
CHAPTER 4

Government and the Market
HIT SHALL BE THE DUTY AND FUNCTION OF THE COUN-

1 CIL . . . to appraise the various programs and activities of the
Federal Government . . . [and] to develop and recommend to the Presi-
dent national economic policies to foster and promote free competitive
enterprise. . . . " With these words in Section 4, the Employment Act of
1946 makes clear the responsibilities of Government for the vast range of
policies and programs that are concerned with strengthening the vitality
and efficiency of our market economy. This chapter, therefore, focuses on
the essential role of the Government in maintaining a competitive free
market economy and in supplementing the market where necessary to
achieve efficiency and progress.

This role of the Government is especially important today when many
people have become disenchanted with the effects of the Government's
participation in economic life. We rely upon the Government to do more
than ever before, but we grow less and less confident that its ways of dis-
charging the responsibilities placed upon it are the most effective. On
occasion the Government's action has run counter to its responsibility,
restricting rather than promoting competition and failing to observe the
principles of the market economy in the management of its own affairs.

In the main, we depend for the satisfaction of our economic goals on the
voluntary activity of individuals. Traditionally this Nation has accepted the
premise that the individual should be as free as possible to decide for him-
self what goods and services will be best for him and where and how he will
exercise his own talents and energies in the common productive efforts. By
and large the resultant system serves us well. It has made possible a large
and growing measure of personal liberty, wider job opportunities, and
rising levels of living. Because each of us has considerable freedom in
applying his knowledge and talents, our system is more flexible, innovative,
and progressive than if it were guided in detail by Government edicts.

ROLE OF THE GOVERNMENT

An economic system cannot, however, operate in a vacuum. Besides
controlling general monetary and fiscal policies, Government must establish
the necessary framework for economic activity if our free and open economy
is to keep its responsive and effective character.
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The need for rules of the game concerning contracts, property rights,
fraud, and fair methods of competition is obvious. In the course of time
additional rules have become necessary as our economy and our society
have become increasingly complex. It is necessary to prohibit the sale of
harmful foods and drugs and to proscribe child labor, unsanitary working
conditions, and discrimination in employment. But just as new rules have
become necessary, old rules can become obsolete and hamper our efforts
to realize the capability of the economy.

Since we depend on the private sector to produce the overwhelming pro-
portion of our goods and services, the Government must insure that com-
petition is vigorous and that markets are efficient. Vigorous competition is
the main protection of consumer interests; in most areas of the economy it
helps create efficient markets that respond quickly to the desires of consumers,
and in which costs of production and distribution are kept low. A well
working financial system and well-informed consumers are also necessary
for efficient markets; the Government can and does play a vital role in
these areas.

In a relatively few instances, competition alone may not be sufficient to
protect consumers' interest, or it may not be a possibility. Economies of large-
scale production may be so great as to leave room for only a few firms—too
few for competition to be effective. Where property rights are poorly de-
fined, competition may lead to the waste of valuable resources or to deg-
radation of the environment. As a result, in these areas elaborate regulations
concerning prices, outputs, and standards of service have been prescribed.
In a few sectors of the economy—agriculture is one example—the ability of
buyers and sellers to respond promptly to shifts in demand or supply may
be so limited that prices fluctuate more widely than is good for either
consumers or producers. In such situations, Government intervention in the
markets may be desirable.

The Government also has a role as a participant in market activity. Some
enterprises, essential to the national well-being or the national defense,
have been confined to governmental operation. Traditionally, the Post Office
has been a Government operation, even though it exists chiefly to provide
a service for which a price is charged and attempts to cover its costs with
its receipts. In other cases, such as the Tennessee Valley Authority, the
commercial activity has been mainly incidental to the principal objective
of the project, which was, in that case, unified resource development in a
region especially hard hit during the Great Depression.

Whatever reason the Government has for engaging in market activity,
it should follow certain.rules to insure that the operation is efficient and its
effects are equitable. Certain operations are, of course, deliberately sub-
sidized to serve essential public objectives; in such cases, it is always good
practice to identify the subsidy explicitly in the budget. Except in these
cases, however, prices should reflect costs if resources are not to be wasted
and users unintentionally subsidized at the expense of others. Rules are also
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needed to guide the managers of Government enterprises so that they take
all costs into account, not simply those in their budgets.

The Government is involved, therefore, in economic activity for many
different reasons. It must establish the "rules of the game" for private
participants; it must facilitate competition and improve the efficiency of
markets; it must impose detailed regulations where the market does not offer
sufficient safeguards to consumers' interests because of inevitable monop-
olistic conditions; and it must establish rules for its own participation in
market activity.

COSTS OF GOVERNMENT INTERVENTION

Generally, this Nation has preferred to limit the rules and regulations
it imposes on individuals and on market operations, in order to encourage
private initiative; and it leaves the burden of proof on any who assert a
need for more governmental involvement. A business in the private sector,
operating under normal competition, has a direct test of how well the
business is doing its job—profits. All companies that are inefficient or put
out products not desired by the public must face the consequences. A
Government agency, a Government operation—or even Government rules—
need not submit to such a direct test. Inefficient operations can limp
along for years without being called to account. Some regulatory rules
that persist protect obsolete or inefficient production. Import quotas, agri-
cultural marketing agreements, and outdated regulations can encourage
or preserve high-cost, badly located, or obsolete facilities with little inter-
ference and no direct test of their net value. Indeed, a major problem in
Government's participation in our economic life is that we have developed
no systematic procedure for eliminating obsolete rules, activities, and pro-
grams. In principle, and generally in practice, the competitive marketplace
has an answer, and this is one of its crucial advantages. In a competitive
market, if a private company uses productive resources inefficiently, market
pressures force it to relinquish them. This is one of the reasons why we
should rely as much as possible on the discipline of the market place to
protect the public interest.

Government involvement is not always the best answer—even when pri-
vate activities are producing undesirable side effects or markets are not
completely efficient. Government regulations are themselves not costless.
Certain provisions in building codes, for instance, were originally intended
to protect consumers by specifying the materials that can be used. Now
that some of the prohibited materials have been improved, these regulations
can result in needlessly higher costs of construction.

