to
improved knowledge of opportunities as well as the reduced psychic
and real costs of movement when friends and relatives are in the coun-
try to which one immigrates. Thus, one would expect more immigration
to the United States from countries where large numbers of individuals
have migrated to the United States in recent years.

To continue our model of rational migration behavior, the individual
who has decided that immigration is potentially beneficial has to next
decide whether legal immigration is possible and what are the costs
involved. In general, legal immigration is most feasible for highly
skilled individuals from Western European nations. Immigration for
other nationalities and for less skilled workers has been increasingly
restricted. For example, changes in the immigration laws in 1976 re-
duced the number of immigrant visas available to Mexican nationals
from 62,205 in fiscal year 1975 to 57,863 in fiscal year 1976, and 44,079
in fiscal year 1977 (Jasso, 1979, p. 3). This is clearly a case where gov-
ernment regulation has increased the size of the underground economy.

Given that immigration is potentially beneficial and that legal im-
migration is perceived as impossible or too costly, the rational indi-
vidual will consider illegal immigration. The net present value of the
income available in the United States for such individuals is reduced
by the decrease in wages due to wage discrimination against illegal
aliens in the United States and by costs involved in avoiding detection
and deportation. In addition, the income of the individual in any
period after immigration is now subject to additional uncertainty. This
additional uncertainty is due to the fact that there is some possibility
that in any given period the individual will be deported and thus not
earn the income expected in the United States.

Once the immigrant has decided upon illegal immigration, (s)he
faces a final decision—whether to participate in the regular or under-
ground economy. The choice is constrained (like the type of immigra-
tion decision) by the employment opportunities available to the illegal
alien. From the illegal alien’s point of view, participation in the under-
ground economy offers a numger of advantages. First, the probability
of deportation should be lower for individuals in the underground
economy than those in the regular economy since records are minimal
and the employer as well as the employee has an incentive to maintain
secrecy.z Second, illegal aliens may forego payment of taxes and other
statutory deductions. The evasion of such tax is often desirable to the
illegal alien as (s)he will probably not be able to enjoy many of the
public services made available by such taxes due to the fear of dis-
covery and deportation.

2 Since there is currently no law in United States that prohibits a person from hiring
und%c;nnented aliens the incentive to secrecy in the regular sector of the economy is
much less.
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From the employer’s point of view, not reporting illegal alien em-
ployees has become increasingly attractive in recent years. By not re-
porting such hirings the employer can forego employer contributions
to private health and retirement plans as well as social security, un-
employment insurance, and workmen’s compensation payments. The
size and coverage of these payments have grown markedly in recent
years making evasion increasingly attractive. The potential benefits
to the employer of not reporting employment of illegal aliens is higher
than for regular employees because detection is less likely due to the
alien’s desire for anonymity. Here again government action that in-
creases required benefit payments and broadens the coverage of such
payments stimulates the growth of “off-the-book” employment includ-
ing that of illegal aliens. Further government regulations of hours,
wages, and working conditions which increase employer costs will also
stimulate such “off-the-books” employment.

The costs to the U.S. Government of illegal immigration are hard
to jud%e. Those illegal aliens who work in the regular economy pay all
normal taxes. However, illegal aliens are less likely to take advantage
of many of the services provided by these taxes due to fear of dis-
covery and deportation. For example, the Quality Assurance Program
of the Social Security Administration has estimated that the use of
such public assistance programs as Aid to Families of Dependent Chil-
dren (AFDC) and Supplemental Security Income (SSI) by illegal
aliens is negligible (Jasso, 1979b, p. 12). After surveying a number of
empirical studies the House Select Committee on Population con-
cluded that there was only “a moderate level of utilization of free
medical services by illegal immigrants” (Report of the House Select
Committee on Population, 1978, p. 35.) In addition, illegal aliens are
less likely than other individuals to file tax returns due to fear of dis-
covery. C{iven the generally low wage employment under consideration
this probably results in an overpayment of taxes due in most instances.

Illegal aliens working in the underground economy, on the other
hand, are probably a net drain on U.S. Government bodies since they
would use some public services (e.g., schools, transportation) but
would generally pay only sales tax, user charges, and property tax.

Another cost to U.S. society from the work of illegal aliens In the
underground economy in addition to the likely tax burden noted above
is the displacement of U.S. workers as a result of competition with
illegal aliens. We were unable to find any reliable estimates of either
of these effects although INS has developed a number of theoretical
approaches to the problem.

