ENTREPRENEURS VERSUS REGULATORS












By now it has become a cliché: when you hear, “We’re from the government, and we’re here to help!” you know to grab your wallet and run for the hills. Whether it’s cost overruns at the Pentagon or botched hurricane relief from FEMA, everybody knows that the government spends a whole lot more money doing the same job than the private sector would—and usually doesn’t do as good a job.  
This pattern isn’t just a coincidence. There are straightforward reasons for the tendency of government interventions in the market to mess things up. In this lesson, I’ll briefly lay out the theory of government failure, and then follow up with several different examples of government inaction.
Why Entrepreneurs Are More Successful Than Regulators 
When trying to understand why private sector operations are cost-cutting and innovative, while public sector operations are overbudget and stagnant, one obvious difference is the incentives they face. An entrepreneur in the marketplace has to satisfy his customers, because they have to voluntarily give him their money in exchange for his goods or services. If his product is shoddy, or if his employees are surly, he will lose business. In contrast, a government agency gets its money from the legislature, and ultimately from the taxpayers. 
It’s true that citizens direct government policy by periodically casting votes, but the connection between customer and provider is much more tenuous in the public sector. To give a flippant but accurate example: if you aren’t happy with the service at the Department of Motor Vehicles, what are you going to do? Switch to a competitor? While one can certainly find poor service in the private sector and good service in the public sector, the different financial incentives explain why the distribution isn’t purely random.
The different incentives also shed light on the relative frugality of the private sector. If an entrepreneur figures out a way to cut costs without sacrificing the quality of his product, he pockets the savings. Naturally, this arrangement leads him to rack his brains, experimenting with different techniques in order to shave pennies here and there from his operation. Nothing of the kind happens in the public sector. Here, if a program manager comes in $10,000 under budget, he certainly can’t buy his wife a diamond necklace—that would be embezzlement of public funds! So, the incentive is for every manager to spend every last dime allocated by the legislature, lest his budget be reduced in the following year.
Many people often respond to the above facts by declaring, “We ought to run government like a business.” But this is impossible due to the involuntary relationship between customer and provider in the public sector. If a private entrepreneur cuts costs too much, and ends up reducing the quality of the product, consumers can always switch their loyalty to another brand; there is a built-in safety mechanism. But there is a much weaker safety mechanism in the public sector, and that’s why it can never mirror the performance of the market. If, say, a police department were “run like a business,” all sorts of havoc could occur. The chief could decide that patrol cars were an unnecessary expense, and sell off the department’s vehicles to buy more computers for his detectives.  If this decision meant longer response times to 911 calls, there would be no immediate backlash as in the private sector; taxpayers would still have to “pay” for their police services. To repeat, we don’t need to worry about this type of thing in the private sector, because customers can always stop handing over their money if the firm cuts too many corners.
In the private sector, even large corporations can operate efficiently, because they can use profit and loss accounting to keep tabs on each sub-unit of the business. Individual managers can be entrusted with a budget, and then they can largely be left to their own devices; the corporation’s accountants will closely monitor the performance to see which divisions are profitable and which aren’t. But governments can’t do the same with their operations, because the customers (i.e., the citizens) don’t pay for each unit of product or service separately. That’s why bureaucratic rules are necessary in the public sector, with their corresponding waste and stagnation.
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Description automatically generated]Besides the incentive problem, government is also plagued by a “knowledge problem,” stressed by Nobel laureate Friedrich Hayek.  Even if we could trust government officials to be angels and act in the public interest, the reality is that they wouldn’t know how to best serve the public. Yes, it’s obvious that a police department needs patrol cars, but how many should it acquire? On the margin, maybe it would reduce crime rates to have fewer cars and better body armor, or a new computer system for that matter. And pushing the problem up a level, how does the city government know the best way to allocate funds between the police, fire department, school system, roads, and so forth? The market economy solves this problem through decentralized decision making, guided by the profit and loss test. But that ultimate check of profitability is lacking in the public sector, and so important decisions need to be made on the basis of imprecise proxies for the public welfare.How does the city government know the best way to allocate funds between the police, fire department, school system, and roads? The market economy solves this problem through decentralized decision making, guided by the profit and loss test.

