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In Defense of Supply-Side Economics

by Bruce Bartlett

There has been much written in the press about
supply-side economics since the Reagan Admin-
istration made it the basis for its economic pro-
gram. Predictably, the Left has been virulent in
its opposition to supply-side policies, such as a
radical reduction in tax rates, government
spending and regulation, However curiously,
there has also been growing criticism of supply-
side economics from the Right, from economists
associated with the so-called Austrian school,
MNow that the political fight is behind us, it is time
for a sober analysis of this Austrian criticism.
in recent months supply-side economics
has come under attack from Professor Hans
Sennholz of Grove City College (Review of the
News), Robert Anderson of the Foundation for
Economic Education (The Freeman) Richard
Ebeling (Libertarian Forum), and Tyler Cowen
(Policy Report and Libertarian Review). This
“Austrian” criticism appears to boil down to
three crucial points. An examination of these
points will show, [ believe, that in each case the
critic either misunderstands what supply-side
economics is alt about, or he is simply wrong.

1. Supplyside economics fie, the Laffer
Curvel seeks to cut tax rates so that government
revenue can be increased,

In the first place, the Laffer Curve is merely
an analytical device which demonstrates that
tax rates can be too high in an economic sense. It
was never meant to imply that an across-the-
board tax rate reduction would pay for itself im-
mediately in increased revenue, For this to be
the case, one would obviously have to know
where, precisely, one is on the Laffer Curve.

it is unlikely that the nation as a whole is on
the upper end of the Laffer Curve. Nevertheless,
particular taxes can be too high from a revenue
point of view. The capital gains tax is a classic
example. When the capital gains tax cut was first
proposed in 1978, the Treasury Department esti-
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mated that it would lose billions of dollars in
revenue, In fact, the most recent evidence sug-
gests that the capital gains tax cut clearly in-
creased capital gains tax revenue above what it
was estimated to be without a cut,

This, however, is precisely the point which
disturbs the critics. They regard any increase in
tax revenue as equivalent to an increase in tax
rates. They oppose as immoral any action which
would increase government revenue, As Tyler
Cowen put it, “the most serious drawback with
the Laffer Curve is that it may be used for the
purpose of maximizing government revenue”

Clearly, this argument is nonsensical By
this line of reasoning, the cut in capital gains tax
rates should have been opposed on libertarian
grounds! 1t would seem, moreover, that the only
tax cut acceptable to the Austrians would be
one whose sole purpose was to lose revenue for
the government and which would have no incen-
tive effects whatsoever, Presumably, therefore,
Jimmy Carter's idea of giving every person in
America a $50 rebate, as he proposed in 1977,
would be the perfect libertarian tax cut. It is also
hard to see on what grounds such libertarians
would oppose a tax system which taxed all
income at the rate of 100 percent. Since gov-
ernment revenue would be zero, 1 would sup-
pose that this system would be considered
acceptable, based on the logic which has been
presented.

{Continued on page 2)
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2. Supply-side economics is just the obverse
of Keynesianism, substituting government manip-
ulation of aggregate supply for manipulation of
aggregate demand.

This criticism is simply wrong-headed and
shows that the critic has confused supply-side
economics for reindustrialization, which is
something entirely different. | have spelled out
the differences at length in National Review
(May 15, 1981), so | will just summarize them
here;

Supply-side ecoromics does not seek to
use government to direct investment from here
to there or even to establish some target for
overall investment in the economy Supply-
siders simply say that for 40 years we have
ignored the supply side of the economy—i.e,
saving, investment, productivity, capital forma-
tion, work incentive, etc.—and concentrated
solely on maintaining aggregate demand
through easy money and budget deficits. Sup-
ply-siders do not want supply to supplant de-
mand or ignore it, merely to reestablish parity
between supply and demand.

Supply-siders have no wish to manipulate
the tax system in order to encourage production.
They feel that by moving toward tax neutrality,
wherein the tax system favors neither consump-
tion nor production, that this will be sufficient.
The many gimmicks and sweeteners loaded on
to the recent tax bill were not put there by sup-
ply-siders. They favored the original Reagan
plan, which simply cut marginal tax rates across
the board.

