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Foreword

A book on farm policy that owes more to Friedrich Hayek than to any agricultural economist may not shock the public, but it is definitely a new departure in published work on farm programs. Plowshares and Pork Barrels broadens the subject not only by bringing in Austrian and public-choice economics and philosophical issues, but also in taking a wide view of the scope of agricultural policy. Pasour and Rucker do not limit their discussion and analysis to traditional price supports and related forms of governmental intervention, but encompass food distribution programs, conservation of natural resources, agricultural research, and income taxation.

As a result, this book is unique in tracing noncontroversial description, data, and textbook material to a critical assessment of the entirety of farm policy issues. What makes Pasour and Rucker's approach particularly valuable is not only the facts presented and analytical findings but even more the line of argument in which it is embedded. Economic analysis of the merits of agricultural policies has generated many cost/benefit assessments of farm programs and found these programs wanting. But welfare economics is also well attuned to the market-failure aspect of economic problems, also endemic in agriculture. An exemplary summing up of the approach to policy issues in the agricultural and resource economics mainstream, in the case of rural land-use planning is: “The conclusion seems warranted that where it would work, the private market is to be preferred; but that in deciding a question of farm preservation, public action is required.”1

For “farm preservation” others have substituted “price stability,” “soil conservation,” “milk marketing,” and practically every other market outcome. Pasour and Rucker are not having any of this: they insist on subjecting governmental activity to the kind of skeptical investigation that we typically address to market outcomes but from which we so often exempt public action. Further, they shows what a problematical concept “public action” itself is. Their discussions on collective choice, the economics of the political process, and biases in the process are all topics vital to policy issues in agricultural economics, but too often neglected in our textbooks.

Many land-grant agriculturalists will take issue with some parts of the book. Personally I think Pasour and Rucker's skepticism about the mainstream findings of extraordinarily high returns to public investment in agricultural research is overdone. They raise many valid questions about the estimates, but those questions actually have been pretty thoroughly addressed in a huge volume of empirical work, and the findings of extraordinarily high returns appear to remain robust. The case for high returns is further strengthened by looking at the evidence on benefits of agricultural productivity gains in the less-developed countries, which this book doesn't address. And, there are reasons to believe cost-benefit studies have omitted many of the benefits of current agricultural research. For example, at the University of Maryland we are investing successfully in developing chickens and feed technologies that will result in less nutrients ending up reducing the quality of water in the Chesapeake Bay and elsewhere. These are benefits that are mainly reaped by people who are neither in the chicken business nor are chicken consumers, and are not promising for private-sector research. Nor do such benefits show up in existing benefit-cost accounting.

Readers who absorb Pasour and Rucker's political economy analysis will say, properly, that the preceding is just what you would expect from the Dean of a College of Agriculture. Nonetheless, even self-interested arguments can be right, and I do think it is important not to devalue research either public or private. I believe the most important sources of worldwide gains in less starvation, better health, longer lifespans, and improved standards of living are the results of technological progress. Therefore, while in many areas of public spending it is imprudent to spend without strong evidence that it pays, when considering policy regarding public investments in technology it is imprudent not to spend without evidence that it doesn't pay.

These remarks have been addressed to students of economics. Plowshares and Pork Barrels will also be informative to the general public and journalists interested in agriculture, but this broader group will see the book from a quite different perspective. The press and the public, tending to distrust governmental officials, readily accept notions of “government failure,” or worse; but they also have little respect for market forces and are ready to listen to conspiratorial theories of unfavorable market outcomes. Thus they view with suspicion payment of millions of dollars to large farm operations, and other policies that the book criticizes. At the same time the majority of the nonfarm population believe that government should be active in helping agriculture. Members of this group, too, can learn much from wrestling with Plowshare and Pork Barrels.

Bruce L. Gardner
Professor and Interim Dean
College of Agriculture and Natural Resources
University of Maryland







Preface

This book presents a brief history of U.S. farm policy, an explanation of the political process that has given rise to the multitude of farm programs, and descriptions and economic analyses of a number of the more prominent programs. Government intervention in agriculture traces back to the creation of the land-grant colleges in the 1860s. The role of government in agriculture prior to the 1930s, however, was relatively limited, with emphasis primarily on ways to increase the productivity of crop and livestock producers. The government's role in U.S. agriculture increased dramatically under the Roosevelt New Deal with the enactment of a multitude of farm programs to regulate the production and marketing of agricultural products.

The book describes various forms of production control and price support programs for a variety of crops, including grains, cotton, milk, sugar, tobacco, wool, and peanuts. Other programs and issues discussed include subsidized food programs (including food stamps), crop insurance, subsidized credit, international trade subsidies and import restrictions, conservation, agricultural research, and taxation in agriculture. Farm programs are anticompetitive and highly complex. The analysis minimizes the discussion of the myriad details of U.S. farm programs, but instead focuses on their direct and indirect economic effects.

Public choice is the application of basic economic principles to decision-making within the political process. The first part of the book discusses basic public choice principles, relates these principles to the development of farm programs, and explains why the programs persist long after the end of the economic conditions that were used to justify them.

There are two competing explanations for farm programs—the public interest and income redistribution. Historically, it has been suggested that farm programs are a response to “market failure” problems and that the programs benefit the public at large. According to this view, the market is not able to coordinate economic activity in agriculture because of such problems as monopoly power and market instability.

The book questions this rationale as the basis for U.S. farm programs and argues that the programs are better explained by income redistribution. It is shown how agricultural groups are able to use the political process to advance their own economic interests at the expense of the public at large.

Farm programs are sold to the public as a way to help maintain the small family farm. In reality, however, the programs confer most of the benefits on individuals whose wealth and incomes are considerably greater than those of the average taxpayer footing the bill. The analysis suggests that most of the benefits are incorporated into prices of land and other specialized resources. How can farm programs that benefit the few at the expense of the many persist in a democracy? The benefits are highly concentrated on the few who can afford to expend time and effort to influence the political process, while the costs are widely dispersed among taxpayers and consumers.

What causes the political process to go awry in this manner? Information and incentive problems plague the political process. Information problems arise because of the separation of power and knowledge. Those making political decisions do not have, nor can they possibly obtain, the knowledge and information that would be required to determine the policies that would best promote the common good. Incentive problems are endemic in the political process because of the separation of power and responsibility. Those making policy and administering farm programs neither bear the costs nor receive the benefits associated with their decisions.

What norm can appropriately be used to assess the effectiveness of agricultural markets and governmental policies? Current farm programs often are justified by measuring the performance of agricultural markets against the unattainable norm of perfect competition. Perfect competition, a highly abstract and idealized concept, assumes price-taking behavior by sellers, perfect information, costless transactions, and instantaneous attainment of equilibrium. It is not surprising that economic analysts find “market failure” when real-world markets are contrasted with the ideal of perfect competition because no real-world market meets these requirements. Moreover, when perfect competition is used as a benchmark, problems facing real-world decision makers who must operate in an environment of uncertainty and imperfect knowledge are ignored. Similarly, comparisons of actual government programs with “ideal” programs will inevitably lead analysts to conclude that there is “government failure.”


Throughout these pages, in contrast, the competitive entrepreneurial market process is taken as the norm in the evaluation of both agricultural markets and government programs. Here the market is viewed as a process wherein individuals are not fully informed and plans are not perfectly coordinated. In the market process approach, competition is assumed to inhere in the market of a modern economy unless constrained by nonmarket forces.

Farm programs have persisted in the United States since the 1930s despite dramatic changes in economic conditions. In 1996, Congress enacted the Federal Agricultural Improvement and Reform (FAIR) Act, which was viewed by many as representing a sweeping change in the nature of U.S. farm commodity programs. The expectation of some industry participants and observers at that time was that government's involvement in U.S. agriculture would soon end. When agricultural prices fell in the late 1990s, however, agricultural lobbying efforts resulted in the passage of annual emergency ad hoc relief legislation in each year from 1998 through 2001. The 2002 farm bill reversed some of the changes implemented in 1996, and generally increased the level of government expenditures on a wide variety of farm programs. Based on this recent experience, it seems likely that extensive government involvement in U.S. agriculture will continue into the foreseeable future.

Given this general forecast, it is noteworthy that the sixty-year old tobacco production and marketing cartel was eliminated in 2004, demonstrating that protectionist policies can be changed. Furthermore, an examination of the effects of U.S. farm programs is particularly timely because ongoing WTO negotiations clearly have important implications for these programs.

