Chapter 2

The command economy

In recent centuries there has been a considerable evolution in the economic responsibilities assumed by the state, with governments receiving substantial credit and criticism for the influence they exert on the economic structure and welfare of nations. This has been most evident in those countries practising socialist policies, where the role of the individual in allocating resources according to price was largely suppressed in favour of a centralised command system. However, while recent experience has indicated that existing forms of planning have failed in most states, some countries do appear to have prospered under milder versions of socialism. Consequently, the debate over what level of government activity in the market place is appropriate for ensuring optimal and sustainable economic success continues to be waged.

Section 1 of this chapter provides a brief description of the main economic activities fulfilled by government. In section 2 we look at the reasons that are advanced to make state intervention in the market appear indispensable. Finally, the third section explores the issue of government “failure”, where public decision makers have limited success in implementing policies that are aimed at allocating resources in the way that would maximise social welfare.

2.1 The economic functions of government

While the economic activities carried out by government have evolved substantially, this change has not been consistent between countries or over time, for as national ideologies have changed, so countries that once leant towards socialism have now tilted in favour of capitalism (and vice versa). While governments may not appear to have the characteristics of utility maximising agents, there are a couple of unique points that enable them to play a major role in the allocation of resources.

Firstly, government has certain exclusive rights of compulsion that can be exercised to make people engage in activities they would otherwise not willingly perform, such as pay tax or be conscripted at below market wage rates. By contrast, private parties are not free to exercise or trade in such rights, and are thus dependent on interactions being of a voluntary and mutually beneficial nature for any economic exchanges to occur. The second difference concerns the issue of accountability, where government is empowered to act in the interests of the public. In principle, state officials such as politicians and civil servants are obliged to always act in a neutral manner that balances the interests of different parties. By contrast, private parties have no duty to act in the public interest, as they are only responsible to those with whom they transact.

With these powers, government can become involved in an almost unlimited range of activities affecting literally every facet of human life. For the sake of convenience, these are usually classified into the following three basic categories
:

i) Maintenance of the legal system

The traditional function of government has been to establish and maintain the legal framework within which people can transact. This is essential, as economic activity would be hampered if there were no entity with the authority to make and enforce rules that would be binding on everyone. To explain, if property rights were not legally defined, then individuals would find it more worthwhile to engage in criminal activities such as theft and fraud rather than trade for that which they desired. Eventually, value maximising trades would decrease to a minimum as people desired to become self sufficient rather than risk losing their property in involuntary exchanges with excessive transaction costs. In addition, the legal system also influences the manner in which property rights are traded by enforcing transactions deemed to be appropriate and within legal limits while simultaneously rejecting “undesirable” contracts (such as those involving murder or slavery). Should valid contracts be violated, then offenders can be punished and violations rectified. This not only results in the restoration of justice but also provides a public warning to others of the consequences of emulating such behaviour.

ii) The social control of resource allocations

With the spread of the Industrial Revolution and the accompanying surge in laissez faire classical economics, doubts arose over whether the benefits provided by the new economic order were truly worth the costs incurred, especially by the large working classes. Conflicting opinions, which still persist, arose about what could be done to resolve these problems, with much of the debate focusing on whether government had any rights or responsibilities to curb the excesses that were believed to stem from the activities of the market system. Most classical economists believed that government-led market intervention was unnecessary, as an efficient distribution of resources that permitted everyone to maximise their utility would eventually arise through trade. Others, such as Karl Marx, felt that markets created unequal distributions of resources, in particular between the owners of capital and labour, which could never be voluntarily traded away over time. In their view, the best way to eliminate these inequalities yet remain efficient was to adopt socialism, where ‘the control of the whole apparatus of production and the guidance of all productive operations is to be in the hands of the state itself”
.