The confusion developed when liberals like
Professor Amitai Etzioni of George Washington
University began talking in similar rhetoric
about declining productivity, capital invest-
ment, and saving in the United States, calling for
“reindustrialization.” However, the legislative
proposal from those who talk about reindustri-
alization, rather than supply-side economics,
have been in the nature of targeted tax credits to
business, reestablishment of the Reconstruction

Finance Corporation, and the like. Such notions
are totally contrary to the basic idea of supply-
side economics and are justifiably criticized as
being the first step on the road to centralized
economic planning.

3. Tax cuts without corresponding spending
cuts merely shift the burden of government fi
nance and, insofar as the deficit is increased, are
inflationary.

There is a grain of truth in this argument,
since government spending is clearly a better
measure of the burden of government than taxa-
tion. However, there are several fallacies which
entrap those who make this point.

First, the burden of taxation is in fact much
greater than just the aggregate amount of dol-
lars collected. There is also an opportunity cost
which the economy bears in the form of lost pro-
duction which would have occcurred had tax
rates been lower, even though the same amount
of revenue was raised. As Paul Craig Roberts,
Assistant Secretary of the Treasury for Economic
Policy, put it:

The total resources claimed by government is a
better measure of the tax burden than tax
revenues alone. But some economists let this add-
ing up of concrete resources blind them to another
measure of the real tax burden— the production
that is lost to disincentives. 1t is difficult to see the
production that doesn’t take place because the
government made it unprofitable, but it is never-
theless a part of the tax burden,

From the viewpoint of this more complete
measure of the tax burden, a tax cut can be real
even if it is not matched dollar for dollar with a
spending cut, That's because a reduction in mar-
ginal tax rates changes relative prices. It causes
people to shift into work out of leisure and into in-
vestment out of current consumption. These shifts
occur even if people expect that in the future taxes
might be raised to pay off any government tax
base; to make good on the deficit future tax rates
would not have to be raised as much as they were
cut— if they need to be raised at all.

The particularly interesting thing about
Roberts’s argument is that the concept of oppor-
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The concept of opportunity cost is a unique!y Austrian
concept. Why modern day Austrians should fail

tunity cost which he uses is a uniquely Austrian
concept, having been especially well developed
by FA. Hayek. Why modern day Austrians
should fail to see this is inexplicable to me.

" Secondly, there is nothing inherently infla-
tionary about budget deficits and, in any case,
there is a big difference between a deficit result-
ing from a cut in tax rates and one resulting from
increased spending. One must distinguish
between the two.

All budget deficits do is replace govern-
ment tax revenue with government borrowing.
There is nothing inflationary about that. Infla-
tion only occurs when the Federal Reserve
“monetizes” the debt by buying government
bonds with fiat money. it does so in a vain effort
to keep interest rates from rising in response to
an increase in the deficit. By pouring newly cre-
ated money into financial markets, the Fed used
to be able to fool people into believing that sav-
ing had actually been increased, which caused
interest rates to drop. But now people know that
increases in the quantity of money today be
come higher prices next year, so financial mar-
kets discount increases in the money supply
immediately by adding an inflation premium to
interest rates. Today, therefore, any action by
the Fed to monetize the debt would be self-
defeating.

Moreover, it should be kept in mind that the
Fed is not confined to monetizing only govern-
ment debt. It would be just as inflationary for
the Fed to monetize private debt, and it could
do this even if the Federal Government were
running a budget surplus!

Finally, [ will just repeat an argument | have
made elsewhere with respect to the political
consequences of focusing exclusively on the
deficit. The problem is that deficits can be re-
duced either by reducing spending or by in-
creasing taxes. People who concentrate too
heavily on the deficit inevitably find themselves
trapped into supporting higher taxes. Since taxes
increase automatically during times of inflation
— as people get pushed into higher tax brackets
— if one merely opposes a tax cut, it is the same
as supporting a tax increase. Those who say we
should postpone a tax cut until the budget is
balanced are really saying we should increase
taxes to balance the budget. As Milton Friedman
has pointed out, this phenomenon has fre-
quently made conservatives the unwitting
handmaidens of the big spenders;

There is an important point that needs to be
stressed to those who regard themselves as fiscal
conservatives. By concentrating on the wrong
thing, the deficit, instead of the right thing, total
government spending, fiscal conservatives have
been the unwitting handmaidens of the big spend-
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to see this is inexplicable.

