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PREFACE

ProBLEMS of monopoly and competition have been in the center
of public discussion in the United States perennially since the
Civil War and bid fair to remain so. The ways in which the
problems have been visualized at various times have differed,
but running throughout the discussions has been a concern with
various competitive practices generally referred to as “unfair
methods of competition.” It is fair to say that many have felt
that unfair competition is the crux of the monopoly problem
and that if unfair methods of competition could be prevented,
the monopoly problem would be resolved and an effective or
workable form of competition in industry would be assured.
Economists need not be reminded that the legal and popular
approaches to these problems have been seriously hampered by
an oversimplified conception of the dichotomy between the two
categories of monopoly and competition.

The terms “unfair competition” or “unfair methods of com-
petition” are normative terms used in the field of public policy
to distinguish legal from illegal practices. They are also terms
which, since they are applied to economic phenomena (i.e.
rivalry in the market), have economic connotations. It is to a
study of the legal meaning of these terms and to the economic
significance of these legal categories that this study is devoted.
An attempt is made to distinguish the general lines drawn by
the courts between fair and unfair competition; more detailed
studies are made of certain practices which have bulked large
in discussion and public policy. The later part of the book is
devoted to a consideration of proposals for self-government in
industry; one of the chief purposes of these proposals is to
develop voluntarily rules of fair and unfair practices which
would change substantially the existing rules of the game.
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There have been those who believed that the regulation of
competition would be a sufficient approach to the problems of
monopoly and competition. It is a principal thesis of this book
that the advocates of this view grossly oversimplify the prob-
lem. On the one hand, this view exaggerates the significance of
competitive practices as promoting monopolistic conditions at
the expense of certain other factors such as the corporate law,
the patent law, the concentration of ownership of natural re-
sources, etc. On the other hand, they underestimate the need
for the regulation of trade practices in the broader sense as
against competitive methods which may be considered ‘“unfair.”
The purpose of a law of trade practices is to make the economic
system work; to do this our legal system must take adequate
account of the variety of market conditions which exist. More-
over, the test of legality of trade practices must be economic
results. When this is recognized, the task is seen to be much
more complex than has in general been recognized previously.

This study was originally undertaken as a doctoral thesis
submitted at Harvard University, but it has subsequently
undergone extensive revision not only in detail but in general
structure as well. I am deeply indebted to Professor E. S.
Mason, who first suggested the study to me, for advice and
encouragement at all stages. He has read the manuscript on
several occasions. I should like also to express my indebtedness
to the participants in the Price Policy Seminar held at the
Littauer School of Public Administration at Harvard during
the years 1937-39. The discussions of these groups under the
leadership of Professors J. D. Black, E. S. Mason, and D. H.
Wallace contributed much to the formulation of the issues and
the revision of the early draft of the book. Professors D. H.
Wallace of Williams College and A. M. McIsaac of Princeton
University each read the manuscript at an intermediate stage
and gave me extensively of their counsel. For this I am deeply
grateful. I am also indebted to Dr. C. D. Edwards, now with
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the Anti-trust Division of the Department of Justice and
formerly Economist for the Federal Trade Commission, who
read the manuscript and gave extensively of his advice.
I am also grateful to my colleagues Professor H. F. William-
son and Dr. H. M. Oliver, Jr., of Yale University, each of
whom read a chapter. Messrs. R. W. Dittmer, C. A. Bemis,
and N. Zolot of Yale University have aided me heroically in
the tedious task of editing the manuscript for the printer.

J. P. M.
Silliman College

Yale University

October 1940
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UNFAIR COMPETITION



Instead of the world of light, order, equality, and
perfect organization, which orthodox political economy
postulates, the commercial world is thus one of ob-
scurity, confusion, haphazard, in which, amid much
destruction and waste, there is by no means always a
survival of the fittest, even though cunning be counted
among the conditions of fitness. “The race is not to the
swift, nor the battle to the strong, nor yet riches to
men of understanding; but time and chance happeneth
to them all.” T. E. C. Lesrie, The Known and the
Unknown in the Economic World



CHAPTER 1
THE PROBLEM AND ITS SETTING

T#E DEVELOPMENT of an effective system of control of trade
practices and competitive relations has long been one facet of
public policy in the field of industrial organization. Recent
legislative developments and the current studies of the Tem-
porary National Economic Committee alike suggest that the
problems of trade practices are still an important issue of public
policy and will continue to bulk large in the visible future.
Since the demise of the NRA, itself a gigantic effort to develop
codes of fair competition, federal legislation regulating trade
practices has been extensive. It has taken such forms as the
Robinson-Patman Act, dealing with discrimination; the Miller-
Tydings Act, exempting contracts under the State Fair Trade
Laws from the Sherman Act; amendments to section 5 of the
Federal Trade Commission Act dealing with unfair methods of
competition; the Wheeler-Lea amendments dealing with false
advertisements; and the Guffey-Vinson Act regulating the
pricing of bituminous coal. Recent activities of the Anti-trust
Division of the Department of Justice suggest that the Depart-
ment is evolving a new and significant approach to the problem
of trade relations. Moreover, there are numerous current pro-
posals for further changes. These range from proposed legis-
lation concerning block-booking in the motion picture industry,
the basing-point system of price quotation, and design-piracy,
to proposals for a change in content or administration of the
anti-trust laws so as to permit joint action by industrial groups
for the promotion of efficient marketing under public scrutiny.

The issues raised by previous policy and current proposals
are various and perplexing. The problem was traditionally
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viewed as that of developing a law of unfair competition. More
recently the problem has been viewed as requiring a more posi-
tive approach, the establishing of standards designed to promote
fair competition. The development of doctrines of fair and
unfair competition in the United States has not been one of
linear progression. It has presented paradoxes and apparent
inconsistencies. However, in the development down to the early
1930’s certain general categories of competitive practices had
been delineated. Distinctions have been made between practices
in competition and practices in restraint of trade.! Unfair
practices in competition have been distinguished from other
competitive practices. Unreasonable restraints of trade have
been distinguished from reasonable restraints. The bases of
distinction have not been articulate. The classifications have
been developed pragmatically, by case law, legislative action,
and Commission decision. These in turn have been influenced
in some degree by business practice and the discussion of busi-
ness groups.

It is important to view in perspective the function of a system
of restrictions on competitive practices in modern industry.
The principal force which has been relied upon in the United
States during the last century for the organization of economic
activity has been the competition of individuals or groups of
individuals in the market under a system of free private enter-
prise. The system was based upon the institution of private
property, and upon recognition of the freedom of the individual
to employ his property and his effort as he wished and to enjoy
the fruits or suffer the losses of such employment. The rivalry
of individuals or firms and of associations of individuals or
firms, which expressed itself in voluntary exchange in the
market within the general legal structure of free private enter-
prise, was accepted as the prevailing method by which the

*1t appears that in the development of American law “to monopolize
or attempt to monopolize” is equivalent to restraint of trade.
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economic problems of the society should be resolved. This
rivalry and exchange meant an elaborate structure of prices
determined by competition.?

The competitive economy was the economic counterpart of
the broader political and philosophical movement generally re-
ferred to as liberalism, the essence of which lies in its emphasis
upon the rights, dignity, and sanctity of the individual. The
moral precept of the doctrine urged that “all relations between
men ought ideally to rest on mutual free consent, and not on
coercion, either on the part of individuals, or on the part of
‘society’ as politically organized in the state.”® As A. N.
Whitehead has pointed out this “liberal faith of the nineteenth
century was a compromise between the individualistic, com-
petitive doctrine of strife and the optimistic doctrine of
harmony.” *

In its extreme forms this philosophy took a nihilistic attitude
toward the state. And as a matter of historical fact the fervor
of liberal doctrine was long directed at the medieval and mer-
cantilistic schemes of restriction upon the individual in both
his spiritual and social activities. In the economic sphere liber-
alism became associated with laissez faire. But it is generally
agreed that no leading liberal economist or political scientist
took an extreme position on the function of the state. It was
recognized both in theory and in practice that the state was
responsible for establishing and regulating a large series of
economic and social institutions, such for example as the
system of money and banking or the various legal forms of

* By competition in this context is meant rivalry. We need not for the
present distinguish kinds and degrees of competition.

*F. H. Knight, “Ethics and Economic Reform, I: The Ethics of Lib-
eralism,” Economica, VI (1939), .

¢ Adventures of Ideas (New York: The Macmillan Co., 1933), p. 4I.
Cf. the discussion of J. M. Clark concerning the conflict between the ideas
of “rights” and “liberties,” Social Comtrol of Business (New York:
McGraw-Hill, 1939, 2d ed.), chap. V.
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business organizations. The state was generally held respon-
sible for certain lines of endeavor in which private enterprise
might prove ineffective, e.g. police, army, certain public works,
and education. Moreover, it must supervise in various ways
the conditions under which rivalry is to be pursued. It must
prevent fraud and coercion in competitive relations. It was
recognized that freedom might be used not only for rivalry but
for cooperation and that the limits must be determined within
which the freedom of the individual might be restricted by con-
tract or used to further joint action.

These problems were all recognized early in the history of
liberalism. It is true, however, that the emphasis was upon the
negative responsibilities of the state. The traditional law of
contract and property were looked upon as “natural law,” while
proposals for progressive readjustments of these institutions
were looked upon as exceptional if not questionable interfer-
ences with business relations. The problem of evolving effective
institutions within which political liberalism might be a reality
and free private enterprise might be effective was relatively
neglected, particularly by the popular expositors.® Increas-
ingly, however, the sphere of necessary governmental action
was recognized. The reasons compelling action varied. It
became evident that some of the results of free private enter-
prise, as we knew it, were unacceptable, that is, the logic of
free private enterprise was unacceptable in some cases however
perfect or harmonious the system within itself. In other cases
it appeared that the existing institutional frame work, the
existing rules of the game, were incompatible with the logic of
the system.

Of particular relevance to us was the development of various
strands of thought concerning the efficacy of the freedom of the
individual or the firm to act as it chose in the market. The lines

®J. M. Keynes, The End of Laissez-faire (London: The Hogarth Press,
1926), passim.
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of approach were various. Freedom in the market might lead
to monopoly in several ways: by agreement of individuals to
withdraw from the market, by the elimination of individuals
through merger or combination, by agreement of potential
rivals to follow joint market policies, or by the practice of
exclusive or coercive policies in the process of rivalry on the
part of some firms against others. Competition might, then,
breed its antithesis, monopoly. Practices leading to this result
are of concern to public policy. In consequence, limits must be
drawn between tolerable and intolerable practices or between
practices in pursuit of competition and those in restraint of
trade.

More than this, it was conceivable that competitive practices
while not involving monopoly or restraint of trade (in the legal
sense) might nevertheless be unfair. There were recognized to
be types of competitive practices or types of rivalry which
distributed the rewards or penalties of the competitive process
in a manner which violated the inner logic of competitive enter-
prise or were in some other manner unacceptable to public
policy. These practices might involve relations of a business
unit with its customers, relations with sources of productive
factors including labor, or direct relations with competitors.
Legal theories of unfair competition were developed. As we
shall see, they were in their origin ostensibly concerned with
the effects of practices upon the competitor. These develop-
ments were based on the inarticulate assumption that consumers
were to be protected by the preservation of competition and
that competition would be protected if besides being freed from
restraint of trade it were freed from unfair methods. A distinc-
tion was recognized between competitive injuries which were
compatible with the logic of free private enterprise and those
which were not.

Here, then, we have the problem as it has been traditionally
viewed, the problem of preserving competition by preventing it
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from turning into its antithesis, monopoly (in the legal sense);
by preventing its infection with practices which violate its inner
logic; by promoting such practices as will positively promote
effective competition; and finally by rechanneling or curbing
competitive efforts in those spheres where the logic of com-
petitive enterprise and the objectives of policy conflict.

NATURE OF COMPETITION

The nature of competition as it actually functions in indus-
trial markets has only recently been subjected to detailed study.
Competition is a very complex phenomenon. It may take any
one of several forms. It may become a rivalry in buying factors
of production of better quality or in buying factors on more
favorable terms. It may consist in an endeavor to organize and
utilize factors more effectively in producing goods and services,
this involving a rivalry in technological processes as well as in
economy in the use and organization of men and materials. It
may take the form of rivalry in attracting customers. This in
turn may be done in various ways: by price competition, by
informative or competitive advertising, by differentiation of
product or of the many ancillary terms and conditions of sale,
or finally by effective choice and control of the channels of
distribution. In a purely competitive market competition be-
comes simply a matter of efficiency in organization of produc-
tion and the correct determination of the quantity to be
produced. But such conditions are rare. It is doubtful whether
there is any market in which neither the demand nor the supply
is significantly affected by monopolistic or monopsonistic forces.

Not only may rivalry take many forms, but the intensity of
rivalry may vary. There are different degrees of competition
depending upon the particular blend of monopolistic and com-
petitive elements which may be present in the market. The
existence of significant monopoly elements means that there
are areas of choice within which the firm may, at least in the
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short-run, operate. Buying and selling becomes a matter of
policy. To be sure the individual firm is affected in its decisions
by the action of rivals, but to a greater or lesser extent it can
affect the market perceptibly. The form and the intensity of
competition will vary depending upon market conditions and
market policies. These policies it is within the power of the
firms acting either individually or jointly to modify.

Consider as an example the question of price making. The
price of a commodity is not a simple thing. The ways in which
prices are made are manifold. For example, in some markets
prices are customarily made by higgling; the price is remade
with every individual sale. At the other extreme are those
prices, set by administrative action, which are publicly an-
nounced and subject to no variations. This is illustrated by the
one price policy of most of our retail stores. In other cases
there is some mixture of these policies, i.e. public announcement
with deviations in some instances determined by individual
bargaining.

Of equal importance is the procedure by which price changes
are introduced in those markets where price administration is
customary. In various markets conventions have been devel-
oped for the initiation of changes in administered prices. In
some industries it is customary to announce publicly all price
changes, making them effective to all buyers at one time. This
public announcement may be made through the press, through
publication of revised price lists, through the activities of the
sales force, or through a formal system of open-price filing
effected through the joint efforts of the industry. In other
industries price changes are initiated by offering special or
secret concessions to particular customers which then spread,
finally being recognized by the publication of new price lists.
In many industries there are certain customary times at which
price changes are announced. This is especially true of com-
modities whose sale has a seasonal pattern. For example, carpet
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prices are customarily announced at the annual shows, and
automobile prices are announced with the introduction of new
models. In these cases it is not customary to change prices
except at more or less stated periods. In the steel industry
prices are announced in advance for each quarter of the year.
In the sugar industry price changes are customarily made at
about monthly intervals at the time of sugar “moves.” These
customs are not always uniform for a particular industry.
Often more than one procedure is in effect at a given time.
Moreover, the customs change with the passage of time. The
policies and changes in policies of one firm may have reper-
cussions upon others. These differences in procedure in making
and changing prices, and these changes in procedure have many
repercussions on the fortunes of business rivals and give rise
to innumerable conflicts between competitors or groups of
competitors.

Another source of conflict lies in the complexity of the concept
of price itself. The word price is conventionally used by the
economist to refer to the whole complex structure of prices
which the individual firm charges. However, price may vary
for different classes of customers, for customers buying in
different quantities, and for customers located at various points.
Moreover, price may vary according to the type of contract,
whether based on individual sale or for all purchases over a
period of time. Differences in the time and conditions of
delivery or payment may also be occasions for different prices.
Whether this be interpreted as differences in price or differences
in product is immaterial. Such considerations suggest that the
question of price is one of the whole structure of prices. The
relations between these various specific prices of a firm are of
concern to the consuming public and to business rivals alike.
Differences in the price structures of rival firms and changes
in these price structures give rise to conflicts between business
rivals. In an economic system such as ours where imperfections
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and monopolistic elements are usual the relations between the
various prices in the price structure of a firm are not independ-
ent of the desires, interests, whims, inertia, or policies of the
firm. So far as these price relations are of significance to the
effective functioning of the price system as a regulator of our
economic system the public has an interest therein.

Competition, then, may take many forms. In its pursuit a
host of trade practices have been developed. It is within the
power of particular firms or groups of firms to affect these
practices significantly. The form which rivalry takes and the
practices by which it is pursued will clearly affect the parties
concerned. This has induced business to attempt to develop a
code of ethics, i.e. a code of practices to be forbidden, on the
one hand, and those to be sponsored on the other. At the same
time public policy has attempted to develop its code of fair
and unfair practices presumably in the interest of effective
economic organization. It is to a study of the criteria involved
in distinguishing fair and unfair methods of competition in this
country and the economic significance of the existing restrictions
on competitive practices that the following chapters will be
devoted.

SIGNIFICANCE OF COMPETITION

It is pertinent as a prelude to the discussion of policy with
reference to the control of competition to inquire as to what
difference the form and character of competition makes. What
is the significance of whether competition is intense or limited,
pure or monopolistic, fair or unfair? What does it matter
whether prices are high or low, flexible or rigid, uniform or
discriminatory? The answer is to be found in the functions
which competition and the price system perform in a system
of private enterprise.

It is, of course, obvious that the character of competition and
price policies has much to do with the success and failure of
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established business concerns. Changes in prices and com-
petitive practices will affect appreciably the relative profitability
of established firms. This fact explains many of the pressures
for control of competitive methods and price policies. En-
trenched firms seek protection of their position from injury by
certain methods. But the waxing and waning of business firms
is a normal incident of capitalistic enterprise which we expect
and even welcome, though the rules of the game prevent the
use of certain tactics (e.g. deceit and predatory practices) to
influence the process. The firm, however, is simply an instru-
ment through which the economic affairs of society are admin-
istered. Firms grow and then disappear, while the individuals
and often much of the capital values which make up the firm
remain. Of course, the individuals who comprise the firm and
the owners of the capital values represented therein may be
injured through loss of income, but while public policy may be
concerned with the incidence of such losses on individuals, the
protection of established firms is not the function of competi-
tion nor even the controlling purpose of public policy.

The functions of competition and the pricing system are to
be found in another direction, namely in serving to marshall
the scarce resources available for the satisfaction of man’s
desires. From an economic point of view the significance of
competitive methods and price policies is to be found in the
effectiveness with which this task is performed. This effective-
ness will depend upon several factors:®

1. The level of employment of resources. Other factors be-
ing equal the greater the average level of employment of avail-
able resources the more effectively our desires will be satisfied.

2. The efficiency with which resources are organized in

®For a somewhat different but related classification of the issues cf.
D. H. Wallace, “Industrial Markets and Public Policy: Some Major Prob-
lems,” Public Policy (Cambridge: Harvard University Press, 1940, edited
by C. J. Friedrich and E. S. Mason), p. 100.
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producing particular goods. By use of the best combination of
various factors of production in plants of optimum size and in
the best location costs per unit of output may be minimized,
and at any given level of employment a maximum output of
goods will result.