The sections below discuss the role of the Government in providing the
framework for efficient markets, the role of the Government when regula-
tion is necessary, and the rules under which the Government should partici-
pate in the market.
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IMPROVING THE EFFICIENCY OF MARKETS

Government has a major role in promoting the efficiency of markets.
Where markets are efficient, prices and output respond swiftly to shifts in
consumer demand. Efficient markets result in reasonable uniformity in the
prices charged by sellers or offered by buyers. Markets that work well also
have low transaction costs; that is, buyers and sellers can conduct transac-
tions swiftly and cheaply.

For efficient markets, it is necessary to have clearly defined and appro-
priately specified property rights, enforceable contracts, competition,
informed consumers, and a well working monetary system. Where no one
owns scarce resources such as fish in the ocean, oil under the ground, or
radio frequencies, Government regulations are necessary to prevent waste-
ful exploitation. Some of the problems that result from such common
property resources are treated below in the discussion of regulation.

A similar problem, on which attention is now focusing, is the inadequate
demarcation of public and private property rights in the atmosphere and in
bodies of water. At present most private citizens have little or no legal
recourse against others who cause pollution. Since private property rights
are rarely established for air or water, the Government must find alternative
ways of protecting the environment. These are discussed later in this chapter.

PROMOTION OF COMPETITION

A major role of the Government in providing for efficient markets is to
promote competition. The nature and extent of competition have been
continually changing as our economy has grown. Some changes have made
markets more competitive, others have made them less so. The most notable
change has been the increase in size of markets because of advances in
transportation and communications, the growth of the population, and its
concentration in metropolitan areas. Most firms now compete over a much
wider area and for a much larger sales volume. Consumers find that many
more sellers are seeking their favor. This growth in size of the market leads
toward larger (but not necessarily fewer) firms that are better able to
take advantage of a large market.

As educational levels have risen, buyers have also become better informed
and more sophisticated. On the other hand, products have become more
complex and more difficult to evaluate. Incomes of most consumers have
risen and these increases have made them better able to choose different com-
binations of products. In every market segment new products and services
are competing vigorously for the consumer's dollar.

The vigor of competition often depends on the number and size of rival
companies offering similar products or services. Although no data exist
for the economy as a whole, data on manufacturing do not support claims
that competition in general is diminishing. Concentration within manufac-
turing industries has changed little since World War II and may have
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declined since 1900. The average share of the market for the largest four
firms among the same 213 manufacturing industries was between 41 and
42 percent in both 1947 and 1966. On average, rough estimates indicate
that the concentrated portion of manufacturing has probably not increased
and may even have decreased since the turn of the century.

Partly as a result of merger and partly as a result of internal growth, how-
ever, there has been a steady increase in the proportion of total manufac-
turing assets controlled by the largest firms in manufacturing. In 1929,
46 percent of the total assets of all manufacturing firms belonged to the
200 largest corporations; in 1968, the comparable figure was 60 percent.
Thus in manufacturing the concentration of ownership of assets by cor-
porations has increased dramatically, while concentration in the share of
markets has not gone up. These conflicting trends apparently result from
an increase in conglomerate activity.

Antitrust

Competition is not always self-sustaining. Collusion on prices, output,
or market share can usually increase profits. Mergers between major com-
petitors will eliminate their rivalry and may reduce competition. Conse-
quently, the antitrust laws have long been accepted as necessary to market
efficiency. This Administration has continued vigorous enforcement. During
1969, 44 cases were brought, of which 20 involved alleged violations of
Section 1 of the Sherman Act (conspiring to restrain trade). There have
been five conglomerate merger cases, some of which involve vertical rela-
tionships between buyers and sellers in some product lines. There were 15
cases involving mergers between firms in the same line of business.

The Justice Department is actively pursuing a course designed to apply the
antitrust laws to the changing and expanding economy. For example, in
both the legislative and judicial branches, a broader concept of interstate
commerce has been recognized. In consequence, the Justice Department is
considering whether the antitrust laws apply to transactions, including
those in the service industries, heretofore regarded as intrastate. Indeed,
the Department has recently brought suit to enjoin a county association of
real estate brokers from conspiring to fix minimum commission rates.

Remedies and Sanctions. Enforcement in itself may not be enough, how-
ever, if the remedies or sanctions are inadequate. Generally, the remedies now
available to the Department of Justice in civil cases are felt to be adequate.
But some have criticized the Expediting Act, governing appeals in Gov-
ernment civil antitrust cases, because it provides no right of appeal from
the grant or denial of a preliminary injunction. This shortcoming in the law
would be corrected under an Administration bill to revise this Act.

Inflation and the growth in size of companies have lessened the force of
maximum fines for criminal violations of the antitrust laws. Because a cor-
poration can be fined no more than $50,000 for each criminal violation,
regardless of the seriousness of the crime or its cost to the economy, the cor-
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porate fine is often ineffectual. Accordingly, the major deterrent to price
fixing and other criminal antitrust action has been the threat of treble dam-
age suits and the possibility of jail sentences for company executives. The
Administration has accordingly requested Congress to raise the maximum
fines for corporations to $500,000.

Mergers. A horizontal merger between major firms in an industry can
be at least as effective in eliminating price competition as any agreement be-
tween the firms. Mergers, even between competitors, are not per se viola-
tions of the law, however, and they may even favor healthy competition.
The ready marketability of a firm may encourage others to become entrepre-
neurs and establish new enterprises. Mergers may also be an efficient way
of replacing incompetent managements. They may lead to greater econ-
omies of scale in production and marketing. And they may make it easier
to transfer resources to the industries or enterprises that can most effectively
employ them. In addition, access to capital markets may be facilitated.
Nonetheless, the law prohibits mergers whose effect ". . . may be substan-
tially to lessen competition, or to tend to create a monopoly." An accom-
plished effect deleterious to competition need not be proved; it is sufficient
if there is a reasonable likelihood that such an effect will follow.

