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CHAPTER I
INTRODUCTION

The United States of America, through Congress; is trying
very hard to establish a principle which, after all, is the
great principle of American liberty, the principle which really,
more than any other, is representative of a democratic form of
fovernment. It is embodied in a popular song of a hundred years
ago:

"Give to me the land where all inherit Liberty to
rigse by honest merit.®

We think that if there is an honest opportunity for a man
to grow and sell his tobacco leaf without restraint, if there
is an honest market in which the products of tobacco may be
sold, that there will be an opportunity for the man, growing
and selling, to rise by honest merit and for the dealer, by
hoaest merit, ito advance in his business; and perhaps for some
little man, with only a few hundred dollars but with ingenuity
and zeal and energy, to work in some back shop somewhere, manu-
facturing cigarettes or other tobacco products, and compete with
the largest companies in the world and, finally, reach that high
point of eminence that has been reached by such men as Henry
Ford and a number of others.l

#ith this impassioned oratory the Government opened its case
against the major tobacco companies in 1941. For the companies this was
no new experience. In some ways it was different, but in reality the
tobacco industry had been on trial since the 1890's. The companies had

been tried and found guilty by the Government, by farmers, and by the

1
The American Tobacco Company et al. vs. United States of America,
U. S. Circuit Court of Appeals for the Sixth Circuit, Vol. VIII, p. 5855.
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economic literature of several decades. The accusations had varied, but
always included was the charge that they were guilty of exploiting the
tobacco farmer by depressing the prices of the product on which he de-
pended for his living.

A recent writer has said, "One would think, from the volume of
protest over the years, that the principal use of market power in this
industry has been to drive down the prices of leaf tobacco."2

Glenn Johnson, prominent agricultural economist, has remarked:

The belief was prominent among tobacco people at this time
(1933) that tobacco manufacturers had been taking "unfair"
advantage of producers. Rowe quotes figures to the effect
that between 1923 and 1932 returns to farmers for domesti-
cally manufactured tobacco decreased from 174 million
dollars to 68 million dollars while manufacturers' profits
increased from 76 to 146 million dollars. From the very
beginning (of farm price support programs), tobacco pro-
ducers were glven special attention among producers of
different farm products.

From almost every major work on the tobacco industry could be
drawn quotations to describe the sentiment which has prevailed during
this century among the tobacco growers concerning the tobacco companies.
How strong the feeling has been at times is indicated by the actual out-

break of physical violence in the major growing areas. Perhaps even

stronger evidence of underlying suspicion and distrust is furnished by

2.
Richard B. Tennant, The American Cigarette Industry (New Haven:
Yale University Press, 1950), p. 316. )

3Glenn L. Johnson, Burley lobacco Control Programs (Kentucky Agri-
cultural Experiment Station, University of Kentucky, Lexington, Bulletin
580, February 1952), p. 7.
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the elaborate precautions which have been taken in recent years to assure
a "competitive" market at the tobacco auctions. No one familiar with
tobacco growing or its maaufacture would deny that the farmer is still
convinced that the buyers could and would explolit him in the absence of

strong preventive measures.

The Problem

A casual inspection of data on prices, production, and income for
tobacco growers indicates that, on balance, they may have been in an
historically favorable position. It will be of interest to investigate
the situation of the tobacco farmers relative to that of the growers of
other commodities, particularly to deteramine whether the peculiar con-
ditions of competition in the tobacco industry may not have redounded to
the benefit of the grower cf the raw product.

Such a study can best be approached by computing over time, for
tobacco and other agricultural products, the "terms of exchange! suggested
by Theodore Schultz and the "Ames School." There are certain limitations
upon conclusions which can be drawn from such an analysis. One must keep
in mind that this paper has not as its purpose the measurement of ex--
ploitation of tobacco growers. It is rather concerned with the relative
price position of tobacco as a commodity and with the relative position

of tobacco growers, whether or not they are subjected to exploitation.

The theoretical analysis and the evidence presented at trials and

hearings concerned with tobacco companies indicate that there may be some



exploitation of tobacco growers. The evidence of exploitation ean be
set down rather easily along with some generalizations about the serious
social implications. It seems impossible, however, for reasons to be

shown, to measure the pracise amount of exploitation.

Importance of the Study

This study is significant in that it helps to sharpen the issues
in a controversy which has had and will continue toc have far-reaching
implications in our time and in time to come. We shall be umore and more
concerned with industry size and its implications in the future, and all
paths which seem to hold promise must be investigated.

In the past writers who have dealt with the leaf-buying phaase of
the totacco industry have tended to concentrate their attention upon an
investigation of the monopsonistic exploitation which, unfortunately, is
not measurasble. There has been much investigation because this industry
is the almost perfect example of the oligopoly-oligopsony market structure.
Yet one is left to face the fact that while much has been done, there is
much to do.

The tobacco grower has been imbued with the notion ‘that he suffers
wijustly, and that in some way the large tobacco companies are responsible
for his suffering. Circumstantial evidence points in this directicn.

The tobacco grower would be confounded to discover that the prices of his

crop have held up over time much better than the prices of other fawvm



products erd that perhaps he must look elsewhere than to the tobaecco
companies for z scapegoat for his complzints.
This, then, is the importance of thils study. It is an attempt

to view an old problem with a new light.

Related Studies

There are no studies which have a direet relation to this one, in
the sense that no attempt has been made to measure the relative position
of tobacco farmers and other farmers.h There are certzin writers in the
field who are well known and with whose works one must be familiar in
order to determine the amount and nature of previocus investigation.
These works have served as background material for parts of this study
and as the point of departure for the heart of the study.

Bxtensive work in the general area has been done by William M.

Nichells. His Imperfect Competition Within Agricultural Tndustries®

is accepied as the gaidshook for those who ars interested in economic

hIt might be well to state here that mo attempv will be made to
differentiate bstween tobacce farmers as such and other types of farmers
as suche To do so would necessitate the choice of soume arbitrary figure
(nunber of pounds or bushels of a product raised or the amount of land
devoted to a certain product) for differentiating purposes. In botir the
literature and in agricultural statistics writers seem to use the terms
"tobacco farmer" and "tobacco grower? synonymously. No one seems 1o
have decided who is a tobaecco farmer. Our problem, however, is one of
relative commodity prices and relative farm income from particular com-
modities.

swilliam H. Nicholls, Imperfect Competition ¥ithin Agricultural

Industries (Iowa: The Iowa State College Press, 194l).
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analysis and economic theory as it is concerned with agricultural indus-
tries. After laying out this theoretical framework, Nicholle turned to

the specific case of the tobacco industry and wrote Price Folicies In the

Cigarette Industry.6 This book is in the nature of an historical study

which brings together in one volume many of the facts and figures essential
to an expert knowledge of the industry. He attempts no theoretical analy-
sis and offers no prescriptions. It is, one presumes, left to the reader's
discretion to attempt to fit this industry into Nicholls' previous theo-
retical framework.

Among other writers in the field are Meyer Jacobstein, Reavis Cox,
Richard B. Tennant, Ross Robertson, Nainie Tilley, T. J. Woofter, Jr.,

and Warren C. Baum, all of whose writings will be referred to later.

Sources of Data and Methods of Procedure

The literature mentioned in the foregoing ssction has been investi-
gated along with all available articles in periodicals touching upon the
subject. The volumincus court records of the 1941 Tobaceo Case have been
studied as have been other Covernment hearings, notably those of the
Federal Trade Commission. Because the method of procedure involves large

amounts of statistical data, the wvarious issues of Agricultural Statistics

6
William H. Nicholls, Price Policies In the Cigarette Industry
(Nashville, ‘lennessee: ‘The Vanderbilt University Press, 1951).
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published by the Department of Agriculture have figured prominently in
the study.

The problem and tne method of approach used has been discussed
with farmers, warchousemen, rspresentatives of tobacco companies and the
Department of Agriculture, and economists in an attempt to gain a clear
and broad insight into the study.

The use of the "teras-of-exchange® concept for comparative analysis

has been facilitated by Theodore Schultz's Agriculture In An Unsteady

Econogxo7 The concept underlying the terms of exchange procedure in this
analysis involves the detvermination of the reiationship between the prices
of the products which the farmer has to sell and the prices of the pro-
ducts which he must buy. In order to have compareble figures, the data
must first be traunslated into index numbers. Indices which are used must
be compiled with the same year or years as their base pesriod. The agri-
cultural indices published by the Government have been based on the
average of the 1910-191lL prices or the average of the August 1909 - July
1914 prices. The industry indices are weighted indices covering various
industrial products. - For the purposes of this paper agricultural indices
have been compiled from agricultural statistics where it was desirable to
use a base period for which indices were unavailable.

After the indices are computed, the ratio between the index of

prices wnich the farmer received and the prices wihich he paid is computed.

7Theodare W, Schultz, Agriculture In An Unsteady Economy (New York:
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A base year is selected, aad the ratio of the "prices recelved" index to
the "pricss paid" index is set equal to 100 as the terms of exchange
index for the base year. The selection of the base year must be, in a
sensa, arbitrary. Any attempt to select a "normel" year as the base
must be frustratsed by the difficulty of defining "normalcy." Histori-
cally significant points in time hawve beea chosen.

Thus, the terms of exchange show the change in purchasing power
of the farmer's product as measured from a selsctsd yzar. General
agricultural terms of exchange and specific terms for individual crops

have been computed for the purpose of coumparative analysise.

Organization of the Study by Chapters

he present chapter ls devobed Lo & broad statement of the problem
of the study and to reletisg the problem to published sources of informa-
tion. Chapter II contains an historical sketch of the tobacce industry
which is included for the sake of clarity and a comprehensive viewpoint.
A certsin theoretical background is essential for the understanding of
this problem. The necessary analytical material is presented in Chapter
IIT which is concerned with a brief statement of the theory of exploita-
tion and with a fairly detailed sketch of the theory of oligopsony and
oligopoly. In this chapter the tobacco industry is fitted into the
theoretical framework. The comparative analyses for which the early part
of the study is background material are contained in Chapter IV. Chapter
V is devoted to a swamary statement and a statement of the author's

conclusions.



CHAPTER II
THE HISTORY OF THE TOBACCO INDUSTRY

The story of tobacco has held a fascination for countless writers;
historians and romanticists have capitalized on the gold leaf as subject
matter to an almost greater extent than economists. It is impossible
here to trace the tobacco industry from the days of its incipiency.
Attention must be focused on the years for which there are acceptable
price data——and these begin with the 1890's.

Here we shall survey briefly the development of the tobacco
industry--as it has been viewed by writers in the field--as background
material for the price analysis presented in a later chapter. This
chapter will be meaningful to the reader to the extent to which he cor-

relates it with the later section on price analysis.

The Trust, 1890-1910"

The original American Tobacco Company was formed in 1890 as the
result of the consolidation of five companies: Allen and Ginter; W.
Duke, Sons and Company; Kinney Tobacco Company; Goodwin & Company; and

W. S. Kimball & Company. At the time of the consolidation these companies

L

lUnless otherwise stated, the early industry background in this
section is taken from Ross M. Robertson's "donopsony and Monopsonistic
Markets" (Unpublished M. A. thesis, Department of Economics, University
of Kansas, 1939).
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controlled over 90 per cent of the cigarette production in the United
States and competed strongly in the purchase of leaf tobacco and the
distribution of cigarettes.

Between February, 1891, and October, 1898, fifteen tobacco
concerns doing business in eight states were acquired. In 1898 the Conti-
nental Tobacco Company was organized by the American Tobacco Company to
control the plug tobacco business, and shortly thereafter Continental
gained centrol of P. Lorillard Company. In 1898 the American Tobacco
Coupany was manufacturing 86 per cent of the cigarettes in the United
States. In 1899 Continental acquired the Liggett and Myers Tobacco
Company and in the same transaction American gained control of the Union
Tobacco Company. In 1900 the American Snuff Company was organized and
in 1901 the American Cigar Company was formed. Thus the American Tobacco
Company had gained a relatively firmm held on the distribution of all
tobacco products.

In 1901 the American Tobacco Company and the Continental Tobacco
Company created the Consolidated Tobacco Company, a holding company which
acquired practically all of the common stock of the two companies. The
American, Continental, and Consolidated Tobacco Companies merged in 1904
to form the American Tobacco Company of New Jersey. 7Table I shows the
growth of control and extent of control which the American Tobacco
Company acquired from 1890 through 1910.

M. R. Thompson, an early writer on the problem of monopoly,

says,



TABLE I

PERCENTAGE OF TOTAL U. S. PRODUCTION IN EACH BRANCH OF THE
INDUSTRY CONTROLLED BY THE AMERICAN TOBACCO COMPANY3

I
i

Fine Little

Plug Smoking Cut Snuff Cigarettes Cigars Cigars
1890 - 7.9 - - - - -
1891 2.7 18.0 3.3 3.6 88.9 - -
1892 3.5 21.9 L.l L.O 87.9 - -
1893 5.9 21.7 Le? Le? 85.3 - -
189)4 506 20.6 h03 3.’4 86.5 i -
1895 120).]. 22.5 ).‘-3 309 87.3 - w
1896 20.0 20.7 L5 5.6 83.4 - -
1897 20.9 22.7 L.6 4.8 80.0 - -
1898 23.0 26.9 6.0 6.1 88.3 Lu8.7 2.2
1900 62.0 59.2 50.5 78.0 92.7 60.6 L.8
1901 67.7 57.8 L8.1 80.2 88.9 73.3 10.9
1902 71.2 66.3 73.7 85.9 8led 71.8 1h.3
1903 76.9 67.1 77.6 89.4 83.9 57.9 16.h
1904 78.2 69.2 80.4 90.6 87.7 79.2 1839
1905 80.7 68.7 81.7 93.8 8L4.7 78.3 13.3
1906 81.8 70.6 80.9 96.0 82.5 81.3 14.7
1907 80.5 72.4 81.4 95.7 81.7 90.8 145
1908 81.0 73.6 79.6 95.7 81.8 88.7 13.0
1909 83.3 75.3 80.1 96.1 83.6 89.0 13.1
1910 849 76.2 79.7 96.5 86.1 91.4 1y.hy

aSourcez M. R. Thompson, Trust Qgssolggion (Boston: 1919), p. 115.
The table is compiled from the Report of the Commissioner of Corporations
on Tobacco Industry, Part III, pp. L9, 84, 127, 130, 153, 181, 192.
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This monopolistic position was secured by improper methods of
competition among which may be mentioned frequent reconsolida-
tions for the purpose of centralizing control in the hands of

a few and to hide the results obtained; restrictive covenants
with competitors whose interests had been acquired; restrictive
contracts with jobbers and dealers by which only the combination's
goods could be handled; acquisition of stores and factories and
their operation as independents; ruinous price cutting and trade
wars waged with fighting brands, sometimes sold below costs
division of territory both at home and abroad; monopolization
of raw materials, especially licorice root; extended loans and
credits to retail dealers; acquisition of stocks, trade—markg,
patents and other essential elements of tobacco manufacture.