The authors are indebted to Professor Bruce Gardner of the University of Maryland for the foreword, which sets the tone of the book. Special thanks are due to Roger Strickland of the USDA's Economic Research Service for assistance in locating and providing data sources. We also thank numerous students for their assistance in tracking down data and information, including John Batastini, Katie Genadek, Jessica Kitchens, Bill Perry, and J. R. Peterson. Finally, we thank Donna Kelly for her word-processing expertise and numerous editorial suggestions.

E. C. Pasour, Jr.
Randal R. Rucker
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	The Role of Economics in Agricultural Policy Analysis





Agriculture in the United States and in other countries has been heavily regulated for many decades. During the past two decades, however, important changes have occurred in agricultural policies throughout the world. There is growing awareness that protectionist farm programs are expensive and inimical to economic progress, that they have little effect on long-run profitability of production, and that different programs frequently work at cross purposes. The inconsistencies between U.S. farm programs and free trade have been highlighted both in recent international trade agreements (for example, the General Agreement on Tariffs and Trade [GATT] and the North American Free Trade Agreement [NAFTA]) and in the two most recent U.S. farm bills—the Federal Agriculture Improvement and Reform (FAIR) Act of 1996 and the Farm Security and Rural Investment Act of 2002 (in this book referred to as the 1996 farm bill and the 2002 farm bill, respectively).

The 1996 farm bill was hailed by some as representing a major change in U.S. commodity programs. This so-called Freedom to Farm bill, which was in effect for seven years, largely dismantled the costliest price-support programs for farm commodities and permitted farmers to produce program crops with few planting restrictions. Some suggested that the FAIR Act marked the beginning of the end of government involvement in U.S. agriculture. The experience of U.S. agriculture under the FAIR Act, however, was not consistent with its advance billing. Farmers did gain increased flexibility in their planting decisions. In part because of low market prices for several major commodities, however, annual ad hoc appropriations for emergency aid were made in several recent years, and the costs to U.S. taxpayers turned out to be much larger than predicted when the 1996 farm bill was enacted.


The recently enacted 2002 farm bill (the Farm Security and Rural Investment Act) largely retains the flexibility in planting decisions implemented in the FAIR Act. Beyond that, however, the 2002 bill in many ways reverts to pre-FAIR policies. Target prices have been reinstituted, allocations for many FAIR programs have been substantially expanded, new producer groups are designated to receive government payments, and expectations are widespread that taxpayer costs will be the largest ever incurred under U.S. farm programs.

Recent trade agreements and policy changes, described throughout this book, mean that U.S. agriculture is now more closely linked than in the past to other sectors of the domestic economy and to world markets for farm products. Indeed, the effects of international trade along with the monetary and fiscal policies of the federal government may now be more important to U.S. farmers than policies designed specifically for agriculture.

In short, the farm sector cannot be considered in isolation. In many respects, the agricultural economy can be viewed as a microcosm of the entire economy. That is, economic activities in agriculture are similar to those in other sectors of the economy. Consequently, in any evaluation of the effects of various agricultural policies, it is necessary to understand how economic activity is coordinated in a market economy. First, we should consider the functions that must be performed in any type of economic system and the ways of performing these functions in a modern economy.

FUNCTIONS OF AN ECONOMIC SYSTEM

The functions of an economic system are quite general, regardless of political system and economic organization.1 First, there is a problem of product mix. That is, the amounts to be produced of corn, wheat, milk, beef, textiles, autos, steel, and all other products must be determined. Second, and closely related, land, labor, and capital resources must be allocated to the production of the various products. In agriculture, the production of crop and livestock products is rarely restricted to a single technology. Grain producers, for example, can reduce the amount of tillage by using more herbicides and pesticides. Moreover, even with a given technology, the most profitable amount of any input generally hinges on relative prices of inputs.

Third, the economic pie must be divided, or income must be distributed in some way. It should be emphasized, however, that wealth is not merely given, nor is there a fixed amount of income to be distributed. Instead, in free societies, individuals create wealth through labor, cooperation, and ingenuity. Income distribution is not a separate activity, but rather an integral part of the production process—individuals respond to incentive systems that reward extra effort.

Fourth, if economic progress is to occur, capital facilities must be maintained, updated, and possibly expanded. If the expected receipts from a capital-intensive activity are less than the costs, productive facilities are likely to be depleted. And if new goods and services are to be made available, incentives must be sufficient to induce producers to assume the risks. Because productivity depends on the amount of capital investment per worker, the maintenance and expansion of capital facilities is closely related to economic growth.

Finally, goods and services must be “rationed” in the sense of adjusting consumption, both at a particular moment and over time, to the available stock. Some goods such as agricultural crops are produced seasonally and must be stored if the goods are to be available throughout the year. Regardless of whether production is seasonal or occurs throughout the year, however, the very nature of economic goods means that they are scarce and must be rationed at any point in time.

THE MARKET SYSTEM VERSUS CENTRAL DIRECTION

The economic functions just described must be performed in any type of economic system. There are basically only two methods of economic organization in a modern economy, the market system and central direction.2 Although the comprehensive application of planning as a coordinating principle, as shown later in this chapter, is utterly unworkable, every economic system of the modern world to varying degrees involves some level of central planning. There is, however, no substitute for competitive markets in discovering, coordinating, and transmitting information throughout the production and marketing system. For this reason, a modern economy requires economic freedom and market competition just as science requires freedom and intellectual competition to progress.3 Thus, as shown throughout this book, central planning, whether comprehensive or not, is more likely to create and protect monopoly power and privilege than it is to foster economic activity.

Abundant evidence shows that the type of political and economic system used to achieve economic and social cooperation has the potential to affect human welfare greatly. Economic incentives and private-property rights are as important in agriculture as in other activities. Prior to the breakup of the Soviet Union, for example, most of the state-owned land was organized as collective farms where the relationship between worker output and reward was tenuous at best. However, a highly disproportionate amount of food in the Soviet Union was produced on small plots of land leased to farmers by the state, on which the farmers were permitted to grow food and raise animals either for their own use or for sale. These private plots, which accounted for less than 1 percent of the agricultural land in the Soviet Union, were estimated to provide approximately one-third of total farm output.4

This observed link between entrepreneurial incentives and productivity is not unique. Sven Rydenfelt analyzed the economic crises in fifteen socialist countries, including Cuba, Tanzania, China, and the Soviet Union. Rydenfelt showed how socialist policies, regardless of geography, population, or natural resources, undermine a nation's single most important economic resource, the entrepreneur.5

In a market or private-property system, prices perform the economic coordination functions described in the previous section. Information about supply and demand conditions is coordinated and transmitted through market prices. When the expected price of soybeans increases relative to the price of corn, for example, farmers shift more land into soybean production. Similarly, changes in relative input prices bring about substitutions in input use. As the price of labor increases relative to prices of machinery and equipment, farmers substitute capital for labor. The substitution of capital for labor and land in U.S. agriculture has led to a significant increase in output per unit of labor used.

Individual incomes are determined both by one's control over productive resources and by the use made of the resources. The expectation of profits provides an inducement for individuals to engage in risky entrepreneurial activity, and the individual decision maker must frequently make choices involving trade-offs between income and risk. Resource uses yielding higher incomes in agricultural production and marketing, as in financial markets, generally involve more risk.

The present value of expected income in any future time period is determined by the discount rate. The higher the discount rate, the lower the present value of income received in a future time period. Thus, an increase in the discount rate reduces the market value of an asset yielding a given stream of expected income. For example, if the use of a particular machine increases profits by $100 per year, the market price of the machine will be lower the higher the discount rate. Thus, the interest rate—the price of credit—is a crucial variable in investment decisions affecting durable resources, including land and capital facilities.

The rationing of goods and services both in the current period and over time is also performed by the price system. U.S. agricultural programs have long been plagued by economic surpluses. The existence of a persistent economic surplus (or shortage) is evidence that the price mechanism is not allowed to perform the rationing function. Price is also important in rationing goods over time. The amount of corn stored at harvest, for example, hinges on the difference between harvest price and the expected price following storage. A farmer will store corn only if the expected increase in price is large enough to compensate for storage plus interest costs.