Bruce Bartlett, author of Reaganomics: Supply-
Side Economics in Action

ers. The fiscal conservatives scratch their heads
and say, “My Cod, that's terrible; we have got todo
something about the deficit” So they cooperate
with the big spenders in getting taxes imposed. As
soon as the new taxes are imposed and passed, the
big spenders are off again, and then there is
another burst in government spending and another
deficit. . .. [ would far rather have total spending
at $200 hillion with a deficit of $100 billion than a
balanced budget at $500 billion,

There are many other points which have
been raised by the right-wing critics of supply-
side economics, but most of them apply either
to specific statermnents by specific authors or to
some action by the Reagan Administration
which has nothing to do with supply-side eco-
nomics as such. The three criticisms | have dis-
cussed seem to be the main ones leveled against
supply-side economics by each of the critics. |
think they have all been shown to be baseless
and politically naive.

It is certainly true that in a perfect world it
would be better to cut both taxes and spending,
it would be better not to have deficits at all, and
it would he better not to justify tax cuts on the
Laffer Curve. But we don't live in a perfect
world. We live in a political world, and we have
to concern ourselves not only with goals but
with the political means for achieving those
goals. The reality is that cutting back the size of
government is a tough job. Conservatives have
tried to hack away at it for 40 years, and the only
blood left on the floor was theirs, It was only
when the supply-siders came along, saying it is
just as good to reduce the relative size of gov-
ernment by stimulating growth of the private
sector, that we began to make progress. This is
reason enough to ignore our right-wing critics.[]



Who Gains What from Farm Programs?

by Bruce L. Gardner

The labyrinth of regulatory and bureaucratic
snafus which are part and parcel of this nation’s
agricultural support programs insulate these
same programs from concise, market-oriented
criticism. What has been needed for some time is
a clear and comprehensive exposition of our farm
programs, accompanied by a bottom-line cost
analysis of the prices we pay for farm supports.
Bruce L. Cardner economics professor at the
University of Maryland and one of the nation’s
leading scholars in the field of agricultural eco-
nomics, has now provided us with just such a
study.

In the new ICEPS book The Governing of
Agriculture (Regents Press), Prof. Cardner pro-
vides succinct analyses and detailed information
concerning our farm programs which will be
utilized by agricultural economists and policy
makers alike. john McClaughry, Senior Policy
Advisor to the President, commented, “We need
an intellectually sound analysis of government
intervention in agriculture. ICEPS has done a real
service by bringing this book out.”

in the following article, Prof. Gardner pre.
sents a cost-benefit analysis of particular farm
programs, focusing on the effect of price sup-
ports and quotas on land used 1o grow tobacco.

There are numerous estimates of the budgetary
costs of the farm programs. Congress requires
information on the subject for its appropriations
bills, and the executive branch needs estimates
for budgetary planning. Any such estimates,
however, are conjectural, given our lack of
knowledge concerning random exogenous influ-
ences on the product markets and concerning
how producers will respond to the policy inter-
ventions. Moreover, estimates of budgetary
costs usually combine such disparate items as
deficiency payments, which are a direct transfer
to farmers, and loan outlays from the Commod-
ity Credit Corporation (CCC), which are not

{(since the CCC acquires grain as an asset to off-
set the loan outlay).

To get a rough feel for the potential overall
economic impact of transfers under current pro-
grams, the table below lists estimates for the
commodities that are most significantly
affected.

In the “ratio of price” column, prices re-
ceived by producers in 1978/79 are compared to
an estimate of what the market price would be
in the absence of price supports and production
controls, For the major crops, these figures result
from the crude calculations outlined above,
which provide a rough estimate of income trans-
fers under each program, bringing together
some order-of-magnitude judgments. Note that
the total costs to taxpayers and consumers €x-
ceed the gains to producers by about $1.5 bil-
lion. This is a rough estimate of the net social
costs of the programs. Given that in 1979 the
USDA employed 876 economists and that about
an equal number of agricultural economists
worked at land-grant (federally funded) state
universities, one might hope for more precise
and reliable estimates, but they do not exist to
my knowledge.