Problems may arise when a merger involves two firms in the same line
of business that until then had not competed in the same market. A
recent case of this kind involved the merger between Standard Oil of Ohio
(Sohio) and a subsidiary of the British Petroleum Company, Ltd. (BP), oper-
ating in the States along the Atlantic seaboard. The Justice Department has
established guidelines for such market extension mergers: A proceeding
will be brought when a company that is one of a few most likely entrants
into a concentrated market joins in a merger with a leading firm in that
market. In this case, because BP was a likely entrant and Sohio, had by far the
largest market share in Ohio, the Department of Justice brought suit. A con-
sent decree has been entered requiring that some of Sohio's stations be di-
vested (sold or exchanged) to other firms, so that they will supply additional
competition. Sohio-BP will now not only operate in the Ohio market but
extend its operations elsewhere. The general effect on competition in the
gasoline retailing market should be beneficial.

Conglomerate mergers are growing in importance. Over two-thirds of
the mergers between 1926 and 1930 were between competitors (hori-
zontal), 8 percent represented market extensions, 5 percent were between
a buyer and the seller (vertical), and only 19 percent were between unre-
lated firms (conglomerate). In the 1966-68 period the proportion of hori-
zontal mergers fell to 8 percent, the drop being at least partly due to anti-
trust action, while conglomerate mergers rose to 82 percent of all combina-
tions. These mergers are more difficult to evaluate. They do not increase the
market share of either part of the joint firm. Their effect may be to stim-
ulate competition, but because of its very size, diversity, and financial
strength, the combination may operate to lessen competition.
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Conglomerate firms can use the profits in one market to subsidize price
wars or promotional expenditures in other markets and so eventually re-
duce competition. Conglomerates may also be in a position to require sup-
pliers to purchase some goods from other divisions of the conglomerate.
This practice of reciprocity may exclude competitors from a part of the
market.

The Department of Justice has announced that it intends generally to
adhere to its 1968 guidelines, but that it probably will oppose any merger
among the top 200 manufacturing firms or firms of comparable size in other
industries, or any merger by one of the top 200 manufacturing firms with
any leading producer in any concentrated industry. This program is based
upon recent decisions of the Supreme Court condemning mergers that
eliminate significant potential competition, entrench leading firms in con-
centrated markets, substantially increase the power of large firms to engage
in reciprocity, or further a trend of mergers that would lessen competition.
The staff of the Federal Trade Commission has recently issued a report on
conglomerate mergers. The Commission is planning to continue its study
and to coordinate it with a projected Administration study of economic
concentration, including conglomerate mergers.

Resale Price Maintenance

The Miller-Tydings Act and the McGuire Act, under which resale price
maintenance arrangements established under State law are exempted from
the Sherman Act, reflect a major exception to the antitrust laws and to
the policy of promoting competition. The State laws in question permit a
manufacturer to contract with a retailer not to sell his product or products
for less than a specified amount. In a State with a "nonsigner" clause in its
statute, no retailer is permitted to undercut this price. While the "nonsigner"
clause has been found to violate State constitutions in 18 States, 20 States
with over half the population still have effective resale price maintenance
statutes.

A major objective of permitting resale price maintenance is to protect and
encourage small business by eliminating price competition between retailers
of the same branded product. Resale price maintenance reflects the dilemma
of whether to protect competitors or competition. Generally under resale
price maintenance, manufacturers establish generous margins for retailers as
an inducement to promote their product. But other manufacturers can
quickly counter with similar margins, and they do. Retailers often profit tem-
porarily from these higher gross margins, but competition usually eliminates
the gain by encouraging additional outlets to carry the product, with the
result that sales per store decline. For example, a Justice Department study
found that for eight lines of retailing in States with strong provisions for resale
price maintenance, the sales per store in metropolitan areas were 12 to 34
percent less than in States without any such law. Thus manufacturers receive
at best only a temporary edge from resale price maintenance. Retailers' gains
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are also eroded over time, but consumers normally will continue to pay
higher prices.

ADEQUATE INFORMATION FOR CONSUMERS

For retail markets to be efficient in providing buyers with the goods
wanted, consumers must have adequate information. Ill-informed consumers
can be defrauded, or they can be misled even when there is no intent to
defraud in the legal sense. Unless he has a technical background and enough
time to evaluate a product fully, the most careful buyer often finds it difficult
to decide what he should purchase. He can perhaps reduce his risk by
keeping strictly to well-known brands and reputable retailers, but this may
cost him the chance to profit by satisfactory low-cost alternatives. Moreover,
on a wide scale this practice could entrench existing manufacturers and
create new barriers against entry into the market.

Often the most effective way to help buyers become well informed is to
require proper labeling. The Truth in Lending Act and the Fair Packaging
and Labeling Act are intended to help the consumer make "value com-
parisons." In certain instances, however, labeling is impractical, and the Gov-
ernment may need to prescribe standards for certain products. Moreover,
with automobiles and some other products, an unsafe feature poses a danger
not only to the owner but also to others. The Government has therefore
established Federal safety standards for new vehicles, and many States require
periodic safety inspections. Since January 1st, a prospective new car buyer
must be told the stopping distance, acceleration, and the tire reserve load of
a vehicle.

Considerations of safety may require the Government to ban the sale of
certain products altogether rather than rely on the consumer's ability to
protect himself even when provided with adequate information. For ex-
ample, where complex products like drugs are involved the necessary in-
formation may be unintelligible to the layman, and it is simplest and safest
to prohibit their sale unless they are prescribed by physicians.

Increasing public concern about standards for the safety and quality of
products has led to proposals that the Government widen its influence in the
marketplace. Particularly where products represent a potential hazard, there
is obviously a strong case for having the Government set and enforce stand-
ards for producers. Nevertheless, we need to evaluate carefully the advan-
tages and disadvantages to the consumer when considering such proposals.
Despite their beneficial intent, their adoption could in some cases have the
undesirable effect of lessening competition among producers—and thus
breaching one of the consumer's most effective defenses. The consumer's
interest may not be served if so much reliability is required that it adds
heavily to the cost. Another possible disadvantage in these restrictions is their
effect on the development of new products. Producers may be uncertain
about how well potential new products or services can meet published stand-
ards requiring reliable performance and freedom from other defects. Such
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uncertainty, together with the threat of costly damage suits, confiscation of
goods, or time-consuming delays in satisfying a multitude of Federal require-
ments, may inhibit the development of new products and the entry of new
firms into the market to compete with established companies. We must also
consider whether safety is better served by educating consumers in the proper
use of a product rather than making the product completely safe against even
remote contingencies.