Similar questions have been addressed in at least three other set-
tings: (1) Legal immigration to the United States; (2) the brain
drain from less developed countries; and (3) the effect of intrana-
tional migration on regjonal disparities. In all of these areas, both
theoretical and empirical conclusions have been ambivalent. Immigra-
tion may be beneficial to native residents if increases in demand and
the effect of economies of scale (effects which tend to lower costs with
increased output) outweigh increased labor supply effects. It may be
detrimental if the reverse is true. Since many illegal aliens in" the
United States send large proportions of their earnings to friends and
relatives in their native country and live quite meagerly themselves,
increases in demand for U.S. products due to illegal immigration are
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_likely to be small. Further, most employment of illegal aliens tends
to be concentrated in industries (see table 1) with few economies of
scale. Thus it seems likely that the net effect of illegal immigration on
U.S. citizens is probably detrimental. The wages of unskilled U.S.
workers are probably depressed as a result of this immigration. U.S.
consumers may benefit somewhat through lower prices for goods (e.g.
produce, clothing) produced by illegal aliens. However, in the absence
of perfect competition such price effects are likely to be smaller than
the effect on unskilled workers wages. In addition, illegal immigra-
tion may serve to transfer income from relatively poor, unskilled U.S.
workers to relatively well off U.S. consumers and producers.

(III) SUGGESTIONS FOR RESEARCH AND POLICY

Reviewing the research literature on illegal aliens one is struck by
its comparatively recent vintage. Most work has been done in the last
few years and has been concerned with estimating the size of the illegal
alien population. This work appears to be of high quality and is being
pursued relatively vigorously.

The breadth of research on illegal aliens could be usefully broad-
ened. Existing migration models could be usefully married to models
of the decision to migrate illegally. Such models would have to take
into account changes in immigration policy and changes in tax-benefit
ratio for illegal aliens.

Studies of the nature of labor markets for both illegal aliens and
the legal aliens they resemble might prove quite illuminating. Such
research could usefully be combined with current efforts to obtain
better and more frequent estimates of the size of the illegal alien
population.

Migration policies should be formulated with full consideration of
their likely effect on the size of the illegal alien population. Less
stringent migration policies combined with increased enforcement of
illegal alien statutes might be quite beneficial.

Policies for dealing with illegal aliens already in this country are
more difficult to formulate. A policy designed to uncover and deport
large proportions of this population would seem socially disruptive as
well as costly. Perhaps, legitimizing the long term population, as sug-
gested by President Carter, may be the best policy. This policy could
be combined with stringent enforcement of laws against more recently
arrived illegal aliens. Such enforcement might be carried out jointly
with stepped up enforcement of the minimum wage laws. social con-
tribution statutes (e.g., social security) and IRS action against
non-filers.

Enforcement efforts should be directed at employers who hire illegal
aliens and the individuals who provide passage. decumentation and
connections as well as the aliens themselves. A Federal law may well
be useful to make the known hiring of illegal aliens illegal. The burden
of performing a reasonable check on status could usefully be put on
employers.

The two-pronged enforcement effort outlined above should also
serve to stem the flow of new aliens by making it both less lucrative
and more costly to immigrate illegally. If the prospect of legal immi-
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_ gration is also increased, a rather substantial dent might be made in

the illegal immigrant flow. Potential benefits of development aid
which generates new jobs in developing countries might be increases
n wage rates and decreases of unemployment rates in countries ffom
which many aliens come. Such positive changes in proximate develop-
Ing countries should at least slow the flow of illegal aliens.

In making decisions to increase bayment levels and to expand the
coverage of social insurance, policymakers would be wise to consider
the fact that such increases and expansions provide incentives for both
employers and employees to go “off the books.” In addition, stringent
health and safety regulations and wage and hours laws set up similar
Incentives,

C. Nonreporting Due to Illegal Status o f Goods

In this section we will consider the failure to report transactions in
goods because of the status of these goods—particularly stolen goods.
Although closely related to transactions in illegal goods and services,
the goods and services discussed in this section are different because it
is only their status which makes the transactions illegal and not the
nature of the goods themselves.