In 1907 the Govermment filed a bill to dissolve the company, and
the decision of the Circuit Court of Appeals in 1908 was appealed to the
Supreme Court by both sides. In Hay, 1911, the Supreme Court handed
down its deeision and the cazuse was remanded to the Circuit Court to work
out some method of dissolution in accordance with the law. On November
146, 1911, a decree was entered whereby the American Tobacco Company was
divided into fourteen successor companies3 which were to take over the
property and business of the defendants in the case. 'I'he defendants were
enjoined from merging or from entering into any agreements whatsoever re-

garding the control of the successor companies or regarding the purchase

2
M. R. Thompson, Trust Dissolution (Boston: 1919), pp. 115-116.

3American Tobacco Company, Liggett & Myers Tobacco Company, P.
Lorillard Cempany, american Snuff Company, J. S. Young Company, George
%. Helme Company, The Johnston Tin Foil & Metal Company, Weyman-Bruton
Company, R. J. Reynolds Tobacco Company, British-American Tobacco Company,
Ltd., United Cigar Stores Couwpany, Porto Rican-American Tobacco Company,
The Conley Foil Company, Mac-Andrews and Forbes Company.
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and sale of tobacco and its products. HNone of the corporations could
hold the stock of another, and it was required that the business of each
company be carried on uader its own corporate name for a period of filve
years. The fourteen companies could not havs interlocking dirsctorates
and were enjoined froa employing common agsnts 4o purchase tobacco leaf.h

Because of the limited information availablg pertaining to the
subjzact, the evidencs of the buyer's coatrol in the raw tobacco market
during this first psriod of the modern industry has not besen considered
in detaill by writers. HRobertson said, however, “The writer is convinced
that hzre is ths best example of monopsony on a large scale that can be
i‘ound."5

¥eyer Jacobstein, an early writer on the subject of the tobacco
industry, stated that ". . . discoatent and uarest asmong southern growers
have their origin in the uadus advantags possessed by the Tobacco Trust
in purchasing its leaf.“6 He discussed the failure of the auction system
as a method to sscure competition in the purchase of leaf tobacco, and
blamed this failure on the fact that ". . . the buyers agree to pool their

interests and depress prices by curtailing the very competition which the

L
p. 155.

5Ro‘oert.son, op. cit., p. 69.

é
Meyer Jacobstein, "The Tobacco Industry in the United States,"
Studies in History, Ecomomics, and Publie lLaw, Vol. XXVI (New York:
Columbia University Press, 1907), pe 36e




warehouse market sought to invite.“7 He continued,

Such accusations are, of course, difficult to substantiate.
One fact, however, becomes more and more obvious, nanmely,
that in proportion as the Trust has extended its power over
the market, prices of lecaf have fallen. . . . « Despite
all denials to the contrary, the blame for the price de~-
pression has been placed By planters, with unanimous accord,
at the door of the trust.

The story of the farmer's attempts to better his position during
the years of the Trust has been traced effectively by several writers in
the field.? It is only necessary to point out here that such attempts
were unsuccessful.

There are sufficient data gvailable to substantiate the claims

that tobacco farmers were in a relatively poor position price-wise

7

Ibid., p. T75.

8

Ibid., pp. 75~77.

9See John G. #iller, The Black Patch War (Chapel Hill: The
University of North Carolina Press, 193€). HRobertson quotes Anna
Youngman's statement in "The Tobacco Pools of Xentucky and Tennessee,™
found in a 1910 issue of the Journal of Political Ecomouy. ". . . (it)
is true that the influence of a trust over prices can in no case be
properly gauged if investigation be confined solely to the amountis
charged for the finished product offered to customers. Potency in
dictating the sums to be paid for the raw materials ussed in manufacture
is frequently of far greater significance. It may be no part of the
policy of the trust to antagonize the public at large and to diminish
sales by putting up the prices of its standardized products. It may
conceivably te much more proiiteble to exercise its power as buyer
rather than as seller to increase the margin between the prices of the
crude material and of the manufactured article. Csrtainly the American
Tobacco Company has not advanced the price of the plug tobacco, cigars,
znd cigarettes which it markets so extensively; and without doubt the
price of leaf tobacco has fallea. But it is questionable whether the
trust can be regarded as entirely responsivle for that fall.®
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during the years in which the Trust was operating effectively. These

data are presented in Chapter IV.

The Post-Dissolution Years

Professor Heavis Cox has said that in order to appraise the
policies of the successor companies in the years between 1910 and 1930,
one must remember that the conditions which they faced were shaped to a
large extent by factors over which they had no econtrol. He traces the
effect on the tobacco industry of World War I, the increase in popula-
tion, the increased concentration of consumer demand on cigarettes and
the mechanization of cigar manufacture. 10

The 1920!'s saw an almost phenomenal growth in the demand for
tobacco products. Between the years of 1910 and 1930, the consumption
of leaf tobacco in this country increased from 550,820,000 to 783,981,000
pounds, an increase of about 42.3 per cent. The cigarette production in
1910 was eight and a half billion and in 1930 over one hundred twenty-
five billion. This was an increase of something over 1500 per cent.11
The first World War had a great effect on the tastes of American smokers.

The difficulty of obtaining the Near Eastern tobaccos led to a substitution

of domestic blends. This factor combined with population increases and

10
Reavis Cox, Competition in the American Tobacco Industry (New
York: Columbia University Press, 1933), pp. L4O-59.

11
Ibido, pp. lj.l"'hh-
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the breaking down of the prejudice against cigarette smoking (which was
effected through an all-out advertising campaign waged by the tobacco
companies and directed toward women as well as men) started the cigarette
industry on its way to being the giant industry it is today.

When Cox turns to an analysis of competition in the purchase of
leaf tobacco, he says:

+« « o the more conspicuous successors of the American Tobacco
Co. have prospered phenomenally since the disintegration.
Tobacco growers, on the contrary, have suffered severely. 1In
part, no doubt, their woes are attributable to the general
agricultural depression which started in 1920; but there is
evidence that tobacco producers! incomes have held below those
of growers of other crops. Thus the incomes of growers of
cigarette leaf, who should have prospered if any tobacco
farmer did, have been estimated as averaging from one-half to
two-thirds those of other farmers even in good years. Con-
fronted with such conditions, tobacco growers would be more
or less than human if they failed to see in the contrast
conclusive evidence of a purchase Tgnopoly exerting its

power to enslave and exploit them.

Cox attempts to prove the existence of a purchase monopoly during
post-partition days. He first tries a theoretical analysis which neces-
sitates the determination of what a monopoly price would be and con-
cludes that this approach is impossible. The empirical analysis of
competition or collusion in tobacco leaf purchases offered by Cox has
been improved upon very little by subsequent writers in the field. Cox

says,

We shall find that it is impossible either to prove or
to disprove that monopoly has been an important force in

eride. pe 1.
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reducing large numbers of tobacco farmers to the level of
bare subsistence; but we shall also find that there are a
great many forces other than monopoly contributing to this
result.l3
It might be well to review briefly these factors as presented by
Cox. They are applicable, with modifications, to the entire post-
dissolution psriod and through the present time. There was, first, no
production control during the years between 1910 and 1930, and farmers
quite definitely disproved the theory that eash man working toward his
individual goal will work for the common good. ¥#ith surplus production
came low prices. ©Second, the institutional pattern of tobacco farming
was also conducive to troubls for the individual grower. Tobacco is a
product particularly well-suited to the tenancy system and thus suffered
from the usual ills of that system. Third, the farmers' difficulties
may have been (and may be) duc in part to the faults of the leaf tobacco
marketing system. The auction system may allow for ease of collusion,
and the confusion attending sales and the speed with which they are con-
ducted mekes it virtually impossible for the tobacco grower to be an
intelligent and informed seiler. Fourth, because exports played an
important part in the fortunes of tobacco growers, it is evident that
conditions affecting world trade were of vast importance to the growers.

Finally, Cox mentions the fact that there was little product substituta-

bility available to tobacco growers——they were unable, because of

1
3Ibid., p. 1h7.
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distinctive soil and climate requirements, to shift to other types of
$
tobacco in the event of changes in demand.lu This factor was of impor-
tance to growers who were unable to raise cigarette tobacco when consumer
demand shifted to and centered upon cigarettes to the virtual exclusion
of other tobacco products. Having discussed and summarized these factors,
Cox concludes, "Chronic widespread distress becomes almost inevitable,
purchase monopoly or no purchase monopoly."ls
Cox concludes his analysis of leaf prices with the following

statement:

The major conclusions to be drawn . . . . are that for the period

under review as a whole mounopoly prices, while they probably

would have been slightly lower than competitive prices, would

not have differed very greatly from these competitive prices,

the influence of dynamic forces being strong enough to prevent

their settling all the way to the shori-period momopoly level;

that in the absence of such dynamic forces prices would probably

go below competitive levels; that many forces other than monop-

oly account for the woes of large numbers of tobacco farmers

during the last decade; that there is no reason to quarrel with

the Federal Trade Commission's conclusion that evidence of col-

lusion to control pricgs and wreck the cooperatives in 1920 was

inconclusive. . . . .1

Certain sections of Cox's material have been dealt with rather

fully because they present clearly the picture of the post-dissolution

years in the tobacco industry. However, there are other writers in the

ll“Ibido, ppo lh8.1600

15 bid. , p. 160.

——

16Ibid., pp. 185-186.
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field who have handled this material and this period with finesse. Of
particular interest is T. dJ. Woofter, Jr.'s book, The Plight of

Cigarette Tobacco.17 Woofter had a flair for dramatic phraseology and

at times seemed inclined to become overwhelmed with the emotional im-
pact of his own writing. If Woofter's book obtained any circulation

among tobacco farmers, it is easy to see why they complained loud and
long in the 1930's. He said:

The tobacco farmers today are poor, disgruntled, and resent-
ful. Their incomes are among the lowest farm incomes in

the country. . « . « On the other hand, the tobacco manu-
facturers are among the most prosperous concerns in the
country. - . . .18 Thus, to deal with hundreds of thousands
of poorly organized, poorly informed farmers, there are four
highly organized and powerful domestic tobacco companies
with a tremendous surplus supply of the commodity on hand
and with profits piling up, because of monopoly advantages,
diminishing costs, and a demand which shows a tendency to
keep climbing regardless of minor price fluctuations. Under
these circumstances, the "big four® have piled up enormous
profits and have been able to exert great influence not

only on the retail price of their product, but also on the
farm price of leaf tobacco.l?

After examining the situation carefully, Woofter concludes,
., . o If the producers of cigarette tobacco are to escape the conditions
of a sweated industry developing rural slums, these difficulties must be

surmounted by resolute action. « . . 120

177, 4. %Koofter, Jr., The Plight of Cigarette Tobacco (Chapel Hill,
North Carolina, 1931). -

18 pid., po Le
19

Ibid., pp. LO-Ll.
201p14., p. 88.
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At the instigation of the tobacco growers, the Federal Trade
Commission made three reports to Congress in 1920, 1922, and 192521
concerning the competitive situation in the tobacco industry. The 1920

Report on the Tobacco Industry came in response to a Congressional resolu-

tion which requested the Federal irade Commission te investigate the
decline in tobacco prices during the years 1919 and 1920, to ascertain
the causes of the decline, and to inquire into the facts relating to
possible violation of the anti-trust acts. Complaints had been made to
members of Congress by growers of Kentucky, Ohio, and Tennessee regarding
the low prices; charges were made by the growers that the buyers for
large companies would not bid against each other and that thare was
organized effort on the part of the large tobacco interests to beat

down the price of tobacco.

The Commission advanged seven reasons for the decline in tobacco
prices: excessive production of low-grade tobaccos, adverse foreign
exchange rates, general financial instability in the United States, the
dominant position of large companies, the use of common buying agencies,
Tholding off" the market and buying "under cover® by large interests, and

collusion among buyers.22 It will be impossible to discuss fully these

21
] Federal Trade Commission, Report on the Tobacco Industry, 1920;
Prices of Tobacco Products, 1922; The American Tobacco Company and The
Imperial Tobacco Company, 1925. '

2
2Federal Trade Commission, Report on the Tobacco Industry, 1920,
pp. 34, 38, L8, 51, 53, 58, 1hk. o
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reasons for price declines as advanced by the Federal Trade Commission.
The charge of collusion was not substantiated by the evidence. Ware-
housemen and independent dealers were questioned at length, and it was
found that there was a difference of opinion anong individuals. The
most important evidence of collusion adduced had to do with apparent
harazony among buyers of large concerns and with apparent careful efforts
of some companies to buy fixed percentages of offerings on certain markets.
The Commission concluded that while the evidence was not conclusive it
indicated a very close relationship between some of the large manu-
facturers and dealers. 3Since the companies involved were such important
buyers it was felt that the evidence should bte given considerable weight.
The Commission'’s final conclusion in the 1920 Report was that eight of
the successor companies had violated the spirit of the dissolution decree.

In the 1922 report the Commissicn stated that there had been no
changes regarding competitive conditions in the buying of tobacco leaf,
and it renewed its recommendations for modification of the deerce.23
The 1925 report on the American Tobacco Company and the Imperial Tobacco
Company contained the iaformation that the successor companies dominated
the leaf markets as always, bubt that American and Imperial had ceased to
use comzon buying agencies since 1920.

It is evident that in the two decades following the dissolution

of the American Tobacco Company, tobacco farmers were still dissatisfied

2
3Federal Trade Commission, Prices of Tobacco Products, 1922.
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with the prices they were receiving for their product. Having found a
scapegoat for their complaints, they were not to be placated easily.
Through the years when the complete economic system of the United States
was reeling under the impact of the Crest Depression, tobacco farmers
were blaming their hard luck on the Big Three.2l

Previous to this, however, tobacco farmers had again decided to
take matters into their own hands and had jJoined in the wave of cooper-
ative marketing which was sweeping the country in the early 1920's. The
movsment failed so far as tobacco coopzratives were concerned, however,
and it would seem that the cooperatives were mever strong enough to affect

prices appreciably.