The Consumer and the Market

To defend the public from misinformation offered by sellers, the Admin-
istration has proposed a Consumer Protection Act. This act would specify
and prohibit many unfair and deceptive practices, such as "bait and switch"
advertising (where the victim is attracted by a low-cost line and then
switched to a more expensive product), passing off used goods as new, and
misrepresenting price reductions. Responsibility for enforcing these prohi-
bitions would lie in a new Consumer Protection Division to be established in
the Department of Justice. The Federal Trade Commission would also have
powers to enforce these prohibitions. As soon as a violation was determined
in a proceeding by either agency, consumers could bring suits individually or
on behalf of a group of consumers for damages in the Federal courts. This
procedure would give consumers effective relief in proven cases of deception
or fraud; at the same time it would protect firms against nuisance suits.

Because information provided by the private market must be reliable, a
Consumer Product Testing Bill has been recommended to Congress. Under
the provisions of this bill, the Office of Consumer Affairs, to be established
in the Executive Office of the President, would review the adequacy of
current methods now used to test consumer products. One purpose of the bill
is to upgrade the tests used by private laboratories when necessary. If test
standards were lacking or deficient, the Government could ask industry to
establish proper ones. If industry were unable to establish acceptable stand-
ards by itself, the Government could then identify the standards it believes
should be followed. Firms meeting approved standards would be entitled
to say so in their product promotion activities.

The Consumer and the Government

In the past, the interests of labor, capital, and management have been
well considered in Government deliberations. Consumers are less organized,
however, and they have not always been adequately represented. To help
remedy this defect, the Administration has proposed, as noted above, an
Office of Consumer Affairs and a Consumer Protection Division in the
Department of Justice.

The Office of Consumer Affairs would have broad powers to coordinate
and improve present programs relating to consumers. It would see that the
interests of consumers receive consideration at appropriate levels of the
Federal Government. Among other powers it could conduct research, hold
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conferences on consumer problems, and develop a program for the release
and publication on a generic basis of product information derived from the
Federal Government's purchasing expertise. This office may also publish a
Consumer Register which would translate the legal terminology of the
Federal Register into layman's language so that interested consumers would
be properly informed of Federal regulatory proposals and rules.

The Consumer Protection Division would have broad powers of advocacy
and enforcement. It would be authorized to intervene in any proceedings
by Federal agencies which affect consumer interests, as the Antitrust Divi-
sion now does in proceedings which affect competition. It would thus offer
a counterweight in formal hearings to the briefs filed on behalf of producers.

PROTECTION OF THE ENVIRONMENT

The existing rules of the game governing the economic system were not
primarily designed to deal with our common responsibility for the environ-
ment in which we live. As public concern for the environment increases, the
demand for appropriate rules, and for Government action if these rules fail,
becomes more pressing. The environment is threatened when the wastes
originating in a factory, home, or automobile find their way to the outside
world, or when outsiders are bothered by noise, odors, or unsightliness. The
following discussion will be confined to pollution caused by wastes, though
some of the remarks also apply to other forms.

The problems created by wastes can be handled by five general approaches.
They can be left to nature; the public sector can dispose of wastes at general
expense; standards can be imposed to prevent or reduce pollution; the costs
of reducing pollution can be shared by the Government and the polluter; or
incentives to control pollution can be developed by levying special charges on
emissions. Each of these approaches, which can be used in combination, has
its advantages and disadvantages.

As long as pollution is insignificant it is possible to ignore wastes and their
consequences. This traditional approach depends primarily on the ability
of the environment to clean itself or to absorb wastes without unduly harm-
ful effects. But the quantity of wastes has now become so great that pollution
is affecting peoples' lives noticeably. Air pollution, for example, is not only
unpleasant but has a measurable impact on death and morbidity rates. Water
pollution has prevented millions from utilizing rivers, lakes, and ocean fronts
for recreational activity and has interfered with farming and commercial
fishing. In addition, water pollution and the residues of fertilizers and pesti-
cides are held responsible for undesirable changes in the ecology.

Consequently, the Government has found it necessary to develop programs
to deal with pollution. Water pollution has normally been handled by treat-
ing wastes before releasing them to the environment. The public costs of
treatment have traditionally been borne most heavily by local authorities,
although recently the Federal and State shares have increased. Most treat-
ment of industrial wastes is performed by industrial firms through their own
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treatment plants, but some firms release their effluents untreated or rely on
municipal systems. In the latter case it is important to charge for treatment;
if the direct costs of dealing with pollution are charged to the general tax-
payer rather than to the polluter, there is no incentive to reduce pollution.

The backbone of pollution abatement programs for both water and air
pollution utilizes the resrulatorv approach. Under the Air Quality Act of
1967, air quality standards for stationary sources of emissions are being estab-
lished for control regions throughout the Nation. Subject to the approval of
the Department of Health, Education, and Welfare, standards are estab-
lished by the States and an implementation program is drawn up. A
special regulatory scheme, enacted to cover motor vehicles, requires that new
cars can be sold in the United States onlv if emissions complv with standards
specified by HEW. Under the Water Quality Act of 1965, water quality
standards are being set for all parts of interstate and coastal waters, under
a similar Federal-State partnership. For example, each section of a river is
designated for a particular use, such as water supply, swimming, fish produc-
tion, etc., and the standards are set to achieve that quality. All States have
developed water quality standards and enforcement procedures which have
been approved, at least in part, by the Secretary of the Interior. The cost of
complying with these standards normally falls on the polluter and in some
cases on municipalities aided by Federal and State grants.

A related and supplemental method of pollution abatement would be to
provide some form of cost sharing payment for individuals or firms to reduce
the pollution they cause. Such payments might conceivably take the form of
tax concessions on the costs of pollution abatement methods. A stronger in-
centive is provided by taxes on effluents or treatment fees, which can lead
firms to change their processes or install new equipment to reduce their efflu-
ents. The cost of pollution would then be charged to those who cause it, and
as a result they may decide to reduce or eliminate their discharge of wastes.

In some water pollution cases, however, economies of scale may make it
more economical for a public agency to deal with the wastes than it would
be for the individual polluters. Who should provide abatement equipment,
and how, depends both on the cost of treatment and on the costs to the
environment of the pollution. In some cases regulation combined with tax
incentives may be most efficient and equitable. In other cases effluent charges
may be appropriate.