(I) SIZE AND TRENDS

There is a large number of transactions of stolen goods in the United
States at both the wholesale and retail levels. At the wholesale level,
most activity is carried out by large rings of organized professional
thieves who specialize in a particular type of goods, such as appliances.
It is often alleged that many of these large specialized theft and dis-
tribution operations are dominated by organized crime and have devel-
oped complex organizational structures somewhat analogous to the
structures found in the heroin industry. At the retail level, diversity
appears to prevail with operations running from the thief fencing his
own stolen goods to highly specialized and sophisticated international
operations involved in the sale of jewelry and art objects.

It is very difficult to obtain estimates of the size of this sector of the
underground economy because of the limited amount of previous re-
search and the diversity of the sector. Some economists would not
even count this sector as part of the underground economy (e.g.,
Henry, 1976) because this sector adds no value, but rather represents
a mechanism for illegal transfer of ownership. While we are Sym-
pathetic to this position and, indeed, adhere to it when estimating the
social costs of stolen goods markets, we believe that the incomes earned
in this sector should be included in the “National Income” of the
underground economy. We believe that the correct analogy with the
reported economy would be with government workers employed in
welfare agencies. The National Income figures reflect the incomes of
such workers and by analogy we believe the “National Income” figures
for the underground economy should include the incomes of those in-
volved in the stolen goods markets. Reselius and Benton (1973) sug-
gest an alternative reason for including stolen goods markets in under-
ground “National Income”. They see the thief’s operations as akin to
legitimate production and the fence’s operations as akin to legitimate
retailing and wholesaling.
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Our calculations of the National Income of the stolen goods market
are consistent with this approach. However, after extensive discussions
about national income accounting principles, we have chosen to ex-
clude the value of money stolen and the value of goods stolen for the
thief’s own use from the National Income of the stolen goods market.
As noted in appendix B, we estimate that the value of such money and
goods was between $5.8 and $7.6 billion in 1975.
~ Given that we feel that incomes generated in this sector should be
included in underground National Income, we are left with the prob-
lem of estimating these incomes. Both direct and indirect approaches
to the problem are possible and have been used in the past. Direct
approaches estimate the incomes of thieves and fences by considering
the value of property stolen, the purchase and sale prices of fences,
and the costs of doing business for thieves and fences. Indirect ap-
proaches seek to estimate trends in stolen goods markets by observing
the movement of series (e.g., value of goods stolen, youth unemploy-
ment rates, truck hijackings) that are believed to be related to the
size of the stolen goods market. We believe that the direct approach
provides more reliable estimates of the size of stolen goods markets
and will employ it to obtain estimates of incomes earned in these mar-
kets in 1974. Using the incomes approach to National Income estima-
tion, this gives us our estimates of the amount of underground
National Income generated by stolen goods markets. We will use the
indirect approach to estimate trends in this market.

Using the methods and data described in detail in appendix B, we
estimate that $28.8 billion worth of property was stolen in 1975. Most
of this property was not stolen by traditional strong arm tactics (e.g.,
robbery, burglary), but rather represents business loss as a result of
shoplifting and employee theft. Indeed, only approximately $6 billion
of the total $28.8 billion loss occurred as a result of the traditional
property offenses (robbery, burglary, larceny). Further, it appears
that while the rate of growth in traditional theft has slowed consider-
ably since the late 1960’s, the rate of increase in such non-traditional
areas as employee theft has actually accelerated. )

In order to estimate National Income for the stolen goods industry,
we need to know not the value of goods stolen, but rather the incomes
earned by the thieves and fences who operate in this industry. Using
the methods and data describea in appendix B, we estimate that
thieves selling their goods in the stolen goods market earned net in-
comes of between $3 and $3.4 billion in 1975. In addition, fences oper-
ating in these markets in 1975 earned estimated net incomes of between
$2.4 and $5.6 billion. Thus our estimate of the National Income for the
stolen goods industry in 1975 is between $5.6 and $9.4 billion. Moving
this 19%5 figure backward in time using the consumer price index as a
deflator, one obtains an estimated 1974 “National Income” for the
stolen goods industry of between $5.1 and $8.6 billion. )

Trends in the size of the stolen goods industry are hard to estimate.
However, assuming that the size of this industry moved in approxi-
mately the same manner as the value of stolen goods reported to the
police, we estimate that this industry grew at approximately 11 per-
cent per annum in the 1960-69 period and at a rate of approximately
8 percent per annum during the 1970-75 period. The growth rate of
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the stolen good industry exceeds that for reported GNP by approxi-
mately 4 percent per annum in the 1960-69 period and was below that
for reported GNP by approximately 1 percent per annum in the 1970-
75 period. It appears that the stolen goods sector of the underground
economy grew relative to the reported economy during the sixties, but
has declined slightly relative to that sector during the 1970’s.