3. The allocation of factors between alternative uses. In so
far as resources are allocated to various alternative uses in
proportion to the urgency of the demand for the alternative
products, the effective desires of the community will be satisfied
to a maximum at any given level of employment and efficiency.

4. The allocation of claims to share in the total income be-
tween various individuals. Competition and the price system
by determining the rewards to the various factors determine
individuals’ claims to share in the national income. Criteria of
a good or just distribution of income are difficult to formulate,
but it is sufficient to note that public policy has customarily
recognized the desirability of alleviating extreme inequalities.

5. The adaptability of the economic system to innovation
and to changes in tastes or in cost conditions. Receptiveness
to innovation is the basis of economic progress, and adaptation
to change in tastes and costs is a prerequisite for the most
effective utilization of resources.

6. The incidence of gain and loss which results from the
adaptation of the system to innovation and change. Gains and
losses are a natural concomitant of change, and unless con-
trolled their incidence may be arbitrary.

These are the economic functions which must somehow be
performed in any society. In this country chief reliance is had
upon free private enterprise working through the price system
and under the impulse of competition, such as it is. In the
absence of countervailing considerations (e.g. national defense
or political expediency) the economic effectiveness of a system
of organization is to be judged by the way in which it performs
these functions. The economic significance of market struc-
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tures, competitive practices, and government policies is to be
found in these directions. Competition, i.e. rivalry within the
institutional framework of capitalistic enterprise, is a means
by which these functions are performed more or less effectively.
Does a method of competition foster full employment of labor
and other productive factors, effective allocation of resources,
efficiency in their organization, justice in the distribution of
income, adaptability of the system to innovation and change,
and a reasonable allocation of the gains and losses incidental to
such change? These are some of the questions which will be
raised in the following chapters.



CHAPTER I1
REGULATION OF TRADE PRACTICES BEFORE 1914

COMMON LAW

WHiILE the regulation of competitive practices in the United
States first came into public notice with the discussions incident
to the passage of the Federal Trade Commission and Clayton
Acts in 1914, there were already rather definite restrictions on
competitive practices arising from three sources. There was,
first, the law on unfair competition which had developed out
of the consideration of trade-mark infringement, in which the
legal basis of action was a private injury coupled with deceit
or fraud.! In the second place, there were developing at com-
mon law precedents by which certain practices, in themselves
legal, might be condemned when exercised by business enter-
prises having a predominant position in the market, i.e. where
the market had become potentially seriously monopolistic.?
Finally, under the Sherman Act certain classes of contracts or
competitive practices were enjoined as tending to establish a
restraint on trade or as constituting an attempt to monopolize.?
The first group of decisions did not involve any problem of
monopoly in a legal sense; the second group concerned prac-
tices illegal because of the actual prior existence of a seriously
monopolistic market condition; while the third group of de-
cisions involved monopoly or restraint of trade within the
meaning of the Sherman Act.

1J. E. Davies, Trust Laws and Unfair Competition (Washington: Gov-
ernment Printing Office, 1916), chap. VII; H. D. Nims, The Law of
Unfair Competition and Trade Marks (New York: Baker, Voorhis and
Co., 1929, 3d ed.), chap. 1.

*A. M. Kales, Cases on Contracts and Combinations in Restraint of

Trade (Chicago: Callaghan & Co., 1916, 2 vols.), p. 89.
* Ibid., chap. VIIIL.
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Unfair Competition at Common Lew. The term “unfair com-
petition” has a common law meaning which must be distin-
guished from the use of the same or analogous expressions in
discussions of the trust problem or of the NRA. It is believed
that the first use of the term “fair competition” (or its antithesis
“unfair competition’’) was in an English case, Hogg v. Kirby,*
in 1803, although the legal question involved, which was the
copying of a trade-mark, had a history going back at least to
1742, when Lord Hardwicke refused a request for injunctive
relief in a case of trade-mark piracy.® However, it soon became
established that “passing-off’ by pirating a trade-mark was
illegal and would be enjoined. The ground of the action was
injury to a competitor through deceiving the public. As Lord
Langdale, writing in 1843, expressed it, “two things are re-
quired for the accomplishment of a fraud such as is here con-
templated . . . in the first instance, to mislead the public, and
in the next place, to secure a benefit to the party practicing the
deception by preserving his own individuality.” ®

The early decisions apply only to trade-marks, but by
analogy legal relief was gradually extended to other situations
both in England and in the United States so that by the end
of the nineteenth century the courts recognized the right to
equitable relief from a series of practices analogous to trade-
mark piracy, which practices were designated in England by
the term “passing-off” and in the United States by ‘“unfair
competition.” In this group of practices were included the
simulation of trade-names and trade-signs, the use in trade of
personal or geographical names which had come to have a
secondary meaning to the public and use of which by others

8 Vesey, Jr., 215 (1803). Nims cites this case as probably the first use
of the expression (0p. cit., p. 7).

® Case of Blanchard v. Hill, 2 Atk. 484 (1742), cited by F. I. Schechter,
The Historical Foundations of the Law Relating to Trade-Marks (New

York: Columbia University Press, 1925), p. 134 and Nims, op. cét., pp. 7-8.
® Croft v. Day, 7 Beav. 88-89 (1843), cited in Nims, o0p. cit., p. 11.
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might divert trade through misleading the public, and the simu-
lation of the dress or color of a competitor’s goods.” But in the
United States, at least, the process of broadening the meaning
of unfair competition was not confined to practices which might
be included under the phrase “passing-off.” The concept was
extended to include cases involving the disclosure of trade
secrets,® bribery, misrepresentation of all sorts, interference
with a competitor’s contracts, or any malicious interference with
a competitor’s business.?

The very diversity of the practices falling within the com-
mon law concept of unfair competition raises the question as to
what principle justifies the grouping together of such practices
under one designation. Can the answer be found in the legal
grounds on which the courts have based their decisions as to the
fairness or unfairness of specific practices? A leading authority,
H. D. Nims, concludes that there does not seem to be any single
generally accepted basis for decision of the cases.!® He notes
three grounds for condemning particular practices which have
appeared frequently: the promotion of honest and fair dealing,
the protection of the public, and the protection of the rights and
property of individuals.

One of the most recent commentators has noted that:

Jurists have quarrelled, almost from the beginnings of these actions,
as to whether the basis of relief is the protection of the property
interest of the owner of the mark or name, or the protection of the
public from the deception practiced by the infringer. Both theories

have their adherents; both are incapable of explaining all the deci-
sions of the courts. .

"Thus, in 1890 G. D. Cushing wrote an article “On Certain Cases
Analogous to Trade-Marks,” Harvard Law Review, IV (1891), 321.

® 0. R. Mitchell, “Unfair Competition,” Harvard Law Review, X (1896),
295—96.

® The series of legal definitions of unfair competition cited by Nims best
indicates the gradual widening of the concept by the courts, op. cit.,
pp. 16-22.

* Nims, o0p. cit., pp. 25—26.
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By and large, with some notable exceptions, judicial relief has
depended upon the concurrence of the dual factors of a threatened
diversion of trade and the probable deception of the public.1?

The protection of the public seems to be only a minor factor
in many of the cases. The essential elements in the original
trade-mark cases were the injury to a competitor in his busi-
ness by means of deceit or misrepresentation. The basis of
action was a private injury by an unlawful means. But when
the concept is widened to include such diverse practices as are
indicated above, it becomes difficult to define accurately the
basis of action. It is an inherent part of a competitive economic
system based on the institutions of private property, individual
enterprise, and freedom of contract in a free market that indi-
viduals in seeking their own interests may cause economic
injury to a competitor. This is a part of the underlying philoso-
phy of the system and is recognized by the law. The courts
have noted repeatedly that ordinary competition has injury as
a result and have insisted that, however much a person is actu-
ated by malice in competing with a rival, some unfair act is
necessary to warrant the granting of relief.'?

Nevertheless, certain practices, even within such a system,
are unconscionable in the opinion of most people. The most
extreme doctrines of laissez faire assumed a certain restraint
upon individuals, either moral restraint from within themselves
or legal restraint from without. The right to compete was con-
ceived as being a right to compete by increasing one’s own
efficiency and to gain trade by charging lower prices or by
giving better quality or service than a competitor. It is only
reasonable that certain competitive practices should have been
condemned. That the practices listed above come under the
general category of fraud is recognized by Nims when he says,

% Milton Handler, “Unfair Competition,” Jowa Law Review, XXI
(1936), 183.
¥ Nims, 0p. cit., p. 442.
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“It seems, now, that the term ‘Unfair Competition’ may be
applied to the legal rules regulating all acts done in trade which
are tainted with fraud.” * Another writer on the meaning of
unfair competition says, “Probably no exact definition of the
term can be given. What is unfair depends too much upon the
special circumstances and conditions of each case. According
to Justice Hough, unfair competition consists of selling goods
by means that shock judicial sensibilities.” **

This excursion into the legal bases of unfair competition may
be briefly summarized. In general an act to be unfair must have
two characteristics. It must involve injury to a competitor or
trade rival, which injury must be caused by acts which are
characterized by fraud, or are “contrary to good conscience,” or
“shock the judicial sensibilities,” or are otherwise unlawful.
“Misrepresentation, misappropriation, diversion of trade, inter-
ference with trade relations, attacks upon competitors — these
are the stuff out of which the law of unfair competition was
built.” ® This is as near to a definition as one can arrive. Each
practice is to be considered “with reference to the character
and circumstances of the business.” The public injury or inter-
est is a minor factor. The essence of the matter appears to be a
private wrong perpetrated by unconscionable means.

It is appropriate at this point to indicate just what remedies
have existed at law and in equity in such cases of unfair com-
petition.!® For the most part suits for unfair competition are
brought in equity where the relief is twofold, the issue of an
injunction and a decree for an accounting of profits as an
element of damage. Unless the evidence is conflicting and
doubtful a preliminary injunction will generally be issued.

® Ibid., p. 23.

% (C, G. Haines, “Efforts to Define Unfair Competition,” Yale Law
Journal, XXIX (1919), 19.

* Handler, op. cit., p. 212.

 For an extensive treatment of relief in these cases, cf. Nims, op. cit.,
chap. XXIII.
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Sometimes, in trade-mark and like cases, if a preliminary in-
junction is not issued, the defendant will be required pending
decision to keep a record of sales in order to aid in estimating
profits if the contentions of plaintiff are sustained. Injunctions
will be granted to prevent threatened acts of unfair competition
as well as to prevent the continued practice of such acts. Most
cases of unfair competition can be pressed in a court of law for
damages, as well as in equity for injunction and profits. In
cases where the profits of the defendant are not considered
adequate compensation for damages to the plaintiff, equity
courts have adopted various devices to compensate the plaintiff
adequately without forcing recourse to a second action at law.
For the present purpose, the fact to be noted is that in cases
arising from private action in the courts the plaintiff receives
not only relief from the unfair practice but damages as well,
while in cases arising under section 5 of the Federal Trade
Commission Act, to be considered in later chapters, there is no
accounting of profits or damages, the Commission merely issu-
ing an order to cease and desist.

Coercion, Intimidation, and Force. The second restriction upon
competitive practices at common law concerned certain prac-
tices which, while in themselves legal, were condemned when
exercised by business organizations or associations which had
a predominant position in the market.!” This principle was only
beginning to be recognized at law in 1914. In fact, the earlier
decisions had been against interference, but with the increasing
importance of large-scale combinations and associations and
perhaps in response to public opinion on this subject, the courts
in several states began to grant relief from various competitive
practices. In particular, the courts began to grant relief from
combinations formed to cut off a competitor’s supplies or to
destroy his market. These cases generally involved associations

* Kales, o0p. cit., p. 89.
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of manufacturers, wholesalers, and/or retailers, although in
some instances a single dealer was able to accomplish his pur-
pose alone. The details of the practices which were prohibited
varied. There were agreements by associations of wholesalers
and/or retailers not to purchase from concerns which were
supplying price-cutters or competing firms which were other-
wise considered “illegitimate.” '® There was a voluntary asso-
ciation of manufacturers, quarriers, and polishers of granite,
whose members agreed to have no business dealings with any
similar concerns outside the association, an agreement which
was enforced by means of fines.”® There was concerted action
by three newspapers which refused to accept advertisements
from anyone who paid the advertising charges of a fourth, whose
charges were 25 per cent higher than those of the three news-
papers which were in agreement.?® Again, dealers’ associations,
in order to coerce “illegitimate” competitors, circularized the
customers of these competitors and thus destroyed their mar-
ket. Finally, there were cases where attempts had been made
to force competitors to comply with the demands of an associ-
ation by interfering with their labor relations.?*

The general basis of the decision in these cases was that the
practice involved coercion, intimidation, or force. One of the
more interesting of these decisions from the point of view of
the economist was Martell v. White in which Judge Hammand
pointed out that if one is to plead the right to compete as one
wishes on the doctrine that “the great public are best subserved

. . it is manifest that the right of competition furnishes no
justification for an act done by the use of means which in their
nature are in violation of the principle upon which it rests.” 22

* Brown & Allen et al. v. Jacobs’ Pharmacy Co., 115 Ga. 429 (1902).

*® Martell v. White, 185 Mass. 255 (1904).

# State ex rel. Durner v. Huegin, 110 Wis. 189 (1901).

* See Davies, op. cit., pp. 395-403 for instances of these various
practices.

* 185 Mass, 255, 260-61 (1904).
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Here is a recognition of the fact that competition is something
more than an end in itself.

That in some jurisdictions the common law was beginning to
deal with a narrow class of practices which become unfair when
exercised by an association occupying a predominant position
in the market cannot be doubted. But the movement was slow.
With respect to this type of practice, more was to be hoped for
under the state and federal laws on restraint of trade and
monopoly.

INTERSTATE COMMERCE ACT

Statutory regulation of trade practices and competitive
methods in the United States did not originate in 1914. On the
contrary, the regulation of trade practices has been intimately
associated with our trust policy from the very first. The begin-
ning of a legislative policy by the Federal Government with
respect to large-scale industry may be dated by the passage of
the Interstate Commerce Act of 1887. Although the principal
subject of legislation was the railroads, an important motive for
this legislation was the desire to curb large industrial enter-
prises which were enjoying railroad rebates.?® The primary
problem was not excessive earnings of the railroads, but rather
the inequity to the public of discrimination in one form or
another. It was seen that certain forms of discrimination,
forced on the railroads by the trusts, tended to impair railroad
earnings and furthered the development of monopoly. The
problem of railroad discrimination and its tendency to foster
monopoly continued to be an important subject of legislation
until 19102

2 7. D. Clark, The Federal Trust Policy (Baltimore: Johns Hopkins
Press, 1931), chap. II.

%71, L. Sharfman, The Interstate Commerce Commission (New York:
The Commonwealth Fund, 1931), I, 52 et seq.
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SHERMAN ACT: CONGRESSIONAL INTENT

The Sherman Act of 1890 was couched in general legal terms
and was aimed at monopoly and the restraint of trade. Just
what was intended by the act we need not consider at this point.
It is sufficient to note that no great amount of discussion was
devoted to the economic meaning or purpose of the act. How-
ever, the record does show that the Congressional leaders did
intend that the act should reach certain practices which prevent
competition and restrain the freedom to compete. Specific men-
tion was made of railroad rebating, local price-cutting, and
resale price maintenance contracts.*® The evidence seems con-
clusive that the sponsors of the Sherman Act in the Senate were
especially interested in regulating practices in competition. In
fact, the original Sherman bill introduced in the Senate was
directed at “all arrangements, contracts . . . made with a view
or which tend, to prevent full and free competition. . . .” 26
After the bill went to the Senate Judiciary Committee for re-
vision, it emerged as a bill condemning “restraint of trade,” but
there is no indication that a change of purpose was intended.?

* See the discussion by Senator Culberson, Congressional Record, XXI
(1890), 4089.

® 8. 1, 515t Cong., 1st Sess. (1889), reprinted in Bills and Debates in
Congress Relating to Trusts, I, 6g. (Three volumes compiled by the
Attorney General. The first volume was published as Senate Document
No. 147, 57th Cong., 2d Sess. This and the two subsequent volumes carry-
ing the material down to 1913 will be referred to as Bills and Debates.
The three volumes are paged consecutively.)

¥ See the statement of Senator Cummins on this point in 1911: Con-
gressional Record, XLVII, 3187. Senator Hoar, Chairman of the Senate
Judiciary Committee explained the choice of terms as follows: “We thought
it was best to use this general phrase which, as we thought, had an accepted
and well-known meaning in the English law, and then after it had been
construed by the Court, and a body of decisions had grown up under the
law, Congress would be able to make such further amendments as might
be found by experience necessary.” G. F. Hoar, Autobiography of Seventy
Years (New York: Scribner’s, 1903, 2 vols.), II, 364.
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The explanation of the bill to the Senate by Mr. Sherman
likewise bears evidence of this interest in methods of competi-
tion. Speaking of the substitute which was reported after his
original bill had been emasculated, he said, significantly:

It [the substitute bill, S. 1] does not in the least affect combinations
in aid of production where there is free and fair competition. It is the
right of every man to work, labor, and produce any lawful vocation
and to transport his production on equal terms and conditions and
under like circumstances. . . .

This bill does not seek to cripple combinations of capital and labor,
the formation of partnerships or of corporations, but only to prevent
and control combinations made with a vicw to prevent competition,
or for the restraint of trade, or to increase the profits of the producer
at the cost of the consumer. . . .28

Again Senator Sherman said:

I am not opposed to combinations in and of themselves; I do not
care how much men combine for proper objects; but when they com-
bine with a purpose to prevent competition, so that if a humble man
starts a business in opposition to them, solitary and alone, in Ohio or
anywhere else, they will crowd him down and they will sell their
product at a loss or give it away in order to prevent competition, . .
then it is the duty of the courts to intervene and prevent it by in-
junction. . . .29

Finally in describing the recently developed trusts, he said:

The sole object of such a combination is to make competition im-
possible. It can control the market, raise or lower prices, as will best
promote its selfish interests, reduce prices in a particular locality and
break down competition and advance prices at will where competitors
do not exist. Its governing motive is to increase the profits of the
parties composing it. The law of selfishness, uncontrolled by com-
petition, compels it to disregard the interest of the consumer. It
dictates terms to transportation companies, it commands the price of
labor without fear of strikes for in its field it allows no competitors.

2 Congressional Record, XXI (1890), 2457. The italics in this and the
following four passages are not found in the original.
® Ibid., p. 2569.
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Such a combination is far more dangerous than any heretofore
invented. . . .80

Of equal interest as evidence of concern with fair competition
were the remarks by Senator Hoar in defense of the substitute
bill as finally passed.

The great thing that this bill does, except affording a remedy, is
to extend the common law principles, whick protected fair competi-
tion in trade in old times in England, to international and interstate
commerce in the United States.3!