Under socialism, the central economic position is occupied by the central planner, which ensures that resources are allocated in an efficient yet socially equitable (or “just”) manner. The first responsibility of the planner is to determine the composition of goods that should be produced in an economy. In a market, this issue is easily resolved as prices provide producers with guidance as to what consumers desire, but in a command economy, such information is scarce, as the role of prices in decision making is minimal. Rather, non-price signalling and consulting mechanisms are employed, enabling the citizens of a socialist state to “virtually dictate what commodities the authorities shall produce … in substantially the same way as the citizens of a capitalist state dictate what private industry shall produce”
.

Once the planner knows what is desired by consumers, it issues directives to producers telling them what to produce, how to engage in production and where to get their required inputs from. According to advocates, production would be performed with the same degree of efficiency as in a market, as the planner “would evaluate all the services rendered by production and take into the cost accounts all the alternatives sacrificed”
, thereby allowing it to “equalise the marginal productivity of the amount of each factor which can be purchased for a unit of money”
.

Thereafter, the planner may be left to perform one final function, which is to decide who should consume the goods that have just been produced. In a classical socialist economy, this task is not performed by the planner, as the citizens, who are granted an income by state in return for their labour, are largely free to consume whatever goods they feel can maximise their utility. In contrast, within a traditional communist economy, where consumption decisions are also socialised, it is largely up to the planner to decide on the type and quantity of goods that are to be consumed by an individual, regardless of the recipients’ private valuation of these goods. Of the two, the communist version is less economically desirable. First, it is inconvenient, as it does not permit people to acquire goods until their personal marginal valuations of each good are identical. Two, it is irrational, as the intended purpose of introducing planning was to help people maximise their utility, but this is virtually impossible if they have no say in what they consume
.

As with the market system, a couple of misconceptions exist about central planning. One, while a central planner can take a variety of forms, from individuals who are dictators to bureaucratic agencies that employ the entire administrative apparatus of the state, it must have sole discretion in directing resource flows; this is to ensure that a pseudo market does not develop with different planners competing for the same resource. Two, central planning can come in various guises: directive planning, where public authorities have absolute authority in deciding how resources are employed; indicative planning, where private behaviour is influenced through the use of taxes and subsidies; and sectoral planning, where government works actively with the private sector on issues of common interest
. This distinction is of value, for although central planning is usually associated with only the first model, as practised in the former USSR, the latter two models are widely employed in market economies but are rarely seen as forms of planning.

iii) Wealth redistribution

The most recently pursued government function has involved the redistribution of income, where wealth is transferred from one party to another, more favoured party. Such transfers may either be explicit, where government openly acknowledges that a transfer has taken place, or they may be implicit, where it uses devices such as the tax system to hide the fact that it is shifting income. An important example of an explicit transfer is that of social welfare, where resources are provided to people that society believes are in need of some support, such as the retired and poor. Meanwhile, implicit transfers include commercial support schemes, which are apparently implemented to promote national self-sufficiency in strategic industries but which are often employed simply as a way of providing gifts to favoured groups e.g. farmers or powerful business conglomerates
.

2.2 The rationale for government intervention in markets

As was noted in the previous chapter, markets may fail to help individuals fulfil their needs through trade. While private parties may adopt measures to facilitate value maximising trade, excessive transaction costs and other obstacles may cause the results obtained to be less than satisfactory. Consequently, governments, with the resources and powers at their disposal, may be required to intervene in the affected market in the hope of reducing these costs and increasing the welfare benefits obtained. In this section, we examine some of the arguments used to justify government intervention in the market, both when it is in a Pareto optimal state and when it is believed to have failed in maximising welfare.

i) Public goods

Certain goods, such as defence, may either not be privately supplied or will be provided in such limited quantities that government provision may be deemed indispensable for adequate social consumption. These goods, which are commonly known as public goods, have two basic properties that distinguish them from other economic goods. These are the non-rival and non-excludability properties, which can be defined as follows:

- the marginal cost incurred to allow an additional party to benefit from its provision is zero when consumption of a good is non-rival. One party’s consumption does not reduce the amount that can be enjoyed by others
.

