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Over the past couple of decades, the issue of the federal government providing financial benefits
to select commercial interests has received growing attention and concern.! The concern is shared
across ideological and party lines. Indeed, the emergence of the Tea Party on the right and the
Occupy Wall Street movement on the left late in the 2000-2010 decade was precipitated by the
federal government’s massive bailouts of major corporations during the Great Recession.

Various labels have been used to describe government policies that benefit particular businesses or
industries, including corporate welfare, crony capitalism, political capitalism, government-granted
privilege, and favoritism. A case can be made that some labels are preferable to others; however,
that’s not a concern of this paper, and we use the terms interchangeably.?

What counts as corporate welfare is subjective. That’s particularly important because various
attempts have been made over the years to put a price tag on the budgetary cost of government
privileges granted to commercial interests. In addition to that exercise being complicated by sub-
jectivity, many examples of government favoritism do not come with a clear budgetary price tag.
Unfortunately, the fixation on price tags, while well intentioned, has distracted the public from
recognizing that the biggest problem with government privilege is not the direct budgetary cost.
The biggest problem is the associated costs and consequences of favoritism.

This essay will attempt to turn the spotlight away from the price tag and focus it instead on the
broader problems associated with government-granted privileges. We begin by looking at the issue
of measuring corporate welfare and then discuss the various costs and consequences associated
with the federal government favoring particular commercial interests.
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MEASURING THE COST

The general approach to measuring the cost of corporate welfare has been to add up the budget-
ary outlays from federal agencies and programs that provide a remunerative benefit to a particular
firm or industry. Related efforts have also included tallying up the federal revenues forgone from
select tax preferences.?

The first and most obvious issue is the subjective definition of favoritism. Some subsidy programs
offer a clear-cut example, such as when the US Department of Agriculture sends money to the
owners of a commercial farming operation. The recipient (and the policymakers who support
such activities) may offer justifications for this transfer of wealth from taxpayers to a privileged
commercial interest, but the occurrence of the transfer itself cannot be denied. Other examples
are not as clear-cut, such as federal funding of scientific research that a company eventually uses
to produce marketable goods. Do companies financially benefit from the government’s subsidi-
zation of research? Yes. But accurately identifying and quantifying companies’ benefits is a dif-
ferent matter.

The tax code presents its own set of issues. The Congressional Budget and Impoundment Con-
trol Act 0of 1974 defines tax expenditures as “those revenue losses attributable to provisions of the
federal tax laws which allow a special exclusion, exemption, or deduction from gross income or
provide a special credit, a preferential rate of tax, or a deferral of tax liability.”* That sounds cut
and dried, and thus any tax expenditure that benefits a particular commercial interest is corporate
welfare, right? Actually, there’s quite a bit of disagreement on whether a particular tax expenditure
is an undue financial benefit provided by the federal government. For example, some would argue
that all accelerated depreciation provisions in the federal tax code are a privilege. We agree that
accelerated depreciation provisions that would give preferential treatment to particular industries
would be a privilege. We would also argue, however, that an equitable tax policy would treat all
forms of corporate investment the same, which could be achieved by moving to full expensing, a
reform we would support.® That said, it is true that many targeted tax breaks are merely subsidies
in disguise.®

A second, related issue is that even when there is an explicit budgetary cost associated with
a policy, it can be difficult, if not impossible, to determine what component of an expenditure
truly deserves the corporate welfare label. Take, for example, the federal government paying a
defense contractor to produce tanks that even the military says it does not need or want. This
situation occurs when policymakers direct the Pentagon to procure unwanted tanks because tank
production is an economic boon in a particular congressional district or districts.” The cost of
unwanted military equipment could be considered a form of corporate welfare, but attempting
to correctly identify and affix a price tag to each and every example of privilege-based procure-
ment in the Pentagon’s budget for the purpose of inclusion in a comprehensive budget tally is
probably not feasible.
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Another reason why focusing on the budgetary cost is inadequate is that some government programs
appear to be “free” or to “make money for the government.” Federal programs that guarantee loans
issued by private lenders to businesses can appear to be cost negligible or even profitable because
only bad loans result in a direct government expenditure and these programs generally charge fees to
help offset the losses. Sometimes the fee revenue is sufficient to cover overall losses; sometimes it is
not.? In addition, government accounting can make programs look free, even though under a differ-
ent accounting methodology they would show an explicit cost, a situation that has been highlighted
by the Congressional Budget Office.’ It’s therefore inappropriate to consider only the accounting
cost and not the associated costs and consequences of favoritism, which we discuss later.

A final problem is that there are forms of government-granted privilege that have only an ancillary
budgetary impact because of the nature of the privilege.l° Two areas that stand out in this regard
are trade and regulatory privileges."