And in answer to the question as to whether an enterprise
would be considered a monopoly if because of superior skill it
alone received all orders for a particular article, he replied:

The word “monopoly” is a merely technical term which has a clear
and legal significance, and it is this: It is tke sole engrossing to a
man’s self by means which prevent other men from engaging in fair
competition with him.32

It may fairly be concluded that the sponsors of the Sherman
Act had in mind a restricted group of methods of competition
which may be pursued by enterprises having a dominant posi-
tion in their market to eliminate competitors or restrict the
entrance of new competitors.3® Their intention was to prohibit
obstacles to fair competition. Although the meaning of the
term “fair” was not explained, the general purpose seems to
have been to preserve not a perfectly or purely competitive
market in the economic sense, but rather the freedom of indi-
viduals to remain in or enter a particular line of manufacture
or commerce without being exposed to competitive methods and

® Congressional Record, XX1I (1890), 2457.

® Ibid., p. 3152.

Loc. cit.

®The contrary view is taken by the National Industrial Conference
Board in its study, Public Regulation of Competitive Practices (New York:
rev. ed. 1929), p. 43, note 2.
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competitive powers which a monopoly position enables its
possessor to exercise. The concept was vague, for the problem
was new and relatively unexplored.?*

CONGRESSIONAL CONSIDERATION OF UNFAIR METHODS I 890—19 I0

Further evidence that Congress prior to the legislation of
1914 had in mind the curbing of certain competitive practices
is indicated by the proposed bills introduced in Congress. Many
competitive practices were recognized as being closely asso-
ciated with the trust problem such as agreements not to sell
below a common fixed price, resale price maintenance, factor
agreements and exclusive dealing arrangements, local and per-
sonal discrimination, compelling a competitor to sell out or to
cease doing business, and selling one’s product below cost or
giving it away.?® As early as 1903 a bill * introduced in the
House proposed to declare “unfair and dishonest competition
in trade . . . unlawful”; and still earlier, in 1888, a bill
was introduced defining the term ‘“trust” as including “a
combination of capital or skill by two or more persons, firms,
or associations . . . with intent to obstruct or hinder fair com-
petition. . . .” 3" Perusal of the Congressional debates from
1890 to 1912 likewise shows evidence of increasing concern
with “unfair,” “oppressive,” or “illegal” practices and with
such tactics as discrimination, factor agreements, selling at less
than cost, and giving away of product free. Consideration was
given to factor agreements, local discrimination, and railroad
rebates as causes of combination by the Industrial Commission

% The thesis that the Sherman Act was intended to prohibit unfair
methods of competition was supported by A. A. Young, “The Sherman
Act and the New Anti-Trust Legislation,” Journal of Political Economy,
XXIII (1915), 219.

¥ Cf. Bills and Debates, passim.

®H. R. 2536, 58th Cong., 1st Sess.— 1903. (Bills and Debates, 1I,
1687.)

* H. R. 11534, soth Cong., 1st Sess. — 1888. (Bills and Debates, I, 67.)
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appointed by Congress in 1898 and reporting in 1900 and
1901.38

THE CORPORATION COMMISSIONER

The Corporation Commission created by Congress in 1903 3
to investigate and report on ‘“the organization, conduct, and
management of the business of any corporation, joint stock
company or corporate combination engaged in commerce among
the several states and with foreign nations excepting common
carriers” concerned itself from its inception with the relation
between the trust problem and unfair competition. In its first
report, it noted that there were two legislative approaches to
the problem: first, the prevention of monopoly and the main-
tenance of a condition of competition; second, the regulation
of the methods of competition. Commissioner Garfield charac-
terized the first as “singularly futile” and the second as “funda-
mentally correct.”

The second class of legislation, usually a part of “anti-trust” laws,
but having no necessary connection with combinations or trusts, is
that which prohibits rebates, discriminations, and unfair competition.
This legislation is based on an entirely different principle and is en-
tirely correct. It is aimed not at the restraint of combination as such,
or the maintenance of competition, but at regulating the methods of
competition. It recognizes the irresistible tendency toward combina-
tion, and its purposes are to make certain that combination is reached
only through just, fair and proper means.*!

Similar views were expressed in subsequent reports,** par-
ticularly by Commissioners Garfield and Smith. In the report

®U. S. Industrial Commission, Report on Trusts and Industrial Com-
binations (Washington: Government Printing Office, 1900), I, 20-21, 24~
29, 34; XIII (1g01), xxili—XxV, XXX, XXXV.

® Public No. 87, 57th Cong., 2d Sess. (1903).

“U. S. Bureau of Corporations, Report of the Commissioner, 1904
(Washington: Government Printing Office, 1904), p. 4I.

“ Loc. cit.

“1bid., 1905, p. 7; 1907, P §; 1909, P. 4; 1912, P. 3.
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of 1908 Commissioner Smith advocated the recognition of com-
bination as inevitable and the adoption of a policy of regulation
which would include a consideration of the “intent, methods,
and effects” of combination.

If we are to do anything effective with the corporation question, we
must make an advance on our present legislation. The practical
object is to see that business opportunity and the highways of com-
merce are kept equally open to all; to prevent fraud, special privilege
and unfair competition.

To do this we must recognize concentration, supervise it, and regu-
late it. We must do this positively, through an active federal agency,
and not merely by the negative prohibitions of penal law. We must
have codperation with corporate interests as far as possible. We
must have, of course, effective penal laws against specific forms of
unfair competition, and the misuse of monopoly powers.*3

The opinions as presented in these reports of the Corporation
Commissioner represent a significant view as to the place of the
regulation of competitive practices in a regulatory scheme. Too
much of the discussion of the problem of unfair competition
has been dominated by the view that the problem is one of
“preserving competition,” of “preventing monopoly,” or of
limiting the acquisition of monopoly power by certain methods.
These reports recognized the problem not as one of “monopoly”
versus ‘“‘competition,” but rather as the problem of the use and
abuse of monopoly power. This involves a frank recognition of
the existence of considerable concentration and the acquisition
of market positions involving significant monopoly power. Fol-
lowed to its logical conclusion such a view would seek to dis-
tinguish desirable and undesirable behavior by those firms
endowed with power to affect the market by their individual
action. It would recognize that many so-called unfair methods
of competition not only lead to the acquisition of monopoly
power but also presuppose the existence of significant monopoly

@ Ibid., 1908, p. 5.
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elements for their successful practice. As will develop, the fail-
ure to recognize this fact has made the problem of devising an
effective public policy with reference to competitive practices
more difficult. A frank recognition that we must evolve a sys-
tem of regulating the use of monopoly power as a competitive
weapon makes the task appear more formidable but is a neces-
sary preliminary to any solution of the problem.



CHAPTER III
THE SHERMAN ACT AND BUSINESS PRACTICES

As was INDICATED in Chapter II there is considerable evidence
that the sponsors of the Sherman Anti-trust Act were concerned
in large part with the exclusive, coercive, or predatory practices
used by large concerns as a method of obtaining size or of main-
taining or extending their monopoly power. A survey of the
enforcement of the act indicates that the courts have likewise
interpreted it in large part as a statute dealing with competitive
practices and methods. The act uses the terms “restraint of
trade” and “monopolize,” both of which had acquired meaning
at common law previous to their inclusion in this statute. In
using such terms Congress invited the courts to apply tests of
legality in the general spirit of those which had been developed
in the common law. While it was some time before it became
clear what the courts’ general line of interpretation of the act
would be, it became increasingly clear that the emphasis of the
courts would not be upon size per se, nor upon the possession
of monopoly power in the economic sense,! nor finally upon the

* The economist in speaking of monopoly power means power over price
or output. Numbers in the market or proportionate control of total output
of a particular product would be possible measures. But the availability
and price of substitutes, the urgency of the desire for the product are
equally significant. One measure of the degree of monopoly power, which
depends upon the elasticity of the demand for the product of the individual
firm, is that of Mr. A. P. Lerner. He defines the degree of monopoly power
Price—~Marginal Cost

Price
and the Measurement of Monopoly Power,” Review of Economic Studies,
I (1934), 157-175. For some of the limitations of such a concept ¢f. J. T.
Dunlop, “Price Flexibility and the ‘Degree of Monopoly,”” The Quarterly
Journal of Economics, LIII (1939), 534). Each of these measures in its

exercised as equal to (“The Concept of Monopoly
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legal form which a combination of previously competing firms
might take, but rather upon the practices which a firm pursued
in gaining or maintaining its market power. As one legal com-
mentator has noted, by 1911 “The Sherman Act had evolved
from an anti-trust act into an act relating to the legal control
of competitive methods.” 2

The decisions involving the Sherman Act fall into two general
groups, those dealing with close combinations, i.e. arrangements
such as mergers, trusts, or holding companies by which addi-
tional market control is concentrated in the hands of a single
unit of business, and loose combinations, i.e. agreements or
other arrangements by which market control is gained through
the joint action of two or more independent business units
which maintain their independence of action with reference to
all matters internal to the firm and most external to the firm
except those definitely agreed upon as the object of the joint
action. It is with the impact of the Sherman Law upon the
practices of both close and loose combinations that this chapter
is concerned. The policy of the Sherman Act as it has been
interpreted to date has been to scrutinize the close combinations
to determine whether or not there is evidence that their forma-
tion or existence interferes unreasonably with the freedom of
others to enter the market, and to scrutinize loose agreements
to determine whether or not such rivals as there are in the mar-
ket have unreasonably restrained competition among them-

usual form has the disadvantage of referring to a moment or period of
time. A relevant factor to consider from the point of view of public policy
in a situation involving significant monopoly power in terms of any one of
these measures is the probable effects of present price and profit prospects
upon future conditions. This will depend upon, among other things, the
ease of entry to and exit from the industry which will be affected by the
legal obstacles, availability of materials and labor, ease of access to con-
sumers, extent of consumer preference, size of investment necessary, and
the practices of the entrenched firms with reference to new rivals.

*J. A. McLaughlin, “Legal Control of Competitive Methods,” Jowa Law
Review, XXI (1936), 280.
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selves. This is but a brief and rough statement of the tenor of
the courts’ policies in interpreting the act, useful as a starting
point for subsequent discussion.

COMBINATIONS AND THEIR PRACTICES

In dealing with close combinations whether by use of the
trustee device, the holding company, merger, or consolidations
the decisions of the courts have been concerned to protect the
freedom of competition, that is to insure that the channels of
trade should be kept open to the entrance of new firms. The
courts have reiterated that neither mergers and consolidations
nor the acquisition of large size or preponderance of position
in the market is illegal per se. This became clear after the
decisions in the Standard Oil® and American Tobacco* cases
in 1911,

The history of the development of both of these trusts is well
known. While the factors in these cases which impressed the
courts with the illegality of the combinations were many, the
obvious intent and policy of the trusts in question to monopo-
lize or reserve to themselves their respective markets by exclu-
sive, coercive, and predatory practices bulked large. Speaking
of the history of the Standard Oil Companies in the period prior
to 1882, by which time they had acquired control of over 9o
per cent of the business of refining of oil, the Supreme Court
stated: :

. . we think no disinterested mind can survey the period in
question without being irresistibly driven to the conclusion that the
very genius for commercial development and organization which it
would seem was manifested from the beginning soon begot an intent
and purpose to exclude others which was frequently manifested by
acts and dealings wholly inconsistent with the theory that they were

made with the single conception of advancing the development of
business power by usual methods, but which on the contrary neces-

* Standard Oil Co. et al. v. U. S., 221 U. S. 1 (1911).
‘U. S. v. American Tobacco Co. et al., 221 U. S. 106 (1911).
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sarily involved the intent to drive others from the field and to exclude
them from their right to trade and thus accomplish the mastery
which was the end in view.%

This and other evidence were determining factors. They gave
rise “to the prima facie presumption of intent and purpose to
maintain the dominancy over the oil industry, not as a result
of normal methods of industrial development, but by new
means of combination which were resorted to in order that
greater power might be added than would otherwise have
arisen . . . the whole with a purpose of excluding others from
the trade. . . . ¢

While much was left undetermined by these two decisions of
1911 concerning the criteria of legality under the Sherman Act,
it became clear that a high degree of control over the market
associated with a clear intent to use this power to exclude
competitors transgressed the bounds of legality. Certain prac-
tices such as rebates, local price cutting, restrictive agreements
not to compete, exclusive dealing arrangements with distribu-
tors, espionage, and the sponsoring of fighting brands or bogus
independents when undertaken by firms holding a dominant
position appear in the guise of coercive, exclusive or predatory
practices. They appear as presumptive evidence of an intent
and effect to monopolize or restrain trade. It is not the indi-
vidual practices in themselves which are illegal. It is the totality
of the situation — the size, the intent and effect, the practices
and methods — which determines the illegality of the action.

The general outlines of policy which characterized these de-
cisions of the Supreme Court in 1911 seem with some notable
exceptions to have foreshadowed the subsequent enforcement
of the act. Shortly after the decision in the Standard Oil case,
the lower courts entered a decree against the powder trust.”

®221 U. S. 76.

°Ibid., p. 75.
0. S. v. E. I. DuPont de Nemours & Co. et al., 188 Fed. 127 (1911).
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E. I. DuPont de Nemours Company was found guilty of re-
straint of trade and a decree was entered breaking up the
company. The court found that from 1872 to 1902 there had
been an intent by various trade associations to dominate the
industry through agreements concerning price, output, and the
sharing of territories. Subsequently, the same purpose was
effected even more successfully by a series of corporate com-
binations and the holding company device. In the pursuit of its
purpose the dominant firm had resorted to rebates, local price
discrimination, and other methods designed to force com-
petitors to submit to its desires or to enter the combination.
Dominance in the industry combined with an intent to monop-
olize as evidenced by predatory practices were again the dis-
tinguishing characteristics.

The decision of the lower court in the proceedings against
the Keystone Watch Company is likewise pertinent.® The
company had by purchase acquired control of several other
companies making watch cases and movements, some of which
were competitive with and others complementary to its own
lines. It had also adopted a distributive policy with reference
to its products involving resale price maintenance and exclusive
dealing which it enforced by threatening to refuse to sell to
jobbers not abiding by its distributive policy. In its decision
the court noted that “A merchant may without offense add one
department to another as his business prospers. . . . Size does
not of itself restrain trade or injure the public.” * Consequently,
the court did not feel that the acquisitions by the company were
illegal, since the methods were unquestionable. But the use of
its position, however legitimately acquired, to coerce jobbers
and indirectly to deprive competitors of free access to the
market was another matter ¢“. . . what the defendant company
did was either to close already existing and already utilized
outlets; or to narrow them materially, so far as the cases of its

*U. S. v. Keystone Watck Case Co. et al., 218 Fed. 502 (1915).
® Ibid., p. s10.
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competitors are concerned; and we think the proposition need
not be discussed that this was pro tanto a direct and unlawful
restraint of trade.” *°

In the decision in the Eastman Kodak case the courts likewise
showed concern over the use by the defendant of predatory
practices in acquiring and maintaining its control of about 8o
per cent of the trade in photographic supplies and materials.!!
Here the court concluded that it had suppressed competition by
engrossing to itself the best supplies of raw paper stocks, by
buying up competitors’ plants upon condition that the vendors
would not reénter the business, and finally by imposing upon
dealers “arbitrary and oppressive terms of sale inconsistent with
fair dealing, and suppressing competition,” 2 more specifically
by requiring the maintenance of resale prices by dealers and
inducing exclusive dealing through a system of special bonuses.
In another decision in the lower courts at about the same time
the absence of evidence of a misuse of power was a ground for
dismissing the case. Thus, while the court found that the
American Can Company originally intended to monopolize the
market, it found no evidence that the company had since its
early days actually used its power in a prejudicial manner.'?
Moreover, the court noted the existence of significant com-
petitors which were presumed to limit distinctly its power over
price.

More significant, however, as an indication of public policy
in anti-trust actions are the cases which have gone to the Su-
preme Court. Unfortunately the cases since 1911 involving
close combinations which have gone to the Supreme Court
have been few and the attending circumstances such as to make
the meaning of the decisions inconclusive.

The first of these decisions was that in the United Shoe

* Ibid., p. §512.

2. S. v. Eastman Kodak Co. et al., 226 Fed. 62 (1915).
“ Ibid., p. 8o.

2 U. S. v. American Can Co. et al., 234 Fed. 1019 (1916).
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Machinery case.’* The United Shoe Machinery Company had
been formed in 1899 by the combination of seven independent
shoe machinery companies. These companies together con-
trolled about go per cent of the shoe machinery produced in
the United States, a control based primarily upon patent rights.
The original combination was in large part a combination of
firms producing different types of machines, of a complementary
or non-competitive sort. Subsequently, the Company expanded
by acquiring various properties and patents on rival processes
from Thomas Plant and acquiring other properties for the
manufacture of brushes, findings, and other products ancillary
to the shoe machinery industry. The government’s attack upon
the combination was threefold; it challenged both the original
combination and the subsequent additions as being in restraint
of trade and it attacked the restrictive clauses which the com-
pany inserted in all its contracts for leasing its machinery.
These restrictive clauses were of various sorts, but were all
intended to insure that the lessees of the United Shoe Machinery
Company would use its machines exclusively for all processes,
thus enabling the Company to engross to itself the manufacture
of machines for processes on which it did not have sole patent
rights as well as for those on which it did have such rights.
The Court handed down a decision against the government.
With reference to the original combination the Court noted that
this was a combination of non-competitive firms, each of which
had a dominance in its own field prior to the combination. The
subsequent expansion it found was made in the normal course
of trade by transactions in which sale was consummated with-
out coercion. “The company, indeed, has magnitude, but it is
at once the result and cause of efficiency. . . . Patrons are
given the benefits of the improvements made by the company
and new machines are substituted for the old ones without
disproportionate charge. There has been saving as well in the

*U. S. v. United Shoe Machinery Co., 247 U. S. 32 (1918).
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cost of manufacture of shoes.” * As to the prohibitive clauses
in the leases the Court concluded that these were not unreason-
able. It noted that there had been similar clauses in the leases
of the constituent members prior to formation of the combina-
tion and that there were certain economic advantages to be
achieved by using the various machines in the proper com-
bination. It commented that a patentee had no power to force
its device upon buyers and expressed an inability to find any
evidence that the business of the Company had been obtained
by coercion. The installations of the machines of the United
Shoe Machinery Company, it believed, had been made volun-
tarily, on the merits of the machines. The Court was not im-
pressed by the effect of the restrictive leases, once the dominance
of the Company was established in certain lines, in limiting
actual or potential competition in the production of unpatented
machines or patented machines which might be used for single
manufacturing processes. This is an outstanding case where
the courts have failed to restrict the use of power, legitimately
acquired, to cut off the access of rivals to the market. Itis a
case where exclusive practices of a dominant firm have been
condoned. However, it is significant to note that the decision
was rendered by a majority of only four Justices, two Justices
disqualified themselves and three dissented.'®

The next major decision by the Supreme Court involving a
merger was that in the proceedings against the United States
Steel Corporation.!”™ The Corporation had been formed in 1901
by a combination of three groups of interests whose plants had
achieved various degrees of integration but did nevertheless in
some measure supplement one another. The combination at the

* Ibid., p. 56.