REGULATION

Regulation has been imposed for two purposes: to make the market per-
form more satisfactorily and as a substitute for competition. In the financial
area it is particularly important that markets work well, not only for
stabilization purposes but also to insure that product and labor markets are
efficient.
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GOVERNMENT AND THE FINANCIAL SYSTEM

Throughout our history the Government has been involved in regulation
of the financial markets. Such regulation serves three broad purposes: (1) It
provides for an appropriate money supply and efficient operation of the pay-
ments system; (2) it protects the public from loss due to financial failures, as
well as from misrepresentation and fraud; and (3) it encourages and sub-
sidizes the allocation of credit to particular sectors. Achievement of the first
two objectives increases the efficiency of markets. The third is aimed at using
regulation to accomplish other policy objectives.

A well-functioning payments system is vital to the economy, as the bank-
ing panics of 1933 and earlier periods forcefully remind us. The Constitution
authorizes Congress "to coin Money [and] regulate the Value thereof,"
an authority that has been broadly construed. The United States has estab-
lished a variety of regulations and agencies for controlling the creation of
money and the operation of commercial banks and other depository institu-
tions. For example, the Federal Government issues currency, charters banks,
imposes reserve requirements, oversees foreign exchange operations, insures
deposits, prohibits interest on checking accounts, and sets ceilings on the
rates to be paid on time and savings deposits.

The stock market crash of 1929 and some financial malpractices that
subseouently came to light created doubts about relying solely on the general
laws of contract in financial markets. Since 1933, Congress has aided
the investing public by enacting laws curbing unethical financial practices
and by making pertinent information more accessible. The Securities and
Exchange Commission was established to formulate and enforce require-
ments relating to operations of securities exchanges and the disclosure of
information about publicly issued and traded stock (later extended to
bonds). To protect public shareholders, Federal legislation also restricts
and requires publication of the trading of stock by corporate "insiders."
The Investment Advisers Act of 1940 and the Truth in Lending Act are
examples of laws designed to improve the information upon which the public
bases financial decisions.

Problems of Financial Regulation

While the ultimate objectives of Federal involvement in the financial
sector are clear, the problems and costs do not always receive sufficient
attention. The direct costs to the Government and the public of imposing
restrictions on financial institutions may not seem large, but an important
cost easily overlooked, because it is difficult to quantify, stems from the
inflexibility of regulations once they are issued. Regulations devised for
an earlier economic environment can stifle innovations and new develop-
ments in today's market. Examples are the restrictions on branch banking
imposed by many States, which Federal law makes applicable also to
national banks; the geographical and portfolio restrictions on savings and
loan associations, which are particularly onerous when their potential market
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has been shifting to new areas; and restrictions on commercial banks that
hamper them in meeting emerging demands for new services.

Sometimes regulations created to protect the public against malpractices
are extended and used to restrict new entry into a market. Regulations
also often prescribe or support minimum or maximum prices. The Invest-
ment Company Act of 1940 in effect establishes a resale price maintenance
law for mutual funds that prevents retail dealers of mutual funds from
charging lower commissions. Minimum brokerage fees set by major stock
exchanges are currently under review. Many financial regulations distort
credit flows by imposing interest-rate ceilings on mortgages and deposits.
The problem is to make certain that "fairness" in setting rates does not
put an umbrella over inefficiency, and that "soundness" in financial institu-
tions does not become a pretext for impeding competition and innovation.

Deposit-Rate Ceilings as a Case History. An example of the problems
created by the inflexibility of regulation can be found in recent developments
arising from interest-rate ceilings on time and savings deposits at commercial
banks and other financial institutions. Authorized by the Banking Acts of 1933
and 1935, these ceilings were intended to prevent banks from paying more
interest on deposits than "sound" banking would warrant. The fear was that
banks might otherwise make high-rate but risky loans (to cover excessive
interest rates on their deposits) and would thus become vulnerable to default
whenever business activity weakened. There was also concern that, in a
system composed of thousands of banks, competition for funds on a rate
basis might draw funds away from many individual institutions and seriously
weaken them. In reality, the ceilings made very little difference until the
mid-1950's, because interest rates on all assets remained very low and the
deposit rates actuallv paid remained below the ceilings.

In later years, these ceilings on deposit rates at commercial banks have
come to serve quite different purposes than those originally contemplated.
In particular, thev are viewed as a device to ensure a larger flow of funds
into home building, because they help protect savings and loan associations,
a mainstay of home financing. These associations, specializing in mortgages,
have attracted deposits by paving a slightly higher return than commercial
banks, which are prevented by the ceilings from offering competitive rates.
Because of the slow turnover of the long-term mortgage holdings of savings
and loan associations, however, these institutions were not in a position, as
interest rates rose rapidly in the past several years, to increase the rates
paid to depositors sufficiently to prevent large withdrawals. Chart 11
illustrates how the yield on new mortgages, which reflects what homebuyers
are willing to pay, climbed in recent years above the average return on
association portfolios, a figure which, after allowing for costs, represents
what these institutions could afford to pay to attract deposits and still
show a positive net income. Because of these competitive pressures, rate
ceilings were extended in 1966 to cover savings and loan associations.
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Chart 11

Mortgage Yields and Dividend Rate of Federal
Savings and Loan Associations
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During 1969, a consequence of rate ceilings has been a net reduction
in the inflow of savings to depository institutions as a group. Many of
their depositors have withdrawn funds in order to invest directly in market
securities, which have recently paid much higher interest rates. Rate ceil-
ings have also discriminated against small savers who cannot so easily
switch to securities and must be content with lower rates.

Since mid-1969, deposits of savings and loan associations have practically
stopped growing, despite the lack of competition from commercial banks,
and the consequence has been a decline in mortgage financing. The savings
and loan associations must now depend heavily on loans from the Federal
Home Loan Bank System. Indeed, only a massive dose of support by
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federally sponsored agencies has been able to prevent an even larger decline
in mortgage financing and housing starts.