So we see that the private market and the government sector have very different institutional frameworks and incentives. This explains why government intervention in the market so often fails to achieve its ostensible goals. The voluntary private arrangement, where all parties benefit, is replaced with a coercive arrangement where a third party imposes its own rules on the interactions. It’s no wonder that government intervention leads to higher costs, lower quality, and often absurd outcomes. Let’s look at some specific examples.
Fiscal Follies:  The Keynesian Illusion 
Through the 1950s and 1960s, demandside thinking guided the government’s efforts to fine-tune the economy. Even though the stagflation of the 1970s discredited orthodox Keynesianism, and the supply-side revolution of the 1980s provided a successful alternative, policymakers are still mired in this way of thinking. When forecasting economic growth, even relatively savvy pundits on CNBC will talk about consumer confidence and spending, rather than incentives for production.
A perfect example of this mentality is the debate over the so-called stimulus bills for both 2008 and 2020.  During both economic crises, Republicans and Democrats agreed that they needed to increase “spending” in order to forestall recession, and furthermore believed that government checks could stimulate such spending. The only disagreement was over the proper recipients of the checks. 
There’s no way to put it politely: the stimulus bills of 2008 and 2020 were simple nonsense. Where does the government get the money to pay for these rebate checks? It certainly isn’t cutting back its own spending—why that would reduce “aggregate demand” and defeat the ostensible purpose. In the short term, the stimulus package will be paid for by increased government borrowing, which means ultimately U.S. taxpayers will be footing the bill for the spurt in sales of plasma screen TVs, iPhones, and other goodies.   The federal government can’t make total income go up by passing a law; nor do the resources going to the rebate recipients come from the Tooth Fairy. If the incomes of some people go up because of the rebate checks, it means the correctly calculated income (i.e., including future tax liabilities) of others must go down.
But wait, it gets worse. The stimulus bill isn’t simply a wash. The rebate was transferred to people based upon some characteristic other than work effort. In fact, if you’ve worked too hard and earned too much, you won’t get a rebate. So in some instances the rebate actually requires the absence of work effort. Now it’s true that some of the people receiving the rebate may also be workers, but working is not the reason each person receives the rebate; it’s simply because he or she is a human being. Thus rebate recipients are given command over real resources for doing something other than working.
Let’s be clear: a recession occurs when total output stops growing. If the government gives yet another financial incentive to people who don’t work, and pays for it with new burdens on people who do work, what effect will that have on total output? How will this stimulate the economy?
Interventions in the Oil & Gas Industry 
Because oil, as a commodity, is both fungible and durable, it is almost impossible to insulate any one economy from the ebbs and flows of the global oil market. Goodness knows, though, U.S. politicians of all stripes have never wavered in their quest for the silly notion of U.S. energy independence.  Ironically, politicians who want to rid the U.S. of its “addiction” to foreign oil have traditionally offered up solutions that would have done at least as much damage to the U.S. economy as any foreign despot could have ever done—and sometimes even more. Yikes! Taxing oil production—whether it’s U.S. oil production à la Jimmy Carter or California oil production à la California’s proposed Proposition 87 (which, thankfully, was defeated)— hurts domestic oil producers and therefore makes U.S. oil independence and our ability to offset a foreign oil embargo even more difficult.  Any rational plan to reduce U.S. dependence on foreign oil should encourage greater U.S. energy production, not less.
We take advantage of their cheap oil to increase our output, employment, and production.  The plain and simple fact is that oil exporting countries make us a lot richer than we otherwise would be. Most proposals furthering the cause of U.S. energy independence would damage the U.S. economy if they were ever enacted. Not so surprisingly, those that were enacted historically did enormous damage.
For example, in 1959, in the never-ending quest for energy independence, President Dwight Eisenhower imposed strict oil import quotas which remained in force for years and years. As a result of those quotas and other targeted taxes, regulations, and restrictions, crude oil prices, as received by U.S. oil suppliers, deviated substantially from their rest-of-world counterparts even though wholesale prices of retail [image: ]products were roughly similar. Oil producers in the U.S. were discriminated against.
Up to and including the early 1970s, the Texas Railroad Commission had enormous sway over the production of oil in Texas. When Ronald Reagan took office in 1981, the U.S. still had in place remnants of the Nixon/Ford wage and in the form of wellhead price controls (in which Americans were forbidden from paying U.S. oil producers the same price that they were allowed to pay foreign oil producers), an excess profits tax on oil companies, gasoline rationing, and any amount of other claptrap that bureaucrats could conceive of. In hindsight, it is significant to quote from Reagan’s July 17, 1980 acceptance speech at the Republican National Convention:Any rational plan to reduce U.S. dependence on foreign oil should encourage greater U.S. energy production, not less.

Large amounts of oil and natural gas lay beneath our land and off our shores, untouched because the present administration seems to believe the American people would rather see more regulation, taxes, and controls than more energy.

As so often happens, government intervention in the oil market achieved the exact opposite of its intentions. The price controls on crude oil paradoxically kept oil more expensive than it otherwise would have been. In the first place, we must understand that the controls only directly affected American oil producers—after all, if the U.S. government decreed that foreign producers received less than the prevailing world price when selling oil to Americans, the foreign producers would’ve simply shipped their oil exports elsewhere. What the price controls did achieve was a reduction in the profit earned by U.S. producers per barrel of oil. As with any industry, an artificial cap on prices stifled supply. Consequently, total world oil production was lower than it otherwise would have been, and the world price of oil was higher than it otherwise would have been.
As I predicted in an editorial (with Charles Kadlec) in The New York Times in 1979, removal of price controls on oil led to lower oil prices.  This analysis seemed counterintuitive, and indeed many people thought I was nuts. (It’s not the first time.) But the facts speak for themselves.  In January 1981, one of President Reagan’s first acts in office was to formally end federal price controls on crude oil, accelerating a phased decontrol set in motion by his predecessor. Critics considered it a huge giveaway to the oil companies and predicted skyrocketing prices. But in December 1980 (one month before the full decontrol), average acquisition costs for imported crude were $35.63 per barrel. By December 1983 they had fallen to $29.30, and by December 1986 they had collapsed to $14.17 per barrel.  Apparently, deregulated markets (along with big tax rate cuts) achieved what price controls could not. Incidentally, the supply-side response of oil producers would have even been more pronounced had President Carter not given us a windfall profits tax on oil as a counterbalance to his phased decontrol plan for crude prices (Reagan killed that too in 1988).
I’ll close this section on energy interventions with a funny example of unintended consequences. Under the Natural Gas Policy Act of 1978, the federal government placed caps on domestic prices for natural gas. In a nod to economic realities, higher prices were allowed for newly discovered supplies, and for supplies that were more difficult to bring to market. In particular, natural gas from deep wells of more than 15,000 feet could be sold at market prices.  One day, Amoco struck gas at a depth close to 15,000 feet—and then relocated the drilling rig to a nearby hill to qualify for the price control exemption. Encouraging this type of waste should be no part of a rational “energy policy.”

Conclusion 
Whether you focus on theory or history, or the federal level versus the state level, the lesson is clear: government intervention in the marketplace wastes resources, harms consumers, and often achieves the opposite from its intended goal. A deregulated and lightly taxed market is the best vehicle to achieve prosperity and a good life for all citizens.
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