* The Department of Justice in its Brief for the United States on the
Meaning of the Sherman Act submitted in the proceeding of U. S. w.
Aluminum Co. of America et al. (Southern District of New York, Equity

No. 85-73, Sept. 1938), discounts the significance of this case for this reason.
U, 8. v. United States Steel Corporation et al., 251 U. S. 417 (1920).
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time of its inception had a preponderant control of the output
of iron and steel products,'® although this control subsequently
declined. During the period from its formation until proceedings
were instituted against the Corporation in 1911 there was
no evidence that it had pursued any coercive, exclusive, or
predatory practices with respect to its competitors. Quite to
the contrary, the evidence suggested that between 1906 and
1911 the United States Steel Corporation was able to exercise
control over the market only by seeking their codperation.
The industry had experienced various degrees and forms of
collusion, such as the famous Gary dinners, interspersed with
periods of aggressive competition.

The lower court had dismissed the case, two of the Judges
finding that the Corporation had been formed with no intent to
monopolize, and two others finding that although there had
been an intent to monopolize, the attempt had been ineffective.'®
The latter noted that the Corporation had never misused its
power against its competitors or labor. The Supreme Court,
with two Justices not participating and three dissenting, like-
wise decided against the government. The majority of the
Court, while admitting that the intent had been to monopolize
or dominate the trade, found that the Corporation had been
ineffective. The sporadic competition, the pools, and the Gary
dinners were taken to prove the absence of monopoly power
“ .. it is difficult to see how there can be restraint of trade
when there is no restraint of competitors in the trade nor com-
plaints by customers.” ?* Moreover, the Court was impressed
with the economies which were attained by the original com-

® It produced about 60 per cent of the pig iron used for steel making
and anywhere from 4o to 83 per cent of various leading finished products.
Eliot Jones, The Trust Problem in the United States (New York: The
Macmillan Co., 1921), pp. 206-7.

® 223 Fed. 55 (1915).

® 251 U. S. 451. The Justices were agreed that there had been collusion
in restraint of trade, but noted that this had terminated.
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bination and by the practical exigencies of the situation. “Our
present purpose is not retrospect for itself, however instructive,
but practical decision upon existing conditions, that we may
not by their disturbance produce, or even risk, consequences
of a concern that cannot now be computed.” #

This decision suggests that size or intent to monopolize are
in themselves not illegal. In the absence of evidence of coercive
or exclusive practices pursued against competitors or labor, and
in the presence of evidence of sporadic competition, a declining
relative position, and the expediency of not disturbing estab-
lished business relationships, large size and a former but in-
effective intent to monopolize were condoned. This decision,
interesting as it is from many points of view, acquires signifi-
cance for us because of the emphasis by the courts on the
absence of predatory use of its power. The Court specifically
noted the absence of a long list of practices which had been
traditionally associated with the trusts.**

The third important case to reach the courts involving the
legality of a merger was that involving the International Har-
vester Company.>® This was a decision in a case instituted by
the government seeking additional relief under a decree which
had been entered against the Company as a result of a previous
action. At the time of the formation of the International
Harvester combination in 1902, it controlled about 8o per cent
of the harvesting machinery in the United States. Although its
proportionate control of the market had subsequently declined,
during the period from 1911 to 1923 it still controlled about
65 per cent of the sales. In the decree of 1918 the Company
agreed to dispose of three of the lines of harvesting machinery
which it had acquired by combination and the plants in which

% Ibid., p. 444. The combination was formed in 1gor, the action brought
in 1911, and the decision rendered by the Supreme Court in 1920.

# Ibid., pp. 440—41.

B[, S. v. International Harvester Company et al., 274 U. S. 693 (1927).



40 UNFAIR COMPETITION

these lines of machinery were manufactured.?* The decree
likewise prohibited the Harvester Company from having more
than one representative or agent for the sale of its product in
any city or town. In many communities it had previously had
several dealers, each operating under exclusive agreements or
understandings. The purpose of the decree was stated to be
“to restore competitive conditions.” 2* The technique envisaged
was the reéstablishment of rivals by the sale of production
facilities and brand-names, and the opening of the channels of
distribution to these and other companies by restricting the
International Harvester Company to one dealer in a com-
munity. The effectiveness of the decree was questioned and in
1923 the Attorney General entered a supplemental petition
for a revision of the decree. The lower court dismissed the peti-
tion and its decision was affirmed upon appeal to the Supreme
Court.

This review of the decisions in cases of close combinations
indicates clearly the concern of the courts in interpreting the
Sherman Act to preserve the freedom of competition by enjoin-
ing the use of monopolistic power to exclude or coerce com-
petitors. The concern of the courts in these cases has been to
preserve the freedom of entrance to the trade. Size or pre-
dominance in the market per se are not controlling. The price
and production policies of the firm are not the principal objects
of scrutiny. The important factors are the intention and effect
of large firms to use their position for the extension or preser-
vation of their power by predatory practices. The act, so far as
close combinations are concerned, has been enforced so as to
protect competitors, actual or potential, from the arbitrary

* For a summary of the litigation involving the International Harvester
Company and a reprint of the decree cf. Federal Trade Commission, Report
on the Agricultural Implement and Machinery Industry, 75th Cong., 3d
Sess., House Document No. 702 (Washington: Government Printing Office,

1938), chap. IIIL
* Ibid., p. 157.
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action of their rivals. In this it has much in common with the
law of unfair competition, since its emphasis is upon the pro-
tection of private business interests from injuries by rivals.
Within these limits the firm is allowed wide discretion in its
business practices and market policies.

In certain proceedings, it is true, the courts have held com-
binations, mergers, and holding companies illegal quite apart
from predatory or exclusive practices aimed at outsiders. But
these were situations where technical and economic conditions
precluded the entrance of new competitors, so that combination
per se would eliminate once and for all every potential com-
petitor. Such a situation might arise from the combination of
two major competing railroad lines,*® or the control of all
terminal facilities affording entrance to a major railroad junc-
tion.2” But these are circumstances of a clearly exceptional sort.

VOLUNTARY ASSOCIATIONS AND THEIR PRACTICES

In contrast to the lenient policy with reference to the forma-
tion of close combinations and their practices short of action of
an exclusive sort has been the policy with reference to loose
combinations and voluntary agreements. The voluntary asso-
ciation of independent business firms for the furtherance of
their joint interests is not illegal in itself, but the courts have in
each case scrutinized carefully the purposes and practices of
such associations. Joint action to eliminate unethical practices
or genuine waste, to promote technological advance or knowl-
edge of market conditions, these and many other practices have
been recognized as clearly legal. But the law has looked with
suspicion upon any attempts to control prices or production by
joint action even though this is done in the name of business
ethics or the stabilization of trade. The attempts of business
groups to promote industrial self-government, to promote codes

% Northern Securities Company v. U. S., 193 U. S. 197 (1904).
7. S. v. Terminal Railroad Association, 224 U. S. 383 (1912).
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of ethics or of fair business practices, to eliminate ‘“ruinous
competition,” and to promote stabilized market conditions have
been narrowly circumscribed.

This restrictive policy is one which the courts have followed
with remarkable consistency. In one of the earliest cases to be
decided under the act the Supreme Court decided that an
agreement upon rates and other traffic regulations among some
eighteen independent railroad carriers whose lines extended
from the Mississippi to the Pacific was illegal.*® And shortly
thereafter, Justice Taft, speaking for the lower court, in U. §. v.
Addyston Pipe and Steel Co.* held that a loose association
among the manufacturers of cast iron pipe had violated the
law by allocating customers and fixing prices. He made it quite
clear that although some restraints of trade were legal at com-
mon law when they were merely ancillary to some legitimate
purpose, market control of the sort in question was illegal quite
apart from the reasonableness of the prices and of the alloca-
tions of customers. Arguments about the need to check ruinous
competition were of no avail.

Much has been said in regard to the relaxing of the original strict-
ness of the common law in declaring contracts in restraint of trade
void as conditions of civilization and public policy have changed,
and the argument drawn therefrom is that the law now recognizes
that competition may be so ruinous as to injure the public, and,
therefore, that contracts made with a view to check such ruinous
competition and regulate prices, though in restraint of trade, and
having no other purpose, will be upheld. We think this conclusion is
unwarranted by the authorities when all of them are considered. It
is true that certain rules for determining whether a covenant in
restraint of trade ancillary to the main purpose of a contract was
reasonably adapted and limited to the necessary protection of a
party in the carrying out of such purpose have been somewhat

modified by modern authorities. . . . But these [cases] all involved
contracts in which the covenant in restraint of trade was ancillary

® 7 S. v. Trans-Missouri Freight Association, 166 U. S. 290 (1897).
® 85 Fed. 271 (1898).
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to the main and lawful purpose of the contract, and was necessary
to the protection of the covenantee. . . .3

This interpretation of the act has been upheld repeatedly to the
present time.

In 1927 in the Trenton Potteries decision a trade association
of manufacturers controlling some 82 per cent of the business
of vitreous sanitary pottery in the United States was found to
have violated the act.®® The association had established a cen-
tral bureau for the circulation of information about prices and
discounts and had succeeded by agreement in restricting the
sale of pottery to a special group known as “legitimate jobbers”
and in maintaining fairly uniform prices and discounts. In
enjoining the association the Court again held that such agree-
ments were illegal in themselves quite apart from the reason-
ableness of the prices; to hold otherwise the Court insisted
would place an impossible burden upon the courts.

In a recent session of the Supreme Court this position was
reaffirmed in two major decisions involving the gasoline indus-
try. The first case involved the use of a patent to induce price
maintenance throughout the industry.®? The Ethyl Gasoline
Corporation controlled the patents on ethyl fluid which it
manufactured and sold to licensed refiners to be mixed with
regular gasoline to improve its performance. It licensed the
major refiners to use its product, but stipulated in its licenses
that the refiners should sell motor fuel containing this fluid only
to other refiners or to jobbers who had been licensed by the
Ethyl Corporation. Unlicensed refiners and jobbers, then, were
excluded from handling the Ethyl product. Moreover, the
refiners were specifically required to maintain a prescribed
differential between the prices of regular and ethyl gasoline.
The crux of the matter lay in the criteria adopted by Ethyl

® Ibid., p. 283.

w17 S. u. Trenton Potteries Co. et al., 273 U. S. 392 (1927).
= Ethyl Gasoline Corporation, et al. v. U. S., 60 Sup. Ct. 618 (1940).
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Corporation in granting licenses to the jobbers. It customarily
investigated each jobber to determine the extent to which he
followed the “business ethics” of the industry, which meant
compliance with the “marketing policies and posted prices of
the major oil companies or the market leaders among them”
in the jobber’s locality. Among these major oil companies was
the Standard Oil Company of New Jersey, which owns one-half
of the capital stock of the Ethyl Gasoline Corporation. Here,
then, was a scheme through which a major member in the gaso-
line industry was able to police the price policies of refiners
and jobbers, many of whom competed with it in the retail
market, through its licensing system based on patent rights.
The Court held that these practices, clearly illegal in the ab-
sence of patent protection, were equally illegal in its presence.

In the other recent oil decision the Court held a scheme for
stabilizing the tank car price in the spot market to be illegal.*
There was involved here an elaborate scheme by which the
major oil companies selling in the Mid-Western area agreed to
buy up the distress oil offered by the independent refiners
thereby raising the tank car prices in the spot markets in the
East-Texas and Mid-Continent fields. The independent re-
finers, lacking their own outlets for oil, customarily disposed
of their oil on the spot market, often depressing the price
significantly. Since the usual contracts between refiners and
jobbers throughout the industry tied the jobber price to the
price in the spot market, the sales policies of the independent
refiners were of great concern even to the major integrated
companies. Consequently, as an outgrowth of the NRA code
experience each of the major companies adopted the practice
of buying certain quantities of distress gasoline from designated
independents, euphemistically called ‘“dancing partners.”

The obvious purpose and effect was to raise the tank car
prices in the spot market, and as a result of the practice of the

8. S. v. Socony-Vacuum Qil Co., Inc. et al., 60 Sup. Ct. 811 (1940).
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major companies of selling to jobbers at prices tied to these
spot prices this tended to raise the prices to jobbers and con-
sumers as well. The defendants urged that they had been
attempting to eliminate competitive abuses and to stabilize the
industry. Moreover, they alleged that this had been done with
the knowledge and acquiescence of certain government depart-
ments if not with their connivance. In a five-to-two decision
the Court rejected these defenses and declared the scheme
unlawful.

The elimination of so-called competitive evils is no legal justifica-
tion for such buying programs. The elimination of such conditions
was sought primarily for its effect on the price structures. Fairer
competitive prices, it is claimed, resulted when distress gasoline was
removed from the market. But such defense is typical of protesta-
tions usually made in price-fixing cases. Ruinous competition, finan-
cial disaster, evils of price cutting and the like appear throughout
our history as ostensible justifications for price-fixing. If the so-called
competitive abuses were to be appraised here, the reasonableness of
prices would necessarily become an issue in every price-fixing case.
In that event the Sherman Act would soon become emasculated. . . .

Under the Sherman Act a combination formed for the purpose and
with the effect of raising, depressing, fixing, pegging, or stabilizing
the price of a commodity in interstate or foreign commerce is illegal
per se.3%

All joint activities of business firms affecting the market have
not been enjoined, however. The courts have recognized that
certain joint activities may serve to promote competition or to
eliminate patently unfair and illegal practices. In the absence
of evidence or reasonable inference that such agreements are
merely the cloak for price or production control, the courts
have imposed no obstacles. In a relatively early decision the
Court sustained the Chicago Board of Trade which had adopted
a rule providing that no wheat should be sold between the close
of business in the afternoon and the opening on the following

* 60 Sup. Ct. 843, 844.
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morning except at the closing price of the afternoon “cal
The Court found that it affected only a part of the market and
in general tended to promote competition by restricting the
hours of business and making more buyers and sellers available
for this sort of business.

11)35

The true test of legality is whether the restraint imposed is such as
merely regulates and perhaps thereby promotes competition or
whether it is such as may suppress or even destroy competition. To
determine that question the court must ordinarily consider the facts
peculiar to the business to which the restraint is applied; its condi-
tion before and after the restraint was imposed; and the nature of
the restraint and its effects actual or probable.3

The outstanding decision in which the Court countenanced
joint activities in the market was that involving the Appalachian
Coals Incorporated, an exclusive selling agency formed to dis-
pose of the coal of some 137 producers in the Southern Ap-
palachian area.’” The selling agency agreed to sell all coal
offered by the producers at prices to be determined by the
officers of the agency. The professed purpose of the scheme
was to increase the sale and production of Appalachian coal
through better methods of distribution, extensive advertising
and research; to achieve economies in marketing; and to
eliminate various deceptive and destructive practices. In its
decision the Court considered at length the depressed condition
of the trade, the problems of excess capacity, distress coal, the
pyramiding of orders to sell, and the depressing effect on the
market of the power of large buyers. It took cognizance of
the fact that though the effect might be to stabilize prices, the

® The “call” is a meeting held immediately after the regular session of
the exchange at which sales for grain “to arrive” are transacted. Board of
Trade of the City of Chicago et al. v. U. S., 246 U. S. 231 (1918).

® Ibid., p. 238.

= Appalachian Coals, Inc. v. U. S., 288 U. S. 344 (1933). These pro-
ducers were responsible for about 54 per cent of the bituminous coal pro-
duced in their immediate territory.
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agency could not fix them. The Court felt that the industry
was justified in its attempts to try to recover from its plight.

A cobperative enterprise . . . is not to be condemned as an undue
restraint merely because it may effect a change in market conditions,
where the changes would be in mitigation of recognized evils and
would not impair, but rather foster, fair competitive opportunities.
Voluntary action to rescue and preserve these opportunities, and
thus to aid in relieving a depressed industry and in reviving commerce
by placing competition upon a sounder basis, may be more efficacious
than an attempt to provide remedies through legal processes. The
fact that the correction of abuses may tend to stabilize a business, or
to produce fairer price levels, does not mean that the abuses should
go uncorrected or that codperative endeavor to correct them neces-
sarily constitutes an unreasonable restraint of trade. The intelligent
conduct of commerce through the acquisition of full information of
all relevant facts may properly be sought by the codperation of those
engaged in trade, although stabilization of trade and more reasonable
prices may be the result. . . . Putting an end to injurious practices
and the consequent improvement of the competitive position of a
group of producers is not a less worthy aim and may be entirely
concordant with the public interest, where the group must still meet
effective competition in a fair market and neither seeks nor is able to
effect a domination of prices.?®

While it was thought at the time that this decision would
clear the way for various schemes for market control and price
fixing, the recent decision in the Socomy-Vacuum case has
clearly indicated that this is not so.*® Wherein lies the differ-
ence between the two cases? In the first place, in the coal case
there was established a bona fide selling agency for the conduct
of market relations, while in the oil case the market functions
were conducted by the individual firms by a prearranged
scheme. Moreover, the Court in the coal case was very much
impressed by the purpose of eliminating “unethical practices”
and increasing efficiency, with the price effects only incidental

* Ibid., pp. 37374
® Cf. supra, p. 44.
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phenomena, while in the oil decision it was inclined to pierce
the veil of professed morality only to find an all too obvious
intention to raise prices. Finally, although both industries have
suffered from the intensity of competition, the circumstances
of the industries are sufficiently dissimilar to explain differences
in judicial attitudes.*®

Nowhere has the subtlety of the judicial distinction between
lawful and unlawful restraints of trade been better illustrated
than by the decisions concerning trade associations and their
open-price filing systems. The ostensible purpose of such
systems is to circulate among the buyers and sellers in an
industry information concerning prices, production, sales, in-
ventories, etc., in order that competition may be more informed,
price changes may be more orderly, and undesirable discrimina-
tions may be avoided. Systems of various sorts for circulating
information concerning prices became common in American
industries in the 1920’s and it was inevitable that they should
be challenged in the courts. It will be instructive to trace the
lines of judicial thought through several of the decisions.

The first case of a price-filing system to reach the Supreme
Court was that involving the American Hardwood Manufac-
turers’ Association.* The scheme adopted by this association
called for extensive reports on their production and sales policies
by all members. Lists showing prices f.o.b. shipping point
were filed monthly and whenever changed. Daily reports of

“ There is a striking difference in the degree of concentration of market
control in the two industries. In the coal industry, the benefits of the pro-
gram would be widespread. In the case of oil, the most obvious beneficiaries
were the refiners, especially the major integrated companies, whose plight
is not considered unduly severe.

