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Lessons from the Great Depression

BY JOHN D. HARKRIDER

IHERE IS A VIRTUAL CONSENSUS
among economists both thar the United Stares is
in the middle of the worst economic crisis since the
Great Depression and that the Federal Govern-
ment should take some action to stimulare the

economy. There are, however, sharp disagreements as to the

exact role the Government should play in stimularing the
economy.

Not surprisingly, the question of the proper role of the
Federal Government in stimulating the economy was also
debared during the Grear Depression, and nowhere was that
debate more heated than in the area of industrial organiza-
tion. On one side of the debate, producers, both large and
small, argued thar their declining fortunes were caused by too
much competition, and that the Government’s role should be
to help them form cartels so that their industries could reduce
output and increase price, which they argued would allow
them to pay higher wages. On the other side of the debate,
consumer groups argued that growth was stifled in part by
the anticompetitive practices of monopolists, and thar the
Government should bust the trusts, leading to increased out-
put, which in turn would lead to the creation of more jobs.

Given the strength of these opposing sides’ interests and

the fact that both phrased the benefit of their preferred pol-
icy in terms of preserving employment, it is perhaps not sur-
prising that FDR simultaneously pursued contradicrory eco-
nomic policies. Specifically, FDR used the Narional Industrial
Recovery Act (NIRA) to establish industrial codes that were
expressly designed to limit outpur and price comperition,
while at the same time ratcheting up antitrust enforcement
and in the end attacking the very codes established by the
NIRA.

It is likely that these same opposing forces will again be
at play during the Obama administration, with consumer
groups seeking more aggressive anttrust enforcement and
producer groups seeking less. Indeed, the Wall Street and
automobile bailouts will likely spur requests by other manu-
facturers thar the Federal Governmenr protect them from the
competitive process.
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Because these arguments were also made during the Grear
Depression, policy makers would be wise to consider the
empirical impact of New Deal industrial organization poli-
¢y in making policy decisions.

The Worst Economic Crisis Since the

Great Depression

There is litde question that we are in the'middle of'a global
economic contraction. The stock marker has fallen over 46

‘percent, from a close of 14,164 on Ocrober 9, 2007, toa close
0f7,552 on November 20, 2008." Other statistics are equal-

ly distressing: for-example, between January and December
2008, industrial production has declined almost 8 percent?
and unemployment has increased by almost 47 percent,’

both of which are among the largest annual changes since the

Great Depression. And perhaps of even greater concern, the
Consumer Price Index (CPI) has declined by over 4, percent
berween July and December 2008, the largest five-month
decline since October 1929 to March 1933.1 This decrease
raises significant concerns abour the possibility of long-term
deflation, one of the hallmarks of the Grear Depression.
Despite the seriousness of today’s economic slowdown,
however, it is important to note that we are srill a far distance
from the economic stagnation of the Great Depression. For
example, while there is valid concern about deflation, the
more than 4 percent decline in the CPI between July and
December 2008 pales in comparison with the approximarely
27 percent decline in the CPI between November 1929 and
March 1933.% Similarly, the 6 percent decline in industrial
production, while troublesome, bears little resemblance to
the more than 53 percent decline in industrial production
between July 1929 and July 1932.¢ Finally, the unemployment
rate, which as of December 2008 is measured at between 7.2
percent (excluding underemployed) and 13.5 percent (includ-
ing underemployed),” is a far cry from the unemployment rate
of berween 20 percent (excluding those working part time in
the WPA) and 25 percent (including WPA wotkers) in 1932.8
That said, it is important to note thar the Great Depres-
sion did not occur overnight. To the contrary, the economic
contraction was quite slow. For example, the 53 percent
decline in industrial production from 1929 to 1932 started
with a decline of only 7 percent in 1929.% Similarly, unem-
ployment was 8.9 percent in 1930, before rising to 15.9 per-
cent in 1931 and 23.6 percentin 1932.1° And perhaps most



surprisingly, the stock marker crash of 1929, including Black
Thursday (October 24, 1929), Black Monday (Ocrober 28,
1929), and Black Tuesday (October 29, 1929), only resulted
in a decline of roughly 76 points, or 25 percent of the value
of the Dow Jones Industrial Average.'* It took three further
years for the Dow to lose approximately 200 more points to
close atslightly over 41 on July 8, 1932.12

In other words, just because we have not yet seen the sort
of economic decline exemplary of the Great Depression does
not mean that we should not study the economic policies of
the New Deal. Now. is the time to pay parricular attention
because we want to prevent the adoption of policies thar
might exacerbate the current economic state of affairs. Indeed,
this is precisely what many economists believed occurred at
the tail end of the Hoover Administration (1929-1933),
which not only failed to explore more expansionist fiscal poli-
cies,® bur also pursued protectionist policies in the form of the
Smoot-Hawley tariff.! The question thar this article will
explore is whether the industrial organizartion policies adopt-
ed by FDR had a similar negative effect on the economy.