The Period of Govermment Aid to Agriculture

In Hay of 1933 the Agricultural Adjustment Act was passed. The
Act signified the beginning of a new era for agriculture, for it sym-
bolized the dawning of the recognition that specific steps were necessary
to alleviate the distress which was prevalent in agriculture as a whole.
The general purpose of the Act was to control agricultural production in
order to raise prices through a reduction of supply. An acreage allot-

ment plan was used for basic crops (of which tobacco was one), the allotment

2
h'I'he term used to designate the American Tobacco Company, R. J.
Reynolds Tobacco Company, and Liggett & Kyers Tobacco Company.
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for individual farmers to be based on their crop history for a previous
period. Plus the indirect benefit of higher prices, the farmer was to
receive dirsct benefit payments for acreage reductions. Such payments
waere to be financed by a processing tax which in the case of tobacco
would be paid by tobacco manufacturers.

The tobacco program was in reality six programns, the distinctive
types of tobacco being treated separately. A production adjustment plan
was worked out for each tyce, but all employed individual contracts with
benefit payments financed out of proecessing tax returms. It is not
necessary to study the contrscts in detail. ¥ith the exception of the
cigar filler and binder type tobaceo, =ach contract provided for a
limitation on the acreage planted and for individual production quotas
representing what =zach grower was entitled to market. The voluntary
contract procedure wag reinforced by the Kerr-Smith Tobacce Control Act
which levied a tax on tobacco marketed in excess of qucta.

In Janunary of 19346 the Supreme Court ruled that the use of the
processing tax was unconstitutional, and shortly thersafter Congress
repealed the Kerr-Smith Act. In analyzing the effects «f these first
years of controlied production, Nourse, Davis, und Black conclude:

+ o o that growers' incomes were materially enhanced. + « «
In part this enhancement resulted from the distribution of
more than 56 million dollars as benefit payments during the
period. The remainder resulted from the substantial enhance-
ments of prices under the program, which more than offsst the
volume curtailments that were effected. while estimates of

these gains can be made only within wide limits, il seeas
probable that they amounted to something between 100 and 150
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million dollars. Thus growers! incomes from tobacco production,
including benefit payments, were probably from 150 to 200
million dollars larger than they would have been in the absence
of any adjustment programs.2

It may be well to point out here that while only the tobacco
program is presently discussed in some detail, control programs for the
other basic commodities to be used in a comparative price analysis in a
later chapter were effected under the same legislation and did not differ
substantially from the tobacco program.

The farm program did not die with the decision of the Supreme
Court. The Soil Conservation and Domestic Allotment Act was passed in 1936
and provided the basis for the revised AAA programs. This act was an
open offer to make benefit payments to farmers who would reduce their
acreage of soil-depleting crops (including tobacco). The Commodity Credit
Corporation was established to make non-recourse loans to farmers on their
crops and thus the loan rates became minimum prices.

In 1938, Congress reconsidered the agricultural problem and passed
the Agricultural Adjustument Act of 1938. The passage of this act connoted
a shift of emphasis from crop curtailment to a support price program.

Yhile crops were still restricted through the use of marketing agreements

and marketing quotas, the act made it mandatory on the Commodity Credit

Edwin G. Nourse, Joseph S. Davis, John D. Black, Three Years of
the Agricultural Adjustment Administration (washington, D. C.: The
Brookings Institute, 1937), pp. 31L-315.
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Corporation to meke loans on the basic crops at 52 to 75 per cent of
parity. Until this time adherence to the parity concept had been a
matter of lip service only. Parity for the basic commodities was es-
tablished as that point at which their purchasing power would be equiv-
alent to that of the base period, August, 1909, to July, 1914. Tobacco
was the exception in that its base period was designated to be August,
1919 to July, 1929 because, due to shifts in consumption and changes in
the character of tobacco produced, current prices for some types were
already above parity as established by the pre-war base.26

In 1940 the parity price of burley and flue-cured tobacco was
redefined using August, 1934 to July, 1939 as the base period. In
1941 legislation was enacted which led to the support of tobacco at 85
per cent of parity; and in 1942 support was increased to 90 per cent
of parity. This support price was maintained throughout the next five
years and reaffirmed by the Agricultural Act of 1948. The Agricultural
Act of 1949 redefined the parity concept to take into consideration
prices paid and prices received during the most recent ten~year period.
For the basic commodities the level of price support was to be dependent

on the supply with the exception of tobacco which was to be supported

at 90 per cent of parity, regardless of supply.

26
Johnson, op. eit., p. 7.
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In Bulletin 580 published by the Kentucky Agricultural Lxperiment

Station, Glenn Johnson gives a clear and concise chronology of the burley
tobacco program which can be used as a guide in studying the tobacco
prograns as a whole and in determining their effects.27 Johnson comes

to the conclusion regarding burley tobacco

o« o« o that the present control programs are supporting the
price of burley considerably above the free equilibrium
price which would exist in the absence of such programs.
Then changes in the purchasing power of a pound of burley
tobacco are compared through the years 1933 to date, it

is evident that the purchasing power per pound of burley
tobacco has not been increased a great dsal by the pro-
grams. Similarly, when changes in the price of burley
tobacco from the 1933-36 period to the 1946~L49 period are
compared with the corresponding changes in prices of other
farm products, it is evident that burley prices have not
increased a great deal more than prices of other farm
products. It follows, therefore, that the increases in
the efficiency with which burley tobacco is being produced
accounts for much of the improwved current position of
burley tobacco producers. If burley prices were perunitted
to fall to the equilibrium levels referred to in ths first
sentence of this paragraph, benefits of the inecreases in
productive efficiency would be passed on to consumers. In
effect, the programs have retained for the benefit of
burley producers the 1ngome derived from the increased
productive efficiency.2

Johnson stresses a fact with which the writer fully concurs. Any
attempt at evaluating the merits of the tobacco program must be assayed
in tne light of the values of the person making the evaluation. The

program involves welfare questions and therefore cannot be judged by

27Glenn L. Johnson, op. cit.

28114, pp. 87-88.
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simple criteria. It is beyond the scope of this essay to evaluate the
program, and the problem posed by the paper does not require such an
evaluation. For an interesting picture of price and production move=-
ments over the ysars of the control program, the reader is referred to
the U.S.D.A. publication Tobaceo which is incorporated in the Appendix

as Figure 15.

The Tobacco (ase of 1941

While it is not the purpose of this paper %o determine whether or
not tobacco farmers have been exploited or whether or not tobacco companies
are guilty of collusicn, it is virtually impossible to discuss the tobacco
industry and the problems of the tobaceco grower without taking into con-
sideration what has come to be called "The Tobacco Case of 19Ll." The
entire proceedings of the trial have been studied as have the excellent
analyses made by William Nicholls?? and Warren C. Baum.30 For purposes
of brevity and simplicity, Nicholls' and Baum's material will be drawn
on whenever possible rather than the lengthy and complicated court

proceedings.

29
William H. Nicholls, Price Policies in the Cigarette Industry
{Nashville: The Vanderbilt Press, 195L)s pPe 337-N03.

0

3 Warren C. Baum, "Workable Competition in the Tobacco Industry™
(Unpublished Ph.D. thesis, Department of Economics, Harvard University,
March 1949).
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Because criminal procedure was used, the ccurt record is surfeit
with emotional erguments and appeals to prejudice, as is the literature
of the 1920's and 1930's conceraed with the issue. It is inconceivable
that a lay jury could have been expected to comprehend the issues
involved.

On July 24, 1940, the Government filed in the Eastern District of
Kentucky a eriminal information charging the major tobaeco companies and
leaf dealers3l with violation of the Sherman Act on four counts:

(1) conspiracy to restrain trade; (2) monopolization; (3) attempting to
monopolize; and (l4) conspiracy to monopolize. The companies were accused
of having obtained control of the leaf marketing system and of having
exercised this control in such a manner as to deprive tobaceco farmers

of bargaining power. Thay were also accused of agreeing upon and
manipulating leaf prices so as to forestall competition among themselves.
We are not here concerned with the criminal methods allegedly employed
by the companies on the distribution side.

Defendants other than the Big Three were severed from the trial

at its outset on a plea of nolo contendere. %hen the Big Three were found

guilty, the others were obliged to so plead and were fined accordingly.

31The defendants were: American Tobacco Company; American Suppliers;
liggett and ¥yers Tobacco Company; R. J. Reynolds Tobacco Company; P.
Iorillard and Company; Imperial Tobacco Company, Ltd.; British American
Tobacco Company, Ltd.; Phillip Morris and Company, Ltd.j; Universal Tobacco
Company, Inc.; and certain of the executives of these companies.
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The CGovermment contended that the coupanies had obtained control
of tihe leal markets by refusing Lo buy on a market unless eaech of the
Big Three were represested; by indirectly deteraining the market open-
ing dates through tiie Tobacco Association of the United States; and by
determining market rules through their rspresentation om local boards of
trade. The Govermment further contended that the compaaies controlled
leaf prices by using advance price instructions or following the lead
of the Amsrican Tobacco Company; by percentage buying; and by buying
distinet and different kinds of tobacco.3?

The defendants contended, of course, that thsy did not control
the leaf-marketing system nor did they exsrt control over prices within
the system. They stated that their reason for not buying on markeis
where all were not rspresented was lo keep the prices of tobacco up,
and the svidence would seem to have proved that there was an adeguate
number of markets. The companies held that there was no evidence that
they had actually used the Tobaceo Association of the United States or
the boards of trade to control leaf prices or coerce warshouseaen or
growers. Tie companies argued that leaf prices were fixed by supply
and demand, bthat percentage buying was favorable to faruers, and that

they did net buy different grades of tobacco.

32 '
Willianm H. Hicholls, op. eit., pp. 345-3u7.
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Of extreme interest to this paper are the defendants' exhibits
and testimony concerning relative crop priCes,33 and this testimony
will be discussed in a later chapter.

On October 27, 1941, the jury returned a verdict of guilty on all
four counts for each oi the three defendant companies, American's leaf-
buying subsidiary, and thirteen of their executives. The companies
filed notice of appeal, but in higher courts the verdict was confirmed.
Fines were exacted, and the companies were left with the problem of
charting their future courses of action in the light of the verdict.
The court had, in effect, condemned the normal consequences of the
oligopolistic market structure and had provided no remedial action. A
study of the industry since the trial can only lead one to believe that
the companies are proceeding exactly as before.

In commenting upon the practices for which the companies were
condemned, Baum said,

e « o The practices are necessary, reasonable, and non-
predatory, and it is difficult to conceive how the
companies might act otherwise under the circumstances.
The leaf price structure which resul ts is probably
higher than would prevail if the three firms were to
reach a monopsonistic understanding or simply to abandon
their present common practices. A substantial increase

in the nunber of firms on the buying side, however, would
probably bring higher prices to farmers.3&

3The American Tobaeco Company et al. vs. United States of
America, Vol. VI, Exhibits No. 1111, 1113=-11Mh1, Vol. VI, Transecript,
pp. L230-4298.

3hW’arren C. Baum, op. cit., pp. 2-3.
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In reviewing the tobacco case he said,
Subsequent chapters will endeavor to show that the weight
of circumstantial evidence is not adequate to establish
guilt of conspiracy on most of the specific charges alleged
by the government. This is particularly true of the leaf
market, where the major lines of the alleged price~fixing

conspiracy seem almost entirely without substantial founda-
tion in the evidence.3>

Surmary

The history of tobacco is a study in economic dynamics. The
tobacco industry has grown phencmenally in the twentieth century, and
the concengus seems to be that tobacco prices have not kept pace with
the rate of growbh, or that, at any rate, the tobacco farmer has
suffered unjustly. %The history of the industry is one of investi-
gation and litigation which has been instigated by the farmer. There
has been little investigation of relative farm prices or of the insti-
tutional factors which may hawve accounted to a large degree for the

income position of the undefined man known as the tobacco farmer.

Ibid., p. 80.



CHAPTER III

SOME THZORETICAL CONSTRUCTS IN THE THEORY OF

YONOPSONISTIC HARKETS

Much has been written during the last three decades on the
theoretical analysis of industries in which the competitive condition
known as "oligopoly-oligopsony" prevails. Although Joan Robinson's
"World of Monopolies"l remains a beautifully clear-cut and concise
theoretical analysis, we seen to be moving ever nearer to a world of
oligopolies.

One of the earliest attempts to assay the contributions to the
literature and thinking on the subject of fewness of buyers, which is
the phase of the problem in which we are particularly interested, was
made by Ross Robertson in a master's thesis at the University of Kansas
in 1939.2 In this paper he reviewed the writings of Otto iffertsz,
Rudolf Auspitz and Richard Lieben, Adolphe Landry, Henry Sidgwick,
Friederich von Wieser, A. L. Bowley, J. E. Meade, and Joan HKobinson.
All have made important contributions to the theory, but it is
Mrs. Robinson's analysis with which students have become most

familiar.

1Joan Robinson, Economics of Imperfect Competition (London:
Macmillan and Company, 19L6), pp. 307-326.

2
Robertson, op. cit.
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As Robertson pointed out in his thesis, in the tremendous amount
of literature which has been written on the subject of small numbers,
major emphasis has been placed on the study of control ower price by a
few sellers.> The same has been true of more recent literature on the
subject. The reason for such emphasis may be in part the difficulty
encountered when one attempts to measure quantitatively the consequences
of the influences on price of a few buyers. It is possible, however,
that the tremendous interest in the position of the consumer, which had
its origin in ths early 1900's in what is known as the "consumer move-
ment," has had a direct bearing on the econemist'!s approach to the
problem. American anti-trust laws focus attention on the individual as
a purchaser who is unable to combine with other men in his own self-
interest and therefore must be protected. lfonopsony nearly always
affects producers--i.e., the seller of factor services~-and the problea
rarely appears in a harsh light, except for the case where a single firm
may be a monopsonistic buyer of labor in a particular area. For these
and other reasons, the subjects of monopsony and oligopsony are still
fields for fruitful research.

For simplicity of exposition, we shall first define the types of

markets before moving on to the complex study of oligopoly and oligopsony.

3Ibid0 y Pe 1.
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Perfect competition is said to exist in a market when the follow=-

ing conditions are fulfilled:

(1) There are a large number of buyers.

(2) There are a large number of sellers.

(3) There is product homogeneity.

(4) There is complete mobility of resources.
(5) There is perfect knowledge.

No one individual acting alone can have a significant effect on price,
so each will act as if price were determined by outside factors. Yet
the determination of the market price is dependent upon the actions of
all the individuals involved in the competition. The most common iilus-
tration of & purely competitive market is that of the agricultural
commodity markets generally.