"(II) THE COST AND BENEFITS TO INDIVIDUALS AND ORGANIZATIONS
DIRECTLY INVOLVED

The major benefit to buyers in the stolen goods industry is the Jower
prices available. As noted in appendix B, price discounts are substan-
tial with both retail and wholesale buyers receiving discounts as high
as 80 percent of the corresponding legitimate price. The lower
prices available on stolen good markets mean that reported measures
of the level of prices such as the Consumer Price Index overstate the
true level of prices. Given the rapid growth of stolen goods markets in
the 1960’s we may have overstated our rates of inflation during that
period. However, the tapering off of growth in the size of the stolen
good markets in the 1970’s means that this source of overstatement has
not been present in more recent years.

Risk to buyers in stolen goods markets appears minimal; thus the
price discounts available in these markets are not subject to an exten-
sive risk premium. At least some buyers appear to be attracted to the
stolen goods dealers to participate vicariously in “the illegitimate”
(Klockars, 1974). .

Professional thieves and fences appear attracted to the industry be-
cause the real income available (both monetary and nonmonetary) are
higher than incomes available in legitimate alternatives available to
them. Interestingly, the stolen goods industry (thievery and fencing)
offers one of the more dynamic opportunities in our economy for in-
dividual entrepreneurship. While most legitimate entrepreneurship
requires relatively substantial human and financial capital, entrepre-
neurship of the old “blood and guts” kind still seems possible in the
stolen goods sector of the economy.

Intermittent or occasional blue collar thieves seem driven to theft
by financial or personal necessity. For this group rewards are small
and participation seems to come from dire financial need, addictive
problems (e.g., drugs, gambling, alcohol) or a need to strike out.

Part-time employee thieves and fences, on the contrary, appear
basically to be easily supplementing their incomes. The identification
of such individuals with legitimate lifestyles means that nonmonetary
rewards must be small.

Government at all levels incurs extensive enforcement costs as a
result of the stolen goods markets. Federal, State and local police have
extensive anti-theft and less extensive anti-fencing programs. Courts
and corrections deal with large numbers of property offenders each
year. Overall criminal justice expenditures to combat property crime
exceeded $10 billion in the mid 1970’s. In addition, all levels of govern-
ment lose taxes as a result of untaxed illegal transactions and incomes.
For example, assuming a 17 percent tax rate (the rate assumed for
unreported income by IRS), Federal income tax receipts were $1 to
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$1.5 billion less than they should have been in 1975 because of the
stolen goods industry.

Social costs of the stolen goods industry are substantially greater.
‘While, as noted above, the actual theft of goods has no social costs but
represents from an economic perspective an equity problem, the ex-
ternal economic effect of such forced transfers is substantial. Business
feels the costs in increased insurance premiums, inventory costs and -
increased expenditures on prevention. Business prevention expendi-
tures alone amounted to almost $6 billion in 1976 (U.S. Department
of Commerce, Bureau of Domestic Commerce, 1976, p. 7). We as con-
sumers feel these increased business costs in higher prices. In addition,
we incur prevention expenditures ourselves (e.g., locks, guards) and
alter our daily living habits. Our lives are generally less rich due to
fear of property crime. As a society, we lose further from the work
disincentive generated by our society’s inability to enforce property
rights.

(III) SUGGESTIONS FOR RESEARCH AND POLICY

As far as we are aware, there have been no previous attempts to
estimate the overall size of stolen goods markets in this country. We
feel that additional research in this area could be very beneficial. One
intriguing possibility would be for the relevant agencies of the De-
partments of Justice and Commerce to cooperate in expanding the
victimization surveys to include a much wider spectrum of property
crime against business. The Bureau of Domestic Commerce could then
try to reconcile its figures for business loss due to property crime ob-
tained from the trade literature with estimates obtained from victim-
ization surveys.