“ American Column and Lumber Co., et al. v.U. S., 257 U. S. 377 (1921).
The American Hardwood Manufacturers’ Association had 400 members,
365 of these members, operating 465 mills, participated in the open-price
plan. The participants, while operating only 5 per cent of the number of

mills engaged in hardwood manufacture in the country, were responsible
for one-third of the total production.
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all sales made were filed identifying the buyer and specifying
all special terms. Daily shipping reports as well as monthly
production and stock reports were required. Provision was
made for inspection reports by the Association to check on the
grading of lumber by the members in order that the reports
might be more intelligible. The Association’s duty in turn was
to compile the information, to communicate it to the members,
and to sponsor monthly meetings. The secretary was required
to send out various reports on sales, prices, production, and
inventories. He also sent out monthly a summary of the price
lists furnished by the members, and a letter analyzing market
conditions. The scheme was held to be illegal.**> The Court
was considerably impressed with the extensive discussions in
market letters and at monthly meetings of the desirability of
controlling production. It noted, furthermore, that these sta-
tistical reports differed from customary reports of trade condi-
tions published in trade journals and government periodicals
inasmuch as the latter are available to buyers as well as sellers,
which these were not, and the customary reports are not rein-
forced with the exhortations of skilled interpreters, which
these were.*

The year 1925 saw the development of a less restrictive
attitude by the courts toward open-price associations in two
instances where the systems were oriented less toward price
control than in the earlier cases. The Maple Flooring Man-
ufacturers’ Association was an incorporated association of
twenty-two firms which were engaged in selling and shipping
maple, beech, and birch flooring and all but two of which had

“ Justices Holmes, Brandeis, and McKenna dissented.

“ The second decision in which a price-filing scheme was held illegal by
the Court involved the linseed oil industry. (U. S. v. American Linseed
0il Co., etal., 262 U.S. 371; 1923.) In so far as interpretation is concerned
this added little to the lumber decision. The most important difference
between the two schemes was that the linseed oil plan provided for an
exchange of information about all quotations, as well as about sales.
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their principal places of business in Michigan, Minnesota, or
Wisconsin. In 1922 the members produced 70 per cent of the
total production of these types of flooring. Although the
activities of the Association were various, including coGperative
advertising and the standardization and improvement of the
product, the government’s complaint concerned only four: **
the computation and distribution among members of the aver-
age cost to association members of all dimensions and grades
of flooring; the compilation of a booklet showing freight rates
on flooring from Cadillac, Michigan; the gathering and dis-
semination of statistics, especially weekly reports of sales,
prices ** and production, and monthly reports of inventories
and unfilled orders; finally, the government complained of
meetings at which representatives of the members exchanged
views as to problems of the industry.

The Court disposed of the first problem of cost figures by
noting that there was no evidence to prove the cost figures did
not conform to acceptable cost accounting procedure. Con-
cerning the use of a freight-rate book and basing-point formula,
the Court remarked that it was common custom to quote de-
livered prices and the freight book served a purpose in so far
as it enabled prompt quotations of delivered price. It noted
that “There is abundant evidence that there were delays in
securing quotations of freight rates from the local agents of
carriers in towns in which the factories of defendants are
located, . . . that the actual aggregate difference between local
freight rates for most of defendants’ mills and the rate appear-
ing in defendants’ freight-rate book based on rates at Cadillac,
Michigan, were so small as to be only nominal. . . .”*® On

“ Maple Flooring Manufacturers’ Association et al. v. U. S., 268 U. S,
563 (1925).

“ Ibid., p. 573. The names of purchasers of flooring were not reported
and after July 1923 the seller was not identified.

“Ibid., p. 571.
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the matter of the dissemination of trade statistics, the Court
took cognizance of the fact that the data on sales and prices
dealt only with closed transactions, that the statistics were
given wide publicity in trade journals, and that they did not
differ essentially from business statistics freely gathered and
publicly disseminated in numerous branches of industry. The
Court found no evidence of exceptional activities at the periodic
meetings.

In reversing the decree of the District Court, which had
enjoined the Association from continuing the aforementioned
activities, the Supreme Court carefully distinguished the present
case from the two preceding cases.*” In the Lumber and Linseed
0il cases “The unlawfulness of the combination arose, not from
the fact that the defendants had effected a combination to
gather and disseminate information, but from the fact that the
court inferred from the peculiar circumstances of each case
that concerted action had resulted or would necessarily result
in tending arbitrarily to lessen production or increase prices.” 48
In the Maple Flooring case it found no proof of such action.

The second price-filing scheme to pass the courts involved
the Cement Manufacturers’ Protective Association, which had
been formed to aid its members to obtain correct and sufficient
information concerning credits, contracts for delivery, freight
rates, production, stocks, and shipments.”” The government
charged control of prices and production on four counts: the

“ . A. Fetter attributes the alleged reversal of position of the Supreme
Court on the legality of open-price associations to the appointment of
Justice Stone, who had been a cabinet colleague of Hoover when the latter,
deploring the court’s position in the Lumber and Linseed Oil cases, had
suggested legislative action to legalize open-price associations. Masquerade
of Monopoly (New York: Harcourt, Brace & Co,, 1931), pp. 218-20.
Justice Stone delivered the opinion in both the Maple Flooring and Cement
cases.

“268 U. S. 58s.

© Cement Manufacturers' Protective Association et al. v. U. S., 268

U. S. 588 (1925).
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restriction of delivery of cement under “specific job contracts”
for future delivery by a system of reports and trade espionage;
compiling and distributing freight-rate books using arbitrary
basing-points; exchange of information concerning credits; and
finally, collusive activities at periodic meetings. Of these
charges the most significant is that concerning the specific job
contracts.

The plan of the Association involved no exchange of in-
formation concerning contracts for the sale of cement for
immediate delivery. The nub of the Association’s activities
was to be found in the specific job contracts. This form of
contract had been customary in the trade. Specific job con-
tracts for future delivery are granted a buyer where construc-
tion work will extend over a period of time and the price of the
completed job is fixed by contract. The contractor when bid-
ding desires to assure himself of a sufficient supply of cement
at a known price if he secures the contract. To such a prospec-
tive buyer a quotation may be made which must be accepted
conditionally within a specified number of days and by contract
within a longer period, perhaps thirty days, in which time the
buyer must have received a contract for the job, or, if the buyer
is constructing for his own use, must have secured final plans
and specifications. Problems arise when a contractor uses such
a contract to secure deliveries from each of several manufac-
turers in full amounts required for a particular job, or to secure
delivery of more than the required amount from any one
manufacturer. The contractor is then enabled to divert the
extra deliveries to use on jobs other than the particular one
for which the manufacturer contracted to supply cement on the
given terms. Since tradition in the trade has treated such
contracts as essentially options and since it has been customary
for the manufacturer to grant a guarantee against a decline in
the market price but to assume all losses against a rise, the
contractors assumed little risk in making such contracts. In a
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rising market the contractor who had covered himself by
duplicate contracts might endeavor to secure deliveries of
cement under such a contract to be used on other jobs, deliveries
which the manufacturer was under no legal or moral obligation
to make.

The Association attempted to correct this situation by re-
quiring members to report all specific job contracts in detail.
The Association through the investigations of checkers ascer-
tained the amount of cement required for each job and whether
or not cement shipped under a given contract was actually used
on the specified job. It then gave wide publicity to the facts,
and many deliveries were cancelled in whole or in part where
they were not warranted under the terms of the contract of sale.
It seems obvious that the manufacturers had a real grievance.
Accepting the custom of the trade, common sense ideas of
justice would suggest their right to some sort of protection.
The activity of a trade association appeared to be most effi-
cacious. The Court found these activities of the Association
legitimate. Moreover, the court found no evidence that the
other activities of the Association were pursued in a manner
which restrained trade unduly.

The most recent decision involving price-filing was that
rendered by the Court in the case of the Sugar Institute, a
decision of considerable importance since it involved advance
announcement of prices.”® The Institute was an association
formed in 1925 by some fifteen refiners producing about 8o
per cent of the sugar consumed in the United States and refining
practically all of the imported raw sugar processed in this
country.”* The ostensible purpose of the Institute, as indicated

® Sugar Institute et al. v. U. S., 297 U. S. 553 (1936). The opinion of
Justice Mack of the District Court gives an exhaustive presentation of the
facts of the case (15 F. Supp. 817: 1934).

* The remainder of the domestic consumed sugar was supplied by the
domestic beet sugar, and foreign and insular refined sugar interests. An
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by its Code of Ethics, was to eradicate an extensive system of
concessions and rebates which had evolved from an atmosphere
of secrecy and rumor.

In order to appreciate the significance of the price-filing
system in this industry it is necessary to realize the importance
of price and price differences and how prices are made in the
industry. Sugar is a highly standardized product in basic
chemical and physical properties; brand preferences and prod-
uct differentiation are not very important. Consequently price
is the vital consideration and all competition tends to concen-
trate on price and indirect concessions having direct pecuniary
value. Small differences in price, if known, are sufficient to
shift trade from one refiner to another.

The Code of Ethics of the Sugar Institute is a revealing
document of the objectives which may be sought by joint
action.’? The Code starts with a general statement of its
purposes:

Among the purposes for which this Institute was formed were the
following: To promote a high standard of business ethics in the
industry; to eliminate trade abuses; to promote uniformity and

certainty in business customs and practices; and to promote the
service of the industry to the Public.

The Code went on to declare that practices of an unsound and
unbusinesslike nature had developed, practices resulting “in
confusion in the trade and discrimination as between pur-
chasers, with a consequent uneven and uneconomic distribution
of sugar to the public.”

To correct these abuses the Code recommended the adoption
of certain uniform practices, all ostensibly directed to the
elimination of various direct and indirect forms of discrimina-
tion. First, it recommended that all sugar be sold only upon
inconsequential amount of domestic cane is produced and refined in

Louisiana. 297 U. S. 571.
* 15 F. Supp. g10.
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prices and terms publicly announced. Second, it recommended
that all quantity discounts be eliminated. The Code pointed
out that the industry received no quantity concessions on its
purchases of raw sugar and then stated that “The Institute
accordingly condemns as discriminatory, and in so far as this
industry is concerned, as unbusinesslike, uneconomic and un-
sound, concessions made to purchasers on the basis of quantity
purchased.” Third, the Code listed some nine trade practices
stating that “The Institute condemns them as unethical except
when practiced openly; as discriminatory unless uniformly
employed; and in any event as wasteful and unbusinesslike.”

The scheme, then, provided not only for open-prices but for
an extensive standardization and simplification of practices in
the industry as well. It was intended to promote uniformity
and to limit the directions of competitive activity. The effect
would be to give greater meaning to the published price and to
center such competition as remained upon price alone.

The system of price-filing evolved was one by which all
announcements concerning changes in prices or terms were
exchanged through the Institute in advance of the effective
date. This would seem on its face to condemn the plan as both
illegal and uneconomic. But attention should be given to
certain peculiar characteristics of the sugar market. The great
bulk of the sugar is sold on what is known as a “move.” 3 A
“move” occurs whenever a price advance occurs, which is about
once each month, at which time the dealers purchase their
month’s supply. In the interval between ‘“moves” only small
quantities are sold. To initiate a “move” a refiner may an-
nounce that his price will be raised on a given day, e.g. two
days hence; or he may announce a temporary drop in price to
be followed a few days later by a rise. The purpose, of course,
is to effect large sales at the low price before the rise. The

® For a detailed explanation of the sugar “move,” see the Brief for Ap-
pellants before the Supreme Court (297 U. S. 553), pPpP. 49—50.
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“move” becomes effective if competing refiners follow; if the
other refiners do not follow, the “move” proves abortive and
the initiating refiner has to withdraw his notice. Sometimes
when one refiner announces a cut to be followed by a price rise,
his competitors will meet his announcement with a less substan-
tial, or more substantial, cut. Likewise, the period to elapse
before the subsequent rise may be lengthened or shortened in
the announcements of the competing refiners. In any event,
after one refiner starts a “move,” provided it does not prove
abortive, the telegraph wires are busy for a time with announce-
ments, counter-announcements, and the withdrawal of an-
nouncements. Finally, the market settles down upon a certain
price and a certain period for execution of sales at that price.
It is highly significant that the District Court found that “There
is no evidence that the refiners consulted with one another after
an advance had been announced by one of them or that the
grace period was in fact used by them, to persuade a reluctant
member to follow the example set; and this, too, despite the
business necessity of withdrawing an advance unless it were
followed by all.”

The reporting system in its final form provided that when
making a price change the member should first notify all mem-
bers of the Institute individually, and then notify the Institute
itself. The Three O’clock Notice Rule recommended that all
price changes be announced not later than three o’clock. In an
early draft of the Rule this was stated to mean “three o’clock
of the day before the changed price becomes effective.” Al-
though this clause was eliminated from the later drafts of the
Code, by common practice price changes were not made effec-
tive before the day following their announcement. This had
the purpose and effect of giving sufficient advance notice of
price changes to enable all buyers and sellers to become in-
formed of a price change by any firm before the change became

“ 15 F. Supp. 830.
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effective, thus allowing others to meet the price cut before any
sales could be consummated. This might be presumed to
eliminate such advantage as there was in initiating a price cut
for the purpose of getting a particularly lucrative order. It
also assured buyers of sufficient notice to enable them to place
their orders before the period of grace expired and prices were
raised. The Three O’clock Rule seems to have represented
some modification of practice, since in the pre-Institute days
the period of grace was an uncertain one.

Another innovation made by rulings of the Institute con-
cerned the practice of “repricing.” It had been the practice to
make price declines retroactive to some sales made at previous
high prices. This was quite generally done for sales made on
the day of the price decline but previous to the announcement,
but apparently repricing was sometimes extended to earlier
sales. It is clear that the practice of repricing might be abused
and become an indirect method of granting discriminatory
concessions. A rule of the Institute limited such repricing to
sales made on the morning of the day on which price declines
were announced.

The lower court issued an elaborate decree enjoining a long
list of restrictive practices and specifically prohibiting the
filing of future prices. Upon appeal to the Supreme Court, the
lower court was sustained with respect to most of its decree but
the Court, recognizing the practice of the industry in selling on
“moves,” reversed the lower court with respect to advance
announcement of prices.

The unreasonable restraints which defendants imposed lay not in
advance announcements, but in the steps taken to secure adherence,
without deviation, to prices, and terms thus announced. It was that
concerted undertaking which cut off opportunities for variation in
the course of competition however fair and appropriate they might
be.%6

* 297 U. S. 6o1.
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Designed to frustrate unreasonable restraints, [the restrictions
imposed by the Sherman Act] do not prevent the adoption of reason-
able means to protect interstate commerce from destructive or
injurious practices and to promote competition on a sound basis.
Voluntary action to end abuses and to foster fair competitive oppor-
tunities in the public interest may be more effective than legal
processes. And codperative endeavor may appropriately have wider
objectives than merely the removal of evils which are infractions of
positive law. Nor does the fact that the correction of abuses may
tend to stabilize a business, or to produce fairer price levels, require
that abuses should go uncorrected or that an effort to correct them
should for that reason alone be stamped as an unreasonable restraint
of trade. Accordingly we have held that a coiperative enterprise
otherwise free from objection, which carries with it no monopolistic
menace, is not to be condemned as an undue restraint merely because
it may effect a change in market conditions where the change would
be in mitigation of recognized evils and would not impair, but rather
foster, fair competitive opportunities.’¢

CONCLUSION

The Sherman Act has, then, attacked business practices from
several points of view. It has looked with suspicion on collusive
activities of independent business organizations particularly as
they impinge on “the heart of the contract.” It has stood as an
obstacle to many attempts to promote ‘“fair competition”
where the preponderance of evidence was that the intent was
to interfere with competition in price or in other terms of sale
rather than to correct clear abuses. It has refused to distin-
guish reasonable and unreasonable restrictions on competition
in price and the conditions of sale. The act has stood as no
obstacle, however, to the attainment of large size, except by
combination where technical considerations precluded the en-
trance of new competitors, so long as size was not gained or
retained by coercive and predatory practices. Otherwise the
practices and sales policies of large concerns are unrestricted.

* Ibid., p. 597.
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Underlying this interpretation of the Sherman Act is the
inarticulate assumption that if the freedom of competition is
maintained by preventing exclusive or coercive practices and if
rivals are prevented from voluntarily entering into loose agree-
ments restraining competition between themselves, the objec-
tives of public policy will have been attained. This policy
compounded of the common law concepts of monopoly, i.e.
exclusion, and restraint of trade, i.e. voluntary restriction upon
one’s freedom, recognizes no middle ground. Having assured
certain of the necessary conditions of competition, it assumes
that the task of public policy is done. It does not recognize
the possibilities that competition may not develop, although
these two necessary conditions are maintained, nor that the
degree or form of competition may vary, nor finally that all
forms or degrees may not be equally acceptable. The concern
of public policy has been with the preservation of certain
limited market conditions rather than with a consideration of
results of the market situation. In this respect the legislature
and the courts on the one hand and the economists on the other
have been at variance in their approach to the problems of
monopoly and competition. The latter have increasingly de-
fined their concepts and posed their problems in terms of re-
sults, specifically the relations between prices and costs, while
the legal approach has been in terms of the methods of rivalry
used.®’

* For further discussion of the differences between legal and economic
concepts in this field see E. S. Mason, “Monopoly in Law and Economics,”
Yale Law Journal, XLVII (1937), 34—49.



CHAPTER 1V
LEGISLATION OF 1914

BACKGROUND OF THE LEGISLATION

As was SEEN in the last chapter there were by 1914 significant
precedents for a program to regulate trade practices or methods
of competition. Many competitive practices were clearly
illegal at common law, others were illegal in particular circum-
stances as elements in a scheme in restraint of trade or
monopoly. There were various forces at work, however, which
led to new legislation to deal with business organization and
practices. To many the Sherman Act appeared inadequate
because of its indefiniteness and the uncertainties incident to its
interpretation. To others the rule of reason which it was widely
believed had been read into the act by the Supreme Court
represented sabotage of the proper objectives of the act.
Finally, there were those who would recognize concentration
and regulate it; to these enforcement of the Sherman Act
was misspent effort. The atmosphere was ripe for additional
legislation.

During the campaign of 1912, each of the three principal
parties called for supplementary legislation. The Democratic
platform declared “A private monopoly is indefensible and
intolerable” and called for a vigorous enforcement of the Sher-
man Act; it expressed regret that by introduction of the rule
of reason the Sherman Act had been given a judicial construc-
tion depriving it of its effectiveness and called for legislation to
restore its strength. Finally, it called for a clarification by law
of the conditions upon which one might engage in interstate
trade.
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We favor the declaration by law of the conditions upon which
corporations shall be permitted to engage in interstate trade, includ-
ing, among others, the prevention of holding companies, of inter-
locking directors, of stock watering, of discrimination in price, and
the control by any one corporation of so large a proportion of any
industry as to make it a menace to competitive conditions.!