Direct regulation of interest rate ceilings on deposits, together with port-
folio restrictions, has contributed to these problems, because it has encouraged
some developments and delayed others in such a way that an important part
of the financial system is now ill-adapted to a world of changing interest
rates. These ceilings have not provided a satisfactory answer to the financial
needs of housing, while they have prevented the free and efficient move-
ment of funds through financial markets. Mortgage financing and the role
of interest ceilings need reexamination. Savings and loan associations need
greater flexibility to adapt to market developments, and new sources of
funds for the mortgage market need to be devised. Given the consequences
of four decades of deposit-rate ceilings, they cannot be suddenly removed
without serious financial disruptions. Some basic reforms in financial regu-
lations are, however, needed.

Presidential Commission on Financial Structure and Regulation

Our expanding and increasingly complex economy must have financial
institutions reflecting the vitality that comes from vigorous innovation and
competition. Financial services required by tomorrow's economy will differ
in as yet undefinable ways from those appropriate today. The demands on
our flow of national savings, as indicated in Chapter 3, will be heavy in
the years ahead, and our financial institutions and financial structure
must have the flexibility that will permit a sensitive response to changing
demands. Thus the time has come for a thorough examination of needed
changes in our financial institutions and our regulatory structure. This
study will be carried out by a commission to be appointed by the President
early this year.

GOVERNMENT REGULATION OF AGRICULTURE

Agriculture is another important sector of the economy where regula-
tion has been used in an attempt to make market performance more
satisfactory.

Many of the problems of agriculture are the result of a steady increase
in agricultural output per farmer, which has made farmers a continually
dwindling minority, and of insufficient mobility, which has kept their
average income below that of most other occupational groups. As early
as 1870, the number of farmers had dropped below the number of persons
in other occupations. This trend has continued, and the proportion of the
population gainfully employed in agriculture at the present time is only
5 percent. This is the usual transition in an advancing economy. Fewer
and fewer people are required to produce the food and fiber for the rest
of the population; or, stated another way, as the real income of consumers
rises, an increasing proportion of income becomes available for other things
than the basic necessities of life. Currently, about 16 percent of consumer
income is spent on food.

104

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Thus we get the familiar adjustment problem in the agricultural sector.
Stimulated by the yield from public and private programs to develop and
facilitate adoption of technological innovations, output grows more rapidly
than consumer demand. Since the demand for farm products is relatively
inelastic, increased supplies generally lead to markedly lower farm prices.
As a result, farm incomes are depressed, and farmworkers and proprietors
move to other occupations. But because there are impediments to this move-
ment, per capita personal farm income does not catch up with the level in
other sectors.

At the depth of the depression, per capita personal income of farm people
was less than one-third that of the nonfarm population. In the middle fifties
it was about 46 percent. Currently, the per capita personal income of farm
people is about 70 percent of that of the rest of the population, but the nar-
rowing of the income gap is due in large part to increasing Government
payments to farmers, steady gains by farmers in adding to their income from
nonfarm sources, and substantial declines in farm population (Chart 12).

Chart 12

Per Capita Personal Income of
Farm and Nonfarm Population
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Government Intervention in Agricultural Markets

The depression of the 1930's led the Federal Government to intervene
directly to support falling prices in agricultural markets with the objective of
stabilizing farm income. Since that time, commodity programs that were
originally adopted largely as emergency measures have varied only in em-
phasis from one decade to another. They have generally involved direct pay-
ments to farmers, production controls on output, price supports, and storage
and marketing activities. All these programs have entailed substantial budg-
etary costs. Direct payments alone were about $3.75 billion in 1969, account-
ing for about 23 percent of realized net farm income.

Because most commodity programs have been related to output, their
main benefits go to the larger commercial farms; for example, in 1968 the
top 6 percent of the farms (those with sales of $40,000 or more) received
nearly one-fifth of the Government payments and accounted for about one-
third of the realized net farm income.

As another indirect form of regulation, Federal and State marketing
orders and agreements are in effect for many perishable commodities such as
milk, fresh fruit, and fresh vegetables. Milk marketing orders illustrate one
method of market control. For each milk marketing order, minimum prices
are established for the milk sold by dairy farmers. Using criteria provided
by statute, the Secretary of Agriculture sets these prices; prices may be dif-
ferent for the same milk depending on its final use. Drinking or Class I milk
carries a higher price than manufacturing or Glass II milk. The average or
"blend" price is paid to all farmers.

In an attempt to reinforce price discrimination between the two classes
of milk, the Food and Agriculture Act of 1965 provided for so-called Class I
Base Plans in Federal milk markets. These plans, which are instituted at the
request of dairy farmers, can be used to restrict production to the level of
Class I requirements in an individual market. Under this plan, each producer
receives a high price on his "base" (his share in the Class I market), rather
than a "blend" price on all production. Milk produced in excess of the estab-
lished base is then priced at the lower Class II level, thus discouraging the
production of milk for manufacturing. When access to the Class I market
with its higher prices is sharply restricted, title to a base may be very advan-
tageous. The value of these bases subsequently becomes capitalized into pro-
duction costs for new producers, who purchase them. And consumers of
Class I milk must continue to pay substantially higher prices.

A Market-Oriented Agriculture Policy

Farm policies on field crops should give greater emphasis to market
forces and thus reduce direct governmental participation in the marketplace.
Specifically, three goals should be sought. First, prices should become more
flexible so that they approximate equilibrium between supply and demand
when averaged over a period of years. With this flexibility farmers should be
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able to hold and even expand both domestic and foreign markets. Price sup-
ports should not interfere with normal commercial transactions, but should
serve only as a price floor to prevent excessive fluctuations and to provide a
basis for credit.

Second, production should not be controlled by limiting individual crop
acreages; rather it should be guided by market prices. Because the Govern-
ment cannot immediately withdraw the influence on production that it has
exercised during its four decades of direct intervention, a gradual approach
is needed by which greater freedom will be gained through restrictions
on total land use only. Such a program would restore considerable freedom
of choice to participating farmers, permitting each one to produce as much of
any crop as he thinks will be most profitable up to the limits of his authorized
cropland. Eventually, we may be able to discard even this control measure.

Third, direct income payments, properly applied, offer a more efficient
way to support farm income than high price supports. The potential benefits
of high prices are largely dissipated because they make additional purchases
of inputs profitable. Direct income payments will be necessary for some time
to compensate for inequities and to smooth the adjustment process. Reason-
able limits on payments to individuals, however, would help prevent the
undue enrichment of large operators at public expense.