The Bureau of Domestic Commerce or an alternative agency (e.g.,
Department of Housing and Urban Development, Department of Ag-
riculture) should be encouraged to obtain estimates of property crime
loss for construction and agriculture. More importantly, we need esti-
mates of property crime loss for all levels of government. Data for
such estimates could be obtained In connection with existing surveys
such as the Census of Governments.

There has been a good deal of research on traditional or blue collar
thieves; however, this research is poorly integrated at present and
could be usefully synthesized. Our knowledge of white collar thieves is
much sparser. Research in this area using criminal justice and busi-
ness records could be very informative. In addition, surveys using
nontraditional questioning methods (e.g., random response) could
provide valuable insights to the methods used in this sector. Biogra-
phies and autobiographies of white collar thieves could provide valu-
able insights as they have for blue collar thieves.

There has been a good deal of recent research on fencing, but most
of it concentrates on relatively small time dealers. In addition, this
research has generally taken a legal or sociological approach. Addi-
tional research on “legitimate” fences and broker/fences could prove
valuable. In addition, it seems likely that substantial insights could
be obtained from a business or economic approach to the fencing in-
dustry. Roselius and Benton (1973) produced some interesting in-
sights using a marketing approach.
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_ Traditionally, law enforcement efforts have focused on the tradi-
tional or biue collar thiet when attempting to control property crime.
As has been pointed out by a number of authors (e.g., Walsh, 1976)
this may be a short sighted approach since replacement in these occu-
pations appears to occur quite rapidly. An alternative approach would
be to focus property crime abatement effort on the fencing industry.
Walsh (1976) provides a long list of potential strategies. However,
even most of these strategies focus on the traditional or blue collar
portion of the industry. Lhe dynamic growth of loss to white collar
thieves and, thus, presumably fences who sell predominately stolen
goods from such thieves, would seem to make this area ripe for some
innovative law enforcement eftorts.

As has been pointed out in some detail by Blakey and Goldsmith
(1976), successful large scale prosecution of fences requires changes
in existing law. Blakey and Goldsmith (1976, pp. 1620-1626) provide
a'model theft and fencing law in their recent paper; and, thus we
feel it unnecessary to go into needed legal changes here.

One potential long run policy is to use and record identifying
insignia on products. This marking combined with computerized lists
of stolen goods could be quite helpful in increasing the recovery rate
for stolen property. In a recent article Roumasset and Hadreas (1977)
suggest that we develop a computerized “telecrook” system modeled
after existing systems for detecting bad checks.

In the area of employee theft, a two-pronged approach would seem
potentially quite successful. First, business needs to increase security
through more careful inventory control and pre-employment screen-
ing. Second, business must be willing to punish employee thieves when
they are caught. Recent evidence suggests that at least retail busi-
nesses could shift some enforcement resources to employee theft. Con-
sider the following findings of the Bureau of Domestic Commerce:

In discount stores, it is estimated that for every dollar lost to a shoplifter,
three are lost to employees. Although apprehension of shoplifters outnumber
those of employees by 10 to 1, one company reports that dollar losses from

employee pilferage are more than seven times as great as shoplifting losses
(U.S. Department of Commerce, Bureau of Domestic Commerce, 1976, p. 19).

II. ProbuctioNn AND DiISTRIBUTION OF ILLEGAL (G0ODS AND SERVICES

While the previous sections examined the production of legal goods
and services which are not properly reported, the following three
sections will deal with the production of illegal goods and services.
The first section below deals with illegal gambling, the activity which
many feel provides the largest source of revenue among illegal activi-
ties. The other sections treat arson motivated by fraud and the well-
studied heroin industry. In each section, we will estimate the “national
income” of the sector and, where possible, discuss the trends in its
growth, its mode of operation, and its cost to society. We close each
section with a discussion of some unanswered research questions and
of the available policy options. We are unable to include detailed
analyses of sectors such as loan-sharking and prostitution for which
no reliable size estimates are available.
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A. Illegal Gambling

(I) BIZE AND TRENDS

The 1967 Task Force report of the President’s Commission on Law
Enforcement and Administration of Justice stated that “there is
universal agreement among law enforcement officials that gambling
is the greatest source of revenue for organized crime and the crime that
involves by far the largest amount of money.” In their comparison
of the economi¢ impact of crimes involving illegal goods and services,
the Commission estimated that the seven billion dollar GNP of the
gambling industry made up 87 percent of the total value-added for
the production of all illegal goods and services—far outstripping
the combined figures for narcotics, loan-sharking, prostitution, and
illegal liquor activity. Thus, one is left with the impression that an
accurate estimate of the size of the GNP of the illegal gambling in-
dustry will go a long way to estimating the total impact of all illegal
production.