- Non-excludability means that it is difficult and costly, or even infeasible, to exclude individuals from enjoying the benefits provided by a good, even if it has not been paid for
.
When exclusion is not feasible, then an efficient quantity of the good is not provided on the market. To understand this phenomenon, we should recall that one of the functions of pricing is to ensure that only those parties willing to pay the required price can receive a good. Now, if individuals believe that they can benefit from the provision of a good paid for by someone else, they will have no reason to voluntarily purchase that good themselves. Rather, each will have an incentive to engage in behaviour known as free riding, where they attempt to evade payment in order to receive a benefit for free. Unfortunately, if everyone free rides, sellers will place nothing on the market due to a lack of willing buyers, even though their goods are positively valued. To overcome this problem, government becomes involved in the public provision of these goods, as it can prevent free riding through the use of revenue policies, such as taxation, that are imposed on all citizens to fund their consumption.

In reality, few supposedly public goods satisfy the two aforementioned properties relating to non-rivalrous consumption and excludability of non-buyers. Rather, most are impure public goods, where private provision is feasible but limited in nature. Public provision of such goods is thus debatable, for technological advances have often allowed private parties to design pricing systems that “allow non-purchasers to be excluded from the use of a good”
. One such example is television programming: when launched, it was broadcast by public agencies as no effective mechanisms of excluding non-payers from the services provided existed. In the intervening years though, the introduction of encoded services has meant that it is now possible to transmit viewing material to fee-paying subscribers only, making continuing state involvement in this market economically unnecessary.

While governments may be compelled to provide public goods, they nonetheless attempt to control consumption by employing non-price rationing mechanisms. One approach is to provide each individual with the same quantity of the public good, as is the case with defence, where the military protects all people equally. The flaw with this method is that it does not discriminate between individual tastes, for even though all people consume an identical amount, they may each have different valuations of this good. Alternatively, queuing can be used, where instead of paying money to consume a publicly provided good, individuals incur a cost in lost time. The main perceived benefit of this method is that the level of supply can be adapted to suit individual tastes, with those who most value a good being more willing to wait to receive it than those with a lower valuation of it. It is also considered to be more equitable than pricing as it discriminates only on the basis of medical need, not of wealth. Due to this perceived fairness, it is popular with public health services, which argue that all patients should be treated equally on the basis of need, not on financial well-being. The main disadvantage with queuing is that it replaces willingness-to-pay with willingness-to-wait as the criterion by which the good is provided. This may favour those with a low valuation of time, such as the poor and unemployed, over those who place a greater value on their time, such as the wealthy or employed. Furthermore, there may be times where queuing favours the rich rather than the poor, thereby negating the perception that it helps the poor by levelling access barriers to the consumption of resources
.

ii) Information Failures

Governments may become involved in markets if they feel that trades do not occur because insufficient or inaccurate information is available to market participants. While state intervention may be aimed at helping sellers resolve their information problems, very often it takes place in order to help consumers, who may have limited or conflicting knowledge about a particular good available on the market. To rectify this situation, “truth-in-advertising” laws and information disclosure policies have been passed by government, with sellers being obliged to provide consumers with information deemed to be essential for rational decision making. This has, for example, been the case with pharmaceutical products: not only are all such products dispensed with pamphlets highlighting such essential details as contra-indications and side-effects, but, should they exceed a certain level of potency, they must be issued by pharmacists or doctors, who are qualified to resolve any doubts consumers may have as to their use. Nevertheless, these measures may be unnecessary, as competition ensures that sellers that disclose all relevant details will, ceteris paribus, gain an edge over their rivals and increase their market share. In addition, they have also been criticised as being costly to implement (for both government and sellers) and of being ineffective in use, as consumers may not heed the information provided to them
.

iii) The correction of externalities

In the previous chapter we noted that externalities arise whenever one party does not bear the full financial consequences of its actions. The private market approach recommended by Coase for solving this problem has been to internalise such events. In this way, assuming transaction costs are zero, a single entity large enough to absorb the full consequences of any action is formed through the trading of property rights.