The Republican platform urged that greater certainty be
given to the law by defining as criminal offenses “those specific
acts that uniformly mark attempts to restrain and to monopolize
trade.” 2 It also urged the establishing of a Federal Trade
Commission to improve the administration of the act by assign-
ing it some of the functions previously exercised by the courts.

The Progressive Party presented a more novel program. It
started with the assumption that some degree of concentration
was both inevitable and necessary, and that the problem be-
came one of preventing the abuse of power incident to concen-
tration and monopoly.

This power has been abused, in monopoly of National resources,
in stock watering, in unfair competition and unfair privileges, and
finally in sinister influences on the public agencies of State and Nation.
We do not fear commercial power, but we insist that it shall be exer-
cised openly, under publicity, supervision and regulation of the most
efficient sort, which will preserve its good while eradicating and pre-
venting its ill.3

For this purpose it was proposed to establish a Federal
administrative commission which should enforce complete pub-
licity and attack such problems as “unfair competition, false
capitalization and special privilege, and by continuous trained
watchfulness guard and keep open equally all the highways of
American commerce.” * The platform further recommended
strengthening the Sherman Law by prohibiting certain unfair
trade practices.

1K. H. Porter, National Party Platforms (New York: The Macmillan

Co., 19.24), p. 322. :Ibid., D. 341.
* Ibid., p. 353. Loc. cit.
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There was, in short, a general agreement that the law should
be made more specific with reference to trade practices. To the
Democrats this meant preserving competition by preventing
the development of monopoly. In his campaign speeches,
Woodrow Wilson made it clear that he had no sympathy for
the view that a high degree of concentration was based upon
efficiency and so inevitable. He believed that limits to the
growth of firms would be set by the competition of rivals
provided only that large firms did not obstruct smaller rivals
by unfair tactics.> To the Progressives the proposal to clarify
the law of trade practices implied recognizing concentration of
power as inevitable and policing the use and abuse of this
power. The Republicans, less specific in their proposals, would
protect the paths of business opportunity from monopoly,
assure respect for “business success honorably achieved,” and
secure the right of all to buy “in an open market uninfluenced
by the manipulation of trust or combination.” ®

In his first annual message to Congress President Wilson
urged a comprehensive consideration of the problem of monop-
oly. He proposed, contrary to the implications of the Demo-
cratic platform, that the Sherman Act be left unamended with
all of its debatable ground but that supplemental legislation
be passed which would clarify it and facilitate its administra-
tion.” Subsequently he submitted to Congress a special message
in which he offered more concrete proposals.® He urged legis-

5 Woodrow Wilson, The New Freedom (New York and Garden City:
Doubleday, Page & Co., 1913), chap. VIIL

° Porter, 0p. cit., p. 354.

" Albert Shaw, President Wilson’s State Papers and Addresses (New
York: George H. Doran Co., 1918), p. 42.

®Ibid., p. 47. In addition to the proposals summarized in the text,
President Wilson suggested giving the Interstate Commerce Commission
power to superintend the financial operations of railroads and passing
legislation which would pierce the corporate veil so as to place responsi-
bility and punishment for illegal action, not upon the corporation, but upon
the person or groups of persons who have the initiative in corporate action.
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lation to deal with interlocking directorates and holding
companies and consideration of the problems raised by the
ownership by one person of voting power in two or more
companies which ought to be independent. He argued that
enough was known about the processes and methods of
monopoly and deleterious restraints of trade so that these
practices might be explicitly forbidden by statute, item by
item. Finally, he urged the establishment of an interstate trade
commission as a fact-finding body and an instrument of
publicity.

PASSAGE OF THE FEDERAL TRADE COMMISSION ACT

The Federal Trade Commission and Clayton Acts of 1914
were the outcome of these proposals. President Wilson had
called for a statute prohibiting the practices fostering monopoly
and restraint of trade item by item. Two bills had been intro-
duced in Congress, one establishing a Federal Trade Com-
mission without regulatory powers, the other containing the
itemization of monopolistic practices.

The original bill as reported to the House of Representatives
from the Committee on Interstate and Foreign Commerce gave
the Commission no powers with respect to the regulation of
trade practices except the weak section 11 providing that
“when in the course of any investigation . . . the commission
shall obtain information concerning any unfair competition or
practice in commerce not necessarily constituting a violation
of law . . . it shall make report thereof to the President, to
aid him in making recommendations to Congress. . . .”® Two
members of the Committee 1® filed dissenting reports each
urging the necessity of prohibiting unfair or oppressive com-
petition on the theory that “The history of the most successful
business combinations shows that the chief means these com-

°®63d Cong., 2d Sess., House Report No. 533, Pt. 3, pp. 15-16.
" Representatives R. B. Stevens and W. Lafferty, ibid., Pts. 2 and 3.
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binations have used to acquire a monopoly or partial control
of the business field has been by unfair methods of competi-
tion.” * Despite this lack of provision for the regulation of
competitive methods Representative Covington had said in the
majority report, “The administration idea, and the idea of
business men generally, is for the preservation of proper
competitive conditions. . . .”!? The efforts of the Repre-
sentatives who were sponsoring the Progressive bills,’® and of
others * to introduce amendments or substitute bills in the
House to deal with this question of trade practices were all
unsuccessful. The bill went to the Senate without any change
as concerns the regulation of competitive practices.

As the consideration of the matter proceeded, however, the
difficulties of listing and defining all practices which might be
undesirable were impressed upon the sponsors of the legislation
and it was decided to abandon this effort in favor of a general
prohibition of unfair competition, with power of enforcement
vested in the proposed Federal Trade Commission.’> This, of
course, represented an abandonment of the President’s original
plan to itemize the illegal acts and involved giving regula-
tory power to the Commission such as had not been envis-
aged.

Consequently, when the Committee on Interstate Commerce

 Ibid., Pt. 2, pp. 1-2. ¥ Ibid., Pt. 1, p. 2.

® Congressional Record, LI (1914), 1866 et seq., 8856, go47—49 (Mor-
gan); 8973-80, 9oso (Murdock).

“ Ibid., pp. go56~57 (Dillon); 9o59—63 (Stevens); go86 (Kelly).

* The story of this change was later told by George Rublee. He became
impressed with the difficulties of defining monopolistic practices and finally
with Mr. Louis (later Justice) Brandeis and Mr. Charles McCarthy of
Wisconsin obtained a conference with President Wilson, who was won
over to their proposal to insert into the Federal Trade Commission bill a
general prohibition of unfair competition which would cover monopolistic
practices of every description. “The Original Plan and Early History of
the Federal Trade Commission,” Proceedings of the Academy of Political
Science, X1 (1926), 666—72.
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reported to the Senate, it reported out a substitute for the
House Bill, which added a section on unfair competition.'®

Sec. 5. That unfair competition in commerce is hereby declared
unlawful.

The commission is hereby empowered and directed to prevent
corporations from using unfair methods of competition in com-
merce. . . .

In reporting the bill Senator Newlands stated that the Com-
mittee had decided against an attempt to ‘“define the many and
variable unfair practices which prevail in commerce.” ' This
was the result of the change of mind by the President and other
sponsors under the pressure of Mr. Rublee.

CONGRESSIONAL INTENT

What did Congress have in mind when it declared “unfair
methods of competition” to be unlawful? In particular, was it
intended that the phrase should include such practices as were
actionable as unfair competition at common law regardless of
the relation of such practices to monopoly or restraint of trade?
Or was section 5 of the Federal Trade Commission Act aimed
merely at practices which either would lead to monopoly or
else were indicative of the misuse of monopoly power? Was it
intended that a perfectly competitive market should be en-
forced or merely that the freedom to compete should be pro-
tected? What significance, if any, is to be attached to the use
of the term “unfair methods of competition” instead of the com-
mon law phrase “unfair competition”’? Were there any definite
economic criteria in mind in the passing of this legislation?
Questions of this sort are not capable of conclusive answers.
We are necessarily dependent upon construing the statements
published in Congressional documents, statements which them-
selves were often so phrased as to obscure the real intent of

* 63d Cong., 2d Sess., Senate Report No. 597, p. 3.
7 Ibid., p. 13.
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their author and which often were made in the course of debate
without adequate forethought. However, though we shall not
be able to answer these questions beyond a doubt, we may
proceed with reasonable assurance in the case at hand because
the phrase “unfair competition” was the subject of long and
serious debate by a relatively large number of senators.

In reporting the bill Senator Newlands, speaking for the
Committee, had the following comment to make on the use of
the term:

It is believed that the term “unfair competition” has a legal signifi-
cance which can be enforced by the commission and the courts, and
that it is no more difficult to determine what is unfair competition
than it is to determine what is a reasonable rate or what is an unjust
discrimination. The committee was of the opinion that it would be
better to put in a general provision condemning unfair competition
than to attempt to define the numerous unfair practices, such as local
price cutting, interlocking directorates, and holding companies in-
tended to restrain substantial competition.®

In the light of subsequent controversy over the purposes of
section 5, this statement is of interest for several reasons: first,
it acknowledges reliance upon a legal construction of the term
“unfair competition’”; moreover, the specific examples cited as
instances of unfair practices show the wide scope which Senator
Newlands evidently thought it had; finally, his examples all
have to do with the exercise of monopoly power or the restraint
of trade.

The Senate was not so easily convinced that the term had an
accepted legal meaning or in any event that the accepted legal
meaning would include those practices associated with the trust
problem with which it was the common desire to deal. The
debate on this section in the Senate continued for several
months and shows evidence of considerable study of legal
authorities.

® Ibid., p. 13.
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Senator Newlands in explaining the scope of the term on the
floor of the Senate was inclined to limit the meaning of the
term by appeal to the “universal conscience of mankind” and
to “public morals.”

The Senator [Sutherland] objects to the term “public morals” or
“good morals” as a test. I think it is a very good test. I think there
are certain practices that shock the universal conscience of mankind,
and the general judgment upon the facts themselves would be that
such practices are unfair.

That is a definite standard if the practice is against good morals
and against public morals and tends to injury of competitors
unfairly.t®

Senator Cummins, the principal supporter of the bill with
Senator Newlands, appealed to the “law of the land” and the
“developing sense of the country.”

The trade commission becomes bound to declare what is or what is
not unfair competition according to the law of the land, according to
the improving and the developing sense of the country with respect
to matters of commerce.?®

Similarly Senator Saulsbury envisioned the section as giving
the Commission a free hand to recognize commercial custom.”
Such criteria as the “developing sense of the community,”
“the conscience of mankind,” “public morals,” and “the
customs of merchants” are admittedly rather unsatisfactory
criteria for an administrative commission in a democratic
community.

However, more illuminating discussion of the scope of the
section is to be found in the record. Senators Reed ** and
Sutherland 2* expressed the opinion that contrary to the wishes
of the proponents of the bill, the term “unfair competition”
would be construed narrowly to cover only those common law

® Congressional Record, LI (1914), 12980.
* Ibid., p. 11104.  Ibid., pp. 11874—76, 12022, 12933.
= Ibid., p. 11593. = Ibid., pp. 12651, 12814.
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practices included under passing-off and certain analogous
practices involving fraud. The expression of opinion was unani-
mous that the intent was to go beyond the common law concept
and to attack practices which involved either the exercise of
monopoly power or a tendency to foster monopoly.

When pressed as to what the section added to the Sherman
Act in respect to practices in restraint of trade, Senators New-
lands and Cummins expressed the opinion that practices which
were not in themselves in restraint of trade but which might
lead to restraint of trade and monopoly would be checked in
embryo.?> On other occasions Senator Newlands emphasized
the possibilities of the bill as affording an improved machinery
for administration of traditional monopoly policy.*® It may be
mentioned that this latter view was the one taken subsequently
by the Supreme Court in the Gratz decision.*

One question upon which the evidence is somewhat doubtful
is whether or not it was intended that the section should apply
to unfair competition in the common law sense of passing-off,
misrepresentation, and allied practices involving fraud. Sena-
tors Reed and Sutherland expressed a fear that the phrase
would be restricted to these practices alone.?® Senators New-
lands and Cummins did not intimate whether or not they
intended that the phrase should include such practices; all
their discussion, however, was concerned with the relation of
unfair practices to monopoly and restraint of trade. Senator
McCumber distinguished unfair competition which cripples

* Cf. statements by Senator Newlands (Congressional Record, LI,
11235), Senator Cummins (ibid., p. 11103), and Senator Hollis (ibid.,
p. 12146).

® Cf. ibid., pp. 12030 (Senator Newlands), 11455 (Senator Cummins),
and 12146 (Senator Hollis).

* Ibid., pp. 11109, 12030.

* Cf. post, p. 81.

* Congressional Record, LI (1914), 11874—76, 12022, 12651, 12814,
12933.
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competition and unfair competition which does not cripple
competition and suggested limiting the concept to the former,
to which proposal Senator Cummins would neither dissent nor
assent.”® Senator McCumber did not think “glowing advertis-
ing”’ was intended to be included although he thought it would
be included unless the term were defined.®® There were others
who seemed likewise to favor confining the scope to unfair
practices involving monopoly or restraint of trade.** Senator
Culberson submitted an amendment which would have defi-
nitely limited the concept to acts leading to monopoly or
restraint of trade.®* On the other hand, Senator Shields noted
that the law made unlawful “fraudulent or tortious acts com-
mitted by corporations whereby a competitor in the same busi-
ness is injured, and this regardless of the fact whether the
wrongful act prohibited tends to monopoly and detriment of
the public.” 3

The indefiniteness of Congressional intent on this matter is
in sharp contrast with the decision in the Gratz case, which
specifically included the common law concepts under section 5.3
It is also in sharp conflict with the view expressed by George
Rublee, who had much to do with the insertion of section 5, and
who subsequently stated that it was not the intention of the
sponsors of the section to give the Commission jurisdiction
over the common law categories of unfair competition.®

® Ibid., p. 13051. ® Ibid., p. 13114.

® Ibid., p. 12213 (Senator Sterling) and p. 12979 (Senator Thomas).

* Ibid., p. 12910.

® Ibid., p. 13059.

# FT.C. v. Gratz, et al., 253 U.S. 421 (1920). The National Industrial
Conference Board considers it “plain” that Congress meant that the act
should cover the common law of unfair competition. Cf. Public Regulation
of Competitive Practices (New York: 1929), p. 50. But the Commission
itself expressed doubt on the matter in an early report. Cf. Federal
Trade Commission, Annual Report, 1916 (Washington: Government
Printing Office), p. 6. Cf. post, pp. 78 et seq.

* Rublee, o0p. cit., pp. 669—70.
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There may be some significance in the fact that section 5 as
it emerged from conference and finally passed substituted the
phrase “unfair methods of competition” for the phrase “unfair
competition.” This phraseology was insisted upon by the House
Conference Committee. Representative Stevens explained that
it was adopted ‘“because we wanted to cover the specific act
which would be unfair, while the course of conduct by itself
might be fair.” 3¢ However, Senators Newlands *" and Cum-
mins 38 both insisted in debate that there was no difference in
meaning between the phrases, although in the debate preceding
the sending of the bill to conference, several Senators had
suggested amendments prohibiting “‘unfair methods of compe-
tition” or “unfair and oppressive methods of competition”
ostensibly in order to restrict the term to the field of monopoly
or restraint of trade.?® Senator Sutherland had insisted that
there was a difference between the terms, “unfair competition”
having a restricted meaning at common law and “unfair meth-
ods of competition” having no legal meaning at all.*’

Although most of the debate was concerned with the legal
scope of these terms, there were certain remarks on the eco-
nomic criteria involved. Throughout the debate it was insisted
that the principal object was to maintain competition. As in the
debates on the Sherman Act, this did not mean the maintenance
of a perfectly competitive market for it was generally agreed
that there was no desire to penalize size gained fairly.*’ What

* Congressional Record, LI (1914), 14937.

" Ibid., p. 14786.

* Ibid., p. 14768.

® Ibid., p. 12655 (Senator Hollis) and p. 12726 (Senator Pomerene).

©Ibid., p. 12814. Senators Thomas (ibid., p. 12979) and Brandegee
(ibid., p. 13103) agreed that the two terms were not synonymous.

“ Senator Sutherland alone saw a danger in size per se. “I take no
stock whatever in the statement that has been sometimes made by very
distinguished gentlemen that mere size is not objectionable. I think that
mere size may be exceedingly objectionable.” He pointed out that large
size business organization is a blow to individualism and initiative. (Zbid.,
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was desired was freedom for others who were actually or poten-
tially in the market to compete on the basis of efficiency.

Fair competition is competition which is successful through
superior efficiency. Competition is unfair when it resorts to methods
which shut out competitors who, by reason of their efficiency, might
otherwise be able to continue in business and prosper. Without the
use of unfair methods no corporation can grow beyond the limits
imposed upon it by the necessity of being as efficient as any com-
petitor. The mere size of a corporation which maintains its position
solely through superior efficiency is ordinarily no menace to the public
interest.*?

The philosophy of those arguing for the preservation of
freedom of opportunity to compete on the basis of efficiency
was essentially that of President Wilson. As we have noted, his
belief was that there were distinct limits to the increase of
efficiency with size.*® This school of thought believed that if
large firms were prevented from obstructive and exclusive
practices with reference to rivals, large size would usually find
itself checked by the growth of smaller firms of equal or greater
efficiency. This Wilsonian doctrine gained support from no less
an economic authority than J. B. Clark.** It figured promi-
nently in the writing of Mr. Louis Brandeis ** and in two
contemporary articles by W. S. Stevens ¢ which were quoted in
the Senate debates.

While it is difficult to judge from this record what the inten-

p. 12983.) This is quite in harmony with certain remarks by A. A. Young,
“The Sherman Act and the New Anti-Trust Legislation,” Journal of Politi-
cal Economy, XXIII (1915), 214, note 1.

 Congressional Record, L1 (1914), 12146 (Senator Hollis).

“ Cf. supra, p. 62.

“7J.B. and J. M. Clark, The Control of Trusts (New York: The Mac-
millan Co., 1912 ed.), p. 103.

% The Curse of Bigness (New York: The Viking Press, 1934), pp. 115,
197.
97““Unfair Competition,” Political Science Quarterly, XXIX (1914),
282-306, 460—90.