Konopsouny exists when one buyer purchases a homogeneous good from
& large number of sellers. ionopoly exists when one seller has complete
control of a product for which therse is no near substitute amd thus his
control of the price of his product is limited only by the demand curve
for his product. The cases of pure monopoly and monopsony are relatively
rare.

A prevalent market type is designated as monopolistic competition;
on the buying side its parallel is monopsonistic competition. A monop-
olisticaily competitive market has the characteristics of pure competi-
tion in that there are many buyers and sellers; it differs in that there
is differentiation of the product. The seller or buyer has some degree
of control over his individual price but little control over prices in

general at which his product and close substitutes will be sold.
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The market form in which we are particularly interested is
designated as oligopoly on the selling side and oligopsony on the
buying side. Such markets are characterized by fewness of buyers and
sellers. The problem of price determination in a market where there
are few buyers or sellers is called the problem of '"small numbers.®
The first problem encouniered in dealing with the subject is one of
definition—how does one define "few'’? Whenever the sales or purchases
of any individual or any firm have more than a negligible effect on the
price of a good in a particular market and when such influence is not
the result of product differentiation, then the market must Le olig-
opolistic or oligopsenistic.

We shall accept as our definitions that oligopely exists when
there is a market in which a few sellers sell a homogeneous product to
a large number of buyers and that oligopsony exists when there is a
market in which a few buyers purchase a homogengocus product from a
large number of sellers. 3By definition, therefore, the tobacco industry
is very nearly a perfect characterization of the oligopoly-oligopsony
market structure. On the selling side, the products are differentiated,
so the HMarket in which the manufacturers sell is one of heterogeneous
oligopoly.

The distinguishing characteristic of the oligopoly-oligopsony
market structure finds its basis not in the homogeneity or heterogeneity
of products (though in some instances this may be important) but in

the fewness of buyers or sellers. The distinguishing characteristic is
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that any one seller (or buyer) by varying his output (or takings) can
atfect the price of the good or service and thus bring about a change
in his rivals' policies. Since, in turn, a firm is partly dependent upon
the price policy of its rivals in either buying or selling, the induced
change in its rivals' policies must have repercussions baclk upon itself.
Under oligopoly or oligopsony, there is circular interdepeadence among

the few firms' price and volume policies.

"0ligopoly-Cligopsony® lMarket Structures

An attempt to draw together empirical data snd theoretical analysis
of oligopoly-oligopsony is a perplexing and baffling task. This is true
because of its basic characteristic of circular interdependence. Triffin
has said of the selling side:

The root of the difficulty, in the case of oligopolistic inter-
dependence, may be stated ag follows: if a seller has such an
influence upon one or several competitors that his own price-
output decisions are capable of influencing the price-output
decisions of this, or these, competitors, this influence will
be a factor to be taken into accouat in his profit-maximizing
calculations. This would not be so troublesome if this in-
fluence were psrfectly definiite, the other sellers taking
passively the decisions of the first as parameters of action.
But the other sellers izay also hawe an influence on the first
one, and will then try to take advantage of it to induce him
to take some price-output decision favorable to their own
interests. It is this mutual, but indecisive, influence that
opens the door to an infinitely varied pattern of possibilities.
The oligopolists may be afraid of unleashing umpredictable
reactions, and are thus frozen into a policy of immobility.

Or, on the contrary, they may feel in a fighting spirit and
launch an undercutting policy in the hope of ruining their
rivals and driving them from the field. Or again, they may
accept, tacitly or expressly, unreservedly or only within
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some more or less definite range, the lead of one of them and
abstain from price competition. Any number of tacit agree-
ments are conceivable (partition of the market according to
various criteria, limit to advertising expenditure, etc.),

and any amount of restriction on competition. If, as is usual,
price competition is barred, other types of competition may

or may not be preserved: competition with respect to service,
to advertising, to pressure upon government agencies to obtain
big orders or tariff favors, ete. « . . « Such considerations
as financial backing, political influence, prestige psychology,
optimistic or pessimistic slant, enterprising or routine-like
attitude in business, etc., an well play an overwhelming role
in determining the solution.

The extent of conceniration in the tobaceo industry will be the
subject of comment and discussion in various sections of the paper. As
has been shown, in the days of the Trust the American Tobacco Company
controlled 86 per cent of the cigarette market and even greater per-
centages of other tobacco products markets. After the dissolution of
the Irust, the succsssor companies began to sgtablish their control.

By 1934 the three largest domestic companies purchased 46 per cent of
the leaf offered, with the largest company teaking 22 per csnt.S These
figures, however, do not show the extent of control because of the

localization of the variocus types of tobaeco and the differing usages

to which they are put.

hRobert Triffin, Monopolistic Competition and General tquilibrium
Theory (Cambridge: Harvard University Press, 1940), pp. 70-71l. Quoted
in Nicholls, op. cit., p. 151.

& SFederal Trade Commission, Agricultural Income Inguiry, 1938,
p. 260. h
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The two most important types of tobacco are burley and flue-
cured; the leading markets for these tobaccos are Lexington, Kentucky,
and Wilson, North Carolina, respectively. Table II shows the degree
of control on these two leading cigarelie-iobacco markets. Lhe three
largest tobacco companies in 193L distributed 80.1 per cent of the
cigarettes in the United States, and the largest single manufacturer

& The same three companies

distributed 27.3 per ceat of the cigareties.
are also the largest manufacturers of smoking tobacco and, with one
exception, chewlng tobacco. None produce snuff. The degree of concen-
tration in the cigar industry is relatively small because of the fact
that it rewmained a hand process until recent years.

Table III shows the concentration of leai tobacco purchases in
the 1938 crop ysar. Unforbunately, there are no later studies to
indicate the amount of concentration of leaf purchases in the 19LO's.

It can be assumned, however, that the sase high degree of concentration
existe. There have been no changes in the buying policies of the
mrajor companies, and observation of isolated markel operations would
confirm this view.

There is more recent information concermming concentration on
the distribution side. FKigures published in a 1949 report by the Federal
Trade Commission indicate that in 1947 36.6 per cent of the net capital

assets in the cigarette indusiry were held by one company, €.l per

*loc. cit.
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TABLE II

CONCENTRATION OF CONTROL OF PURCHASES OF TOBACCO AT THE
NATION'S TWO LARGEST TOBACCO LEAF MARKEIS, 1933-19352

i

Average Percentage (1933-1935) of
Total Tobaceco Leaf Sales Bought by

Three Largest Largest
Largest Single Single
. Market amd Type Domestic Domestic Export
af Tobacto Buyers Buyer Buyer
lexington, Ky. (Burley) 61.3 4.7 Bols
Wilson, N. C. (Flue"cured) 2h08 1206 2302

®rable taken from William H. Nicholls, Imperfect Competition
Within Agricultural Industries, op. e¢it., p. 7h.
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TABLE III

LEAF TOBACCO PURCHASES BY SIX COMPANIES
AND BY ALL OTHERS, 1938 CROP YEAR®

Percentage of Total

Company Flue-cured Burley
Reynolds 9.5 27.5
American 7.4 24.3
Liggett 11.9 15.5
Universal 13.0 16.7
Export Leaf 17.0 -
Ireperial 2T -
Other 16.4 16.0

®Richard B. Tennant, op. cite, p. 208.
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cent by two companies, 77.6 per cent by three companies, and 87.8 per
cent by four conpanies.7 Table IV illustrates the extent of concentra-
tion in the production of cigarettes in the past two decades. A
pictorial preseatation of the concentration in tobacco manufactures
is incorporated in the Appendix as Figure 1.

¥ie have seen that the actions of an oligeopolist or an oligop-
sonist depend upon his rivals' actions.
In exploring this idea, ¥William Fellner has said:

The oligopolist, instead of "setting up" a supply function,
attempts to select a definite price to be charged and a definite
quantity %o be sold, wrich, in combination with one another,
are optimal from his point of view. But the quantity he is
capable of selling at any given price depends on the prices
charged by his competitors, which, in turn, are appreciably
affected by what price he sets. Consequently, not only does
the oligopolist fail Yo set up a supply function, but also it
is impossible to define for him a demand function from in-
formation pertaining to buyers' preferences alone. Similarly,
the oligopsonist, instead of setting up a demand function,
attempts to select a definite price to be paid for the
materials and services he buys and a definite quantity to

be purchased, which, in combination with one znother, are
optimal from his point of view. DBut the quantity he is
capable of buying at any given price depends on the prices
paid by his competitors, which, in turn, are appreciably
affected by what price he pays. Consequently, he not only
fails to set up a demand function, but also is not faced with
a supply function such as could be calculgted from techno~
logical data and utility functions alone.

Fellner proceeds to work out a theory of determination based on

conjectural interdependence which is somewhat beyond the scope of this

8William Fellner, Competition Among the Few (New York: Alfred A.
Knopf, 1949), p. 11l.
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TABLE IV

ESTIMATED PERCENTAGE OF CIGARETTE OUTPUT
BY LEADING COMPANIES®

Liggett Phillip
American Reynolds & Myers Morris
1929 31.1 31.3 23.6 -
1932 35.4 23.1 20.2 -
1936 21.6 30.3 22.) 2.3
1937 21.2 9.4 21.3 3.2
1938 22.2 26.7 20.6 4.8
1939 22.2 2L4.8 19.2 5.4
1940 25.4 23.4 21.5 6.3
1913 26.2 22.3 21.2 8.0
1942 28.0 22.5 18.7 9.5
1943 29.6 22.7 19.6 9.8
194k 29.3 21.2 21.8 10.0
1945 29.5 21.0 20.1 9.7
1946 33.7 26.14 20.6 7.6
1947 32.9 28.7 21.0 sy
1948 32.6 27.4 21.2 8.3
1949 31.k4 26.4 20.5 9.3
1950 31.1 26.6 18.9 10.9
1951 30.9 2645 18.0 11.6

a
Source: Estimated by Standard and Poor'!s Corporation in Standard
& Poor's Industry Surveys, "Tobacco," iMarch 27, 1952, p. Th-L.
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paper. His quotation is used to illustrate the position in which the
oligopolist or oligopsonist finds himself when he endeavors to set his
prices.

This leads us into Nicholls' classification of oligopoly-
oligopsony. The prices and volumes resulting under this type of market
structure will depend upon the relationships existing between the few
firms; that is, whether there is formal collusion, and, if not, what
each firm expects his rivals to do. The policies of any one firm, where
there is not formal collusion, depend upon whether or not it recognizes
the existence of circular interdependence and whether or not it correctly
Jjudges the timing and extent of interactions which any change in its
policies sets in motion.

Nicholls offers as typical limiting cases of oligopoly-oligopsony
those presented in the following outlines?

I. Where firms formally combine:
A. Formal collusion
B. Complete merger
IT. VWhere firms do not formally combine:
A. A few firms of about equal size:
1. Perfect knowledge
2. Limited knowledge
(a) Circular interdependence ignored:
(1) Rivals' purchases and sales assumed fixed
(2) Rivals' buying and selling prices assumed
fixed
(3) Follower-leader pattern
(b) Circular interdependence recognized:

(1) Extent and timing unknown
(2) Extent and timing known

9Nicholls, op. cit., pp. 83-8L.



a) Givals' price assumed always
uniform with own price
b) Rivals' percentage of total pur-
chases and of total sales assumed
fixed (market-sharing)
B. One or a few very large firms and many small firms:
1. One dominant fixm
2. A few dominant firms
There is neither time nor need to discuss the theory of each of

these types. ¥Fe must be concerned, however, with the placing of the
modern tobacco industry within this theoretical framework. The period
between 1890 and 1910 was one of formal collusion and finaily of merger
in the tobacco industry. There are those who hold that the modern
industry has also been guilty of formal collusion. As was pointed out
in Chapter II, evidence of collusion which was presented in the ¥TC
hearings of the 1920's and the 1941 trial was not conclusive. Further
analysis will show that formal collusion has not been a necessary msans
to the ends desired by the industry. The modern tobacco industry
(1911 to date) in its early years fits rather neatly into Nicholls'
classification. It was an industry in which firms did not formally
combine; there were a few firms of about equal size; and there was
limited knowledge. The circular interdependence was recognized, but
its extent and timing were unknown. This is the most difficult of the
oligopoly-oligopsony types with which to deal from a theoretical stand-
point. If the firm determines its purchase and sales curves on the
assumption that its rivals will react in a certain manner, even though

the assumption may be erroneous, it at lsast has a starting point. But

if the firm is simply uncertain as to what assumptions to make as to
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its rivals' prices and volume of sales its probleins are increased tre-
mendously. For each oligopolist-oligopsonist, there will be a number
of sales and purchases curves, and a stable equilibrium will exist only
if (1) each has guessed its rivals' reactions correctly and (2) the
resulting division of business hss been at the same time the optimum
adjustment for each.

Since such adjustment is highly problematical, what price
situation may be expected? Chamberlin has concluded that the price
may be anywhere between the linits of collusive oligopoly~oligopsony
and pure competition ". . . depending upon the one which chance, shrewd-
ness, or desperation leads him to choose, and depending also upon whether
his rival chooses the same one."'10 Chamberlin has pointed out several
reasons for uncertainty as to the extent and timing of rivals' reactions.
In the first place, if each entrepreneur assumes his rival's present
policy to be unaffectsd oy changes in his own policy, he has no way of
knowing whether this fixity will express itself in his rival's volume
or in his price. Ssgeondly, whereas an entreprenewr may be awars of his
iafluence uwpon competitors' reactions, he has no certainty that they
are aware of their influence upoa his. Again, when the number of com-
petitors is small, each may be able to percelve his iaterdependence but

be unable to determine the degree of rsaction to be expescted. And

loE. H. Chamberlin, Theory of Monopolistic Competition (3d ed.;
Cambridge: Harvard University Press, 1939), p. 51l. F
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finally, each of the competitors may be in doubt as to the timing of
nis rivals' reactions.ll
As the tobacco industry has developed, it has passed into the
stage where the extent and timing of the competitors' reactions are
apparently known to each other. Stigler has held that there is an
interim between these two cases in which there usually occurs formal

collusion while the competitors work out rules of the game.12

¥hile
this may be true in most cases, it should not have been necessary in
the case of the tobacco companies which had worked together in the
Trust.13 If circular interdependence is recognized and extent and
timing of rivals' reactions are known, we may suppose that the tobacco
companies have correctly assumed that any price cut in selling or price
increase in buying on the part of one will be met by the others. Each
realizes the futility of price competition, so that even though the
firms are completely independent, the equilibrium prices and volumas

in both buying and selling may well be those which would exist under

formal collusion. This result would, of course, be most profitable for

all the firms.

11
Ibid., pp. 51-53.

12George J. Stigler, "Notes on the Theory of Duopoly," Journal
of Political Economy, L8:533, August 19L0.