The Commission asked the National Organization of Racing Com-
missions (NORC) to estimate the amount which was illegally bet
on horse racing each year, believing that this amount would be the
major component of the amount bet for all illegal gambling. How-
ever, the President’s Commission rejected the NORC estimate of
illegal horse race betting of $3.3 billion, preferring instead the gen-
eral statement that “estimates by experts of the annual amount of
illegal gambling vary from $7 to $50 billion . . . Total annual profits
are estimated at $6 to $7 billion.”

To estimate the percentage of the population which gambles ille-
gally each year and to get an idea of how much is actually wagered,
we will study and compare three surveys of America’s gambling
habits—one local and two national.

In early 1972, Oliver Quayle and Company conducted two surveys
of the betting habits and attitudes of adult residents of New York
City for the Fund for the City of New York. The Fund was mainly
concerned with the feasibility and implications of legalizing the
numbers game and sports betting, two of the largest illezal gambling
enterprises in the City and in the State of New York. The following
table summarizes the participation rate, total amount wagered, pay-
out percentage, and the gross receipts after the payout for each of
the four types of illegal gambling which the Fund for the City of
New York studied. Since New York City already has a legal off-track

_ betting system, the Fund did not perform as complete an analysis of
‘illegal horserace betting as it did for the vther games.

TABLE 2.—ILLEGAL GAMBLING IN NEW YORK CITY

Percentage of
New York City Total takeout-

residents that Takeout rate Total amount total wager

Activity participate (percent) wagered less payoff
Numbers______________ .. 24 47.0  $576, 204,700 $270, 816, 200
Sportsbetting with bookmakers_ . _________ ..o . 4.5 428, 360, 000 19, 276, 200
Sports card betting_______________.________. 7 60-80.0 35, 410, 000 24,787, 000
Horserace betting with bookmakers__.________ 124 17.0 83,643, 000 14, 219, 300
Total e (9] 29.0 1,123,617,700 329, 098,700

t Before OTB.
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A year and a half after the Quayle survey, in November of 1973, Mr.
Alfred King, a member of the Criminal Division of the United States
Department of Justice, estimated the extent of illegal gambling in the
United States for the Department of Justice. Adapting some figures
from the Quayle survey, Mr. King estimated that 37.8 percent of all
horserace bets not placed at the racetrack were placed with bookies in
New York City. He then used the financial report of New York’s legal
Off-Track Betting (OTB) operation to estimate the dollar value of
illegal bets on horseracing in New York for the first 6 months of 1973.
He calculated the weekly amount from this by averaging and com-
pared this weekly handle with the weekly average of arrests for 1971
and 1972 by the Federal Government’s strike forces in New York City.
Having arrived at a factor of expansion, he used this same factor to
project not only horse bets in New York but all types of illegal
gambling in every urban area cf the country on the basis of those bets
uncovered by the strike forces nationwide.

The Department of Justice originally announced that their estimate
for the total volume of illegal gambling in 1978 lay somewhere between
$29 and $39 billion. No breakdown of this figure into different types of
gambling or different geographic regions has been made available.
However, Reuter and Rubinstein (1978) state that the Department’s
estimate of illegal sports betting in New York City was $2.8 billion
(compared with the estimate of $428 million by Quayle for such
gambling).

TABLE 3.—TAKEOUT AND HANDLE FOR U.S. GAMBLING, 1974

X Takeout rate Estimate of total
Activity (percent) Total takeout amount wagered
Legal:
Horses at track . el 16.0 $1,247,000,000 $7, 930, 600, 000
0TB, New York.__________ .. 21.0 171, 000, 000 967, 000, 000
Legal casinos.___ - 15.0 1,004,000,000 6, 076, 600, 000
Bingo_ __ ... - 33.0 551,000,000 1,735, 000, 000
Lotteries . - 55.0 374, 000, 000 639, 000, 000
Total tegal . __ .. . 19.3  3,347,000,000 17, 347, 000, 000
lllegal:
Sports books_____ 4.5 105,000,000 2, 341, 000, 000
Horse books______. 16.6 227,000,000 1, 368, 000, 000
Numbers..._______ 54.0 575,000,000 1,064, 000, 000
Sports cards____ - 60.0 115, 000, 000 191, 000, 000
Casine games. __ e 15.0 19, 000, 000 110, 000, 000
Total iltegal . _ - .. 20.5 1,039,000,000 5,074, 000, 000
Total, legal and illegal . ________________________________ 19.6  4,385,000,000 22,421,000, 000
Source: National Gambling C ission, 1976, p. 64,