One of the most interesting features of the market system is that it is automatic and unconscious. The market mechanism was not deliberately created, and no one assigns market participants their roles or directs their functions. As Frank Knight puts it, “No one ever worked out a plan for such a system, or willed its existence; there is no plan of it anywhere, either on paper or in anybody's mind, and no one directs its operation.”6 Stated differently by F. A. Hayek, markets, being spontaneous in origin, are the product of “human action but not of human design.”7

A key insight of Adam Smith's Wealth of Nations is that social cooperation is achieved by the price system in a decentralized market system as if by an “invisible hand.” Economic cooperation occurs as individuals engage in mutually voluntary exchange. Without an order being issued, individuals are induced to use their knowledge and to cooperate with each other in ways that are broadly beneficial, but that allow individual market participants to make the “right” decision even though they may have very limited information. The New York City housewife, for example, reduces consumption of orange juice when price increases. Regardless of whether she knows that production was decreased by a Florida frost, she has the incentive to use the product more sparingly. Similarly, producers of oranges and individuals engaged in the production of inputs used in orange production and marketing are also induced to cooperate through mutually beneficial voluntary exchange.8 The theory of the decentralized market economy shows how an overall economic order is achieved that uses a large amount of information not concentrated in any one mind, but existing only as the separate knowledge of millions of different persons.9

MARKET PRICES AND MARKET SOCIALISM

The alternative to this decentralized market system is socialism (defined as government ownership of the means of production) or some other variant of central planning that does not rely on market-price signals. If prices are not used as signals, some type of central direction involving coercion must be used to organize economic activity.

The issue of whether socialism is a viable alternative to private enterprise was hotly disputed among economic theorists for much of the twentieth century.10 In the 1930s, socialist theorists Oskar Lange and Abba Lerner and prominent economists argued that central planners can determine economically rational product and factor prices and the efficient pattern of production in the absence of private property.11 They demonstrated that if given crucial data on available resources, production possibilities, and consumer preferences, a central planning board can emulate market prices and determine the most appropriate pattern of production. Ludwig von Mises and F. A. Hayek, however, demonstrated that although market socialism may not be logically contradictory, it is practically impossible because of information problems.12 Central planning to simulate market activity, they argued, is not operational because the necessary data cannot be obtained. The market socialism approach merely assumes away a crucial economic problem—the discovery and efficient use of knowledge. In reality, the necessary information to implement this type of central planning is not given to planners. Moreover, as the arguments presented later demonstrate, there is no known way that the information can be obtained through central direction.

The Mises-Hayek insights were not incorporated into mainstream economic theory, and even Nobel laureate economists failed for many years to recognize the Achilles’ heel of collectivism—information.13 These insights about central planners’ inability to cope with information problems are no less relevant today than they were a half-century ago. Furthermore, information problems are just as important for piecemeal regulation, as of the farm sector, as they are for central direction of the entire economy—where the empirical evidence leaves little doubt that such problems are insurmountable.

The Cold War's nuclear standoff allowed “history's grandest economic experiment” to run virtually undisturbed for five decades.14 The East, where collectivism was forcibly imposed, was the “experimental group,” and the West, with its private-property system, constituted the control group. By the end of the 1980s, even Robert Heilbroner, the well-known proponent of democratic socialism, conceded that in the debate over the feasibility of socialism, Mises and Hayek were correct.15 There is now a consensus that successful planning is impossible without private property and the associated market prices. Without these signals, there is no possibility of calculating costs or revenues and no way of determining the most highly valued products.

The death of socialism has discredited “politics in the large,” or central planning at the national level, but it has not reduced the appeal of “politics in the small,” or piecemeal economic planning.16 Before further consideration of the problems with regard to the acquisition and use of knowledge that are inherent in noncomprehensive planning, let us first briefly review the marginal efficiency conditions of conventional welfare economics.


MARGINAL EFFICIENCY CONDITIONS AND PUBLIC POLICY

The marginal efficiency conditions of welfare economics describe the relationships that must prevail to maximize social welfare. These conditions typically are derived under the assumption of perfect competition—which requires price-taking behavior on both sides of the market, “perfect markets” with costless transactions and communication, and instantaneous information and equilibriums.17 Price takers are market participants who do not buy or sell enough of a good or service to influence the market price. The model of perfect competition assumes away various “market imperfections,” including monopoly, imperfect information, and externalities. Under these highly idealized conditions, optimizing behavior by individuals and firms brings about the most productive pattern of resource use for the entire economy.18

The standard marginal efficiency conditions describe the relationships that must exist among consumers, for input use among firms, and in output markets. These efficiency conditions have the potential to be useful to decision makers in agriculture and other areas as a “logic of choice.” The principles are relevant, for example, in farm-management problems such as finding the most profitable amount of nitrogen per acre to use in corn production or determining the least-cost combination of grain and silage to obtain (say) one hundred pounds of milk from dairy cows. A great deal of applied work by agricultural economists deals with these marginal efficiency conditions, and the usefulness of these optimizing principles has been demonstrated in many different production and marketing contexts.

Marginal efficiency conditions, however, are of relatively little use in resolving public-policy problems. The data necessary to use the efficiency conditions for policy purposes are never “given” to a single person.19 The economic problem of achieving a productive pattern of resource use is not a problem of how to allocate “given” resources among “given” ends. It is, instead, a problem of how to secure the best use of resources known to the various members of society for ends or purposes whose importance can be known only by those individuals. Much of the relevant information is highly specialized to particular persons in specific locations and cannot be conveyed in statistical form to a planning authority. For example, the individual farmer has unique knowledge about soil conditions of particular fields, field locations, local market conditions, his preferences in crop and livestock production, and so on.

Hayek and Mises, as previously shown, emphasized a generation ago that central planning poses insoluble problems. Even today, however, the role of markets in discovering, coordinating, and transmitting information typically is heavily discounted and not fully recognized.20 No way has been found to overcome the information problems inherent in market socialism or in noncomprehensive central-planning approaches. Specifically, the central decision maker cannot obtain the information necessary to solve the problems inherent in central planning, whether the issue is wheat production, land-use planning, industrial policy, or socialism as such. In any type of central planning, information and incentive problems prevent the planner from achieving a pattern of resource use consistent with the marginal efficiency conditions outlined here. Incentive problems inherent in the collective-choice process are discussed in chapter 3.

IMPORTANCE OF ECONOMICS IN PUBLIC POLICY

Despite the limitations just discussed, economics has an important role to play in explaining the existence and effects of public policies. First, economic theory can help us to understand better the individual decision-making process that results in seemingly inefficient public policies.21 Why, for example, does Congress enact a sugar program or a dairy program that benefits a small number of producers at the expense of the public at large? As shown later, the fact that the benefits of such programs are concentrated on a small number of producers but the costs are dispersed over the entire population is important in explaining farmers’, consumers’, and legislators’ actions relating to these and many other government programs.

Second, economic theory can contribute to improvements in public policy. Public-choice theory extends the application of economic principles to analyze individuals’ actions in the political process. The challenge in improving public policy is to develop an institutional framework that will induce actors in the political process to serve the general welfare, just as Adam Smith's “invisible hand” induces market participants to do so.

Third, economic theory can help trace out not only the direct effects, but also the indirect effects and unintended consequences of such public policies as price supports, subsidized credit, and other agricultural programs.22 What, for example, are the effects of agricultural price supports on output and land prices? Why does a price-support program increase production costs? Why do government programs, once initiated, tend to grow, seemingly regardless of how economic conditions change? What are the effects of a price-support program on imports and exports of the product? In answering these and similar questions, subsequent chapters use economic theory to trace out the direct and indirect effects of various agricultural programs and policies.


THE MARKET PROCESS: COMPETITION AND ENTREPRENEURSHIP

In understanding the market effects of agricultural programs such as price supports, marketing orders, and so on, we must understand how markets operate. Throughout this book, emphasis is placed on the market as a process in which prices provide signals to consumers and producers.23 The market is a system in which expected profits and losses influence entrepreneurial decisions. If information on goals, costs, and returns is given or known with certainty, entrepreneurship is reduced to mechanical calculation.24 It is important to stress that entrepreneurial decisions under real-world conditions are always made under conditions of uncertainty; completely accurate information on prices, yields, weather, and so on is never given to the decision maker. Entrepreneurial success is determined not by mathematical expertise, but by the decision maker's ability to assess present conditions and to anticipate future conditions.

In the market process, entrepreneurship represents alert decision makers’ attempt to create or discover and thereby to take advantage of profit opportunities not yet noticed by others. Where product prices reflect market forces and there are no government subsidies or “soft loans” to failing firms, only those firms that best anticipate market conditions survive. In this way, market forces cause resources to be deployed away from less-productive firms. Government regulation of product and input markets, as shown throughout this book, often stifles and impedes the market's discovery process.25

The market-process approach is quite different from that of conventional welfare economics, which contrasts the operation of real-world markets with perfect competition. Perfect competition, however, has nothing to do with real-world market activity because no real-world market can meet the required conditions. This does not mean, however, that agricultural markets are not competitive in a meaningful sense in the absence of government restrictions. In a market-process sense, competition inheres in markets because, in the absence of arbitrary restrictions, entrepreneurial activity follows the lure of expected profits. Consequently, the ability to enter a market is the key requirement in maintaining effective competition as a process in which competitors engage. Moreover, it is assumed in subsequent chapters that the major restrictions on the competitive market process in agriculture result from government programs and policies. It is shown that price-support programs, marketing orders, and other farm programs are inconsistent with freedom of exchange both domestically and internationally.