13An opinion with which there is not complete concurrence by
writers in the field.
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Certain of the evidence presented in the Federal Trade Commission's

Report on the Tobacco Industry of 1921 would indicate that there was

some degree of uncertainty among the tobacco companies as to the motives
of their rivals so that the prices might be established somewhat above
the formal collusion prices. ZXquilibrium at the formal collusion level
depends upon perfect knowledge which is, in turn, dependent upon ex-
perience.

Burns has remarked that there is little evidence of market-sharing
among the tobacco companies.lh Such sharing would simply be additional
evidence of knowledge of extent and timing of rivals' reactions. Nicholls
interprets the absence of market-sharing as being due to the dynamic
nature of the cigarette industry in the past years which has prevented
it from settling down to any eonsistent market pattern.

An over—all analysis of oligopoly-oligopsony points to the
probability that, where an industry is dominated by a few large firms,
pricing policies in both buying and selling will tend to be nonaggres-
sive, This statement has real significance when one realizes that
evidence of lack of aggressiveness in pricing has been used to convict
the tobacco companies on criminal charges, whereas it is in reality a

natural characteristic of their market structure.

1
A. B. Burms, The Deeline of Competition (Wew York: MeGraw-Hill,

1936), p. 140.
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Some Remarks on fxploitation

As has been pointed out earlier an ideal analysis of the tobacco
farmer's position could be made by a measurement of the exploitation to
which he is subjected due to the competitive or non-competitive marketing
structure he faces when he sells his tobacco. Such an analysis, however,
seems virtually impossible because of the unavailability of reliable
cost figures for either the farmer or the tobacco manufacturing companies.

Because the oligopoly-oligopsony theory leads to the coneclusion
that the tobacco farmer is in an ideal position to be exploited--whether
or not such position is being taken advantage of by the companies--it
may be well to consider briefly the theory of exploitation.

As is true with much econemic terminology, the very word
“exploitation® has been interpreted by different writers in different
lights. Consequently, it has lost its precise definition and has become
more or less adaptable to varying situations. As Gordon F. Bloom has
remarked, "Exploitation, like discrimination and monopoly, has ceased
to be a noun and has become a noise."lS Nevertheless, the word still
has a precise meaning. This we proceed to define.

Consider first the case of a pure monopsonist wiio is a monopolist
with respect to the sale of his manufactured product. Such a market

situation is, of course, a normative one. Like that of a perfectly

15
Gordon F. Bloom, "A Reconsideration of the Theory of Exploitationj!
Readings in the TheoE% of Income Distribution (Philadelphia: The Blakiston
Co-mpany, TQ‘6), Pe 2 .
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competitive market, the concept is helpful even tihough the precise
market type is never encountered in the real world. Certainly, however,
this was the approximate position of the old American Tobacco Company
before the dissolution decree of 1911.

In Figure 1 inputs of factor (in this case, tobacco) are measured
along the OX axis and price is measured along the OY axis. There are
four relevant quantities which vary as input of the factor varies.

These are the average outlays on the factor, the marginal outlays on

the factor, the average net productivity of the factor, and the

marginal net productivity of the factor.16 A monopsonist with respect

to a factor, who is a monopolist with respect to the sale of the manu-
factured product, will take the agent of production up to the point
where marginal outlay and marginal net productivity are equale Thus, a
quantity of the factor (tobacco) 0Q will be taken at a price per unit
OP, even though the marginal net productivity is OR and average neti
productivity is 0S. The price OP is sufficient to call forth the
guantity 0Q, at which profits for the monopsonist-monopelist are max-
imized, and the monopseny-~monopoly profits are represented by the area

PMNS. If the factors were combined in the same proportions under pure

16
Some writers, like Professor William Nicholls, prefer the con-

struction of curves of derived average revenue and derived marginal
revenue to that of productivity curves. The meaning is precisely the
same no matter which terminology is used.
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competition, the amount of the factor taken under pure competition would
be 8Q' and the cowmpetitive price would be OP'. It is not likely that

the factors would be combined in the same proportions under conditions

of both monopoly and pure competition, but it is certain that the quantity
employed and the price paid under a competitive system would be greater
than under a monopoly.

A moment's reflection will assure the reader that these familiar
conclusions of partial equilibrium analysis are valid. Under the most
general case of the technical combination of the factors, we take it
that, as inputs of a variable agent increase, the curve of awerage
physical produet will rise at first and then fall. It follows that the
curve of marginal physical product will rise through an early range of
inputs of the factor and then fall. Yow the value of the marginal
physical product is obtained by multiplying marginal physical product
by average revenue (selling price) whereas the marginal value product
is obtained by multiplying marginal physical product by marginal revenue.
Under conditions of pure competition the value of the marginzal product
will be equal because average revenue and marginal revenue are equal.

EBut in those situations when output is sold in an imperfect market, the
marginal value product must be less than the value of the marginal
product for the simple reason that marginal revenue will be less than
average revenue.

Thus, under perfect compestition any unit of a factor will receive

both the value of its marginal product and its marginal value product.
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The entrepreneur, if he would maxiwize net revenue, will take any factor
up to the point where the marginal value product of the factor is equal
to the marginal outlay on the factor; to hire an agent beyound this
point would add more to costs than it would add to revenus. Now the
principle by which the monopolist is guided in hiring (purchasing) an
agent of production is the same as that by which the entrgpreneur under
-perfect competition is guided. He, too, will take units of a factor
up to the point where marginal wvalue product of the agent and marginal
outlay are equal. Two broad cases are possible. If the monopolist
hires an agent in a pure market, average outlay and marginal osutlay
will be the same. But since he sells his product in an imperfect market,
the marginal value product of the agent will be less than the value of
its marginal preduct. Thus, if we take it that "exploitation" occurs
whenever a factor receives less than the value of its marginal product,
this kind of "monopolistic exploitation® regults ewven though the agent
of production is bought in a perfectly competitive market.17

If, however, we restrict our notlon of expleocitation to the situation

im which a factor receives less than its margiral value product, we shall
find the manifestation of such exploitation in the second of the two cases
suggested above. A monopolist may very well be a monopsonist of some

agent necessary to his combination. WNormally the average outlays

17Compare Joan Robinson, op. cit., especially pp. 28L4-288.
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necessary to obtain greater and greater quantities of the agent will
increase. In a pure market for the agent the curve of average outlays
would constitute & supply curve. The monopsonist, however, will equate
marginal outlays and marginal value product. Thus, for any input the
agent will recsive an amount indicated by the curve of awverage outlays
(average cost to the supplier of the agent). Since the average outlay
curve is rising, the curve marginal to it must be above it. Hence the
factor cannot but receive less than its marginal value product and
"monopsonistic exploitation" occurs.18

The explanatory discussion has thus far been confined to short
periods of time. DBut the notion of average and marginal net productivity
(see Figure 1) implies a time period sufficiently long to permit changes
in inputs of all the factors. Thus average gross productivity is the
average value of output per unit of former varisble factor--let us now
say tobacco--and the marginal gross productivity is the increment of

value of output resulting from adding to the productive combination

an additional unit of tobacco with the appropriate addition to other

factors. Thus, average net productivity is the average value of output

18
The merits of defining expleoitation as occurring when a factor

receives less than its marginal value product versus those of defining
exploitation as resulting when the factor receives less than the value

of its marginal product need not be gone into here for the reason that

we are focusing attention on the monopsony problem. For discussion see
Joan Robinson, op. cit., pp. 281-30L4, ¥. H. Nicholls, op. cit., pp. 58-
63, and A. C. Pigou, The Economics of %elfare (3d. ed.; London: Hacmillan
& Company, 1946), pp. 551 et. seq.
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per unit input of tobacco minus the average outlays on other factors
employed. Marginal net productivity is the marginal net increment of
value of output resulting from the input of an additional unit of tobacco.
It is, then, the quantity which is marginal to average net productivity.

Given a perfectly competitive market in equilibriuk, for any firm
marginal net productivity and average net productivity will equal both
average and marginal outlays on tobacco. Thus, for a perfectly competi-
tive industry, the curve of average net productivity would constitute a
demand curve for tobacce. The monopsonist, however, peys attention only
to the two relevant marginal quantities. (See Tigure 1.)

To return to our original discussion, the total profits of the
monopolist-monopsonist {Figure 1) will equal the area PMNS. The monop-
sonisbic exploitation is indicated by the rectangle P¥R. There is
nothing sinister or evil about the existence of the exploitation. It
follows from the attempt of the entrepreneur to maximize net revenue.
But exploitation, ewven as here narrowly defined, implies a worse economic
pesition for the suppliers of a factor than would otherwise prevzil.

Ideally, we should like to measure the exploitation. But how
shall we proceed? The relevant productivity and cost figures are simply
not available, nor, by any stretch of the imasgination, will the cost
figures for tokacco ever be. Yet we should like to devise some means
of testing the validity of the proposition that the tobacco grower is
worse off than other agriculturists. In the chapter which follows such

a means of testing will be suggested.



CHAPTER IV

COMPARATIVE COMMODITY ANALYSES

The sketch of the theory of price determination in a market in
which some element of monopsony is present may cause the unwary to make
hasty inferences. The static analysis within the framework of neo-
classical theory appears to lead to the conclusion to which tobacco
growers hawve always come--that tobacco prices have been lower and out-
put less than if ®competition® had prevailed among the buyers of their
product. Yet we are here confronted with a problem in economic dynamics
in which the relevant variables change over time.

The thought must occur to anyone who seriously considers the
matter that tobacco may have a certain advantage which the growers of
farm products generally mey not have. That advantage lies in the fact
that the finished good, of which their crop is the chief raw material,
is sold by an oligopolistic industry. May not these few firms, by
affecting the position and shape of the demand curves for tobacco
products and by achieving more efficient scales benefit themselves and
place their suppliers in a position quite favorable relative to those
growers whose product is sold under conditions of pure competition? A
cursory examination of the raw data on price and income figures indicate
that this question may be answered affirmatively.

This problem is only a small phase of a broader problem with

which agricultural economists have had to grapple--an explanation of
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f"the agricultural problem," which is of an evolutionary nature and is a
problemn in dynamics. This challenge hag not gone unaccepted. Much work
has been done by what has been referred to as the ¥Ames School," and such
men has Theodore Schultz, Gazle Johnson, and E. O. Heady have proposed
interesting and helpful solutions.t This "School® has set up a frasework
within which we can explain the evolution of "the" agricultural problem
by tracing over time forces which affect the supply of and the demand
for farm products. Close scrutiny of the prices farmers receive, their
income from crops, and the prices they pay for the things they buy will
certainly give an indication of the relative position of agriculture.2
What has been needed, however, is a measuring device with which a single
index of relative welfare can be formulated. Such a device is furnished

in the terms of exchange.

1l
Most helpful to the present inquiry have been two works of
Theodore Schultz: Agriculture in an Unstable Economy, op. ecit., and
Production and Welfare of Agriculture (New York: Macmillan, 19L9).

21n the tobacco case of 1941 the defendants offered as evidence
certain statistical material designed to show comparisons among farm
prices. The data were in the form of index numbers showing price changes
of tobacco, wheat, cotton, corn, fruits, dairy products, chicken and eggs,
hogs, beef cattle, and all farm products for the period 1921-1939. Graphs
had been constructed, and in most instances these showed the index of
tobacco prices well above those of other farm products. This evidence
was offered by Dr. John Coulter, a consulting economist and statistician
in the field of agriculture. His direct testimony was clear and impres-
sive, but the limitations of his analysis were emphasized by the Govern-
ment in cross-examination. The evidence probably had little effect on
the lay jury, and its very nature led to discussion which could enly
cloud and obscure the issues.
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The terms—of-exchange concept involves the determination of the
relationship between the prices which a farmer pays for products he buys
and the prices which he receives for the products he sells. The tech-
nique of formulating terms of exchange has been explalned in gome detail
in the introductory chapter; specific illustrations of the method will
follow shortly. The tems-of-exchange concert is no panacea. It deals
with aggregates, and there is danger that the effect of scme iseclated
foreces operating in the econemy may be mlssed. But as a consequence of
its use some misapprechensions may be corrected. As has been noted
repeatedly, it is generally accepted that because of peculiar condi-
tions of competition in the tobacco industry the tobacco farmer is put
upon, and the implication has been that of all farmers his lot is the
worst. If we jump from the static theoretical analysis to this con-
clusion, we fall into serious error.

It is generally recognized that the significance of a statistical
presentation depends upon the integrity of the statistician. It is an
old and, in most instances, true saying that figures can be used to
prove anything. The method of analysis here presented has been checked
carefully with statisticians, and much thought has been given to the
question of whether the presentaiion may be biased bscause of arbitrary
selection of base period& for index numbers or for tems-of-sxchange
indices.

As has been mentioned before, the selection of the base year for

the terms-of-exchange indices is to some extent an arbitrary one. A base



58
period is considered by statisticians simply as a convenient starting
point; it is rscoguized that thers is mno period which is "normal® in
the acespted sense of the word. In selectisg the base year for the
terms-of-exchange indices, emphasis has been placed upon the selaction
of yezars which ars of historical significance with the recogrition,
howaver, that the choice of a year in which there ars zross price dis-
tortlons will preseat an unfalr picture of the terms-of-exchange
relationship.B %ith one exception, which will be noted later, the
years 1910 and 1933 have bsen used as base years in the computation of
termg-of-exchange indices. Thess years were sclected for their con-
venience and for their historiczl importance, 1910 being the year before
the dissolution of the Trust and 1933 being the first year of exteasive

Covernment programs of agriculturzl sid.