REGULATION OF NONGOMPETITIVE MARKETS

In a few markets, competition does not flourish. In fact, in some instances
one large firm can supply an entire market at lower cost than several smaller
firms. When this is true, there tends to be a natural monopoly.

The American answer to these problems has generally been to substitute
regulation by Government agencies for reliance on the market. Nationaliza-
tion and Government operation have only been experimented with in a
number of instances. This preference for regulation instead of nationaliza-
tion has given rise to a variety of Federal and State agencies that set up
and enforce restrictions on many economic activities. There are agencies cov-
ering transportation, communications, electric power, pipelines, and petro-
leum, to cite most of the important ones.

The American experience with regulation, despite notable achievements,
has had its disappointing aspects. Regulation has too often resulted in pro-
tection of the status quo. Entry is often blocked, prices are kept from falling,
and the industry becomes inflexible and insensitive to new techniques
and opportunities for progress. Competition can sometimes develop outside
the jurisdiction of a regulatory agency and make inroads on the regulated
companies, threatening their profitability or even survival. In such cases,
pressure is usually exerted to extend the regulatory umbrella to guard against
this outside competition, so that the problems of regulation multiply and
detract from the original purpose of preventing overpricing and unwanted
side effects.
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The fundamental problem lies in the complex and conflicting objectives
that sometimes characterize economic regulation itself. Agencies are sup-
posed to protect the present and future interests of consumers, employees,
investors, and the Government. No one can begin to see the full conse-
quences of current decisions on all these groups. As quasi-judicial bodies,
the regulatory commissions tend to give much weight to precedent. As a
result, change of any kind becomes hard to justify and even harder to allow
when some affected group can claim immediate harm, whereas the po-
tential beneficiaries are widely diffused and usually not represented. Yet
innovation and adaptation are the dynamics of economic progress.

There is no clear safeguard against these dangers, but more reliance on
economic incentives and market mechanisms in regulated industries would
be a step forward. The record in transportation and communications, and
other examples in this chapter, point to that lesson. Industries have been
more progressive when the agencies have endeavored to confine regulation
to a necessary minimum and have otherwise fostered competition. When
regulation has stifled competition, performance has deteriorated. The
clearest lesson of all, however, is that regulation should be narrowed or
halted when it has outlived its original purpose.

Transportation

The Interstate Commerce Commission's efforts to eliminate price cutting
among truckers, railroads, and bargelines is a classic example of the at-
tempts to curb competition through regulation. The original justification
for regulation—that railroads were monopolistic—has lost much of its va-
lidity since there is now considerable competition from other modes of
transportation, although the shippers of some bulk commodities are still
heavily dependent on rail transportation. Yet the ICC must continue to
operate under the mandate of past transportation acts. Greater reliance on
the market would be beneficial to transportation, but, in view of long
established practices, this would have to be approached gradually. Except
for predatory pricing to drive competitors from a market, which is pro-
hibited under antitrust law, many transportation rates could safely be allowed
to find their own level through competition. A policy of permitting and
encouraging competition of all kinds would, if general economic experience
is any guide, make the industry more efficient as well as benefit the public.

ICC regulations also have the effect of restricting entry into markets,
particularly in the trucking industry, where economies of scale are limited
and costs of entry low. Lack of free entry protects the profits of existing
carriers, but it hardly benefits the public. Here the regulatory process is
arrayed against new entrants. Those who could suffer from competition
make themselves known and actively plead their cause. Those who might
enter if restrictions were relaxed are less clearly identifiable, and they
have less interest in advocating the case for free entry.
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The origin of regulation was somewhat different in the air transportation
industry. The Civil Aeronautics Board (CAB) was given a mandate to
foster competition consistent with orderly growth and the convenience and
needs of the public. Public safety was to be an important dimension of con-
venience. As a result, the air transportation industry blends competition
with a high degree of safety and convenience. Regulation has inevitably
reduced price competition, however, and has tended to reduce new entry
in air transportation. With the exception of two carriers serving Alaska,
no new trunkline carriers have been certified since the CAB was established.
The CAB has, however, encouraged limited competition by certifying com-
peting carriers on some routes, and this limited competition has resulted
in increased service to the public.

Communications

Common-carrier communications service, such as the telephone service,
is a natural monopoly. In many parts of the world, the practice has been to
nationalize this industry. Here we have chosen to provide detailed regulation
of privately owned service. The results have been generally satisfactory, in
terms of convenience to customers. Regulation should be carried out in
such a manner that it does not prevent or limit competition in sectors
that are not natural monopolies. Recently, after a series of Federal Com-
munications Commission (FCC) and court decisions, new carriers of private
wire and microwave systems have been permitted, with beneficial effects on
rates and services.

Long-distance communications may be entering a new and more com-
petitive era with the development of satellite communications systems.
Economies of scale in the operation of satellites do not appear to be sufficient
to bar competitive operations. Hence the Administration has recommended
to the FCC that multiple domestic satellite systems be authorized and that
restrictions on entry be applied only where they are necessary to prevent
undue interference. It is the Administration's hope that increased competi-
tion will eventually make it possible to let market forces assume more of the
role of detailed regulation.

Radio Spectrum

Property rights in radio frequencies do not exist, nor are markets allowed
to determine the allocation of frequencies. The FCC currently allocates spec-
trum among the competing users and thus creates quasi-rights. Unfortu-
nately, it is difficult for any regulatory body to determine the most bene-
ficial uses of a scarce resource. While the FCC attempts to make sound allo-
cative judgments, it is faced with continual requests for spectrum for many
different uses. Without a market test it has no way of being sure that its allo-
cative decisions are appropriate.
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The absence of property rights to the radio frequencies also helps create
congestion in the spectrum. No single user feels impelled to develop methods
that will require less spectrum. Nor does he have an incentive to share his
spectrum with others who may make more efficient use of the frequency.

Here too the market should probably have a stronger influence on the
allocative process. As an illustration, it might be possible to experiment with
a mechanism reflecting the economic value of the entire spectrum. Such an
experiment might involve a system of fees varying with the estimated value
of particular frequencies and subject to repeated adjustments.