Roosevelt’s Industrial Organization Policies

There is litdle question that the Roosevelt Administration
took aggressive action to change the industrial organization
policies of the Unired States. Unfortunarely, the aggressive
policies that were adopted were internally inconsistent, with
the Roosevelt Administration'® simultaneously adopring poli-
cies designed to drive up price by allowing competitors to col-
lude, as well as pursuing (more) aggressive antitrust enforce-
ment designed to drive down price by breaking up industrial
cartels. Not surprisingly, it is unclear whether, on balance,
these contradictory policies did much, if anything, to improve
the economic condition of the nation, and there is some
empirical evidence thar suggests that these policies actually
worsened the economic condition.

The National Industrial Recovery Act. As economic
conditions worsened in the early 1930s, firms began to reduce
price in order to drive volume. Predictably, this led many
businessmen to petition the government for government-
sponsored cartels of the sort that had existed during World
‘War I. Gerald Swope, for example, promoted a vision of a
cartelized economy run by trade associations, an idea that
Hoover castigated as “the most gigantic proposal of monop-
oly ever made in history.”®

Roosevelt, however, was more receptive to the concept of
industrial codes than Hoover and, by the end of his “First
100 Days,” on June 16, 1933, signed the National Industrial
Recovery Act into law. In its most basic form, the NIRA
allowed competitors to meet and propose industrial codes of
“fair competition” which would then be approved by code
administrators.!? Sold to the public as a way to protect work-
ers and preserve employment,'® industry-adopred NIRA
codes were portrayed as a form of patriotism, and firms thar
adhered to them proudly displayed a Blue Eagle emblem on
their stores."?

The codes that were adopted by the individual industries,
however, went far beyond agreements to pay a minimum
wage or to eliminate child labor. For example, 444 codes
adopred open price systems, which were designed to stabilize
prices and reveal price mavericks, 61 codes included limira-
tions on machine or plant hours, and 30 industries con-
rained restrictions on productive capacity, such as limiting the
construction of new capacity, preventing the opening of
closed plants, or the shifting of production from one market
to another.?®

In order to enforce the codes, code administration and
enforcement bodies were formed to interpret code provi-
sions, grant code exceptions, and punish code violations.”
Significantly, code authorities were made up almost exclu-
sively of businessmen.” Indeed, less than 10 percent of code
authorities had labor members and less than 2 percent had
consurmer representatives.’

Just because we have not yet seen the sort of

economic decline exemplary of the Great Depression
does not mean that we should not study the

econamic policies of the New Deal.

The NIRA also contained two provisions designed to
address antitrust concerns. First, Section 3 of the NIRA pro-
vided that the President (or his designee) could approve a
code only if the industrial group proposing the code was
open to all competitors and the code was not designed to per-
mit monopolies or to harm small competitors.?! Second,
once approved, the provisions of the code were deemed the
“standards of fair competition” for the trade or industry con-
cerned; and any violation of such standards in any transaction
in or affecting interstate or foreign commerce was deemed “an
unfair method of competition™ within the meaning of the
Federal Trade Commission Act.?

Together these provisions, of course, only exacerbated the
inherent conflict between the NIRA and the antitrust laws,
Specifically, the first provision, while designed to protect
against the exclusion of smaller competitors from cartels,
only increased the competitive harm by ensuring that poten-
tial mavericks joined cartels and benefired from the restric-
tions in ourpur. The second provision was even more per-
verse, by not only exempting industrial codes from Section 5
of the Federal Trade Commission Act, bur also arempring to
turn the Federal Trade Commission from protector of the free
market to enforcer of distortions of ir.