Termns of Exchange

Table VI contains data for the years 1890-1916, inclusive, the
first twenty of these years being those in which the Tobacco Trust,

the original American Tobacco Company, was in operation. In order to

3A terms-of-exchange index of tobacco and foed grains for the
1933-1950 period was constructed using 194iy as the base year for thne
index. In 194l the price index (1910-191L = 100) for tobacco stood at
348, over three and one-half times that of 1933; the price index for
food grains was 165, just over one and one-half times that of 1933. A
graphic presentation on this basis of the terms of exchange showed food
grains in a favorable position throughout the period. Such an analysis
demonstrates the difficulty of selecting as a base period a year of
extremes.



familiarize the reader with the procedure, the method by which this
table was constructed will be explained in some detail. The industry
series is one published by the U. S. Bureau of Labor Statistics; 1913

is the base year and the index is based on a weighted average of prices
of seventy manufactured commodities.h No agricultural index with a

1913 base period was available, so an index was constructed by taking
the average prices of the commodities to be compared for the period
1890-1916.5 1In each instance the average price for 1913 was set equal
to 100, and the index for the other years then computed. Table V is

a worksheet which shows how terms of exchange between all farm products
and the seventy manufactured commodities are obtained after the data are
translated into index numbers. Column 1 is the index of prices for "all
farm products;" column 2 is the index of prices for manufactured commod-
ities. Column 3, which is the ratio between columns 1 and 2, is obtained
by dividing column 1 by column 2. The yesar 1890 was chosen as the base
year for the terms-of-exchange index because it was the first year of
operation of the Tobacco Trust. Putting 80.6 equal to 100, column L

is readily obtained gggég = 87.6, etc.). The terms of exchange for

each commodity are computed inxa like manner and are presented in Table
VI. Figure 2 is a graphic presentation of the material contained in

Tables V and VI.

hU. S. Bureau of Labor Statistics, Index Numbers of Wholesale

Prices on Pre-War Base, Washington, 1928.

sU. S. Department of Agriculture, Agricultural Statistics, 1939.




TABLE V

COMPUTATION OF TERMS OF EXCHANGE FOR ALL
FARM PRODUCTS, 1890 = 100

60

Manufactured Terms of
Farm Products® Commodities Ratio Exchange
1890 69.8 86.6 80.6 100
1891 75.0 85.6 87.6 109
1892 68.5 81.5 8ly 104
1893 70.7 83.2 8L4.9 105
1894 6l.h4 72.4 8.8 105
1895 61.2 72.5 8l 105
1896 55.0 70.1 78.4 97
1897 59.2 1.2 83.1 103
1898 62.8 73.6 85.3 106
1899 6L.1 78.5 81.7 101
1900 70. 4 83.0 8L4.8 105
1901 73.6 81.5 90.3 112
1902 8l.4 86.9 93.7 116
1903 77.2 85.9 89.8 111
190} 81.1 86.2 ol 117
1905 78.8 88.5 89 110
1906 80.3 87.5 91.8 11}
1907 86.7 9h.2 92 11k
1508 86.5 92.8 93.2 116
1909 97.0 97.8 99.2 123
1910 103.2 101.L 101.8 126
1911 93.0 92.9 100.1 12,
1912 101.3 99.7 101.6 126
1913 100.0 100.0 100.0 12l
1914 102.6 101.0 101.6 126
1915 103.9 105.9 98.1 122
1916 122.8 131.0 93.7 116

aCompiled from 1939 Agricultural Statistics, USDA, 1913 = 100.

b

U. 8. Bureau of Labor Statisties, Index Numbers of Wholesale

Prices on Pre-War Base, Washington, 1928, 1913 = 100.




TERMS OF EXCHANGE FOR ALL CROPS, TOBACCO, WHEAT,

TABLE VI

AND COTTION, 1890-1916, 1890 = 100

61

All Crops Tobacco Wheat Cotton
1890 100 100 100 100
1891 109 103 100 85
1892 10U 118 79 103
1893 105 102 66 85
1894 105 99 70 65
1895 105 101 72 106
1896 97 84 106 97
1897 103 112 117 96
1898 106 90 81 79
1899 101 96 78 90
1900 105 86 17 112
1901 112 9l 80 88
1902 116 8s 75 88
1903 1 83 8L 12y
1904 117 97 111 106
1905 110 929 87 123
1906 11) 118 78 112
1907 11 11l 95 112
1908 116 119 108 99
1909 123 111 105 140
1910 126 99 93 139
1911 12} 108 97 #
1912 126 116 79 122
1913 12} 138 83 124
191) 126 105 100 69
1915 122 92 90 105
1916 116 121 127 152

#Price data unavailable.
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The relationships indicated in Figure 2 are those which could be
expected from the brief survey of the Trust years. The terms of exchange,
compared with those for agriculture as a whole, are geaerally unfavorable
for the tobaceco grower through 1910. (The words "favorable® and "un-
favorable® are concerned with the relative position of the terms of
exchange for one commodity as against another. In the usual sense of
the words, terms would be favorable for a specific commodity only if
they were abowve 100. However, the implication here is one of relativity,
and tobaceo terms of exchange may be favorable &as compared with other
terms when they are well below 100.) The graph would indicate that the
effect on prices of the formation of the original American Tobacco
Company was not felt strongly until 1893. During the nsxt seventeen
years tobaecco terms of exchange compared favorably with the terms of
exchange for all crops in only three years--1897, 1906, and 1908. It
is worth noting that during this period, when it may be concluded that
the tobacco growers were being seriously and persistently exploited by
the Trust, the tobacco terms of exchange were not subject to the severe
fluctuations which characterized those of the wheat and cotton growers.
It is also significant that during most of the period under consider-
ation the terms of exchange for wheat farmers showed them at a distinct
disadvantage as compared with tobacco growers.

Table VII presents the terms of exchange (1910 = 100) for tobacco,
wheat, and cotton for the period 1910-1937. Wheat and cotton were singled

out for comparison because their finished products are usually sold in



TERMS OF EXCHANGE FOR TOBACCO, WHEAT, AND

TABLE VII

COTTON, 1910-1937, 1910 s 100

6l

Il

Tobaecco Wheat Cotton
1910 100 100 100
1911 9l 96 82
1912 107 89 80
1913 120 82 90
1914 109 oL 62
1915 86 107 69
1916 96 104 92
1917 115 125 104
1918 135 11 1k
1919 164 112 117
1920 107 102 83
1921 12} 83 70
1922 155 74 108
1923 145 69 pINNE
192); 140 8l 123
1925 129 103 102
1926 130 93 67
1927 126 91 95
1928 142 80 oL
1929 148 80 92
1930 125 62 61
1931 10k L2 L2
1932 103 i 48
1933 137 73 66
193k 171 79 82
1935 160 75 70
1936 179 88 76
1937 189 88 (31
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markets which approach the norm of "pure" competition. The year 1926
was selected as the base year for the computation of the price indices
because it was a year in which tobacco was relatively well off price-
wise, so that if thers is bias because of the selection of the base
period, it would be in favor of the wheat and cotton farmers. The
industry index, which is a weighted index of wholesale prices of all
commodities, is taken from a Bureau of Labor Statistics publication
taking 1926 as the base period.6 This is not a perfect index for the
purpose because we are in reality comparing farm products against them-
selves to the extent that their prices are contained in the wholesale
index. Nevertheless, the 1925 index was available, and a consistent
comparison was possible. The agricultural indices were compiled from
a selected series of average prices.7

Figure 3 1s a graphic presentation of Table VII. One can

readily see that the tobacco temms of exchange are generally highly
favorable. #heat has a slight advantage in 1911 and is in a wvery
favorable position in the period 1915-1917. The favorable position in
the 1915-1917 period was, of course, the result of the greatly increased

demand for wheat products during %orld War I.8

6Bureau of Labor Statistics, Historical Statisties: 1801 to 1945,
Wholesale Price Indices, Series 115.

7

Frederick Strauss and Louis H. Bean, Gross Farm Income and Indices
of Farm Production and Prices in the United States, 1869-1937 (Washington:
USDA, Technical Bulletin No. 703, December 1940).

Such information as to changes in demand and supply conditions is
taken from various copies of Yearbook of Agriculture published by the U. S.
Department of Agriculture unless otherwlse cited.
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Figure U4 is a graphic presentation of Table VIII. Here terms of
exchange are computed for "all crops,® tobacco, cotten, and food grains
for the period 1910-1932, inclusive, with 1910 as the base year. The
price indices are computed on a 1910-191li base period. The industry
series i1s a wholesale price series of all commodities and again is
imperfect in that it includes agricultural prices.9 The agricultural
price indices are those constructed by the Department of Agriculture on
a 1910-191k base.10 ps will be noted, certzin of the time periods under
congideration have been analyzed more than once. This is not needless
repetition, because in each instance a cdifferent industry series or a
different base pericd has been used. Such repetition would strengthen
the viewpoint that our terms-of-exchange relationship is walid. As can
be observed, much of the same relaticnship is evidenced by Figure L as
was evidenced by Figure 3. In this instance, however, the favorable
position of tobacco as measured by terms of exchange is more pronounced.

In only one year, 1915, do the terms of exchange for food grains lie

9
U. S. Department of Commerce, Historical Statistics of the
Unlted States 1789-19)5 (Washington: 19L9), Series L2, p. 231.

10
U. S. Department of Agriculture, Agricultural Statistics,

194h and 1951. There is a slight discrepancy in that the indices for
the 1910-1928 veriod ars constructed on a basis of average prices for
the period August 1909-July 191L whereas the 1929-1950 indices are on

2 1910-191k base. The Department of Agriculture shifted its base
period because of the greater ease with which prices could be obtained
for calendar years. The variation in the indices is so slight that they
can be used interchangeably with the same results. This has been done
in all the comparisons using the USDA price indices.




68

TABLE VIII

TERMS OF EXCHANGE FOR ALL CROPS, TOBACCO, COTTON, AND
FOOD GRAINS, 1910-1932, 1910 = 100

All Crops Tobaceo Cotton Food Grains
1910 100 100 100 100
1911 108 107 97 97
1912 99 123 78 96
1913 96 145 87 8l
191} 95 133 16 95
1915 93 100 66 118
1916 ol 106 81 101
1917 109 129 ol 125
1918 113 155 114 115
1919 112 183 109 115
1920 103 126 102 104
1921 85 140 65 86
1922 98 160 101 78
1923 105 157 135 72
192} 109 148 138 8L
1925 108 136 108 107
1926 96 142 76 98
1927 97 1k 85 92
1928 102 149 97 86
1929 97 147 98 80
1930 92 133 75 70
1931 71 110 55 19

1932 61 106 L7 Lk
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above those of tobacco, and in all other years the favorable relation~
ship is obvious,.

The next analysis is based wholly on indices published by the
Department of Agriculture (1910-191L = 100). These are the "prices
paid“ll and "prices reeeived" indices used by the Department in formu-
lating its parity concepto12 The "prices paid" index contains all
ecommodity prices, including interest and taxes, paid by farmers. The
Department publishes other indieces econcerned only with commodities used
in precduction, commodities used for home consumption, ete., but it
appears that the index eof all commodity prices is the relevant one.
The analyses are concerned with the 1910-1932 and 1933-1950 periods;
1910 and 1933, respectively, are used as the base years for the terms-
of-exchange indices.

Table IX and Figure S present data for the years 1910-1932,
inclusive, for all crops, fond grains, tobacco, and cotton. Again the
tobacco terms of exchange are highly favorable with the exception of
the year 191.5 when the food zrains terms lie above them. It is
significant that, although the effects of the depression of the late

20's and early 30's can be seen in the terms for all the commodities

llU. S. Department of Agriculture, Agricultural Statisties, 19L9,
#Index Numbers of Prices Paid by Farmers," Table 672, p. 622.

12
U. S. Department of Agriculture, Agricultural Statistics, 194l
and 1951.




TABLE 1IX

1

TERMS OF EXCHANGE FOR ALL CROPS, TOBACCO, COTTON, AND
FOOD GRAINS, 1910-1932, 1910 = 100

All Crops Tobaeco Cotton Food Grains
1910 100 100 100 100
1911 93 95 86 89
1912 93 116 N 91
1913 89 135 81 79
191L 86 120 69 85
1915 82 88 58 104
1916 88 98 75 ol
1917 118 140 102 135
1918 116 159 117 118
1919 106 17k 10k 109
1920 107 131 106 109
1921 68 113 53 é9
1922 78 128 81 63
1923 86 129 111 59
192l 87 118 110 67
1925 90 113 90 89
1926 78 115 61 80
1927 76 112 66 72
1928 80 116 76 67
1929 75 114 76 62
19320 68 98 55 51
1931 50 70 39 35
1932 Ll 76 34 31
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under observation, tobacce maintains its favorable positiocn and begins
a recovery in 1932 while terms for other farm commodities are still
falling.

Figure 6 is the graphic presentation of the terms of exchange
for the same commodities for the 1933-1950 period. Because tobacco
was in a more faworable position in 1933 (its terms of exchange had
not fallen so sharply and had begun to recover in 1932), one might
oxpect the relationship for this period to he less faworable. It might
be well to mention again that 1933 was the yszr in which the Government
began its program of aid to agriculture. As can be sean from casuazl
observation of Figurs 6, the general agricultural picture as portrayed
by terms of exchange has bean complicated by the Goverament programs and
by the effect of World War IT on supply and demand in this latter period.
The tobacco terms of exchange for the overall period are generally
favorable. The fluetuations in the 1937-1941 period insofar as tobacco
is concerned, can be related almost direetly to the farm legislation
and consequent supply and demand forces. ¥Ath the invalidation of the
Agricultural Adjustment Act, there was a sharp inerease in the 1937
tobaceo crop resulting in an abrupt price decline in 1938. The growers
rejected the marketing quotas for the 1939 crop, the result being that a
record crop was produced and prices continued to deeline. The 1940 crop
was reduced, but the large carry-over prevented large price incrsases
until 1941 in which year exports began to impreve. The tobacco terms

of exchange show steady improvement until 1945 after which year the



TABLE X

T

TERMS OF EXCHANGE FOR ALL CROPS, TOBACCO, COTTON, AND
FOOD GRAINS, 1933-1950, 1933 = 100

All Crops Tobacco Cotton Food Grains
1933 100 100 100 100
193L 130 136 138 127
1935 135 L7 133 136
1936 i) 1hh 137 155
1937 150 169 125 16k
1938 110 154 98 108
1939 112 137 105 105
1940 123 120 117 122
1941 2138 133 150 133
1942 162 185 183 145
19i3 193 221 182 166
194h 198 231 178 177
1945 199 235 183 182
1946 199 218 217 189
1947 192 182 208 213
1948 170 170 190 182
1949 151 173 173 159
1950 154 177 19 160
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dollar shortage abroad and a consequent decrease in tobacco exports is
reflected by falling terms of exchange. Tobacco staged an early
recovery from the general agricultural price decline of the late 1940‘s.
Space does not permit the tracing of the forces affecting each of the
commodities. One can judge from Figure 6, however, that the general
situation of the tobacco farmer in the 1933-1950 period, as expressed
by terms of exchange, has not been a particularly gloomy one.