Take the Trump administration’s tariffs on foreign steel, which are a government-granted privi-
lege for domestic steel producers. While the tariffs themselves have a budgetary impact (the fed-
eral revenue generated from the tariffs), the associated economic costs cannot be observed in the
budget. Nor can related activities be observed, such as the US Department of Commerce weighing
tariff-exemption requests from steel-utilizing businesses seeking relief from the administration’s
trade policies. According to a New York Times investigation, “Two of America’s biggest steel manu-
facturers - both with deep ties to the administration - have successfully objected to hundreds
of requests by American companies that buy foreign steel to exempt themselves from President
Trump’s stiff metal tariffs.”*? That’s textbook political capitalism.

An example of a regulatory privilege whose costs cannot be discerned by looking at the federal
budget is the Renewable Fuels Standard (RFS). The RFS is a federal regulation mandating that
petroleum refiners incorporate into their products a minimum volume of biofuels that increases
over time. This policy benefits politically powerful corn producers by artificially increasing the
demand for their product. The costs of the RFS are borne, in the form of higher prices, by con-
sumers, livestock farmers who use corn-based feed for their animals, and oil refineries. Resulting
environmental damage is another cost.”* None of this shows up as a line-item in the federal budget.

In sum, measuring what is more easily seen (e.g., direct subsidies) is naturally easier than measur-
ing what is not so easily seen (e.g., regulatory privileges)."* Affixing a price tag creates marketable
headlines (e.g., hypothetically, “Corporate Welfare Costs Taxpayers $100 Billion Annually”) that
will generate more media hits than headlines with no price tag, but unfortunately, the implication
that the primary problem of favoritism is the dollar cost has arguably done a bit of a disservice
to the public’s understanding of the issue. And, perhaps ironically, it has led to claims that crony
capitalism isn’t that big of a problem because the total outlays are relatively small when compared
to the amount of money spent on other programs, such as entitlement programs. We address that
claim in the next section.
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THE PATHOLOGY OF PRIVILEGE

From a budgetary standpoint, it is true that corporate welfare expenditures are relatively small
when compared to, say, entitlement programs (e.g., Social Security, Medicare, and Medicaid),
which collectively account for more than half of total annual federal spending. Budgetary costs,
however, are merely the tip of the iceberg: underneath the water is a mountain of economic and
social costs that cannot be ignored just because they aren’t as visible.’®

Economist Matthew D. Mitchell, our colleague, has been at the forefront of delineating the associ-
ated costs and consequences of government-granted privilege to commercial interests.’® We rely
on his research and insights in the following enumeration of these costs and consequences. The
list is not exhaustive.

Productive Inefficiencies

Shielded from the discipline of a competitive market, managers and workers at government-
privileged businesses may exert less effort and may be less efficient than they would be under
competitive circumstances.” Production costs in a privileged business, then, will tend to be greater
than those of a nonprivileged business. Privileged businesses are also unlikely to be sufficiently
attentive to consumer desires and will tend to produce lower-quality or less desired products. The
privileged business will also sell less, consumers will gain less from exchange, and the “deadweight
loss” to the economy resulting from diminished competition will be larger.!®

Rent-Seeking

A privilege granted by the government to a business can be financially rewarding, at least initially.
When a business earns profits beyond that which would have occurred in the absence of the privi-
lege, economists refers to that extra profit as “rent.” Businesses, therefore, will expend time and
money seeking rents by lobbying, by undertaking public-relations-inspired media campaigns, by
altering their business practices to please policymakers, and by doing other activities intended to
curry favor with the dispensers of privilege. Such efforts are of no benefit to consumers and are,
thus, a loss to society. Though it is very difficult to pin these sorts of costs down, the estimated
annual cost to the US economy runs in the trillions of dollars.”

Unproductive Entrepreneurship

It is widely understood that entrepreneurs drive innovation, which fuels economic growth. But
government favoritism inhibits innovation because privileged businesses have less incentive to
invest in productivity-enhancing endeavors. As the late economist William Baumol explained,
when the government dispenses privileges, otherwise talented people will be less likely to engage
in productive entrepreneurship and more likely to engage in unproductive or even counterpro-
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ductive entrepreneurship that destroys wealth.?’ For example, society would be better off if the
thousands of lobbyists and consultants on K Street in Washington, DC, were instead focused on
creating innovative products and services for consumers or engaged in charity-driven pursuits.!

Winners and Losers

The commercial interest receiving the government-granted privilege wins, at least for a time.??
So do complementary commercial interests (e.g., banks that issue loans to firms that are backed
by the government). The associated lobbyists, lawyers, and political consultants win. The politi-
cians dispensing the privilege may also win if their support for select businesses or industries
helps them at the ballot box or a lucrative lobbying career in the future.?® The losers are pretty
much everyone else: taxpayers, consumers, businesses that are not privileged, and the economy
in general.