The main alternative approach to this issue has involved government intervention in the market in order to forcibly reconcile private and social values, and thus bring about an optimal outcome that might otherwise not occur. The value of this remedy is based largely on the suggestion by Pigou that:

“when there is a divergence between these two sorts of marginal net products, self interest will not, therefore, tend to make the national dividend a maximum; and, consequently, certain specific acts of interference with normal economic processes may be expected, not to diminish, but to increase the dividend”
.

Two broad classes of remedy are employed by government to deal with externalities, with each having certain strengths and weaknesses. These are:

1) Financial incentives: One method of correcting negative externalities is to impose fines on those parties guilty of creating the externality. The rationale is that if these penalties are correctly calculated, then offenders will find their private marginal costs rising to the equivalent social level. Conversely, if positive externalities exist, then the use of financial incentives such as subsidies worth the difference between the private and social marginal benefits of a good is recommended. By providing these subsidies, the under-consumption of “worthwhile” goods may be increased to desirable levels.

To demonstrate how these incentives operate, we return once again to our pollution example from Chapter 1. In Figure 2.1 we see that when a polluter is interested in only its own private costs, then it produces an excessive output of QX rather than the socially optimal level of QE. If the amount of pollution is directly proportional to output, and each marginal unit of pollution has a fixed cost, then the unit value of the Pigovian tax is simply the difference between the private and social marginal costs of that unit. This value is represented by the vertical line ST, with the total tax liability of the polluter being defined by STUV, the product of the unit tax and output. With this tax, the producer bears the real cost of its activities and thus produces the socially efficient level of the good.   

Figure 2.1 – The economic effect of Pigovian taxes  
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At times, the mere threat of employing these taxes is sufficient to ensure that parties work at reducing an externality, such as invest in pollution control devices, for example, chimney filters. Polluters will find it worthwhile to purchase pollution control devices for as long as the marginal costs of these devices are lower than the associated Pigovian taxes – once these values are identical, the optimum level of pollution control will be purchased.

2) Regulation: The alternative approach involves the employment of legislation stating the conditions under which certain activities are permitted. The degree of intervention may vary, with some laws being more intrusive in the affairs of private parties than others. For example, the setting of pollution control standards is deemed to be relatively non-intrusive as all that the government desires is compliance with the standards it sets, not in the steps taken to achieve them. By comparison, other laws demand that the government play an active role in “helping” a party deal with an externality, even if that party is better informed than the government as to the best way of operating. This may, for example, occur when government states that industries have to use certain devices (e.g. filters) or input (e.g. grades of fuel) when they operate. In general, regulations that require greater government intervention in private matters is more likely if it is easier to monitor the use of externality creating inputs than the amount of externality effects produced, although political considerations also influence decisions on what type of regulation is introduced. 

iv) Merit goods

While individuals are assumed to be capable of engaging in rational thought, concerns exist that the manner in which they value their preferences may sometimes be faulty. Consequently, rather than engage in utility maximising acts, they will engage in trades that diminish their overall welfare, even if they themselves believe that what they are doing is optimal. In such a situation, government may intervene in a market, even when it is operating efficiently, to guide the actions of individuals so that they do what it feels is utility maximising and in their own best interests. Here, the act of providing information to errant individuals is deemed insufficient, with government going further and forcibly restricting the consumption of “bad” goods, such as narcotics, while mandating the obligatory consumption of “desirable” goods, commonly known as merit goods, such as the wearing of seatbelts or helmets while driving.

This concept that government must guide the behaviour of individuals because it knows what is best for them is known as paternalism. It has been criticised by those who feel that individual preferences are paramount and worth respecting, in which case no party should be able to impose its personal preferences on those with divergent beliefs to its own, or else undesirable outcomes could result
. Furthermore, warn critics, it is difficult to distinguish between cases that merit intervention due to “irrational” individual behaviour from those that do not, as there are conflicting definitions of what actually constitutes rational behaviour
. Finally, there is a fear that if the government adopts a paternalistic position towards the provision of one good, it may be tempted to do the same towards other goods as well, especially if it can be influenced by special interest groups trying to further their own views of what is publicly acceptable
.