The "prices received* indices published by the Department of

Agriculture in annual Agricultural Statistics are concerned with fairly

general groupings of commodities. For a more detailed analysis, available
specific commodity price indices (fruit, wheat, corn, and milk) were
obtained through direct correspondence with the Bureau of Agricultural
Economics. These indices use August 1909-July 191l as their base

period, and terms-of-exchange indices were computed by using the
Department of Agriculture "prices paid" index to which previous reference
has been made. Table XI contains data for the 1910-1932 period with
1910 as the base year for the terms-cf-exchange indices, and Figure 7

is a graphic presentation of the t able. Again, the tobaceo terms of
exchange are generally favorable. As has been true in the foregoing
analysis, the food grains (corn and wheat) occupy a favorable position
in 1915. Corn maintains its favorable terms until 1917 from which year
there is an abrupt and rapid decline in its position. The highly

favorable position of tobacco in 1919, which has been evident throughout



TERMS OF EXCHANGE FOR TOBACCO, FRUIT, WHEAT, CORN,
AND MILK, 1910-1932, 1910 = 100

TABLE XI

77

Tebacco Fruit Wheat Corn Milk
1910 100 100 100 100 100
1911 95 98 86 90 92
1912 116 9l 88 108 96
1913 135 102 77 96 95
1914 120 82 85 111 95
1915 88 N 104 105 90
1916 98 75 N 96 8l
1917 140 N 136 151 97
1918 159 90 116 136 103
1919 17l 82 108 123 100
1920 131 8s 108 109 95
1521 113 88 70 53 8l
1922 128 9 62 57 78
1923 129 (N 58 75 89
1924 118 71 65 85 80
1925 113 90 88 92 8l
1926 115 17 79 65 85
1927 112 77 71 Th 90
1928 116 87 56 83 90
1929 11h 72 61 81 90
1930 98 88 50 76 83
1931 70 62 34 55 71
1932 7% 57 31 35 61

H
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the analysis, reflects the tremendous increase in the demand for
cigarettes and the switch to domestic blends which was the result of
the change in tastes during and after %orld War I.

Figure 8 is a comparison of the terms of exchange for these
same products for the 1933-1950 period; again 1933 is used as the base
year for the terms of exchange indices. This is the first analysis
made in which a commodity other than tobacco occupies a generally
favorable position as reflected by its terms of exchange. The corn
terms of exchange are decidedly favorable in the 1934-1937 period and
in the 1946-1948 period. Such a position is, in the former case, a
reflection of the supply conditions which resulted from the drought in
the corn belt in 1934 and 1936; in the latter case, corn's favorable
position reflects the tremendous money demand for msat products after
price controls were removed after World War II. Although this last
analysis shows that for specific years and as compared with some com-
modities, the tobacco terms of exchange were not as predominantly
favorable, one still does not gain the impression that the tobacco

farmer was suffering unduly from competitive conditions in his market.

Cash Income and Farm Value Analyses

Although it has been previously noted that no one single index
is an altogether fair measurement of the relative position of farmers,

in the literature much emphasis has been placed on the low value of the
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TABLE XII

TERMS OF EXCHANGE FOR TOBACCO, FRUIT, WHEAT, CORN,

Rl

Tobaceo Fruit Wheat Corn a8
1933 100 100 100 100 100
193} 136 117 127 155 110
1935 147 117 13 196 122
1936 1kl 133 155 197 136
1937 169 L5 145 234 136
1938 15 103 108 127 125
1939 137 102 105 126 125
1540 120 189 122 155 135
1251 133 120 131 160 153
19);2 185 138 139 17 158
19243 221 202 162 208 177
19L) 231 230 174 220 175
1945 235 230 179 209 171
1946 218 210 186 24,0 193
1947 182 149 209 265 172
1948 170 113 177 247 179
1949 178 129 158 153 147

1950 177 127 158 171 ua

ﬂl




|
COMMODITY |

|

AL ALL.

ES RECEIVED

-

b
W
4

3 44 ﬁ.’i 46 47 48 .49 50

¥

|

PRI
0

|

3
T e
L e
i
=e o) R [58
i =

]
=100)

|

AL 4

E

MERS AN

7 38 39 40 41| 42

GE (1933

910-1914=/100

L
gt
N A S
=W I
o B O B X
}on &S
2 i - R H
¢ U ei
SENE o RS
" P
g Hr e
1
N 0 B




82

tobacco faraer's crop and on his low income. Figures 9-13 have been
constructed from Tables XIII-XVII in an effort to determine just what
the tobacco farmer's relative income position has been. Figures 9
and 10 are based on cash income from crops13 for the period 1910-1948.
The comparison is made of cash income from "all crops," tobacco, bread
grains, and cotton and cotton seed. Indices were constructed from the
raw income data using 1910 as the base year for Figure 9 and 1933 as
the base year for Figure 10. There is little necessity for detailed
narrative. These figures show that in both of the periods under con-
sideration, the tobacco farmer has enjoyed a steadily increasing cash
income from his crop and a greater relative increase than that of the
other commodities being surveyed. The similarity between these figures
and figures concerned with temms of exchange (Figures 5 and 6, for
example) indicates that there is a close relationship between the cash
income and terms-of-exchange analyses.

Figures 11, 12, and 13 present the "farm value" of tcbacco,

14

wheat, and cotton. These are drawn to determine the relationships in

the 1890-1910 period, for which cash income figures are unavailable.

1
3U. S. Department of Commerce, Statistical Abstract of the
United States, 194k, 1945, 1950.

1,"U. S. Department of Agriculture, Agricultural Statistics, 1939;
U. S. Department of Commerce, Statistical Abstract of the United States,
1921, 1926, 193L, 1940, 1951. "The term 'farm value' as used in the
various tables means the value of farm products at the local market."
U. S. Department of Agriculture, Agricultural Statistics, 1948, p. 2.




TABLE XIII

INDEX NUMBERS OF CASH INCOXE FROM CROPS, 1910 = 100

Cotton and
Total Cotton Seed Toebacco Bread Grains

1910 100 100 100 100

1911 99.1 97.2 9L.1 91.1
1912 105.4 96.8 105.8 100.7
1913 104.9 110 132.3 100.9
191l 98.9 68.4 97 135.8
1915 111.2 94.3 91.2 155.2
1916 137 130.4 136.3 169.6
1917 191.8 182.2 236.3 224.1
1918 236.7 202.8 336.2 320.6
1919 260.1 259.3 Lh90.2 329.4
1920 225.6 167.7 289.2 290

1921 142.3 96.8 248 180

1922 6.4 130.4 2l 1.1
1923 165.6 178.2 270.6 127.5
192 183.6 189 254.9 167.7
192% 187.3 200 254.9 172.6
1926 165.7 138.8 235 171.3
1927 174.8 170.4 2h1.2 183.8
1928 170.9 165.1 242.2 158.1
1929 173.7 171.8 273.5 149

1930 130.2 93.6 239.2 9L.1
1931 85.9 56.4 153.9 56.2
1932 67.7 52.4 112.7 1.5

|
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TABLE XIV

INDEX NUMBERS OF CASH INCOXB FROM CROPS, 1933 = 100

Cotten and
Total Cotton Seed Tobacco Bread Grains

1933 100 100 100 100

1934 121.) 19.6 150.3 103.8
1935 120.4 123.k 154.1 123.7
1936 147.6 156.8 154.8 148

1937 159.6 153 20l Yy 195.5
1938 128.9 112.1 187.3 132

1939 136.1 108.7 172.6 140.9
1940 140.4 112.1 154.1 1h2.1
1903 190.7 181.3 20L.4 22k.3
1942 256 21h.h 303.2 279.5
19);3 322.7 227.7 343.3 285.2
1944 365.4 259.4 438.2 39k

1945 385.7 207.8 571.9 452.5
1946 451.h 253.3 608.3 Shl.5
1947 5hé 388.6 655.4 821.4
1948 S5ho.3 L431.9 621 767.3
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INDEX NUMBERS OF FARM VALUE OF CROPS, 1890 = 100

TABLE XV

Tobaeco Wheat Cotton
1690 100 100 100
1891 119 150 88
1892 131 102 75
1893 117 72 71
1894 99 71 63
1895 98 73 Th
1896 81 100 7
1897 101 130 100
1898 108 118 90
1899 121 102 89
1900 11 99 126
1901 124 128 91
1902 128 115 110
1903 128 122 140
1904 129 137 164
1905 149 140 155
1905 180 130 173
1907 171 bk 156
1908 165 165 162
1909 206 178 185
1910 266 151 220
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INDEX NUMBERS OF FARM VALUE OF CROPS, 1910 = 100

TABLE XVI

89

Tobacce

¥hoat
1910 100 100 100
1911 80 96 92
1912 98 98 101
1913 116 107 107
191} 96 155 68
1915 91 166 78
1916 160 179 138
1917 28L 225 193
1918 380 331 205
1919 539 366 251
1920 317 210 115
1921 211 133 80
1922 273 15k 143
1923 28h 130 194
1924 2ks 197 190
1925 237 169 181
1926 232 176 126
1927 237 183 162
1928 259 160 161
1929 270 150 15k
1930 201 105 81
1931 124 (N 60
1932 10 50 52

e

i
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TABLE XVII

INDEX NUMBERS OF FARM VALUE OF CROPS, 1933 = 100

T e e T e T

Tobaceo Wheat Cotton
1933 100 100 160
1934 126 109 89
1935 134 127 89
1936 153 157 115
1937 179 205 120
1938 151 127 77
1939 160 127 81
1940 i 135 9
19kl 187 217 138
1942 291 260 18)
1943 320 280 171
194k 160 365 191
1945 476 405 153
1946 587 537 212
1947 %15 763 288
1948 536 637 g
1949 508 522 37

1950 588 496 303
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They also offer a further check on the cash income analyses. The years
1890, 1910, and 1933 were used as base periods for the cemputation of
indices. Figure 11, which is concerned with the 1890-1910 peried, shows
that the farm value of all commodities under consideration was subject
to extreme fluetuation. After 1896 the trend is decidedly upward for
tobacco and the fluetuations seem to have been controlled to some extent.
Figure 1l is a surprising visual aid to the concept of a managed market
which is presumed to hawve existed during the years of the Tobtacco Trust.
Figures 12 and 13 are quite comparable to figures 9 and 1C. A similar
relationship among commodities as to farm value and cash income is
readily observable.

¥hile there are shoricomings in the analyses concerned with cash
income and farm value (we have not concerned ourselves with the relative
costs of production, acresge and yield figures, etc.), again it must be
concluded that arguments as to the tobaceco farmer's low income are
probably not valid. The truth seems to be that, while tobaccc income
stood up well, income frem other farm products on which the tobacco
farmer was partially dependent fell off so that his lot was indeed sorry.
Here, however, we begin to concern ourselves with the institutional
pattern of tobacco farming which may best be ressrved for later dis-
cussion. It need only be said here that the income and farm value
analyses as well as the terms-of-exchange analyses lead one to doubt
seriously the validity of partial equilibrium analysis in dealing with

the problem of the tobacco farmer's wellbeing.



CHAPTER V

SUMMARY AND CONCLUSIONS

Summary

The study of market types and of their economic and social
consequences has been the subject of detailed inquiry in the past;
the study of particular industries within market types appears to offer
a more fruitful field for research at the present time. The tobacco
industry was chosen as the subject for this research because of the
writer's personal interest and because preliminary investigation re-=
vealed that those who have studied the industry had teen the victims
of delusions acquired as a consequence of misapplications of static
price theory. The tools for measurement in the social sciences are
being constantly discovered, revised, and refined over time; this study
relies on such a toel, the terms-of-exchange index.

In this thesis the tobacco industry has been investigated from
both an historical and a theoretical standpoint. The industry was
traced from 1890 to 1950. The history divided itself into three
periods; 1890-1911, the years of the Tobaceco Trust; 1911-1932, the
years in which there was "free enterprise* in the industry, in the
sense that the tobacco grower was free to produce and sell as he
pleased and the tobacco ecompanies were also free to buy and sell as

they pleased, subject only to accepted anti-trust regulations; and
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1933-1950, the years of Government intervention and aid to the tobacco
grower in the form of production control and price-support programs.
Each of these periods was discussed in detail. It was concluded that
during the first period the tobacco grower was subjected to harsh
treatment from which he has yet to recover mentallys in the grower's
mind he is still the unwilling victim of the wiles of the "Big Three,"
the American Tobacco Company, R. J. Reynolds Tobacco Company, and
Liggett and Myers Tobacco Coumpany.

It was seen that there is vast concentration on both the buying
and selling side in the tobacco industry. Over the years some three or
four tobacco companies have purchased about sixty per cent of the
domestic tobacco crop and distributed about eighty per ceat of the
tobacco products sold in the United States. The tobacco industry is,
indeed, a fair characterization of the market type known as "oligopoly-
oligopsony" in which a few firms deal with many sellers on the one hand
and buyers on the other and are able to affect the prices of the raw
materials which they buy and the finished product which they sell.

They are thus able to influence their rivals' policies who in turn
influence theirs; such a condition is called "circular interdspendence.”
The difficulty of decision-making under such circumstances was pointed
out, and it was explained prices and output might vary between the limits
of pure competition and pure monopoly.

An attempt to measure phenomena is often frustrated by the

inability to obtain data. This was found to be true in the case under



96
consideration. One quantity to be sought was that of the amount of
exploitation to which the tobaceo grower has been subjected. Upon exam-
ination of the theory of exploitation, it was seen that such measurement
would require cost figures of both tobacco growers and tobacco companies,
neither of which are available. Tobacco growers have always contended
that they were worse off economically than other farmers and have
asserted that the reason for their plight has lain in the exploitation
by the tobacco companies. Academlc people--historians and economists
alike--have supported the position of the growsrs. If it is impossible
to measure the exploitation, then perhaps it is possible to msasure
relative economic positions. The problem becomes one, them, of devising
some method of measuring the tobacco grower's comparstive economie
position. S8uch a method was found in the terms—of-exchange index formu-
lated by Theodore Schultz and the "Ames School."