GOVERNMENT PARTICIPATION IN THE MARKET

The Government participates in the market primarily as a buyer of goods
and services. It also participates as a seller or provider of goods and services.
Some of these are collective goods, such as national defense, that can only be
provided by the Government. Others, such as education, can and are furn-
ished by the private sector as well. A full treatment of the Government's
participation in the marketplace is beyond the scope of this Report, but cer-
tain aspects are worth emphasizing.

When the Government is the only supplier, the public is not always ade-
quately serviced. The Government makes many items available free or below
cost, so that it becomes a monopoly supplier. Sometimes the Government
has established a legal monopoly and prohibited competition. Unless there
is a compelling reason to justify a Government monopoly, it should not be
established; rather competition should be encouraged wherever possible.

In some instances goods or services are supplied below cost, when the
Government could accomplish the same aim, yet encourage competition, by
supplying buyers with funds earmarked for the purchase of the desired item
in the market. The food stamp program is an example of this approach.
In general the recipients will derive less benefit from such earmarked funds
than from unrestricted grants in the same amount. The Administration's
Family Assistance Program therefore envisages replacing food stamps by
cash grants as rapidly as possible.

In the Government's role as a supplier of goods and services its charges
should clearly reflect the incremental costs of its operations, including
capital charges except where subsidization is a conscious objective. When
charges are brio™ such costs, a wasteful use of resources may result, since
consumers are encouraged to use more of the product or service than they
would if charges reflected costs more accurately. Subsidization is, of course,
appropriate wherever such greater use is the explicit objective (and in this
case there should be an explicit accounting for the subsidy).

Costs of Government enterprises are especially difficult to measure. In
principle, the appropriate measure of cost to the Government is what the
resources it consumes could have earned in the private sector. As the previ-
ous chapter pointed out, when any resources are used by the Government,
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it lessens by that much the resources available to the private sector. One
alternative to Government use of resources would be to make more funds
available for private investment. As a first approximation, the appropriate
cost of a Government investment would be the expected earnings—pretax—
on a similar private investment, and not the cost to the Government of bor-
rowing funds.

If a Government enterprise is operated in a market framework, the dis-
cipline of the marketplace is likely to improve the results. When an enter-
prise faces active competition, it cannot afford to offer poor service. If it
must raise capital in the private sector, it will naturally take account of the
full cost to the economy of such investment. And when it operates without
Government aid, it must cover its costs.

Thus, a practical way to improve the workings of Government enter-
prises, unless subsidizing is a major objective, is to move the operation as
close to the private sector as possible. This Administration has initiated
two important moves in this direction. It has recommended the establish-
ment of a Government-owned postal corporation which would ultimately
have to cover nearly all its costs. It has also recommended that the Atomic
Energy Commission's uranium enriching plants be sold to private industry
at an appropriate time and that in the interim the operation of the plants
resemble private operation as nearly as is practical.

POSTAL SERVICE

The Post Office is essentially a commercial operation run as a Govern-
ment agency, but modern management practices are difficult to introduce.
Personnel costs, which account for about 80 percent of Post Office costs,
are fixed by Congress. Net fixed assets per postal employee were only
$1,145 in 1967, while they were $2,836 per employee in merchandising,
$7,170 in manufacturing, and $25,053 in transportation. Partly as a con-
sequence of these conditions postal productivity has been increasing since
1956 at a rate of about 0.2 percent per year compared with 3.4 percent
for the private sector of the economy.

According to the Kappel Commission's review of the Post Office, working
conditions in many post offices leave much to be desired. More than 60 per-
cent of the regular postal employees finish their careers at the same level at
which they started. Patronage and residence requirements for postmasters'
appointments have held down career opportunities. Efforts to improve
productivity are often frustrated. The system has been "run by the book,"
a 2,000-page Postal Manual intended to cover all contingencies.

Most postal rates are currently set by Congress. Under the current account-
ing system, it is impossible to ascertain the incremental cost of any service.
For this reason little basis exists for confirming or denying the popular belief
that first-class mail more than pays for itself while other mail is delivered
at a loss.
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The Kappel Commission pointed to the political nature of Post Office
appointments as one of the most serious problems in the postal system.
The President has asked that Congress no longer require Senate confirma-
tion of appointments to postmasterships at first-, second-, and third-class
offices. He has also requested legislation to bar political tests in the selection,
appointment, and promotion of Department employees. Departing from a
former practice, the President does not seek local political endorsement of
prospective postmasters. All these steps are designed to strengthen the merit
system and permit candidates to be chosen for their competence rather than
their political activity.

An even more fundamental departure is the Administration's proposal for
reform of the postal service through the creation of a Government-owned,
self-supporting corporation to operate the postal system under a directive
that costs must be covered with revenues after a transitional period, except
for public service costs for which appropriations would be made. The corpo-
ration would have the power to borrow fimds for capital investment, to
negotiate wage rates with postal unions, and, subject to veto by Congress,
to set postal rates. The Government-owned postal corporation would be
allowed great flexibility in operating the postal system, especially in its
personnel and capital expenditure programs.

The postal reform proposal would obligate the board of directors of the
postal corporation to report to Congress within 2 years concerning modern-
ization of the postal monopoly laws, which effectively prohibit a private
firm from delivering first-class mail. A careful review of these laws might show
that additional competition could prove beneficial to the using public.

URANIUM ENRICHMENT FACILITIES

In the current state of technology the most efficient method of providing
nuclear power is the use of light water reactors which operate on enriched
uranium. Three plants owned by the Atomic Energy Commission and
operated under contract by private enterprise supply this uranium. Con-
structed at a cost of $2.4 billion, these plants are located in Oak Ridge,
Tenn., Paducah, Ky., and Portsmouth, Ohio.

Originally the plants were built for the nuclear weapons program. Military
needs for enriched uranium are expected to be small in future years, much
below the capacity of these plants, but the growth of the nuclear power
industry is expected to lead to capacity operations by the late 19705s.

In the chain of operations involving this form of energy—from mining
uranium to generating nuclear power—the enriching plants are the last link
to remain exclusively in Government hands. Since demand for enriched
uranium is likely to come almost entirely from the commercial sector, the
President has indicated that these plants should also be sold to private
industry when conditions for disposal are advantageous.
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