2.3 Government Failure

One important conclusion that has been drawn from the increased involvement of government in the market is that it too can be subject to its own forms of “failure”, for although “government has powers which might enable it to get some things done at a lower cost than could a private organisation”
, it is also clear that “the government administrative machine is not itself costless”
. To supporters of government, these costs are simply expenses that can occur in any economy, regardless of how it is structured, but to critics, such imperfections are to be expected, for they prove that “progress by its very nature cannot be planned”
. In this section, we examine some of the weaknesses associated with government-led market intervention.

i) Information Failures

Central planners can have difficulties dealing with both the quantity and quality of information at their disposal. Firstly, as an organisation grows arithmetically in size, so the probability that it will engage in costly errors increases in a geometric manner. This is because while the number and complexity of choices requiring management attention grows, the time that can be allocated to decision making is fixed, leading to each decision having a lower quality on average. This is a pertinent point in command economies, for in contrast to the multitude of independent decision makers in a decentralised market system, who are each allowed to act according to their own interest, the central planner is burdened with making all relevant decisions on its own, increasing the scope for information overload. Secondly, the quality of information provided to planners may be of poor quality, thereby affecting the planner’s understanding of actual economic conditions and the validity of its policy decisions. This particular flaw occurs because information becomes distorted as it passes up the numerous levels of government hierarchy, with raw data being continuously manipulated and reinterpreted until the final statistics differs markedly from the original information gathered. Furthermore, there is always likely to be some division of knowledge between decision makers, which can result in different individuals each arriving at a different conclusion and suggesting possibly conflicting solutions when faced with an identical problem and information matrix. Here, no matter how gifted decision makers may actually be, there will always be some subjectivity of relevant knowledge that will cause each of them to think that only their decision will lead to the “right” answer when, in reality, the approach taken by each and every participant in a freely operating market can result in an efficient outcome.
ii) Limited control over private behaviour

Government may sometimes have difficulty in accurately forecasting or controlling the reactions of private parties to the policies it implements. Whenever new laws or policies are introduced, private parties will re-assess their personal costs and benefits and re-adjust their behaviour accordingly. At times, this results in outcomes that government does not desire, with subsequent policy attempts to “correct” private behaviour only leading to greater inefficiency. This was, for example, the case with rent control laws, which were ostensibly aimed at increasing social welfare by making accommodation affordable to all people
. What proponents did not expect was that investors would turn away from property if their returns were to be regulated, with distortions in the rental accommodation market appearing in the guise of decreased supply levels and lower service and maintenance quality. Subsequent government attempts to rectify these private responses only exacerbated the problem so that, on aggregate, only a few incumbent tenants were made better off at the expense of investors and many potential tenants.

iii) Bureaucracy

One of the great perils posed by any government involvement in the market is that it can lead to “a bureaucratisation of economic life”
. While political representatives may hold a public mandate to pass laws, in many cases the real power and ability to affect normal affairs lies with the public agencies responsible for actually implementing the laws of a land. These agencies are managed by civil servants, who may seek to further their own interests rather than those of the public, whom they ostensibly serve, with the outcome being a decreased level of government service
.

The manner in which bureaucrats maximise their utility (in the guise of perks, power and prestige) is best expressed by Parkinson’s Law. This states that as officials want to multiply subordinates (but not rivals), they will, quite literally, “make work for each other”
. To multiply their subordinates entails increasing the size of their agencies, which means they must compete with like-minded bureaucrats for a greater share of the public budget, as it is via this source that they can acquire the resources needed to achieve their goals. While public funds can be spent in various ways, it is only through increasing staff numbers that agency size can grow in a sustainable manner, with bureaucrats both facilitating and justifying this growth by creating procedures that require the recruitment of even more staff (such as employing red tape and paper shuffling).

Bureaucratic growth is facilitated by a couple of factors. First, there is a limited threat of public insolvency. With a private enterprise, losses can develop so long as it can finance its activities, but once these resources are spent, it must file for bankruptcy. At this point, loss making operations cease, with the enterprise being given the opportunity to resume work only through the introduction of new capital. By contrast, public agencies can incur deficits for longer periods of time as they face a lower risk of going bankrupt, with any losses made simply being written off by the government. Due to this subsidised “safety net”, public agencies are less likely to control their costs and are more likely to engage in over-expansion of staff numbers and general size.