If perfect competition is taken to be the norm, as is often the case in policy analysis, then “market failure” in the form of monopolies, externalities, and information problems is inevitable because no real-world market can satisfy the conditions of perfect competition. Moreover, the use of perfect competition as a benchmark in analyzing the efficiency of real-world market activities ignores the functions and requirements of entrepreneurial decision making. Although long-run competitive equilibrium models are useful as an engine of analysis in explaining how markets work, they cannot be used to derive norms for policy aimed at making allocation more efficient.26

SUMMARY

In any type of economic system, five functions must be performed: (1) determine what goods and services to produce, (2) organize production, (3) determine how the economic pie is to be divided, (4) provide for economic progress, and (5) ration the available goods and services, both in the current period and over time.

There are basically only two methods of organizing economic activity in a modern economy—the private-property market system and central direction. However, there is no other known way to accommodate consumer preferences as fully as is done through decentralized competitive markets.

What is the role of economic theory in agricultural policy analysis? The marginal efficiency conditions of conventional welfare economics are useful to the individual decision maker as a logic of choice but are of limited use in the evaluation of public policies. All real-world markets will appear to fail when measured against the norm of perfect competition. The alternative is to view competition as a process in which competitors engage and to use the competitive market process as a touchstone in explaining and evaluating the effects of government policies in agriculture. Throughout this book, this view of the entrepreneurial market process is taken, both in explaining individual decisions as they affect and are affected by public policies and in tracing out the direct and indirect effects of public policies on agriculture in the United States.

The remaining chapters in this book can usefully be thought of as being composed of two distinct sections. The first section consists of chapters 2 through 5. These chapters provide basic information on several fundamental concepts, including a discussion of efficiency and equity as criteria for assessing government programs, a discussion of private versus collective choice as alternative systems for making decisions, and both a fairly general discussion of the economics of the political process and a discussion that applies the basic concepts of public-choice theory to the context of agricultural policy. An understanding of the materials in these chapters might be considered to be a prerequisite for the more focused discussion and analysis of U.S. farm programs in later chapters.

The second section consists of chapters 6 through 20. These chapters focus directly on a wide variety of issues associated with U.S. farm policy, from discussions of the basic “farm problem” and the expansion of the U.S. government's role in agriculture, to quite detailed discussions and analyses of past and present policy tools used in commodity programs. These chapters also include discussions of the nature and impacts of federal programs that affect such areas of interest as international trade, risk management, agricultural credit, conservation of natural resources, research and extension, and taxes.

Most general readers will find it useful to read and contemplate the material presented in the first section before they proceed to the second section with its more focused discussion and analyses of specific agricultural programs. Readers familiar with the concepts presented in the “prerequisite” chapters, however, might view these chapters as an entry barrier over which they can jump straight into the later chapters that deal directly with agricultural policies. Readers interested in the public-policy process, but less interested in agricultural policies may choose to focus only on the early chapters.

From the perspective of classroom use, we find that many students in the agricultural policy classes that we teach have had little exposure to much of the material in the early chapters and that it is useful to spend some time on the fundamental concepts. The second section thereafter provides institutional details on agricultural policies in relatively short and concise chapters. Many of these details are new to students. Of equal or greater importance in the second section, however, is our critical analysis of the various policies from the perspective of the information and incentive problems associated with government regulations and programs. A recurring issue in our consideration of government programs is the importance and implications of the capitalization of program benefits into asset values.

Shortly before we finished writing, the 2002 farm bill was passed. We have chosen to handle the various issues related to this new legislation in two ways. First, we include an appendix at the end of the book that provides considerable detail on the provisions of the new farm bill and how they relate to the provisions of the 1996 farm bill. Second, in those chapters where it is appropriate, we have included supplemental sections discussing the new legislation.
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	Economic Efficiency and Equity in U.S. Agriculture





Agricultural policy in the United States has been heavily influenced by productivity and equity considerations. From 1862 to 1933, the U.S. Department of Agriculture (USDA) was mainly a scientific and statistical agency limited to research, extension programs, education, and some policing activities related to food safety. During this period, the major emphasis of government policy in agriculture was to increase productivity. Although income redistribution has been the dominant concern in U.S. agricultural policy since 1933, government-subsidized research and education programs continue to be important.

Prior to the New Deal era of the 1930s, government programs in agriculture were small and seldom had much impact on the individual farmer. Franklin Delano Roosevelt's New Deal was a watershed development in government involvement in agriculture. At that time, many action programs were instituted with the goal of redistributing income to the agricultural sector.

Commonly used criteria for evaluating government programs, in agriculture as well as in other sectors of the economy, are the programs’ economic efficiency and their equity impacts. As conventionally defined, economic efficiency is concerned with the size of the economic pie produced, whereas equity deals with how the economic pie is divided. The distinction between efficiency and equity is not as clear-cut as frequently implied, however, because the way the economic pie is divided affects the size of the pie. Stated differently, individual productivity is directly related to the expected reward.


ECONOMIC EFFICIENCY: AN ELUSIVE CONCEPT

It is often contended that economic efficiency is an objective concept in the sense that it can be empirically measured, but that equity is subjective. This distinction between efficiency and equity, however, does not withstand scrutiny. Economic efficiency is sometimes contrasted with technical efficiency—the ratio of output to input in physical terms. Technical efficiency is of little interest, however, because by the laws of thermodynamics the ratio of physical output to physical input is always equal to unity.1 Therefore, efficiency is meaningful only when both resources and products are measured in value terms.

Efficiency, if it is to be a meaningful objective for decision making, is always a measure of the value of output in relation to the value of inputs used. For instance, “The ‘objective’ efficiency of an automobile engine can be determined only after specifying the subjectively determined goal as the forward movement of the automobile. Otherwise, every engine is 100 percent efficient in the sense that all the energy input is used, either in the forward motion of the car, overcoming the internal friction of engine parts, or in random shaking of the automobile.”2 Consequently, the efficiency of any activity will change with changes in valuation of inputs or outputs.

Consider the problem of whether it is more efficient for a homeowner to cut wood with a bow saw or with a chain saw. It depends, of course, not only on the amount of wood to be cut and the cost of the saws, but also on the subjective values associated with the use of each type of saw, the value of time, and so on. An individual who enjoys the smell of gas fumes and the roar of the motor may rationally choose to use a chain saw, whereas another individual who loves strenuous physical activity may choose to saw wood by hand. The outside observer cannot legitimately conclude that either individual is behaving inefficiently.

Similarly, it is sometimes held in agriculture that the production of beef relative to corn is inefficient because more calories of food can be produced when a given amount of land, labor, and capital inputs are devoted to corn production rather than to beef production. The inefficiency conclusion does not follow, however, because consumers place a higher value per unit (calorie) on beef than they do on corn. Again, the relative efficiency of corn production versus beef production cannot be determined on the basis of physical measurements of inputs and outputs.

The subjective nature of economic efficiency limits the outside observer's ability to identify real-world examples of economic inefficiency.3 Efficiency measurements must be based on some norm or standard of comparison. The efficiency of real-world activities is typically measured against the economic model of “perfect competition.” This is not a defensible approach, however, in evaluating the performance of real-world activities because no individuals, markets, or economic systems will ever appear to be efficient when measured against the benchmark of perfect competition. That is, no real-world market will ever conform to the ideal concept of perfect competition, which (as described in chapter 1) requires “perfect markets” and price-taking behavior on the part of individual traders. Consequently, the fact that real-world markets do not conform to the competitive norm does not imply that these markets are inefficient in an economically meaningful sense. It is inappropriate to compare real-world markets with an unattainable ideal because the relevant alternative to current markets is simply another possible institutional arrangement and not “perfectly competitive” markets.4

The fact that outside observers cannot measure economic efficiency does not mean that the efficiency concept has no value. Economic efficiency is a useful concept as long as the inputs and outputs are defined in terms of the decision maker's own values. Thus, in the woodcutting example, the concept might be quite useful for the homeowner buying a saw. The data on which individuals base choices, however, are inherently subjective and distinct from data that can be obtained by external observers. That is, the outside observer is not able to “read” individual preference functions.5 Because utility is measurable only to the individual decision maker, the concept of economic efficiency is not useful as a touchstone of public policy.