Nort surprisingly, there was vocal opposition to the NIRA
from both consumer groups and anritrust enforcers them-
selves. Farmers complained that rising industrial prices were
canceling out the efforts of the farm program.? Similarly,
Harold Ickes, the man in charge of the Public Works Admin-
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istrarion and the Perroleum' Administration, believed that
NIRA codes were promoting monopoly and were responsi-
ble for the increased number of identical bids on public
works contracts.”” Additionally, the FTC, despire the NIRA
provisions designed to divest it of its charge to prevent anti-
competitive practices, attempred to challenge particular
codes, arguing, for example, that the steel code was a means
of fixing prices and avoiding the FTC’s order against basing-
point pricing.®

Given the oppositon to the codes, the Federal Govern-
ment issued Office Memorandum 228 on June 7, 1934,
which srated that the purpose of the NIRA was to establish
a free marker, nor, as many codes did, to eliminate competi-
tion.?”? Thus, Office Memorandum 228 made clear that
destrucrive price cutting was unfair only if it imperiled small
enterprise, impaired labor standards or tended to promore a
monopoly. The business community, not surprisingly, imme-
diately objecred to the Memorandum and on June 8, 1934,
the Administration retreated, making clear thar Office Mem-
orandum 228 only applied to new codes.?® As a result, the
459 codes then in existence, covering over 90 percent of all
industries subject to the NIRA, remained in effect.?!

The End of the NIRA. Despite opposition to the NIRA,
there was widespread speculation thar it would be renewed by
Congress on May 28, 1935. Just one day before Congress was
set to vote, however, the NIRA was struck down by the
Supreme Court in A.L.A. Schechser Poultry Corp. v. United
States® A.L.A. Schechter Poultry Corporation and Schechrer
Live Poultry Market, the two largest suppliers for kosher
poultry in Brooklyn, had been investigated by the Depart-
ment of Justice for violating the Live Poultry Code, which set
standards for wages and hours in the poultry industry.3?
Based upon the evidence collected by Walter Rice of the
DQYJ, the four Schechter brothers were found guilty of nine-
teen counts of violating the poultry code, including allowing
workers to work more than forty hours a week, failing to pub-
lish prices, and allowing retailers to select individual chickens
as opposed to requiring them to purchase chickens only by
grade, as required by the code.* The circuit court upheld the
conviction on seventeen of the counts, but hot on two counts
charging violations of wage and minimum hours of labor
commitments.?* The Government, using the case as a test for
the constitutionality of the NIRA, appealed the case to the
Supreme Court. ¥

On May 27, 1935, Chief Justice Charles Evans Hughes
noting thar “extraordinary conditions do not create or enlarge
constitutional power,”* held that Section 3 of the NIRA
violated Article 1 of the Constitution because, 7nter alia, the
legislative powers delegated to the President by the NIRA
were withour effective limitation.® Specifically, the Courr
noted that the Act did not define “fair competition” and,
indeed, permitred the President, withour norice or hearing;
to approve certain practices that the FTC, afrer norice and
hearing, had already determined constituted “unfair methods
of competition.”®® Thus, “the discretion of the President in
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At the same time the President was approving codes

that limited competition, antitrust enforcers within
the Administration attempted to outlaw the very

codes that had been adopted by industries.

approving or prescribing codes, and thus enacting laws for the
government of trade and industry throughour the country,
[wa]s virtually unfettered . . . [and] an uriconstitutional del-
egation of legislative power,”4°
New Deal Antitrust Enforcement. At the same time the
President was approving codes that limited competition,
antitrust enforcers within the Administration attempred to
outlaw the very codes that had been adopred by industries.
For example, Harold Ickes, the Secretary of the Interior
and head of the Public Works Administration, charged that
the basing-point systems adopred by both the cement and
steel manufacturers led to the Public Works Administration
receiving identical bids at least 257 times.*! When, in Fall
1935, Ickes received uniform bids for steel pilings on a series
of projects, including the Triborough Bridge in New York,
that were 20 percent higher than the prices offered by foreign
manufacturers, Ickes ordered-the steel from a German man-
ufacturer.* Although the President, in response to an outcry
by domestic steel producers, rescinded the purchase of
German steel, FDR ordered the antitrust authorities to inves-
tigate whether the identical bids were the result of collu-
sion,”” However, in Spring 1937, the Attorney General
announced that the steel industry would not be prosecured. ™
Also in 1937, the Antitrust Division began 1o significant-
ly increase antitrust enforcement through a series of impor-
tant cases, including a challenge to interlocking directorates
used in the steel industry, a challenge to the merger of
Republic Steel and Corrigan, and a suit to force Columbia
Gas and Electric system to divest itself of its interest in the
Panhandle Eastern Pipeline.®” Most significantly, in 1937,
the Antitrust Division brought suit to break up the Alumi-
num Company of America, which had been long regarded as
one of the principal examples of monopolies iri the country.
Ironically, some of the enforcement actions taken by the
DOQ] targeted the very practices approved by the NIRA. For
example, in 1937, the DOJ sued, and a jury convicted, 16
corporations and 30 individuals representing 85 percent of
the oil business in ten Midwestern states of a conspiracy to
rig prices of petroleum in Madison, Wisconsin.”” As report-
ed by Time Maguzine at the time, “Far from denying such
charges, oilmen plaintively asserted thar this was merely what
they had been directed to do by the New Deal and N[I]RA.
[The b]est summary yer of the situation from the oilman’s
point of view was the remark of one executive: ‘The oil indus-
try feels like a small boy spanked by mamma for doing some-
thing papa told him to do.™#