Land and Quotas

The question of who gains from a price-sup-
port program depends on who owns the re-
sources that will gain most by intensification of
effort in producing the supported crop. It seems
obvious that the most-favored inputs will be
resources whose supply is limited and for which
there are no good substitutes.

What are the limiting factors in the produc-
tion of a farm commaodity? More precisely, what
input is least elastic in supply? Land. When pro-
duction increases, land that had been better
suited to other uses is brought into the industry.
Land that is already being used in producing the
supported commodity therefore earns rents. If

SUMMARY ESTIMATES OF THE FFFECES OF FARM PROGRAMS 1N 1978/79

RaTio oF FRICE wiTH Cost 1o Cosrre GannTo
PERCENTAGE OF U5, PrOGRAMS TO FRICE TAXPAVERS CONSUMERS PRODUCERS
CaMyomTy Forar Farst Quirot WITHOUT PROGRAMS N {in millions)
Wheat ... t 1175 SLEGO $ 400 $1,300
Feed grains 12 £.06 1,620 700 1,500
Rice ... 1 1.02 19 0 10
Cottonr .. 4 E.02 90 0 90
Tobacco 2 1.33 0 425 400
Sugar 1 .88 ~770 1,440 680
Peanuts 1 E4 0 200 200
Cattle ... 21 1.035 -0 1,200 1100
Milk .. Lo 12 i1l 1,500 1,200
Wool 0.2 1.3 30 -5 15
All other ... 40 1.9 0 0 0
Total (or Mean) ... 100 1.06 $1,440 $5,850 $6.415
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The total costs of farm programs to taxpayers exceed the

the supported commodity uses only a small pro-
portion of the nation’s cropland and if there is a
substantial pool of land in other crops that can
be moved over to the supported crop, even the
gains to land may not be great. The gains to land
become dominant when one considers a system
of price supports for a number of farm commod-
ities. The supply of cropland to agriculture as a
whole is quite inelastic compared to the supply
of labor and purchased inputs, so that owners of
land tend to be the principal gainers from farm
programs.

The capitalization of price supports into
asset values can be observed most readily in the

gains to producers by $1.5 billion.

value of about $1.20 per pound. The high im-
plicit discount rate on the future rental value of
a quota presumably reflects doubt about the
future of the tobacco program.

Because the benefits of price-support pro-
grams are capitalized into the prices for fixed re-
sources, the real beneficiaries of the programs
are quite different from what one might expect
at first glance. The gainers depend, not on who
produces how much of which commodities, but
on who owns the fixed resources that experience
increases in price. And it makes a great deal of
difference at what time the owner acquired the
resource. Someone who bought a tobacco quota

b
45

2 i
7 =)

case of tobacco land, because benefits are tied
directly to the quotas that limit the marketings
of the crop, which are explicitly tied to land and
may be bought and sold with land. Moreover, a
quota can be leased (within counties) independ-
ently of the land, so that one landowner can rent
out his quota to another, and a single operator
can enlarge his operation by accumulating
quotas leased from other farm operators. Ak
though marketing quotas have no inherent pro-
ductive value, under the program they function
as a fixed input for which no substitute exists. As
such, quotas earn rents which provide a market
measure of the expected benefits of the pro-
gram. Market data indicate that a tobacco
quota rents for about one fourth of its sale
value. For example, in 1978, a quota that rented
for around 30 cents per pound would have a sale
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at $1.20 per pound would capture little of the
gains that result from the programs. However,
these individuals would suffer capital losses if
the programs were ended. Because of the highly
leveraged position of many landowners, espe-
cially younger farmers, there exists a great risk of
loss if the programs were to end. The situation is
analogous to the body's addiction to certain
drugs. Our bodies become adapted to an altered
state, so that after the initial period of adjust
ment, the altered state becomes “normal”
When this situation has been reached, severe
withdrawal symptoms appear if one tries to
return to the predrug state. So it is with the posi-
tion of farmers under commodity programs.
Fortunately, from this point of view, the cur-
rent programs for the major crops are in such a
{Continued on page 6]
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Farm Programs