In reality, even if exploitation could be measured; there would
be much left to be asecertained as to the tobacco grower's status. Well-
being is a relative matter, and in this sense the terms-of-exchange
measurement is ideal because it mskes the comparison in terms of the
relationship between the prices farmers have received for their product
and the prices they have paid for the things they buy. To be sure,
the terms-of-exchange analysis has its limitations. It deals with
aggregates, so that separate forces (yields, mechanization, specific

costs of production, etc.) are not taken into consideration except insofar

4
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as their influences tend to counter-balance each other in the "prices
paid® index. The terms-of-exchange concept can be defended more
readily, perhaps, when it is used to compars agriculture and industry
as a wholey this was Schultz's original use of the coneept. But pre-
cisely the same indices are used in the formulation of "“parity" prices
for agricultural commodities as were used in the computalion of certain
of the terms-of-exchange indices given in Chapter IV. The writer had
no choice but to make use of the concepts and data furnished by the
Bureau of Agricultural Bconowics, U. S. Departaent of Agriculture, even
though it has meant using a "prices paid" index whieh was taken to be
the same for both tobacco farmers and, say, wheat farmers. It is
significant, however, that the oulcome was the same whether tobacco
was compared with cotton, a southern crop produced with large amountis
of manual labor or with wheat, produced in the Midwest under highly
mechanized conditions. Again, the terms-of-exchange analysis may be
questioned because of the necessity of the arbitrary selection of some
year as a base period for the formulation of price indices and terms-
of-exchange indices. Such doubt has wide implications, for it casts a
shadow upon innumerable statistical studies made in the past. Yet
whenever the static analysis of the neo-classigcal theory fails, other
approaches, though imperfect, must be trieds A termms-of-exchange
arntalysis was made, with full recognition of its limitations, for the

purpose of discovering the relative well-being of the tobacco grower.
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The analysis was made on the basis of the historical periods into
which the tobacco industry seemed to divide itself. The years 1890,
1910, and 1933 were used as the base years for the’compilation oi the
terms-of-exchange indices. There was little diffieulty inwvolved in
obtaining "prices received" indices. These could be computed, when
necessary, from raw agricultural price ssries. Ihe problem lay in the
procurement of "prices paid" indices, which are aot readily available.
The terms-of-exchange indices wers formulated on the basis of price
indices using 1910-191kL, 1913, and 1926 as bass years; the writer thus
took advantage of the available "prices paid" indices for the sake of
comparison. It was found that only minute differences resulted from a
change in the base period of the price indices.

Terms—-of-exchange indices were computed for "all crops," tobacco,
wheat, cotton, food grains, corn, milk, and fruit. The study was limited
by the difficulty of obtaining price data and by the excessive amount of
time required to translate the raw data into indices. All possibilities
were not exhausted. Cotton and wheat figured prominently in the com-
parative analysis because they are primary examples of agricultural
commodities which are considered to be sold under nearly purely competi-
tive conditions. They differ in the extent to which there has occurred
increased efficiency in their production as a result of mechanigzation
and because of institutional factors. Because the meat industry is of
the "oligopsony-oligopoly" type, it would be of interest to carry this

study a step further and compare the terms of exchange for animal
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products with those of tobacco. Such a step well might strengthen the
validity of the terms-of-exchange analysis in dealing with specific
producers! well being.

To summarize briefly the results of the terms-of-exchange analysis
as applied here, the following relationships may be presented.

1. In the 1890-1910 period, tobacco terms of exchange were
generally unfavorable, though they were even then more faworable than
those of wheat. A priori, we should expect this on a number of grounds.
The evidence of contemporary observers strongly supports the assertion
that the powerful monopoly was an equally powerful monopsony and that a
merciless exploitation did occur. The exploitation was not offset by
efforts on the part of the monopoly, particularly through "modern" adver-
tising campaigns, to affect the demand function for tobacco products.
Too, cigars were relatively more important as a manufactured product in
those days and they were sold in a highly competitive market.

2. In the 1910-1932 period tobacco terms of exchange were highly
favorable as compared with those of other commodities. The graphic pre-
sentation of these data shows that only in the instance of the bread
grains during a three-year period of World War I did the terms of exchange
for any commodity studied lie above those of tobacco.

3. In the 1932-1952 period tobacco terms of exchange were gener-
ally favorable, though their relatively good position was not as pronounced
as in the immediately preceding period. The general impression from the

analysis, however, was that tobacco growers were not suffering.



100
A further attempt was made to assay the tobaceco grower's relative
position through a comparison of the cash income from "all crops,"
cotton and cotton seed, tobacco, and bread grains and through & com—
parison of the farm value of tobacco, wheat, and cotton over time. The
limitations of such an analysis were set forth. The resulting figures
showed much the same position for the tobaecco grower as did the terms-

of-exchange analysis.

Conclusions

The temgtation to make too many generalizations as the result
of such a study as this seems to be one that many writers have been
unable to resist. Conclusions which are too strong or too sweeping can
only add to the confusion which is already abundant in the area with
which this particular study is concerned. Unfortunately, the confusion
exists both in the literature concerned with economic theory and in the
literature concerned with the history of the tobacco industry.

The purpose of this study was to discover the truth concerning
the relative well-being of tobacco farmers insofar as that well-being
has been dependent upon the production of a specific commodity, tobacco.
The conclusion reached may be stated quite simply: the tobacco grower
has been in a relatively fawrable position since 1911 as mgasured by
his termms of exchange and as compared with the growers of previously

specified commodities. The arguments for and against the terms of
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exchange as a measuring device have beeun stated. Ho conelusion has been
reached as to whether or not the tobacco grower has, since 1911, been
subjected to exploitation. Theoretical analysis shows that he may well
have been, but this is not the point under discussion. HNo conclusion
has bgen reached as to whether or not tobacco companies have colluded
to force the price of tobacco below that which would result under a purely
competitive situation. The evidence of explicit collusion are singularly
unimpressive, but this is not the point under discussion. The terms-of-
exchange analysis has shown convincingly that the tobacco grower has been
and is, with or without exploitation, in a relatively favorable position
insofar as his prices and their exchange value for the products he buys
are concerned. If the tobaceo grower feels that he has suffered to a
greater extent than other farmers in agricultural recessions, the causes
of this suffering must be looked for in factors which are beyond the
control of tobacco companies. Some of the possibilities have been
touched on briefly in preceding discussion, but while there is ample
roon for speculation, this subject is again beyond the scope of this
paper.

Beeause the tobaeceo grower has been in a relatively favorable
position, the inference might be made that the oligopoly-oligopsony
market situation is a favorable one for the seller of an agricultural
product. However, each industry must be studied in the light of its
own peculiarities, and this is certainly true in the case of an industry

which is classified as being of the oligopoly-oligopsony type. <he
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market situation is one of diverse uncertaiaties and potantialities;
there is a certain understandable rsluctance to make inferences so at
odds with the usual ones.

A guestion has been asked; it has been answered. et a person
of normal curiosity can hardly fail to ask the next question. Why?
Yhy do the implications of static analysis not appear to bLe borne out?
Wy has the tobacco grower benefited from conditions which one would
have expected to be harmful to him? %hy is his position; as measured
by the terms of exchange, remarkably more favorable than that of the
cotton grower who has received a price for his product determined in a
purely competitive market and who is subject to the vicissitudes of
southern agriculture and the lack of mechanization to much the same
extent that the tobacco grower is? These and other questions come
readily to mind. The answer must lie in the peculiar conditions under
which the buyer of the raw material sells his finished product. The
control which the tobacco companies exert over the sale of their product
apparently redounds to the benefit of the tobacco grower. Because these
few firms are able to affect the shape and position of the demand curve
for tobacco products and bscause they are able to achieve efficient
scales, the long-run benefits of securing a certain, dependable quantity
of raw material far outweigh the questionable gains to be had from a
persistent and harsh depression of tobacco prices.

The nature of the tobacco industry as concerns the manufacturing

and distribution process is such that it precludes competition from men
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"with a few hundred dollars” and "ingenuity and zeal and energy.® Thus
the major tobacco coispanies have rarely been concerned about the entry
of new firms into the industry. And that scale benefits are substantial
can be a matter of little doubt.

The chief reason, however, for the relatively favorable position
of the tobacco grower seems to lie in the fact that he is in the com~
fortable position of having a few firms, which make every effort to
differentiate their manufactured products, do his advertising for him.
This is especially important when we reflect that the income elasticity
of demand for tobacco products is very low.1 For this means that the
consumption of tobacco products would not rise rapidly in times of ex-
panding national income. ({Contrariwise, of course, a low income
elasticity of demand would be a protection in times of depression and
falling national income.) Since the price elasticity of demand for
tobacco, like that of many farm commodities, is likewise low, the
tobacco manufacturing firms have concentrated their efforts to improve
their demand position, one against the other, by heavy advertising
campaigns. These have been exceeded in the gaudiness of their coneep-

tion only by their extreme vulgarity.2

At
See Tennant, op. cit., especially pp. 119-126.

2

For figures on selling costs in the cigarette industry, which are
relatively very high, see iarren C. Waite and Ralph Cassady, The Consumer
and the Economic Order (2d ed.; New York: MeGraw-Hill, 1949), p. 176.
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They have been, nevertheless, indisputably effective. They have
glven an upward thrust to the demand curves for most tobaceo products,
but especially for cigarsttes, which has been phenomenal. The result
has been that tobaceo growers have prospered along with the tobacco
companies. There is more truth than jest in the comment that it is far
better to be an exploited tobacco farmer than an unexploited cotton
farmsr. That this conclusion should offend one's sense of justice is
scarcely less likely than that the major conclusion of this paper will
please tobacco growers. Economists must long gince have learned, how-
ever, that popularity is certainly not one of the rewards of the

profession.

o3 3

A battle has been raging in the arena of the social sciences for
many years. On one side are those who believe that the ultimate goal
of science is the discovery of truth, that science is measurement, that
the chief value of the social scientist lies in his ability, given
assumptions, to predict; on the other side are those who beliewe that
'science is creativity and that the social scientist must do far more
than seek immutable laws. Somewhere, almost lost in the sound and fury
of the battle, are a legion cof men who, with a dispassionate view, see
merit in the arguments of each side and who work quietly to find a
compromise or a common meeting-ground where the two forces may Jjoin sides

in the greater struggle for the preservation.of posterity.



105

In the several fields of the social sciences, the battle lines
have become more sharply drawn. In economics the struggle was long
between those who debated the merits of *deductiwve" versus "inductive"
studies. From the time of the incomparable Jevons economists have come
more and more to recognize the futility of such argument, and much
progress has been made in the direction of an appropriate joining of
"theory" and "measurement." As has been generally true in all the social
sciences, the development of economics as a science has been the result
of the interaction of theory and measurement. Theory sets out proposi-
tions which generalize scattered observations and then proceeds to
deduce the logical consequences of these propositions. Ieasurement
provides a basis for refining or modifying and, in some instances, re-
futing theory. It is only when theory and measurement work together
that the discovery process, which is science, is logically followed by
creativity, which is science; it is only then that the social sciences
and the social scientists fulfill their obligations to society. In a

world of uncertainty, this is certainty.
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Figure 15.
TOBACCO - TWENTY YEARS OF PROGRESS

Growers Use Federal Farm Programs to Achieve
* Balanced Production and Fair Prices
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Di'wm -] Farmen’ Price &
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1 Carry-over from previous crop year plus current crop.
?Total production for current crop year.

*Total supply minus stocks at end of crop year.

3 Season average farm price per pound.

°Crop year begins July 1 of the calendar year in which the crop is harvested for flue-cured,
4C‘onnecncut Valley shade-grown, and Georgla F'{ rida shpdegrown ﬂaH otber types, October 1.

°All domestic types.
? Preliminary.

1920-28 Supplies and prices fluctuate widely. Gains in good years more than wiped
~~ out in poor ones. Small 1927 crop brings relatively good price but larger
1928 crop starts price decline.

1929-32 Record 1929 and 1930 crops create tremendous surplus, driving prices to
- lowest point since before World War I. Near-record 1931 crop causes
market collapse, bankrupting thousands of growers.

1933--35 Congress passes Agricultural Adjustment Act of 1933. Complying with
' proguctlon adj ustment contracts, growers make substantial progress toward
eliminating price-depressing surpfuses. Improved supply- demand ratio and
stabilizing and price-supporting effect of marketing agreements bring farm

price increase. By 1935, farm income from tobacco approx1mates pre-
'depressxon level

1936-37 Agrlcﬁltural Adjustment Act of 1933 mvahdated by Supreme Court
_-decision, replaced with Soil Conservatlon _and Domestic “Allotmerit Act.
Drought limits 1936 crop. But without effective production adjustment
. program, 1937 crop shows sharp increase. Supplies reach record level and.
prices fall. :
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1938 Congress passes Agricultural Adjustment Act of 1938, authorizing farm
marketing quotas on poundage basis. Growers of flue-cured, burley," and-
dark tobaccos approve marketing quotas for 1938. crop..Smaller crop
reduces surplus and halts price decline. -

3 &8 v et W
'l . 3 L nal 1o

1939 = _ Growers reject quotas for 1939 crop. Record yield from largest acreage
.= since 1930 results in record crop. War starts in Europe. Blockade. virtually

‘ halts shipping and most importers. withdraw from market. Prices tumble

4 to lowest point since 1933. Congress changes act to base farm marketing

‘%, quotas on acreage allotments. Growers approve quotas overwhelmingly
. for 1940 crop of flue-cured and burley. CCC arranges to restore to market: -

equivalent purchasing power of major European buyers, thus preventing

complete market collapse. =~ -~ - - - - S o )
1940 . Crop reduced sharply from 1939, but supplies- continue to exceed demand
because of further drop in experts and large carry-over from 1939 crop.

1941-45 Domestic consumption, particularly of cigarettes, increases.sharply and
. exports also improve. In May 1941, Congress authorizes loan and purchase
Erogram to support price to cooperating producers at: 85 percent of parity.
oan rate increased to 90 percent of parity in,1942. Surpluses disappear
as demand exceeds production. Farm prices shoot upward and are well
above parity for all kinds in 194345. Burley and flue-cured quotas are
continued in order to prevent overexpansion at expense of ‘“war crops’;
-.are adjusted as necessary to- meet requirements. Fire-cured and dark.air-,
cured quotas suspended from 1943 to 1945, . :

1946  Quotas adjusted to fit new pattern of requirements as exports reach postwar
] -peak. Production of all types is highest 6f record and consumption and
farm price also hit new highs. - - 3 NN ;
v ; "d-.‘_ AT
1947 Exports declirie ‘sharply O{Viﬁg to dollar shortage abroad. Reduction in
: 1947 crop is more than ’qffset‘ by large carry-over from 1946 crop.

.

= =

1948 Quotas reduced sharply from 1947 levels to prevent new build-up of
surpluses. Exports increase 15 percent largely because of ECA program.

1949 ‘Exports. somewhat above 1948. Domestic cigarette consumption continues

: ~upward -trend, with resulting strong market for flue-cured, burley, and
Maryland types. Quota adjustments allow larger plantings of ‘flue-cured
and burley, smaller plantings of dark tobaccos. Production of all types %
t}bout 2 percent below 1948. Despite smaller. total crop, total supply ¢
increases largely because of increased production of cigar leaf and
decreased consumption of cigar leaf and. some dark tobaccos. Virginia
sun-cured -quotas” proclaimed for first time and voted by growers for
1950-52 crops. - .- :
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