EQUITY

Equity is concerned with how the economic pie should be divided. It is virtually impossible to make definitive statements about the fairness of public policies that benefit some people at the expense of others. Many people, consciously or unconsciously, identify their own interests with the common good, rationalizing that a government program that benefits them is also in the public interest. In this view, a farm program that increases “my” income is fair, and what's fair to “me” is fair to everyone else. Thus, people often oppose government-enforced restrictions on competition in the abstract while rationalizing and defending increases in their own income obtained through the use of government power.

As shown in chapter 6, the concept of a fair (or just) price or income has little objective meaning aside from prices and incomes determined through the competitive market process. Equity or fairness, like beauty, is at least to some extent in the eye of the beholder. A number of criteria for making welfare judgments about public policies that benefit some and harm others are discussed later, but none of them provides a value-free approach to redistribution.

The Pareto Criterion

The most widely accepted criterion for making welfare judgments is the Pareto criterion, which holds that a change is beneficial if it benefits at least one person without reducing the welfare of any other individual. Most public policies in agriculture (and in other sectors), however, benefit some people while harming others. An agricultural price-support program, for example, benefits farmers at the expense of consumers and taxpayers. Therefore, the Pareto criterion is not useful in the evaluation of actual public policies.

A number of theorists have attempted to devise a criterion for evaluating public policies that benefit some people at the expense of others. One widely discussed proposal is the compensation principle.

Compensation Principle

The compensation principle states that a policy is an improvement if the winners evaluate their gains at a higher figure than the value that the losers place on their losses. The compensation principle can be illustrated as follows. Determine the maximum amount an individual will pay rather than forgo a change that benefits her—say, $200. Then find out how much a second individual who is harmed by the change will be willing to pay to prevent that change—say, $100. If the figure paid to prevent a change is smaller, the compensation principle says that the change under consideration improves welfare because the first individual can compensate the second and still gain. The compensation principle does not require actual compensation. (If the second individual were actually compensated, the change under consideration would be an improvement under the Pareto criterion.)

This seemingly plausible principle is based on an unacceptable implicit value judgment.6 It involves a concealed interpersonal comparison. Even if the first individual values her gain at $200 and the second individual values his loss at $100, it does not follow that there is a net gain from the change being contemplated. The compensation principle implicitly assumes that a dollar is worth the same to each individual. The second individual, a struggling student, however, may place a very high value on his $100 loss, whereas the first individual, a wealthy professor, may view her $200 gain as a pittance (or vice versa, of course). The $200 and $100 figures are not comparable, and there is no legitimate way to make such interpersonal comparisons of utility. Consequently, unless compensation actually is made, the Pareto criterion is violated by public policies that benefit some people at the expense of others. Although the compensation principle is often used in welfare analyses of tariffs, price supports, and other government restrictions on competition, any such analyses should be viewed with a healthy dose of skepticism because they inevitably involve invalid interpersonal utility comparisons.

Social Welfare Function

The social welfare function is another approach devised to analyze the welfare effects of policies that harm some people while benefiting others. The social welfare function is closely related to the indifference-map approach of consumer theory. An indifference map is a method of describing an individual's preferences with a set of indifference curves. An indifference curve shows the set of market baskets yielding the same amount of utility or satisfaction. Thus, the consumer is indifferent about the set of market baskets on a given indifference curve. A social welfare function can be visualized as an indifference map that ranks different combinations of utility to different members of society.7 The same criticism applied to the compensation principle applies again here, however. There is no way to obtain the data for social indifference curves because utilities for different individuals are not comparable. The policy analyst who uses this approach must make an explicit and highly arbitrary value judgment regarding one individual's utility relative to the other's. Consequently, the social welfare function approach is of little or no use in the evaluation of public policies.

Cost-Benefit Approach versus Constitutional Approach

Despite the problems inherent in meaningfully defining efficiency and equity under real-world conditions, these problems are often ignored, and attention is focused on the technical details of cost-benefit analyses. Empirical welfare analyses frequently are based on measurements of consumer surplus and producer surplus.8 These measurements implicitly involve the use of the compensation principle.

Consider the welfare effect of an output restriction, as depicted in figure 2.1, that increases price from P0 to P1 by decreasing output from Q0 to Q1. Area A is said to be a “transfer” from consumers to producers. The triangle B is referred to as a “welfare cost” or “deadweight loss” of the amount by which the value of lost output (area under the demand curve between Q0 and Q1) exceeds the value of resources saved (area under the supply curve between Q0 and Q1).
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FIGURE 2.1 The welfare effects of production controls.

Such measurements based on market supply and demand curves inevitably involve interpersonal comparisons of utilities. It is implicitly assumed that a dollar is a dollar regardless of whether it is received or given up by consumers or producers (and regardless of which individuals are affected). Consequently, the measurement of areas A and B is subject to the same interpersonal utility-measurement problems as those discussed in connection with the compensation principle.

Similar problems arise in measuring the welfare effects of price supports, subsidized credit, import tariffs, marketing orders, and other government restrictions on competition in agriculture. Attempts are often made to justify the repeal of such restrictions by arguing that consumers’ gain in utility will exceed producers’ losses. Yet any such measurement of costs and benefits must involve interpersonal comparisons that, “to put it mildly, would be highly conjectural.”9 There is no legitimate way objectively to measure and compare the benefits afforded to or the harm endured by different groups of people. The conclusion is that all policy recommendations involve value judgments.10 For example, there is no value-free procedure to determine whether agricultural price-support levels should be lowered or raised.

These arguments do not imply, however, that the question of how high or low government should set prices or of whether government should assist groups in restricting competition is merely a matter of opinion. Government-sanctioned restrictions on competition that infringe on individuals’ rights to engage in mutually beneficial transactions are significant for both practical and ethical reasons. First, restrictions on competition hamper the operation of the market process and reduce the output of goods and services, as shown in chapter 3. Second, there is no fundamental difference between economic freedom and individual freedoms of other types, including First Amendment rights.11 Thus, any analysis of government restrictions on competition in agriculture or in other areas must take into account both the usefulness of competitive markets and the ethical issues involved in restricting individual freedom.

One possible alternative to cost-benefit analyses is to determine appropriate government policies at the constitutional level. If economic freedoms were legally protected, at least some of the objectives that narrowly focused interest groups attempt to achieve through the political process might be ruled out on constitutional grounds.

The proposed constitutional approach involves the adoption of self-denying ordinances that limit the objectives that individuals and groups attempt to achieve through political channels. In this approach, each potential government program is not considered on its own merits; instead, broad rules are laid down as to what government may and may not do. The First Amendment, for example, adopts the general principle that “Congress shall make no law…abridging the freedom of speech.” Milton Friedman and Rose Friedman have proposed an equivalent amendment to limit government power in the economic and social area—an “economic Bill of Rights.”12 Such a free-trade amendment would ensure that neither Congress nor any of the states shall infringe on people's right to buy and sell legitimate goods and services at mutually acceptable terms.13 An economic-freedom amendment of this type would provide a touchstone in determining the legitimacy of government policies in agriculture and other sectors. Many of the current restrictions on competition in agriculture—including marketing orders for milk and oranges, import quotas for dairy products, and so on—are clearly inconsistent with economic freedom.

Clearly, there is a relationship between economic freedom and political and individual freedoms. Nobel laureate Ronald Coase argues that freedom of choice in making decisions among constantly changing employment, investment, and consumption opportunities is fully as important for most people as freedom of discussion and participation in government.14 The individual retains this freedom of choice, however, only when price signals rather than central direction are used to coordinate economic activity. Consequently, a great deal of evidence shows that economic freedom is a necessary condition for political and individual freedom.15 Moreover, if one accepts the Coase view that economic rights are similar to First Amendment rights, the implications for price supports, marketing orders, import controls, and so on are clear.


RATIONALES FOR U.S. AGRICULTURAL PROGRAMS

Two competing hypotheses explain government intervention in agriculture: the correction of “market failures” (or the advancement of “the public interest”) and income redistribution. The market-failure hypothesis is consistent with arguments that government programs can enhance efficiency. Government programs that redistribute income to low-income farmers are often justified on equity grounds.