A second problem involves the structure of employee remuneration. In the private sector, efficiency is fostered through incentives linking worker compensation to firm performance, but with public agencies, bureaucrats are paid according to fixed wage scales. This is because as much government activity is of an administrative, or “white collar”, nature, observing any relationship between the inputs consumed and outputs produced by a worker is difficult. Consequently, it is virtually impossible to design or implement a compensation scheme that drives them to work efficiently
. To settle this issue, everyone is paid the same, regardless of productivity, with the inducement for accepting set wages being the provision of tenure. The problem with this system of job security is that it is almost impossible for government to retrench bureaucrats, even if they underperform or are deemed to be surplus to requirements. The net result is a bloated public service, where inefficiency arises not only because an increasing portion of the national budget goes towards salaries rather than the provision of goods and services, but also because consumers are made worse off through an increased tax burden.

iv) Rent seeking and the “capture” of regulators

Laws can be passed by only a small number of legislators, so if they are to be effective, these lawmakers must be able to gauge the preferences of their constituents towards particular issues. Not only is this process time consuming and costly, but even when legislators and voters do share broadly similar interests, they may disagree on the particular trade-offs to be made between policies, leading to a possible divergence of opinion on the optimal course of action to follow. At this point, regulators, or the agencies that carry out the task of enforcing legislation, risk being “captured” by special interest groups, whose existence “lies in their ability to promote and to further, through the political-choice process, the particular functional interests represented”
, with laws being passed that will benefit the specific interests of these groups rather than those of the public.

The reason special interest groups attempt to convince legislators to act in their favour is that they seek to acquire rents, which are the returns to an asset in excess of that which it would acquire in its next-best use. In other words, through rent seeking behaviour, special interest groups are able to transfer wealth to themselves from non-members in a way that would not otherwise be possible, with the degree of activity undertaken being a function of the rent that they could conceivably gain
. The main reason these groups succeed in their lobbying efforts is that their members share common goals, which enables them to be more focused in their behaviour and work together for a common goal where the potential benefits greatly exceed the costs incurred. In contrast, members of the general public, who are the main providers of this transferred wealth, are unlikely to unite and oppose rent-seeking, as their individual benefits from rent-resisting are small relative to their costs
.

Apart from invisibly facilitating an involuntary transfer of wealth between different parties, rent-seeking also imposes other less obvious costs. In order to extract rents, interest groups must bear various transaction costs when they compete with other rent-seekers (and rent-resisters) for access to available resources. However, as these resources are limited, not every interest group can succeed in acquiring rents at any one time, so “losers” will have wasted their funds for no tangible return. Furthermore, even when they do “win”, interest groups must constantly incur costs to protect their privileged positions, not only from rivals, but also from lawmakers, who can threaten to use laws known as “milker bills” to extract rents from the rent-seekers themselves
. In summary, not only is the capture of public agencies morally undesirable, but the rent seeking that subsequently arises is inefficient due to the high costs and unwanted wealth transfers that arise.

In this chapter, it was noted that the unique powers at its disposal have enabled government to justify its intervention in the market as being the only party with the ability and authority to ensure that markets operate in an optimal manner. Despite this, reservations continue to be expressed as to whether such intervention is warranted, as past experience has revealed that government is also prone to failure, with intervention being neither costless nor guaranteed to succeed (due to the presence of transaction costs and vested interests). Thus, if efficiency is to be maximised without there being any unnecessary disturbances, government will, within certain constraints, have to be content with having the right to “administer capitalism”
. In essence, this means a compromise will need to be reached where an economy is never fully exposed to either the  “selfish” interests of the competitive market or the “stifling” communal restrictions of the command economy. As will be shown in the following chapter, it is only in such an environment that altruism can flourish, where resources are exchanged in a voluntary yet non-selfish manner.
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