72 UNFAIR COMPETITION

tion of Congress was in passing section 5, some things are clear.
It was intended to aid in the maintenance of the freedom to
compete but had no purpose to prohibit mere size. Public policy
aimed to prevent an individual enterprise from appropriating
to itself the whole or a preponderant share of any market by
means other than superior efficiency. It was assumed either
that a preponderant position in the market could not be gained
by such methods, or that size so gained was not contrary to the
public interest. The problems of oligopoly and price inflexi-
bility were matters of a later day. Without any doubt, Congress
intended to eradicate methods of competition which were in
restraint of trade under the Sherman Act because of their
tendency to develop a monopoly, although George Rublee
denied any intent to include agreements in restraint of trade,
since to deal with these the Sherman Act was considered ade-
quate.*” The new legislation was thought by some to give addi-
tional power to prevent acts in the embryo whose ultimate
effects would be in restraint of trade. If this were not so, it may
be said that section § added little to the Sherman Act beyond a
new machinery of administration. There is some doubt as to
whether the section was intended to cover such practices as
were considered unfair competition at common law in cases
where there was no restraint of trade or tendency towards
monopoly in a legal sense. There is no positive evidence of a
desire to include such practices, but there is some evidence of
a desire to exclude them. Finally, certain extravagant state-
ments would seem to broaden the scope of the phrase ‘“unfair
competition” to include practices which “shock the conscience
of mankind,” or which are against “‘good morals” or “public
morals,” or which are contrary to the “customs of merchants,
manufacturers and traders.” *®
“ Rublee, op. cit., p. 670.

“ Contrast these conclusions with the simple but dogmatic statement
of the National Industrial Conference Board. “The common law doctrine
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PASSAGE OF THE CLAYTON ACT

In its original form the Clayton bill for supplementing our
anti-trust policy had, among other things, sought to define and
declare unlawful those trade practices which had been found
to be the most usual method of acquiring monopoly power. As
passed by the House it had included five sections dealing with
such practices.*® The subsequent decision in passing the Fed-
eral Trade Commission Act to include a sweeping declaration
that all unfair methods of competition were unlawful was be-
lieved by some to make this part of the Clayton Act redundant
and, in fact, several sections were eliminated by the Senate,
particularly that dealing with price discrimination. In the con-
ference on the bill, the House conferees insisted on retaining the
section dealing with discrimination and on making the section
dealing with tying and exclusive contracts applicable to un-
patented as well as to patented goods.*® As finally passed, then,
the bill added to legislation on trade practices by declaring
discrimination and tying and exclusive agreements unlawful
under certain circumstances.

Section 2 declared it unlawful “to discriminate in price . . .
where the effect . . . may be to substantially lessen competi-

of ‘unfair competition’ on the one hand, and the principles evolved in the
enforcement of the Sherman Act as concrete tests of monopolization, on
the other, were manifestly the basic criteria which Section 5 prescribed.”
(Public Regulation of Competitive Practices, p. 50.) Our investigations
likewise failed to show that the popular desire to preserve the “little-man,”
which is considered by some to have been the purpose of the 1914 legisla-
tion (T. C. Blaisdell, The Federal Trade Commission, New York: Colum-
bia University Press, 1932, pp. 7-8) was reflected greatly in Congressional
debate.

® Discrimination, tying and exclusive arrangements, interlocking direc-
tors, intercorporate stock control, refusal to sell by an owner or operator
of a mine or of a source of power, etc.

® Cf. 63d Cong., 2d Sess., Senate Document No. 584 for a Comparative
Print of the Federal Anti-trust Bill, showing the bill at various stages in
its legislative history.



74 UNFAIR COMPETITION

tion or tend to create a monopoly in any line of commerce.
Exception was made in the case of “discrimination in price
between purchases of commodities on account of differences in
the grade, quality, or quantity of the commodity sold, or that
makes only due allowance for difference in the cost of selling
or transportation, or discrimination in price in the same or
different commodities made in good faith to meet competition.”

Section 3, which has to do with tying and exclusive dealing
arrangements, declared it to be unlawful in the case of either
lease or sale of goods, whether patented or unpatented, to fix
a price or discount which would be conditional upon an agree-
ment not to use or deal in the goods of a rival of the lessor or
seller. This again was restricted to circumstances where the
effect “may be to substantially lessen competition or tend to
create a monopoly in any line of commerce.”

What these sections were presumed to add to the previous
legislation is not clear from the Congressional debates. Upper-
most in the minds of those discussing the bill seemed to be local
price discrimination as practiced by the Standard Oil Trust
and the restrictive leases of the United Shoe Machinery Com-
pany. It seemed to be agreed that there could be little harm in
adding these specific definitions of unlawful practices to the
general prohibition of unfair methods of competition, among
which they might be presumed to be numbered. There were
those who believed that the restriction of sections 2z and 3 to
conditions where the effect may be “to substantially lessen
competition or tend to create a monopoly” might weaken the
effectiveness of the law.’? On the other hand, the sponsors of

1 51

* The original section had contained in the place of this proviso the
words “with the purpose or intent thereby to destroy or wrongfully injure
the business of a competitor, of either such purchaser or seller.” Ibid.,
p. 4. For the effect of this change on the interpretation of the act, cf.

post, pp. 134-36.
5 Congressional Record, LI (1914), 16282.
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the legislation believed these sections would be distinct addi-
tions to the power to deal with monopoly under the Sherman
Act, since it would enable the Commission to proceed against
these practices in embryo before the offender had proceeded
to the ultimate point of restraining or monopolizing trade.*®

* Ibid., pp. 16318, 16341.



CHAPTER V

CRITERIA OF UNFAIR METHODS OF
COMPETITION

CoNGRESs in legislating upon the matter of trade practices chose
to use the phrase “unfair methods of competition,” leaving it
to the Commission and courts to give the prohibitions of the
act more specific content. It is with the criteria which have
been adopted by the Commission and the courts in distin-
guishing lawful from unlawful practices that this chapter is
concerned.

Do the prohibitions of the act include practices illegal at
common law? Is it concerned with injuries to a competitor?
Where is the line to be drawn between legitimate injuries to a
competitor and those which are unlawful? What is the relation
of section 5 of the Federal Trade Commission Act to the pro-
hibitions of the Sherman Act? When does a practice become
illegal because it is in restraint of trade or tends to monopolize?
To what extent is injury to the consumer a matter for consider-
ation in cases of alleged unfair methods of competition? This
chapter seeks to answer these questions by analyzing the
criteria of unfair methods of competition which have been
developed by the Commission under the guidance of the courts
and to assess the significance of recent amendments to section
5. Later chapters present more concrete evidence on the specific
practices which have been held to fall within the scope of the
general prohibitions of section 5. They likewise attempt to
assess the significance of the scope of the Commission’s author-
ity with reference to particular practices.!

* Other problems such as the administrative procedure, judicial review
of the Commission’s orders or of its power of investigation, and legislative
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The search for the criteria applied by the Commission is
limited by the available materials. The Commission has given
but slight attention to the abstract aspects of the problem in its
Annual Reports. The published Findings and Orders throw
some light, of course, on the Commission’s views, but until
recently in only a few instances has an analysis of the problem
investigated been incorporated therein. A more fruitful source
of information is found in the court decisions. The Commis-
sion has been subjected to rigorously critical review by the
courts, whose decisions have indicated certain general limits
to the scope of the Commission’s activity which have served to
guide the Commission in its activities. When reversed by the
courts with reference to interpretation of the substantive mean-
ing of the act, the Commission has usually dropped the matter.
It is generally agreed that until recently the Commission has
not been very active in enlarging the concept either by pressing
the courts or by making recommendations to Congress. For
these reasons the court cases are of primary importance. Since
1935, however, the Commission, showing renewed vigor, has
pressed successfully for amendments to the Act.? Another
source of information is the Trade Practice Conference Rules.
Until recently these were dominated by the court decisions and
added little to the substantive law. However, during the last
few years the Commission has begun to define new rules of

or executive interference with the Commission’s activities will not be con-
sidered. These are interesting and important but are for the most part
outside the scope of this study. Several studies bearing upon these prob-
lems are available. G. C. Henderson, The Federal Trade Commission:
A Study in Administrative Law and Procedure (New Haven: Yale Uni-
versity Press, 1924); T. C. Blaisdell, The Federal Trade Commission: An
Experiment in the Control of Business (New York: Columbia University
Press, 1932) ; Carl McFarland, Judicial Control of the Federal Trade Com-
mission and the Interstate Commerce Commission, 1920~1930 (Cambridge:
Harvard University Press, 1933); E. P. Herring, Public Administration
and the Public Interest (New York: McGraw-Hill, 1936), chaps. 7-8.
* Cf. post, p. 101.
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unfair trade which suggest that it is about to press forward the
concept of unfair competition into new fields. Some reference
to these rules will be made in chapters XIITI and XIV.

THE COMMISSION SURVEYS ITS MANDATE

The Commission began its activities by pointedly refusing
“to define in general terms what methods of competition are
‘unfair’ so that ‘a proceeding by it in respect thereof would be
to the interest of the public.’”® It did venture to say that its
basic principle was “sufficiently elastic to cover all future
unconscionable competitive practices in whatever form they
may appear.” The Commission was reasonably certain that
“cases in which the method of competition restrains trade,
substantially lessens competition, or tends to create a monopoly
are subject to a proceeding under section 5.” But the Commis-
sion noted that it was in some doubt as to how far it should go
in the public interest in matters of misbranding, false adver-
tising, or passing-off.

However, the Commission stated that it sought in the en-
forcement of the law “to protect men in the furtherance of
legitimate self-interest by all reasonable and normal methods,
and at the same time to keep the channels of competition free
and open to all, so that a man with small capital may engage in
business in competition with powerful rivals, assured that he
may operate his business free from harassment and intimida-
tion and be given a fair opportunity to work out his business
problems with such industry, efficiency, and intelligence as he
may possess.” * The Commission also noted its desire in making
rulings and orders “to promote business efficiency and, within
the limits of practicability, to codperate with the business world
in developing the best standards of commercial ethics.” ° After

* Federal Trade Commission, Annual Report, 1916, p. 6.
*Ibid., p. 13.
® Ibid., p. 26.
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the war, the Commission became somewhat bolder and claimed
that by the act of its creation “it was empowered to leave the
shores defined by the common-law and, taking the knowledge
of those decisions with it, to embark on an unchartered sea,
using common sense plus the common-law for its compass.” ®
This venturesome attitude was not to persist. The Commis-
sion did, however, classify cases as falling under three heads:
(1) methods involving an element of moral turpitude; (2)
methods which while not involving any element so clearly
violative of good morals are unlawful because condemned by
the common law; (3) methods involving the elimination of
competition or restraint of trade to the detriment of the public.”

In the early 1920’s the Commission became rather more
articulate in stating its purpose to be the preservation of the
competitive system.

It would be beneficial if the basis of the Commission and Clayton
Acts — the purpose of Congress in passing them — were more gen-
erally understood. The purpose is expressed in various ways, but the
fundamental object was the preservation of the competitive system.®

Such expressions of opinion as to the scope of the concept of
unfair methods of competition can hardly be considered satis-
factory. The adjective “unconscionable’” has no more economic
significance than “unfair” and its legal significance is less.
“Embarking on an unchartered sea with common sense and
the common-law” as guides is little better.

“Maintaining the competitive system” is a convenient
formula, but as a guide to policy it needs more careful specifica-
tion. What did the Commission hope to preserve? The free-
dom of competition? The fact of competition? The results

® Annual Report, 1919, p. 45. The Commission was emboldened by the
decision of the Circuit Court in Sears, Roebuck & Co. v. F. T. C., 258
Fed. 307 (1919).

* Annual Report, 1920, p. 48.

8 Ibid., 1922, p. 36.
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generally associated with competition? The word competition
is frequently used loosely to refer to any one or all of these.
In speaking of keeping the channels of trade free and open
and protecting the small against harassment and intimidation
by the large, the Commission presumably refers to the freedom
of competition. In referring to the promotion of business
efficiency, it appears to be concerned with the results. Often it
is assumed that given the first, the others may be presumed
to follow. But it is generally acknowledged by careful students
of economics that this is not necessarily so.” The absence of
legal or private obstacles to competition does not insure that
rivalry will exist. Moreover, it is quite clear that competition
is a question of type and degree. It may take the form of price
change, of product variation, of rivalry in service or advertis-
ing. It may be intensive, or it may be limited. It may be
effective immediately, from day to day, or its effectiveness may
be apparent only over significant periods of time. And from
this it is clear that the results of competition will depend not
only upon the freedom of competition, but upon the specific
embodiment which competition takes in the particular case.
Just as freedom and competition may conflict, as in the case of
oligopoly with tacit agreement not to compete, so competition
and efficiency may be difficult to reconcile in cases where, for
example, competition leads to excess capacity or wasteful sales
policies. In pursuit of its legal and administrative functions
the Commission never faced these problems.

That the Commission never developed a clear conception of

® The literature on oligopoly, price-leadership, and the trade association
attest to this statement.

 In some of the industry studies made by the Economic Division prob-
lems with reference to monopoly and competition have been dealt with
more realistically. It is to be regretted that the Commission, using the
information so gained, has not taken more initiative in delineating ade-
quate categories of market situations and practices for purposes of public

policy.
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the scope of its mandate nor a definite meaning for the phrase
“unfair methods of competition” is indicated by the testimony
of Mr. N. B. Gaskill, who was appointed Commissioner in 1920.
He writes that “Everybody, the examiners, the Board of Re-
view, the legal staff, and the several Commissioners had theories
of their own and worked on them.” !* But with the first Supreme
Court decision interpreting section 5 in the Gratz case the
scope of the Commission’s activity was roughly delineated.
Thereafter, the Commission for over a decade eschewed further
speculation, being content to reiterate the words of the court.'?

THE COURTS DRAW THE BOUNDARIES

The decision of the Supreme Court in the Gratz case was
long a leading factor in determining the activities of the Com-
mission. The crucial paragraph follows:

The words “unfair methods of competition” are not defined by the
statute, and their exact meaning is in dispute. It is for the courts,
not the commission, ultimately to determine as matter of law what
they include. They are clearly inapplicable to practices never here-
tofore regarded as opposed to good morals because characterized by
deception, bad faith, fraud or oppression, or as against public policy
because of their dangerous tendency unduly to hinder competition or
create monopoly. The act was certainly not intended to fetter free
and fair competition as commonly understood and practiced by
honorable opponents in trade.!2

The Commission interpreted this as a mandate “to sustain
those practices which support the competitive system.” 14

" N. B. Gaskill, Tke Regulation of Competition (New York: Harper
& Bros., 1936), p. 66. Cf. also p. 5 where he relates that at his first
session as a member the Chairman after a few words of welcome asked,
“What do you think unfair competition means?” Mr. Gaskill writes, “My
impression that the question was open to discussion was quickly con-
firmed.”

2 Annual Report, 1923, p. 1; 1924, P. 2.

BE.T.C.v. Gratz et al., 253 U. S. 421, 427 (1920). The details of the
case are developed below, p. 83.

“ Annual Report, 1924, p. 2; also 1923, p. 1.
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The first group of practices designated by the Court pre-
sumably refers to practices included under the common law
doctrine of unfair competition. The second group, those
“against public policy because of their dangerous tendency
unduly to hinder competition or create monopoly,” might have
implied, as pointed out above, either the maintenance of a
competitive market or the protection of the freedom to com-
pete. The latter would be in accord with the interpretation of
the Sherman Act as it was crystallized in the decisions of 1911
and subsequent years.

It is especially worthy of note that this leading decision took
an unequivocal stand on the question as to whether or not
Congress intended the concept of unfair methods of competition
to be restricted to practices in restraint of trade or tending to
lead to a monopoly. The Court upheld the Commission in the
view that the scope of section 5 was not so restricted but in-
cluded as well that range of practices which had long been
recognized as unfair at common law.

There was, however, an undercurrent of dissenting opinions
on this matter, endeavoring without success to limit the scope
of the section to practices directly related to violations of the
Sherman Act. Indeed, in a dissenting opinion in the Gratz case,
Justice Brandeis, who with George Rublee had much to do
with persuading President Wilson to include section 5 in the
act,’® speaks of the act only as an adjunct to the purposes of
the Sherman Law “to preserve the competitive system.” ** In
1923 Judge Denison of the Sixth Circuit Court vigorously
upheld this position after an exhaustive study of the Congres-
sional debates in his dissenting opinion in the L. B. Silver
action.” And later in the Raladam decision (1930), involving
alleged misrepresentation of an obesity cure as “scientific”

* Cf. supra, p. 64, note 15.
BF T.C.v. Gratz et al., 253 U. S. 434 (1920).
" I. B. Silver Co. v. F. T. C., 289 Fed. 985, 998 (1923).
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when such was not the case, Judge Denison now writing the
majority opinion for the Circuit Court reaffirmed his opinion
that “the Commission came into being as an aid to the enforce-
ment of the general public anti-trust and anti-monopoly policy,
and that its lawful jurisdiction did not go beyond the limits of
fair relationship to that policy.” ** However, it appears that
the contrary opinion has prevailed in the interpretations of the
Supreme Court and the jurisdiction of the Commission in such
cases is no longer questioned. A cursory survey of the com-
plaints and orders of the Commission will indicate that its
principal legal activities have been concerned with this class of
practice. During the decade from 1925-35 significant actions
involving monopoly or restraint of trade were rare.

While the Gratz decision served to delineate the general
scope of the act, it left many unsettled issues to be determined
by “the gradual process of judicial inclusion and exclusion.”
These had to do with three general problems: the type
of practice which might qualify as “unfair,” the test of in-
jury to a competitor, and the requirement that the prohibi-
tion of the unfair method of competition be in the public
interest.'®

The Gratz case had involved a tying arrangement. The
defendant, engaged in. selling steel ties for binding bales of
cotton, was alleged to have refused to sell its ties except on
condition that customers buy a corresponding amount of jute
bagging used to wrap bales of cotton. The Commission held
this to be an unfair method of competition as against other

® Raladam Co. v. F. T. C., 42 F. (2d) 430, 435 (1930). He also as-
serted that since his dissent in the Silver decision, “there has been no
decision of the Supreme Court inconsistent therewith, nor any Circuit
Court of Appeals decision which expressly denies that theory.”

** This threefold classification of the tests of the Commission’s jurisdic-
tion while not explicit in the earlier cases underlies much of the controversy
and finally emerged in Justice Sutherland’s opinion in the Raladam deci-

sion (1933). Cf. post, p. 94.
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manufacturers of bagging.?® It was reversed, however, by the
courts. The fundamental grounds for the reversal are difficult
to ascertain. The lower court concluded that since there was
not sufficient evidence to show a tendency to lessen competition
or create a monopoly, in the sense of section 3 of the Clayton
Act, the method must have been unfair not to the public
generally but only in individual cases.?* The act was inter-
preted as not applicable to unfair methods as between indi-
viduals. Moreover, the practice of selling ties and bagging
together was judged to be a natural and prevailing custom.
The Supreme Court likewise concluded that there was nothing
“alleged which would justify the conclusion that the public
suffered injury or that competitors had reasonable ground for
complaint.” ?*> It denied that there was any question of
monopoly. To what extent the decision in this case was due
to a faulty drafting of the complaint or presentation of the
evidence is debatable.?®

In tracing the evolution of the criteria of unfair methods of
competition at the hands of-the courts after the dictum of the
Supreme Court in the Gratz decision two principal groups of
decisions may be followed, those involving monopoly or re-
straint of trade and those involving practices similar to those
unlawful at common law.