Market Failure

The public-interest justification holds that agricultural programs, instituted in response to market failure, are beneficial because they increase price and income stability arising from variability in farm product prices and yields. In the traditional welfare economics approach, where real-world agricultural markets are measured against the benchmark of perfect competition, “market failure” in the form of monopoly, market instability, imperfect information, and externalities is pervasive. As suggested earlier, however, market failure in the sense that real-world markets do not meet the conditions of perfect competition is not a sufficient reason to justify government intervention. Government programs also inevitably “fail” when measured against an idealized governmental system where there is perfect information and costless decisions, and where political markets are always in equilibrium. The relevant comparison, of course, is between real-world markets and the real-world political process.

Income Redistribution

Income redistribution is another possible rationale for government intervention in agriculture. Whereas equity-based arguments for government intervention call for redistribution to low-income farmers, the reality seems to be somewhat different. It may well be that the main motivating force behind agricultural policies has not been a desire for productivity growth and market stabilization, but rather a redistribution of wealth to commodity and other interest groups that have the greatest political clout.16 Why, for example, are domestic producers of cheese, butter, and sugar given protection against less-expensive imports? Is it because dairy or sugar producers have low incomes (and these markets are unstable) or because they have effective political lobbies? The latter explanation appears to be more consistent with the evidence, which suggests, for example, that each of the largest Florida sugarcane growers benefits by more than $5 million per year from the U.S. sugar program.17 In farm programs, the benefits are concentrated on a relatively small number of producers or landowners, but the costs are widely diffused among taxpayers and consumers. The sugar program, for example, is estimated to increase sweetener costs by approximately $5.60 per U.S. consumer per year.18 Later chapters discuss more fully this bias inherent in the political process that favors small groups at the expense of the public at large.

Therefore, the only conclusion to come to is that the actual purpose of government programs in agriculture (and other sectors) may be quite different from the purposes indicated in congressional testimony and enabling legislation. It is thus important not to assume that government programs are beneficial, as is often done by individuals who hold the “public-interest” view of U.S. farm policies. In contrast to the conventional market-failure approach, a view that agricultural policies are redistributionist is taken throughout this book. In subsequent chapters, before a description and analysis of U.S. farm policies is given, the nature of decision making in the political process—public-choice theory—is briefly described and specifically related to agricultural programs. The operation of the political process is shown to provide additional support for the redistributionist view of U.S. farm policies.

SUMMARY

Agricultural programs in the United States have been justified on the basis of economic efficiency and equity considerations. Economic efficiency is concerned with the amount of output, whereas equity is related to the way the output gets divided—income distribution. Because economic efficiency inescapably involves subjective valuation, the concept provides little guidance in resolving public-policy issues.

The Pareto criterion, which holds that a policy is better if one or more people are benefited without harming anyone, is the most widely accepted criterion for making welfare judgments. The Pareto criterion is of little practical value, however, because there are losers as well as gainers for all significant public policies. No satisfactory procedure has been developed to compare the costs and benefits of government policies that benefit one group at the expense of other groups.

The constitutional approach has been offered as a possible alternative to cost-benefit analysis in the evaluation of government programs. In the proposed approach, the Constitution would be the touchstone in determining whether a particular program is an appropriate government activity. This approach is rooted in the recognition that economic freedom is no less important than freedoms of other kinds. Although all policy questions cannot be resolved in this way, many current restrictions on competition in agriculture would be illegal if economic freedoms were given constitutional protection.

Market failure and income redistribution are alternative explanations for government intervention in agriculture. The conventional market-failure view supported by agricultural interests has long been that U.S. farm programs are rooted in the public interest. A great deal of evidence is presented throughout this book, however, showing that current farm programs are better explained by the success of agricultural groups in using governmental power to increase their own wealth.
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	Government and the Economy




	 
	Private versus Collective Choice





There are basically only two ways to coordinate economic activity: the free market and central direction. A major issue in agriculture (as in all other sectors of the economy) involves deciding which activities should take place in the private sector and which should be conducted through the collective-choice or political process. For this decision to be made intelligently, it is necessary to understand how the private-choice and collective-choice mechanisms operate.

PRIVATE CHOICE

Private choice relies to a great extent on market exchange. Although much of the coursework in economics deals with markets, the concept of a market is not easily defined. A market is not always a place where goods are sold, but rather is a set of interrelationships involving supply and demand—a process of competing bids and offers.1 The market process is fueled by the expectation of gains on the part of both producers and consumers. Market choices serve to increase wealth because exchange is mutually beneficial. A key feature of market exchange is the lack of force or coercion. Because market exchange, by its very nature, represents a voluntary unanimous agreement by the parties involved in the transaction, informed exchange between individuals is a Pareto-preferred outcome. A purchase of a loaf of bread, for example, increases the expected wealth of both the purchaser and the seller.


PROBLEMS ARISING FROM PRIVATE CHOICE

Despite the ostensible advantages of the voluntary nature of private choice, it is generally held to be beneficial to make some economic decisions through the collective-choice (or political) process. In several situations, often described as examples of “market failure,” government action may be considered desirable in coordinating economic activity. Spillovers, public goods, “unsatisfactory” income distribution, monopoly, market instability, lack of information, and high transaction costs are commonly cited examples.2

Problems of Private-Property Rights

In some situations, it may be difficult to define property rights clearly and to enforce them adequately. Spillovers, or externalities, occur whenever the actions people take impose costs on others that the decision makers do not take into account.3 If an action by one person infringes on the other person's rights—that is, imposes a cost on them without their consent—then a spillover problem or “externality” exists. The use of fertilizers or pesticides, for example, may create an externality insofar as a portion of these chemicals contaminate ground or surface water used by individuals other than the party who applied the chemicals. The spillover problem is analyzed in more detail in chapter 17.

Public goods involve another type of property-rights problem. Public goods, by definition, are characterized by nonrivalness and nonexcludability in consumption. There is nonrivalness in the sense that any satisfaction received by one consumer from a given amount of a public good does not detract from the enjoyment obtained from the good by other consumers. There is nonexcludability if, when a good is provided to a particular individual, other individuals cannot be excluded from the benefits of the good. National defense, for example, may be considered a public good insofar as it is impossible to protect one person from a foreign threat without at the same time protecting all other individuals.4 If nonpayers cannot be excluded, however, individuals have an incentive to “free ride”—that is, to obtain the benefits of a good or service without contributing to its cost. The incentive for any one person to be a free rider is greater in large groups because each person may reason that the other beneficiaries will contribute enough to finance the good.5 If all members of the community choose the free-rider strategy, however, there will be no production by the private sector. Consequently, in a case where there are strong incentives to “free ride,” private production may not be feasible. The relevance of externality and public-goods ideas to current agricultural programs is discussed at various points later in the book, especially in chapters 17 and 18.


Distribution of Income

It is sometimes contended that the market system is unsatisfactory because the distribution of income (or resource ownership) may be very unequal. The “Edgeworth box” diagram is often used to show how exchange improves the allocation of consumption goods.6 Consider the situation depicted in figure 3.1. In this diagram, assume that the initial distribution of the two goods (X and Y) between the two individuals (A and B) is such that A has all of both X and Y. Point Z indicates the initial distribution. Although individual B has none of either good, the situation is Pareto optimal because any move to another point on the contract curve (AB) will represent a decrease in welfare for individual A. That is, individual B cannot be made better off without reducing the welfare of individual A. The implication is that economic tools cannot be used to say how income should be divided. Even in the case of the stark distribution of income depicted by point Z in figure 3.1, economic theory cannot be used to justify redistribution.
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FIGURE 3.1 Economic theory and the distribution of income: The Edgeworth Box.

Can the government determine the distribution of incomes in a market system where each individual is allowed to use the diverse and specialized knowledge he or she possesses for his or her own purposes? The output of goods and services depends on how successfully market participants use this knowledge. The role of government in a market system is to provide a legal framework that assists individuals in the pursuit of their individual purposes. So long as people are allowed to make their own choices, government authorities cannot assure any particular distribution of income because actions taken by individuals are unpredictable. Thus, the idea that government can determine economic opportunities and ensure that they are the same for all members of society conflicts with the conditions and, indeed, the very rationale of a free society.7 In short, the distribution of individual incomes in a market system is unlikely to conform to any predetermined pattern.

The preceding discussion does not mean that the distribution of incomes cannot be changed through the political process. As shown throughout this book, however, government programs designed to redistribute income are likely to be counterproductive both in determining overall economic output and in improving the economic opportunities of those at the lower end of the income scale.