The most extensive survey of the extent of gambling (both legal and
illegal) in the United States was performed in the summer of 1975 by
the University of Michigan Survey Research Center (SRC) for the
Commission on the Review of the National Policy Toward Gambling.
The Commission, which we will call “the National Gambling Com-
mission” for brevity’s sake, was charged with surveying “what is
known about each form of gambling,” “who should regulate it and
how,” and what are “the possible consequences of its legalization.”
Table 3 summarizes the findings of. the survey with regard to the
extent of gambling participation in the United States.

As a check on these figures, the SRC compared their estimates for
the “handle” (total amount wagered) of legal gambling in the United
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States with the official 1974 financial reports of all legal gambling
establishments. They found that their estimate fell within 0.1 percent
of the total reported officially by the operators of legal games and
suggested that this concurrence pointed to the validity of their esti-
mates of the illegal handle.

How does one then explain the difference between the $29 billion
estimate of the Department of Justice and the $5 billion estimate of the
SRC survey for the total handle of illegal gambling?

The Justice Department estimates are based on the following as-
sumptions: (1) The rate of arrests for illegal operations in New York
City is the same as the arrest rate for the rest of the country; (2) the
rate of arrest of (illegal) horseracing betting is the same as the rate
of arrest for all other kinds of illegal betting; (3) the 37.8 percent
rate computed by the Quayle survey for illegal horserace betting is
an accurate figure.

There are obvious difficulties with each of the first two assumptions.
The use of apprehension data is problematic, especially if the efforts
of law enforcement agencies are unevenly distributed across the nation
or among different forms of gambling. Reuter and Rubenstein (1978,
pp. 60-61) suggest that the Department of Justice had a higher sam-
pling fraction in New York than elsewhere since federal antigambling
efforts there were “built around wiretapping, and the rate of surveil-
lances per capita was higher in New York than in other major cities.”
This could give “an upward bias” to the Department of Justice figures.

The Department’s use of the Quayle survey also raises some ques-
tions since it assumed that all horse bettors use bookmakers to the
same extent as horse bettors who are also sports bettors. Because sports
betting is the main service of bookmakers, any sports bettor who
wants to bet on horses with a bookie is likely to have already estab-
lished contact with one.

However, there are indications that the SRC survey erred on the low
side. The Quayle survey found that most of the volume of sports
wagering was concentrated among a rather small number of sports
bettors. For example, 27 percent of all football bettors—those betting
$500 or more a year—accounted for 85 percent of the dollars bet. The
sample design of the SRC survey “did not account for the possibility
that most illegal gambling is concentrated among a relatively small
group of people. If there were as many as 500,000 people in the Nation -
who bet an average of $50,000 annually, the sample used by the SRC
has a very small chance of producing good results of their gambling
activity.” (Melnick and Crocker, 1976, p. 10) If such a group were
missed in the sample and the SRC estimate were accurate for the rest
of the population, “the true amount of illegal betting might exceed
$30 billion a year.” (Melnick and Crocker, 1976, p. 11)

Conversations with researchers familiar with the New York City
sports betting environment indicate that there is a substantial number
of bettors who wager over $1,000 a week with bookmakers in that city.
Furthermore, there are games just about every week which involve 100
to 125 bettors and handles of $250,000. )

The SRC survey estimated that the total handle of illegal gambling
in the United Stafes was $5,074 million in 1974. Since there is sufficient
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cause to suspect that this estimate is low, we will double the SRC
estimate to obtain a figure that should be an upper bound on the total
illegal handle. Thus, we feel safe in estimating that between $5 and $10
billion were wagered in illegal bets in 1974. Assuming that the takeout
rate of 20.5 percent calculated for the aggregate illegal gambling is
correct—the takeout rate for legal gamnbling was a rather similar 19.3
percent—one arrive