In 1938, Thurman Arnold, the newly appointed head of
the Antitrust Division, made explicit the link berween com-
petitive markets and economic recovery, arguing thar “if,
through the application of the Antirust Laws . . . we can
restore price competition . . . we will have gone a long way
toward solving one of the major problems of the recession.”#
Ignoring his own role in fostering cartels, FDR sent a mes-
sage to Congress on April 29, 1938, that the American econ-
omy had become a “concealed cartel system” and thar the dis-
appearance of price competition was “one of the primary
causes of our present difficulties,”*

Under the direction of Arnold, the DOJ significantly
increased antitrust enforcement, bringing indictments against
the leading milk distributors in United States v. Borden®' for
preventing the entry of independent distributors through
dirty practices, such as arson, flogging, and stench bombing,*
Arnold also brought suit against block-booking in United
States v. Paramount Pictures’® and against the American
Medical Association for attempting to block the formation of
a health maintenance organization by the employees of the
Home Owners’ Loan Corporation.*

The Antitrust Division also took action against the hous-
ing industry, bringing 99 criminal actions and 22 civil suits.?
It also brought action in 1939 against 18 major tire manu-
facturers for collusive bidding, and against the misuse of
patents by the glassware and glass container industry.’ In
sum, berween 1939 and 1941, the Antitrust Division filed
180 cases, and, by the time Atnold left office in 1943, he was
responsible for nearly half of all proceedings instituted under
the Sherman Act since 1898,

The Empirical Evidence. There are at least two impor-
rant questions to ask when examining what impact New
Deal industrial organization policies had on the economy.
The first is to examine the impacr of both the NIRA and
increased antitrust enforcement on consumers, and the sec-
ond is to examine the impact of these policies on the recov-
ery from the Great Depression.

The first question is relatively easy to answer. It seems
clear the NIRA increased prices just as antirrust enforcement
lowered them. For example, Jason Taylor found that NIRA
cartels led to a 10 percent reduction in monthly output.’’
Cole and Ohanian found that monthly industry level price
changes between March 1933 and June 1934 rose from 16
percent in the iron and steel industry to 53 percenrt in the
petroleum industry.*® Consistent with economic theory, it
appears that codes were most potent in highly concentrated
industries, with 75 percent of complaints abour code viola-
tions coming from just 25 codes covering industrial sectors
dominated by a few firms.*

On the other side of the ledger, the evidence appears to be
thar the more aggressive antitrust enforcement reduced prices
to consumers. Specifically, the DOJ at the time claimed that
its suits against the construction industry saved consumers
over $300 million in building costs.®® Similarly, the DO]J
claimed that its investigation into anticompetitive practices

in the dairy industry reduced the price of milk by more than
30 percent.®'

The second question is more difficult to answer, but the
empirical evidence suggests that cartelization through the
NIRA was at least partly to blame for how long it took 1o
recover from the Great Depression. For example, Christina
Romer, now the Chair of President Obama’s Council of Eco-
nomic Advisors, has conchided: thar the NIRA diminished
the responsiveness of price to output and thus “prevented
the economy’s self-correction mechanism from working.”®
Similarly, Cole and Ohanian have written that cartelization
through the NIRA coupled with policies thar encouraged
high wages in cartelized industries reduced the GNP by 27
percent below what it otherwise would have been, lengthen-
ing the Great Depression by seven years.®

The conclusion that cartelization is unlikely to lifr the
nation out of economic stagnation cerrainly makes intuitive
sense. Allowing competitors to restrict outpur and increase
price above a comperitive level may allow these firms to pay
higher wages to their workers, but it does so at a significant
cost, by restricting output.at a time when the economy needs
to expand. Moreover, firms in carrelized industries are unlike-
ly to innovate, especially where such innovation leads to new
products and comperitors that are likely to challenge incum-
bents. Thus, it is pethaps not surprising thar according to one
study, there were few, indeed, dlmost no, new products intro-
duced in the late 19205 and 1930s that could drive increases
in consumer spending or investment.% Seen in this light, pro-
tecting firms from the comperitive process does not increase
employment; it simply protects existing jobs at the cost of
new ones.