Because many people are likely to be dissatisfied with the market-determined pattern of incomes, both public and private measures are used to alter it. In the case of voluntary transfers (charity), the redistribution of income presumably improves the welfare of both givers and recipients. Moreover, a gift by one person to those considered to be “needy” also makes other people feel good. Thus, it is argued, charity is a public good involving a consumption externality and results in too little redistribution. A gift to the poor by one person makes others feel better, but causes these others to act as “free riders,” thereby reducing their charitable contributions. The implication is that we as individual citizens will not contribute enough to charitable causes unless others are also forced to contribute. Hence, it is alleged, private charity results in less than the Pareto optimal amount of redistribution.8

In this view, public-goods theory provides a justification for government transfer programs. For at least two reasons, however, Pareto optimality and public-goods theory do not provide a rationale for governmental redistribution. First, the Pareto criterion provides no guidance on policies that harm some people while benefiting others. Thus, the argument that a particular government transfer program can result in a Pareto improvement is incorrect as long as there is at least one person who is harmed by the redistribution. Second, voluntary transfers do not necessarily fit the public-goods framework. The nonrivalness and nonexclusion features of a public good may not be met in the case of voluntary transfers. If exclusion is feasible in the sense that only the donor knows about a gift to the donee, the free-rider problem does not arise. This may, under some circumstances, be the situation for private charity, where charitable contributions can be made without others’ knowledge. For example, if Mr. Jones gives money privately to the low-income Smith family, enabling them to eat meat instead of potatoes, the Smith family's welfare presumably increases. Jones benefits from the knowledge of his gift, but potential free riders likely will not know that an act of charity has occurred—because the Smith family's appearance following the change in diet will likely not be obvious. Thus, there are instances where public-goods theory cannot be used to justify redistribution.9 This conclusion reinforces the underlying premise of chapter 2 that all redistributional recommendations involve judgments of value.

Monopoly

Monopoly power is typically regarded as an important reason for government intervention. The standard textbook analysis demonstrates that relative to the competitive benchmark, a monopolist produces a lower quantity and charges a higher price. The losses associated with this (supposed) misallocation of resources are the basis for government intervention.

In conventional economic theory, the monopolist is defined as a single seller of a good for which there is no close substitute. Yet, when subjected to close scrutiny, this definition of monopoly cannot be sustained. If a good or service is defined narrowly enough (e.g., key limes at Albertson's grocery in Bozeman, Montana), every seller is a monopolist because no other seller can precisely match the product and conditions under which the product is sold. If, however, any good or service is defined broadly enough (e.g., fruit instead of key lime), there are substitutes within that good or service, and no seller is a monopolist.10

If perfect competition is used as a norm, every price searcher (seller facing a demand less than perfectly elastic) is labeled a monopolist. This is not a realistic approach for identifying markets where government intervention is warranted, however, because even the ten-year-old lemonade stand entrepreneur can generally increase sales by lowering the price. Another possible alternative is to define monopoly on the basis of the elasticity of demand. If one attempts to define a monopolist on the basis of “market power” or the elasticity of demand, however, the classification must be arbitrary because market power defined in this way is a matter of degree.

Perhaps the most meaningful way to define monopoly is in terms of a grant of government power that restricts other sellers’ ability to compete.11 The major source of monopoly or cartel power in agriculture (and in other economic sectors) in the United States today arises from government-sanctioned and enforced restrictions on competition. The tobacco, peanut, milk, and sugar programs are examples of government-enforced cartels in U.S. agriculture.

Market Instability and Lack of Information

Information is crucial in a smoothly functioning market process. Whether market participants will benefit from additional information, however, hinges on the costs and benefits of obtaining the information. Moreover, the costs and returns of acquiring information vary from person to person. Even if it were possible to acquire complete information, it would be uneconomic to do so. In the words of Nobel laureate economist George Stigler, “information costs are the costs of transportation from ignorance to omniscience and seldom can a trader afford to take the entire trip.”12 It is economical for market participants and other decision makers to acquire more information only if the expected benefits exceed the costs. Thus, the fact that market participants are not fully informed does not imply that they have “too little” information. (Chapter 18 addresses the topic of possible market failure owing to information problems and discusses government programs in agriculture designed to provide information.)

A great deal of government intervention in agriculture has been justified on the basis of market stabilization. There is, however, no way to eliminate market instability in a world of uncertainty. If government is to stabilize individual markets, planners must somehow overcome the information and incentive problems inherent in the collective-choice decision-making process. Government stabilization policies, as emphasized in chapter 4, are controlled not by impartial and omniscient experts, but by elected and appointed governmental decision makers who, like the rest of us, make and implement policy in light of their own interests and in response to the incentives they face. It is stressed in chapter 4 that all governmental policies in a democratic society are significantly affected by the relatively short time horizons of governmental officials who face pressures to adopt policies that yield short-run benefits but incur long-run costs.13

The results of recent government attempts to stabilize the entire economy provide little basis for optimism that such attempts will succeed. In the early 1960s, the argument was made that the federal government should “fine-tune” the economy to achieve a high level of aggregate demand by manipulating government expenditures and taxes. Twenty years later the once high hopes for economic fine-tuning were dashed on the shoals of economic and political reality. The evidence convinced many people that the federal government's monetary and fiscal policies in the 1970s, rather than stabilizing the level of economic activity, actually had a major destabilizing effect.14 If government is to stabilize agricultural markets, government officials must overcome the same kinds of problems faced in previous attempts to stabilize the entire economy.

Certain government actions, however, do contribute to economic stability in agriculture. The government can create a climate that facilitates rather than impedes the development of crop insurance, options markets, and other institutions that are helpful in dealing with weather and market risks, as discussed in chapter 15. There is, however, a strong a priori case in general for decentralized competitive markets as the most effective means of coping with changing economic conditions. It should also be stressed that noninflationary monetary and fiscal policies at the national level are likely to contribute substantially to the stability of agriculture markets (see chapter 15).


Transaction Costs

Transaction costs are those costs incurred in the process of voluntary exchange, including searching for, advertising, bargaining for, monitoring, and enforcing contracts. Those who advocate collective action point to high transaction costs as a major justification for such action. The relative merits of private versus collective choice as the means of coordinating economic activity are influenced by the magnitude of transaction costs. In the case of services provided collectively, quite often it is not that the service cannot be provided through voluntary means. It is rather that the transaction costs of doing so are deemed to be too high. Consider the problem of privatizing police protection. It is often argued that the transaction costs of contacting individuals, collecting payment for services, and so on may be quite high. There is also the problem alluded to earlier that individuals have an incentive to free ride on the protection paid for by their neighbors. It is argued that high transaction costs in such cases may make it impractical to exclude nonpayers from the benefits of police protection. In cases where the costs of excluding nonpayers are very high, collective action may work better than private endeavors. In publicly financed police protection, for example, free-rider problems are solved by government's supplying the service to everyone and paying for it with involuntary contributions (taxes). The preceding example of police protection is frequently cited as one in which free-rider problems prevent the private provision of services. It is thus interesting to note that a 1990 study by the U.S. Department of Justice indicated that $52 billion was spent annually in the United States for private security. This figure contrasts with annual public expenditures of $30 billion on police services.15

PRIVATE ACTION VERSUS COLLECTIVE ACTION

The alternative to private decisions coordinated through decentralized markets is collective action coordinated through the political process. That is, central direction is the only alternative if market price signals are not used to coordinate economic activity. Government is unique among social institutions in that it is the only legal entity that possesses the power legally to secure cooperation through coercion. In contrast, in matters involving private choice, cooperation is induced by offering people additional options.16 The substitution of collective action for private action is often considered appropriate when there is “market failure” of the types discussed earlier. Collective action is no panacea, however, because there are also inherent problems in coordinating economic activity through the political process.


Undesirable Consequences of Collective Action

It is generally assumed that law and order and other traditional functions of government are necessary because of high transactions costs and the free-rider problems. There is no consensus, however, as to the necessity or desirability of such government intervention in the provision of information, the redistribution of income, or the regulation of the economy. Government provision of information and regulation of voluntary exchange is particularly relevant to agricultural policy because the development and dissemination of information to consumers and farmers have long been considered to be major rationales for government involvement in agriculture.

The regulation of voluntary exchange in the form of price supports, interest subsidies, marketing orders, and other restrictions on competition have for many years been at the heart of government efforts to increase incomes within agriculture. Collective action is, however, subject to problems similar to those described earlier in the case of private choice. To determine the appropriate role for government in agriculture, it is important to compare the operation of actual markets with real-world political institutions. This comparison can be accomplished only if the problems inherent in private choice and in collective choice are taken into account in weighing the relative merits of government action. This is true whether the issue is price supports, subsidized credit, soil conservation, or government-funded agricultural research.17

Information Problems

Information problems are endemic in the collective-choice process because of the separation of power and knowledge. Market prices, which reflect demand and supply conditions, coordinate and transmit information to consumers and producers. In this way, the market system uses the detailed information contained in millions of minds more completely than is possible by any other known process. Much of the information incorporated in market prices simply cannot be articulated and conveyed to a central authority in statistical form.