Distorting Economic Activity

Government-granted privilege can incentivize businesses to undertake extra risk, and the privi-
lege allows businesses to reap the benefits of that risk while forcing taxpayers to cover losses
(e.g., through loans guaranteed by the government or through the expectation that creditors will
be bailed out). And, as evidenced by Boeing’s recent woes, privilege can undermine the integrity
of a firm’s operations.?* Privilege also leads businesses to allocate labor and capital on the basis
of politics rather than sound economics. This misallocation of resources, or malinvestment, can
ultimately lead to market bubbles that, when they eventually burst, can create widespread eco-
nomic destruction (e.g., the housing bubble of the early 2000-2010 period and subsequent reces-
sion when it popped).

Cronyism and Corruption

When the government privileges a commercial interest, it invites cronyism and corruption.
Whether they intend it or not, politicians tend to bestow favors on the basis of personal connec-
tions and political expediency. Even the appearance of favoritism toward a commercial interest is
enough to invite the public to view capitalism as being inherently corrupt if people attribute the
commercial interest’s market success to political connections.? Compounding the problem is the
existence of the so-called “revolving door”: the tendency for politicians and government officials
to join industries or firms that they regulated or had a legislative interest in upon leaving the gov-
ernment. According to the Center for Responsive Politics, there are almost 400 former members
of Congress currently engaged in lobbying activities.?°
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Market Capitalism Undermined

Support for market capitalism is undermined when the government intervenes in economic activ-
ity to support particular commercial interests. Indeed, the current support for populist and socialist
policies is a direct reflection of the public viewing market capitalism as being inherently unfair. This
viewpoint was precipitated by the federal government’s bailout of major corporations during the
Great Recession and subsequent perception that it was the average citizen who instead bore the pain.?”
We argue that it was political capitalism—government-induced economic distortions and favoritism
toward particular companies and industries—that the public’s collective finger should be pointing at.2®

Privilege Comes with Strings Attached

Analogous to the mafia, a commercial interest receiving protection from policymakers should be
aware that government support comes with strings attached. For example, when General Motors
announced in 2018 that it was stopping production and laying off employees at several US facili-
ties, President Trump responded by threatening to cut off the company’s subsidies.?’ The lesson
here is that government-granted privileges come with government shackles.*

Business Attitudes toward Favoritism

Working with a public opinion firm, Mitchell recently conducted a national survey of business
leaders that sought to assess the mindset of leaders at firms receiving government-granted privi-
leges.® Among his findings were that those at favored firms were more likely to think government
should more heavily regulate markets, that competition is unfair to business, and that government
should favor specific businesses and industries.

Inequality under the Law

Privileges bestowed on select commercial interests violate the bedrock American principle of
equality under the law. The federal government’s proper role in the economy should be that of a
neutral referee, with intervention limited to facilitating the free exchange of goods and services.

CONCLUSION

Recognizing that there are broader costs and consequences associated with the federal govern-
ment conferring privileges on commercial interests is important at a time when market capital-
ism is under attack from policymakers and commentators from across the ideological spectrum.

Then-candidate Donald Trump promised to “drain the swamp” in Washington if elected president,
but once in office the president repeatedly embraced government favoritism.>? On the other side,
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the current crop of Democratic presidential aspirants has embraced the notion that the federal
government is controlled by a cabal of greedy corporations and that only further federal control
and manipulation of economic activity under their omniscient watch can save the average Ameri-
can from capitalist exploitation. Unfortunately, and as epitomized by Elizabeth Warren’s myriad
“plans,” it appears that their solutions to the problem with corporate welfare are merely to reallo-
cate and increase federal largesse to the commercial (and other special) interests that they favor.*

Proponents of free markets have been beating the drum against government favoritism for years
but do not necessarily subscribe to the conspiratorial notion that “big business controls Wash-
ington.” Economist Tyler Cowen, our colleague, recently tackled this topic and others in his book
Big Business: A Love Letter to an American Hero.** Cowen argues that “business does have some
real political pull, but the basic view that big business is pulling the strings in Washington is one
of the biggest myths going.”*

He follows this with an often ignored but salient point:

In reality, corporations, as they relate to our federal government, are devoting more and
more of their time and energy to minimizing legal risk, deciphering complex government
regulations, and trying to avoid major economic losses from adverse decisions coming
from Washington or state and local governments.*

Indeed, the pervasive reach of government into virtually every facet of commerce leaves busi-
nesses little choice but to expend resources on socially wasteful activities (e.g., hiring lobbyists,
lawyers, tax experts) that could have instead been put toward finding new and innovative ways
to serve customers. In that regard, we would argue that the bigger problem is not commercial
interests seeking favors from the government; rather, it’s that the government itself gives firms
incentives to seek out privilege the same way that a moth seeks out a flame.

But while Cowen’s point that relatively higher budgetary outlays for entitlement programs versus
crony capitalist programs is proof that voters’ will—not commercial interests—holds more sway
in Washington has merit, we believe that government expenditures, as we discussed earlier, are
only the tip of the corporate welfare iceberg. As such, a more thorough understanding of the issue
necessitates an examination and recognition of the myriad costs and consequences associated with
government favoritism toward commercial interests.
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