Could This Happen Again?

One might hope that we have learned enough over the last
century to avoid a return to cartelization as a niechanism to
combac deflation and unemployment. But this optimism
must be temipered by the realization that our cusrent eco-
nomic situation was caused, in part, by repeating many of the
mistakes, especially the lack of financial regulation, thar led
in part to the Great Depression. Thus, it would not be sur-
prising if there is pressure to repeat many of the same mis-
takes that lengthened the Great Depression.

Indeed, although it is relatively early, there are already
signs that this might occur. In a recent article in The New York
Times, David Boies argued that “preserving jobs and eco-
nomic stability will be perceived as more important than
preserving competition.”%® More significantly, New York
Times columnist Paul Krugman’s blog has 4 number of arti-
cles justifying the NIRA policies.® And Adam Cohen, in an
editorial also in The New York Times, contended that firms
should reduce hours instead of employment.” While this
would not be problematic if implemented unilarerally, a sin-
gle firm may be unlikely to reduce output withour assurances
that competitors would not seek to capture addirional sales.
For this reason, calls to reduce hours may be a precursor to
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calls for industry agreements to restrict output in the name
of preserving employment, which is precisely whar led to

the NIRA.

Conclusion

Although there is some disagreement among economists on
the exact causes of the severity and durartion of the Grear
Depression, the leading culprits all have something in com-
mon: they represent distortions of the compertitive marker.
For example, the absence of securities regulation allows the
principal-agency problem inherent in financial markets to
cause buyers of financial products to pay more than they
would if they were fully informed.*® The Smoot-Hawley tar-
iff allowed domestic producers to charge more for products
than they would in‘a competitive market, and also decreased
the incentives of domestic producers to innovate to compere
with foreign producers. Additionally, the Gold Standard had
the effect both of limiting the ability of the Federal Reserve
to allow monetary supply to react to significant changes in
the aggregate demand for money and to link national mar-
kets that otherwise would pursue fiscal policies that were tai-
lored 1o their own economic conditions.? Given this context,
it would seem counterintuitive to expect economic recovery
to- occur by enacting policies thar exacerbate rather than
address underlying market imperfections.

Put another way, the current econemic crisis may provide
evidence thar markets are not inherently self-correcting,”
bur it does not provide evidence that markets do nor work.
They do and in the following predictable manner: competi-
tive markers distribute resourcesin an ‘efficient manner; mar-
kets that suffer from significant marker imperfections—
whether caused by externalities, information asymrmetries,

collusion, or too much concentration—do not. This basic
distinction has been the foundation of the anticrust laws for
nearly a century, and it has led to the general view thar gov-
ernment intervention should be limited to markets thar suf-
fer from market imperfections, and even then, it should be
limited in scope. So, for example, the antitrust agencies gen-
erally intervene only where market conditions are such that
coordinared interaction or predation is likely, and limit their
intervention to divestitures and narrowly tailored conduct
remedies, stopping short of imposing remedies that set price
or limit output. The NIRA ignored this limitarion on mar-
ket intervention, [fwe do the same, we will not have leariied
from the mistakes of history, and instead will be condemned
to repeat them.

This is not to suggest that counsel seeking merger clear-
ance should ignore changed circumstances caused by the cur-
rent fiscal crisis. They may, for example, want to argue that
the firm being acquired satisfies the requirements of the fail-
ing firm defense or, citing General Dynamics,’* argue thar his-
torical marker shares do not accurately reflect a firm’s furure
competitive significance. And, certainly, merging parties will
have to take account of imperfections in capiral markets that
may make entry less likely. But counsel should be wary of
arguing that the merged entity must obtain market power in
order to profitably operate in the current economy. Antitruse
enforcers should be equally wary of such arguments, as such
mergers are likely to exacerbate the current economic crisis
rather than address it. In short, while some may argue that
aggressive antitrust enforcement is a luxury thar can only be
afforded during good economic times, the importance of
aggressive antirrust enforcement only increases when eco-
nomic times are bad,
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