Government intervention leads to a decrease in the volume and quality of information embodied in market prices and distorts the market's coordination process.18 Consider the supply-demand situation depicted in figure 3.2. When government raises the price of milk, sugar, or any other product above the competitive market-clearing level (PC) to [image: images], the market begins to give out false or misleading signals. Producers are induced to produce “too much,” ([image: images]) and consumers are induced to consume “too little” ([image: images]). The inevitable result, a surplus of quantity a, has been evidenced by market surpluses of milk, wheat, corn, tobacco, and other products in U.S. agriculture during the past fifty years. Market prices provide correct signals to producers and consumers, and they properly ration goods and services when they are free to change in response to constantly changing economic conditions.

[image: images]

FIGURE 3.2 Upward-biased price signals create surpluses.

Incentive Problems

When decisions about resource use are made through the political process, problems also arise because of perverse incentives owing to the separation of power and responsibility. Profits and losses provide the driving force for change and progress in a market system. Entrepreneurial decisions are guided by perceptions of profit opportunities, and only those firms that best anticipate market conditions survive. In contrast, there is no “bottom line” in the case of government enterprise or collective choice where political decisions are substituted for the discipline of the market. This point is especially relevant to the case of subsidized credit in agriculture, discussed in chapter 16, where easy loan policies have spawned numerous hopeless economic ventures kept afloat by politically sensitive foreclosure policies.

The public-choice mechanism provides no reliable guidelines concerning the relative efficiency of various government agencies; there are no signals comparable to the profits and losses that drive the market process. Moreover, there is a tendency toward overconsumption of collectively provided goods and services because the goods generally are priced “too low.” Whether the good is water, parks, schools, or USDA services, consumers usually do not pay the full cost of services provided by government.


Pricing collectively provided goods and services below “cost” is not accidental. Political incumbents and political employees obtain an advantage in keeping prices low because the law of demand applies to goods and services provided through government agencies just as it does to those goods and services produced in the private sector. Consequently, the lower the price of any government service, the larger the quantity of the service demanded and the larger the budget, number of jobs, and amount of political influence of the agency providing the service. Information provided by the Cooperative Extension Service to farmers, for example, typically is free. Thus, it is not surprising that there is usually a “shortage” of such services (and of many other underpriced collectively provided goods and services).19

Inability to Respond to Consumers with Different Tastes

The same level of any collectively provided good—such as national defense, education, the dairy program, and so on—is typically available to all citizens. Moreover, all taxpayers must contribute toward the provision of those goods whether or not they use them. This feature of collectively provided goods and services is fundamentally different from that of privately produced goods such as autos, clothing, and food, where the individual consumer has a choice, not only of whether to buy the good, but also of the quantity and quality of the good to consume.

Within the collective-choice process, there is also an inherent inability to respond to people with different tastes. Even if an individual fully agrees with the amount of public expenditures on agriculture, for example, he or she may disagree with how the budget is spent. One person, for example, may prefer more public expenditures on food assistance programs and less on price-support programs and income transfers to farmers; another person may hold exactly the opposite view.

Restrictions on Competition

Various groups frequently seek (and achieve) government programs to reduce competition as a means of increasing their own wealth. This practice is particularly important in the case of agricultural programs discussed in later chapters of this book. Effective price-support programs for milk, peanuts, tobacco, sugar and other products, for example, generally require restrictions or tariffs on imports to prevent consumers from substituting lower-priced imports for higher-priced domestic products. There is increasing interest from non-farm groups in commodity programs, import restrictions, and other governmental policies that have the effect of increasing the incomes of small groups at the expense of the public at large.

Rent-Seeking Activity

The reason why producer groups have an incentive to restrict competition through collusion is shown in figure 3.3. The output under competitive conditions is QC, which is sold at the competitive market price PC. If the producers successfully form a cartel and restrict production to Qm, the cartel price is Pm, and profits are increased by the amount of rectangle A. Each seller has an incentive to cheat on the agreement, however, because the price received (Pm) is higher than the marginal cost of production (MC). By charging a price slightly lower than Pm, any single firm can take sales away from other firms and increase profits. Thus, voluntary cartel arrangements are usually short-lived.20

One way to enforce cartel agreements is through the use of legal sanctions. If a producer group can get a cartel agreement enforced through government sanctions, the chances of success are greatly improved. In reality, most successful cartel agreements and other restrictions on competition are administered or enforced by government. In addition to agricultural programs, examples of government-enforced restrictions on competition include labor unions, import restrictions, the U.S. Postal Service, and occupational licensing.

[image: images]

FIGURE 3.3 Cartels: Why producer groups have an incentive to collude.

The situation depicted in figure 3.3 provides an explanation for the widespread practice in which agricultural (and other) groups with narrowly focused interests attempt to use the power of the state to reduce competition and thereby to increase their own income. The concept of rent seeking is used to describe the resource-wasting activities that occur as individuals and groups compete for transfers of wealth under the aegis of the state.21 Teachers, farmers, autoworkers, and other groups spend large amounts of time and money on lobbying activities, campaign contributions, and so on in attempts to influence the legislative process. Rent-seeking theory holds that the expected profits from legal restrictions on competition are likely to be competed away in rivalrous attempts initially to obtain and then to maintain governmental assistance and protection. It is possible for all of the potential gains (area A in figure 3.3) to be dissipated through rent-seeking activities. (In this situation, how would the marginal cost curve that includes rent-seeking costs be drawn in figure 3.3?) Rent seeking—or income redistribution—appears to be a useful concept in understanding, explaining, and predicting a great deal of government transfer activity in agriculture and other sectors of the economy.22

Despite the apparent importance of the rent-seeking phenomenon, the problem of identifying rent-seeking activities warrants more attention than it has received.23 All of the resources used by individuals and groups in obtaining and maintaining government activities cannot legitimately be regarded as rent-seeking waste. Consider the most basic functions of government—law and order. The lobbying and other resource costs necessary to achieve, maintain, and improve these essential activities are predominantly associated with establishing the conditions necessary to produce wealth. The resources devoted to such efforts will appear to be rent-seeking waste, however, if one compares the real-world political process to the benchmark of a perfect, costless political system—an idealized polity where there are no information or incentive problems. But a perfect polity is no more helpful in evaluating the operation of real-world political processes than is perfect competition in evaluating real-world market activity. The operation of real-world political institutions and attempts to improve them, if measured against the benchmark of a perfect state, will always appear inefficient.

In reality, there is no clear-cut, objective procedure for distinguishing productive from wasteful government activities. For example, economists’ opinions vary widely as to whether incomplete information, market power, price instability, and other so-called market failures provide a legitimate basis for government farm programs. Although agricultural price-support programs are frequently attacked in the press and by economists as prime examples of wasteful government activity, some agricultural economists justify the dairy, peanut, tobacco, and other programs on market-failure grounds. For example, an analysis of the milk price-support program, published in the American Journal of Agricultural Economics, concluded: “The relatively small implied consumer-to-producer transfers…resulting from classified pricing may be a small price to pay for the stabilizing aspect of classified pricing.”24 If the dairy program is considered to be a legitimate function of government, lobbying efforts to maintain the program will not necessarily be rent-seeking waste.


What are the implications of this discussion for the theory of rent seeking? Whether or not time and money spent to influence the political process is rent-seeking waste depends on whether or not the changes sought do indeed further the common good. The question of whether or not a particular governmental activity is thought to be beneficial, however, hinges largely on one's view of the state's proper role, a view that ultimately depends on ethical as well as economic considerations. In short, rent seeking is not a purely objective matter but depends inevitably on subjective valuations. Consequently, measurement of rent-seeking waste poses essentially the same problems posed by the identification and measurement of other types of economic inefficiency, as discussed in chapter 2.

The Public Interest

The public interest typically is identified with the general welfare or the interests of the public at large. It is usually not possible to say, however, if a particular collective-choice outcome is in the public interest.25 Political decisions almost always create losers as well as winners. The problem of determining whether such a policy is in the public interest is the same as the problem discussed earlier in the context of policy evaluation: solving the problem requires making interpersonal utility comparisons. Moreover, although the term public interest is widely used to influence public opinion, the meaning of the concept is not clear because, as previously discussed, the satisfactions provided for different people cannot be meaningfully summed.

Assuming that the public interest is a meaningful concept, economists have devoted a great deal of effort to the question of whether such a thing as the public interest can exist.26
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