The first case involving restraint of trade to be presented to
the court under section 5 after the Gratz decision was that of
the F. T. C. v. Beech-Nut Packing Co.** This was an action

® For the Commission’s proceedings ¢f. 1 F. T. C. 249. The complaint
also alleged that the practice violated section 3 of the Clayton Act, but
after hearing the case the Commission dismissed this part of the complaint
for lack of sufficient proof.

2 F.T.C.v. Gratz et al., 258 Fed. 314 (1919).

®F. T.C. v. Gratz et al., 253 U. S. 426, 428 (1920).

# Henderson, op. cit., p. 307.

™ 257 U. S. 441 (1922). For the Commission’s proceedings cf. 1 F. T. C.
516.
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brought by the Commission alleging that the Beech-Nut Pack-
ing Company had been enforcing a system of resale price
maintenance by refusing to sell to those not observing its sug-
gested resale prices. In pursuit of its plan the company enlisted
the aid of dealers, instituted an elaborate system of espionage,
and exacted assurances from those found guilty of not main-
taining prices that they would do so in the future as a condition
of further supplies. In deciding this case the Commission cited
the precedents for holding similar policies illegal under the
Sherman Act * and made it clear that while the Sherman Act
was not involved, it might be relevant as a declaration of public
policy in determining what constitutes unfair methods of
competition.

The system here disclosed necessarily constitutes a scheme which
restrains the natural flow of commerce and the freedom of competi-
tion . . . which it has been the purpose of all the anti-trust acts to
maintain . . . competition among retail distributors is practically
suppressed; for all who would deal in the company’s products are
constrained to sell at the suggested prices. . . . The specific facts
found show suppression of the freedom of competition by methods in
which the company secures the cooperation of its distributors and
customers, which are quite as effectual as agreements express or
implied intended to accomplish the same purpose.2¢

For these reasons the Court upheld the Commission. The
decision is important just because it frankly adopted as prece-
dents the criteria of the Sherman Act. It is significant in the
light of later decisions because the public interest in the sup-
pression of competition among dealers was considered sufficient
without any finding of coercion of or injury to competitors of
the Beech-Nut Company.?”

In 1926 the Supreme Court in F. T. C. v. Pacific States Paper

* For a discussion of the legal status of resale price maintenance under
the Sherman Act see chap. XII.

:257 U. S. 441, 454-55.
Cf. post, pp. 9396, 98-99.
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Trade Association again had occasion to pass upon a practice
of the type against which the Sherman Act has been invoked.?®
This was a proceeding against a series of local paper trade
associations in the Pacific States and a regional or general
association, the members of which controlled 75 per cent of
the business in paper and paper products, exclusive of roll
newspaper, in the Pacific area. The associations were accused
of distributing uniform price lists agreed upon in the local
associations, which were then used by agents of the dealers in
all sales. Each local association circulated lists agreed upon by
the members of the local association to be observed in its ter-
ritory within the state. The secretary of each association
investigated complaints of sales below the established prices,
and in the case of three of the five local associations heavy fines
were imposed for making such sales. The Commission alleged
that while there was no requirement that these lists be used in
the case of interstate sales, there was a tacit or implied agree-
ment to do so and that in fact the lists were habitually carried
and used by salesmen in making sales in other states. The
Supreme Court sustained the Commission stating that “an
understanding, express or tacit, that the agreed prices will be
followed is enough to constitute a transgression of the law.” 2
While there was no discussion of the applicability of Sherman
Act tests, it is clear that the Court was following the principles
which are applied in Sherman Law cases involving loose agree-
ments or price-filing schemes through trade associations.

These occasions upon which the Commission was sustained
in applying Sherman Law tests to cases arising under section 5
involved loose agreements in restraint of trade. The mere proof
of attempts to reduce price competition was sufficient to invoke
the law. What of practices by a single firm acting alone which

®273 U. S. 52 (1927). For the Commission’s proceedings cf. 7 F. T. C.
155.
®273 U. S. 52, 62.
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might lead to the monopolizing of trade? In several proceed-
ings under section 5 the Commission has alleged that the
practices of a firm tended to the lessening of competition or the
monopolization of trade. In most cases there was likewise
involved a charge of violating either section 2 or 3 of the
Clayton Act. In those cases which finally reached the Supreme
Court the Commission was reversed, as it was likewise in sev-
eral others which did not go beyond the lower courts. It will
throw light upon the criteria adopted by the courts to cite
several of these.

In the action against the Curtis Publishing Company the
Commission charged unfair methods of competition and viola-
tion of section 3 of the Clayton Act because of the use of
exclusive dealing arrangements. The Curtis Company had
built up an extensive system of distribution through district
agents who controlled an elaborate school-boy selling organiza-
tion which the company had developed at considerable expense.
It entered into contracts of agency with these district agents
which while allowing the agents to deal in magazines of com-
petitors of the Curtis Company in the case of sales through
retail stores, customarily forbade them to sell such magazines
through the school-boy organizations. The charge of violation
of the Clayton Act was dismissed on the grounds that the
contract was a bona fide contract of agency, not one of sale,
and as such the Clayton Act was not applicable.?® The courts
likewise reversed the Commission in respect to the applicability
of section 5. In doing so the lower court remarked:

. . we are not dealing with anything that has been made the sub-
ject of monopoly, sole supply, or by deprivation of which the public
has been deprived of anything it desires. . . . We note these facts
because this freedom of access to the consumer, and the absence of

® Curtis Publishing Co. v. F. T. C., 270 Fed. 881 (1921) and F. T. C.
v. Curtis Publishing Co., 260 U. S. 568 (1923). For the Commission’s
proceedings cf. 2 F. T. C. 2o0.
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monopoly and nondeprivation of the public, have been regarded as an
important element in the decision of cases of alleged unfair business
competition.3!

Moreover, the Supreme Court was impressed by the absence of
any intention “unduly to suppress competition or to acquire
monopoly” and the fact that the contracts were made in the
orderly course of an expanding business.

Effective competition requires that traders have large freedom of
action when conducting their own affairs. Success alone does not
show reprehensible methods, although it may increase or render
insuperable the difficulties which rivals must face.32

A series of cases involving oil pump leases was another
occasion for reversal of the Commission by the courts. The oil
refiners were leasing oil pumps and storage tanks to dealers for
a nominal sum on condition that they should be used only for
the sale of the lessor’s oil. The refiners were induced to insist
upon such contracts for the reason that an oil pump customarily
serves as a vehicle of advertising and they were interested to
insure that it was not used so as to mislead the consuming
public. These were not exclusive dealing arrangements in the
technical sense, since the dealer was ostensibly free to handle
as many different brands as he chose. The Commission noted,
however, that in practice these arrangements were made only
with the curb-pump dealers whose business generally did not
warrant installing more than one pump. This the Commission
argued might have the effect of substantially lessening compe-
tition or promoting monopoly, because the capital cost involved
in providing such equipment would force some refiners and
distributors from the field and because the conclusion of con-
tracts by some precluded others from access to the market.*

The Supreme Court in reversing the Commission denied that

® 270 Fed. 881, g14. Italics are not in the original.
¥ 260 U. S. 568, 582. B2 F. T.C. 127.
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the practice was opposed to good morals and pointed out that
it was a custom adopted by many competing firms and justified
by some as a means of preserving the integrity of their brands.

No purpose or power to acquire unlawful monopoly has been
disclosed, and the record does not show that the probable effect . . .
will be unduly to lessen competition. . . . It [The Commission] has
no general authority to compel competitors to a common level, to
interfere with ordinary business methods or to prescribe arbitrary
standards for those engaged in the conflict for advantage called com-
petition . . . it is essential that those who adventure their time,
skill, and capital should have large freedom of action in the conduct
of their own affairs.3

Finally, in a later proceeding the Commission was reversed
by the lower court when it ordered the cessation of the practice
of block-booking in the sale of moving pictures by the Para-
mount Famous-Lasky Corporation. The Court found that
there was vigorous competition in the industry and held that

In the absence of combination or agreement, the fact that the
method of negotiation as practiced by the respondent tends to exclude
other independent producers is of itself insufficient to establish any
probable tendency toward the creation of the evils prohibited by the
Sherman Anti-Trust Act. . . . Where a practice is not inherently
unlawful and unfair, and its legality depends on its effect, a finding
that it has a dangerous tendency unduly to hinder competition or
create a monopoly, must be based upon its effect as demonstrated
upon the experience of competitors.3%

Each of these cases involves sales policies by firms with
partial monopoly powers which limit the freedom of customers
and make the task of competition more expensive if not more
difficult. The court has in each instance sought evidence of an
effect to monopolize as evidenced by experience or of an intent
to monopolize as evidenced by attending circumstances. Sales

% F.T.C.v. Sinclair Refining Co., 261 U. S. 463, 475 (1923).

®F.T. C. v. Paramount Famous-Lasky Corporation, et al., 57 F. (2d)
152, 157 (1932). For the Commission’s proceedings cf. 11 F. T. C. 187.
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policies which are the custom of the trade or the result of or-
derly development of an expanding business are given the
benefit of doubt in the absence of conclusive evidence of an
intent or probable effect unduly to monopolize trade. Business
men, it is held, must have a large freedom of action. However,
a showing of substantial interference with the access of rivals
to the market, it was implied, would be evidence of an intent or
effect to monopolize. These are the same tests which have
been developed in actions under the Sherman Act involving
close combinations or mergers. It appears, then, that as ap-
plied to the practices of either loose or close combinations in re-
straint of trade, section 5 of the Federal Trade Commission
Act as interpreted by the courts adds nothing to the Sherman
Act tests.

The second line of development of section 5 after the Gratz
decision involves competitive practices analogous to those held
unlawful at common law. In reviewing the activities of the
Commission in these proceedings the courts have illuminated
the scope of the act considerably.

One of the more important early decisions was that involving
misbranding by the Winsted Hosiery Company.?® It had been
branding its underwear, much of which contained only a small
percentage of wool and none of which was all wool, variously
as “Natural Merino,” “Natural Wool,” etc. The defense of the
company was that labels such as it used had long been estab-
lished in the trade and were generally understood to refer to
goods made partly of cotton. The Court rejected this plea. It
pointed out that the public had an interest in stopping the
practice since many consumers were deceived, and some re-
tailers as well. The practice was found to be unfair as against
manufacturers of genuine all wool products and also as against
those manufacturers of mixed wool and cotton products which

®F. T. C. v. Winsted Hosiery Co., 258 U. S. 483 (1922). For the
Commission’s proceedings cf. 2 F. T. C. 202 and 3 F. T. C. 189.
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branded their products truthfully.®” It is interesting to note
that in this case the Court insisted upon a finding of public
interest in the practice and stressed the injury to competitors
through the diversion of trade by methods involving fraud.
These tests were applied in subsequent decisions.

The test of public interest is one which has been established
by the courts on the basis of the phraseology of the Federal
Trade Commission Act. This provision, that the Commission
shall issue a complaint “if it shall appear . . . that a proceed-
ing by it in respect thereof would be to the interest of the
public” *® did not appear in the first draft of the Senate bill 3°
but was added in conference presumably in order to give the
Commission considerable discretion in selecting and prosecuting
cases.®” It might have been interpreted to facilitate the func-
tioning of the Commission by allowing it to devote its limited
energies in the most effective direction. Instead it has been
interpreted as a limiting clause necessitating positive proof by
the Commission of the public interest in prosecuting each case
in addition to the showing of an unlawful method. This may
have had the effect of preventing the Commission from being
made the arbiter of many private controversies of a petty sort,
which may have been for the best since, as we shall see, the
Commission has been concerned far too much with injury to
rival property rights and far too little with injury to consumers.

In the proceedings of the Commission involving monopoly
or restraint of trade, no serious question of the public interest
has been raised. In proceedings involving misrepresentation

*The Circuit Court had held that since the practice was widespread
and any member of the trade was free to adopt it, no injury was done.
Winsted Hosiery Co. v. F. T. C., 272 Fed. 957, 960 (1921).

® Section 5(b).

® Cf. 63d Cong., 2d Sess., Senate Document No. 573 for a Comparative
Print of the Federal Trade Commission Bill showing the bill at various
stages in its legislative history.

“E. P. Herring, op. cit., p. 112.
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and analogous practices the question has been more vital. The
decision in F. T. C. v. Klesner *! is especially significant since
in it for the first time the Supreme Court reversed the Commis-
sion on the ground that merely a private controversy was
involved. There was involved a controversy between two indi-
viduals engaged in selling window shades in the District of
Columbia under the name “Shade Shop.” Sammons had moved
out of a shop owned by Klesner in violation of an agreement,
whereupon the latter opened up a shop in the same location
and advertised it as the ‘“Shade Shop” with the qualification
“Hooper and Klesner.” Five years later and after an unsuc-
cessful attempt to get an injunction Sammons filed a complaint
with the Commission. The crux of the Court’s argument
follows:

But the mere fact that it is to the interest of the community that
private rights shall be respected is not enough to support a finding
of public interest. To justify filing a complaint the public interest
must be specific and substantial. Often it is so, because the unfair
method employed threatens the existence of present or potential
competition. Sometimes, because the unfair method is being em-
ployed under circumstances which involve flagrant oppression of the
weak by the strong. Sometimes, because, although the aggregate of
the loss entailed may be so serious and widespread as to make the
matter one of public consequence, no private suit would be brought
to stop the unfair conduct, since the loss to each of the individuals
affected is too small to warrant it.*2

The Court added that “It is not claimed that the article supplied
by Klesner was inferior to that of Sammons, or that the public
suffered otherwise financially.”

While sympathizing with the view that the Commission
should not become “a petty traffic officer in the great highways
of commerce,” one cannot help but wonder whether such an

“ 280 U. S. 19 (1929). For the Commission’s proceedings cf. 5 F. T. C.
24

@ Ibid,, p. 28.
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interpretation of the “public interest” clause does not overlook
the intention of the sponsors of the act to prevent practices at
their incipiency or, if you will, to prevent unfair “acts” before
they become customary “practices” or “methods.” It is pos-
sible that recent amendments to section 5 may serve to relieve
the Commission from such restrictions.*?

In the Winsted decision in addition to the matter of public
interest the courts had investigated the question of injury to
legitimate competitors. This test of an unfair method was
destined eventually to become a necessary condition for juris-
diction of the Commission, thereby creating such a restriction
upon the scope of the act as eventually to induce Congressional
amendments. In the first case involving section 5 to get into
the courts, the Circuit Court had been incautious enough to
state that “the commissioners are not required to aver and
prove that any competitor has been damaged.” ** Moreover,
in the Beech-Nut Packing Co. decision the court sustained the
Commission in a proceeding against an elaborate scheme of
resale price maintenance although no claim was made that any
direct competitor of the manufacturer pursuing the practice
was injured. In an early proceeding involving alleged discrimi-
nation, however, the lower court raised the question of injury
to competitors.® This involved a system of trade discounts
which the Commission alleged violated section 5 of the Federal
Trade Commission Act and section 2 of the Clayton Act as
well. The National Biscuit Company gave volume discounts to
a chain grocery based on total purchases of the whole chain,
although it solicited orders and made deliveries on an individual
store basis, but refused to grant similar privileges to codper-
ative or pool buyers. This was presumed to be unfair to the

“ Cf. post, p. 101.

“ Sears, Roebuck & Co.v. F. T. C., 258 Fed. 311 (1919).

“ National Biscuit Co. v. F. T. C., 299 Fed. 733 (1924). For the Com-
mission’s proceedings c¢f. 7 F. T. C. 206 and 218.
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independents, so far as the discounts were not based on differ-
ences in cost, and to the codperative and pool buyers. In
reversing the Commission the Court remarked concerning the
applicability of section 5, “It is very apparent that no cracker
manufacturer could be prejudiced by the refusal of his largest
rival to satisfy customers or prospective customers by granting
the discount desired.” *¢

The issue came to a climax with the reversal of the Com-
mission by the Court in its proceedings against the Raladam
Company. The latter was engaged in selling a preparation for
internal use as an obesity cure. It represented this as a scientific
method of treating obesity which was safe and effective. The
Commission alleged that among the ingredients was thyroid
which will not act uniformly with all persons and cannot with
safety be prescribed without constant consultation with a
competent medical authority. The lower court reversed the
Commission and in this was sustained by the Supreme Court.
The decision of the higher court in this case is important.*’
The opinion was written by Justice Sutherland, who as member
of the Senate had had much to say about the possibility that
the phrase unfair competition would receive a narrow interpre-
tation by the courts. In introducing his argument he gave a
terse outline of the prerequisites for a proceeding under section
5 which colored most of the succeeding decisions prior to
amendment of the act in 1938.

By the plain words of the act, the power of the Commission to
take steps looking to the issue of an order to desist depends upon the
existence of three distinct prerequisites: (1) that the methods com-
plained of are unfair; (2) that they are methods of competition in
commerce; and (3) that a proceeding by the Commission to prevent
the use of the methods appears to be in the interest of the public.t®

“* 299 Fed. 733, 738.

“F T.C.v. Raladam Co., 283 U. S. 643 (1931). For the Commission’s
proceedings cf. 12 F. T. C. 363.

® 283 U. S. 643, 646. Italics are in the original.



CRITERIA OF UNFAIR METHODS 95

The order in question was reversed because of a failure to
show that it was a method of competition. “Findings of the
Commission justify the conclusion that the advertisements
naturally would tend to increase the business of respondent;
but there is neither finding nor evidence from which the conclu-
sion legitimately can be drawn that these advertisements sub-
stantially injured or tended thus to injure the business of any
competitor or of competitors generally, whether legitimate or
not.” ¥* The Commission was reversed because of an inade-
quate presentation of evidence on the matter of injury to
competitors. The Court, however, did not set up the require-
ment of a showing of particular injury. ‘. . . it is not neces-
sary that the facts point to any particular trade or traders. It
is enough that there be present or potential substantial compe-
tition, which is shown by proof, or appears by necessary
inference, to have been injured, or to be clearly threatened
with injury, to a substantial extent. . . .” % The absence of
proof or necessary inference that there were honest competitors,
present or potential, who would be injured was the controlling
factor in the Court’s decision.

This interpretation, of course, leaves considerable latitude
to the Commission in establishing its jurisdiction in a particu-
lar case, but it does subordinate the consumer or public interest
to the property rights of business rivals on the somewhat
incomplete theory that the public interest is adequately served
by prote