(Continued from page 5)

state of flux and are so complicated and so un-
certain— as to their effects on the markets —that
it seems unlikely that they have yet had strong
effects on the prices of assets. Even for tobacco,
the longest-running and apparently most stable
commodity program in existence today, pro-
gram-created assets that rent for 30 cents sell for
$1.20, suggesting a market estimate that the
future benefits of the program are in doubt. In
this situation, ending the tobacco program im-
mediately would result in a $1.20-per-pound
unanticipated capital loss for owners of a quota.
But prolonging the program for more than four
years at present effectiveness would result in an
unanticipated capital gain,

The Social Costs of Current Programs

The identification of gainers and losers
from farm programs is very difficult, but it is
necessary if one is to understand why we have
these programs and what their effects are. Still
more important, and more difficult to estirmate,
are the social costs mentioned earlier—the
costs that consumers and taxpayers give up but
that nobody gains. The earlier discussion sug-
gested social costs that added up to perhaps one
and a half billion dollars in 1978 due to restricted
LLS. consumption. Yet these calculations leave
out much that constitutes the real social costs of
our farm policies.

The social costs result, in the cases consid-
ered, because programs cause too high prices
and too little consumption, But in some cases
where the programs have a small or not easily
determined effect, there are still real problems,

Consider wheat. Many programs impinge
on the wheat market, with a bewildering array of
incentives and counterincentives. Target prices
encourage increased production, while set-
asides simultaneously try to hold production
down. At the same time that we are trying to
control praduction, we have governmentspon-
sored research to increase yields; a research and
promotion program to encourage domestic
wheat consumption; a federal grain-inspection
program, as well as other measures to encourage
exports; and the CCC loan program and storage-
construction loans to increase stocks. The
target-price program encourages increased
yields per acre by means of the increased use of
fertilizer, pesticides, and other inputs; whereas
the disaster-payments program encourages
farmers to exercise less care in production prac-
tices generally, and so encourages lower vields.
Finally, we have P L. 480 and CCC export credit
to boost demand further, and a menu of volun-
tary diversion and other production-control
authorities which are available at the discretion

6

of the secretary of agriculture, together with his
authority to cut loan rates, manipulate storage
subsidies and release prices, purchase surplus
commedities for schooklunch programs, impose
export subsidies, make payments for wheat acre-
age that is grazed out, provide emergency relief,
and establish import controls. Such is the pro-
gram that has been advertised under the [abel
“market-oriented.”

The simultaneous attempts to reduce sup-
ply and to increase demand could possibly re-
sult in the same output of wheat as if there were
no programs at all. But we cannot therefore as-
sume that these programs may be simple trans-
fers of income with no resource misallocation or
social costs. The net social costs of our farm pro-
grams include the funds and manpower ex-
pended in concocting and administering these
programs as well as the time and effort spent by
farmers in attempting to become informed
about them, to comply with them, or to subvert
their intention. One must also factor in the costs
incurred when political representatives of farm
interests engage in congressional lobbying for
promotion of their legislative goodies.

While it is not possible to provide a precise
estimate of these costs, they are quite likely to
equal the conventional measured social costs.
For example, counting ASCS employees, mem-
bers of county committees, related USDA and
congressional staff, and commodity-group ana-
lysts, probably at least twenty thousand work-
years are devoted to farm-program affairs. At
the ASCS average compensation of $15,000, this
would amount to $300 million annually, which
we probably cught to increase by 50 percent for
overhead costs.

With administrative costs added to the fig-
ures in our table, the estimate of net social [oss
due to the farm programs would be increased to
the neighborhood of $2 billion. The following
line of argument suggests a much higher esti-
mate. Producer interests have been able to per
suade the U.S. government to transfer roughly
$6 billion to them from their fellow citizens.
Given rewards of this magnitude, and given the
fact that lobbying and other political activity is
open to all, one would expect roughly com-
parable amounts to have been spent in obtain-
ing the transfers, Moreover, since it would be
worth $6 billion to nonagricultural interests to
have these transfers end, one might expect a ten-
dency, on the part of nonagricultural interests,
toward willingness to spend comparable sums
on political activity. While this is a conjectural
and empirically unconfirmed calculation, this
reasoning suggests that we ought at least to con-
sider the idea of counting the whole $6 billion
that is transferred as net social loss. O
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