Believe it or not, economics can be, at times, very straight forward.  One such time is when one examines subsidies.  If you subsidize something its production will increase.  When the government subsidizes ethanol, ethanol production increases.  When it subsidizes education, people go to more school.  When it subsidizes health care, people go to the doctor more often.  When it subsidizes home purchases, people buy more and larger homes.
It should come as no surprise then, that when the government subsidizes economic failure, we get more of it.  As Robert Barro pointed out in the WSJ, subsidizing unemployment by extending unemployment benefits to 99 weeks actually increases the US unemployment rate.

We know from banking history that when the federal taxpayer bailed out savings and loans in the 1990’s, bankers paid attention.  They saw that if bets they made went well, they could profit and if things went poorly, the government would cover the losses.  This didn’t just subsidize failure; it actively encouraged risk taking that inevitably caused massive failure.

Economic failure is an important signal to reallocate resources.  This point has long been made by Dwight Lee.  When a business fails, it is an indication that they aren’t producing products that people want to buy at prices they are willing to pay.  The more we subsidize failure, them more land, labor, and capital we move from productive uses to unproductive ones.  This in turn slows down our economy.
While President Obama’s new stimulus plan isn’t going to ”save” the economy, at least this new set of proposals doesn’t explicitly subsidize failure, so that at least is a move in the right direction.  In addition, his Race to the Top money for schools is an attempt to stop subsidizing failing schools and put more money into charter schools that do a better job of educating children.

On the other hand, President Obama actively attacked profitable small businesses this week and says he wants them to pay significantly higher taxes.  Just like subsidizing failure encourages more failure, punishing success will lead to less success.

Here’s to hoping that President Obama’s new head for the Council of Economic Advisors, Austan Goolsbee, can convince President Obama’s inner circle to stop penalizing success and subsidizing failure – unless of course you like failure and dislike success, in which case we can just keep doing more of the same.

