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ABSTRACT

ECONOMICS OF INEFFICIENCY: THE
THEORY OF CENTRALLY PLANNED
ECONOMY RECONSIDERED

This book is an attempt to develop an analy-

tical framework to explain systematically the
key problem, i. e., the widespread inefficiency
in the centrally planned economy (CPE). The
focus is on the objectives of individual agents
subject to the peculiar constraints in CPE. It
is emphasized that political pressures, central-
ized control and forced compliance, which play
major roles in the functioning of CPE, lead to
a special incentive structure and have important
effects on the choice set and economic perform-
ance. The objective function is broadened con-
sistently to include nonpecuniary elements such
as leisure and self-preserving political security.
The pervasive inefficiency is imputed to the ration-
al utility-maximizing behaviour of individual
decision-makers based on inefficiently institutional



arrangements.

In CPE, the centralized control leads up to
the result that controller preferences deternine
what is produced. When the controller’s pre-
ferences are strikingly different from those
of the public, vast misallocation of rcsources
results, and the society as a whole suffers heavy
efficiency losses. The implication of vast misalloca-
tion is investigated in a two-sector model relating
to both economic and political goods production.

Distortion of resource allocation and difficul-
ties of measuring separate contributions by work-
ers owing to centralized decision making
it impossible to distribute according to contri-
bution in CPE. Consequently, a fixed wage and
“big pot” system is brought about. Political
pressures and other coercive measures have to
be applied at the same time in order to force
individual workers into the effort level required
for their political security  The fixed wage sys-
tem makes zero the personal marginal pecuni-
ary gains of work, while the information
asymmetry makes shirking and loafing on the



job not readily observable. Meanwhile the self-
preserving political security level of individual
workers is not lowered by unobserved slackness
on the job. As a result, both the disincentive effect
of the fixed wage system and the high costs of
information and monitoring combine to induce
individual workers to cut down their effective
labour supply and effort level, giving rise to
internal inefficiency of organizations.

The centralized control, together with the
political coercion, creates a mechanism of reward-
ing and selecting on the basis of compliance.
This mechanism deprives agents at the lower
levels of the option of not undertaking inefficient
activities centrally controlled and results in
security-sceking and self-preserving behaviour
of the firms and individual workers. It leads
to high costs and low benefits of voluntary (not
planned) innovations with a disparity between
private incentives and social welfare, reinforc-
ing incentives for firms and workers not to en-
gage in organizational and technical innovative
activities. Because of the high costs of central-



ly controlled innovation and the high risk of
voluntary innovation, there is an anti-innova-
tion tendency in CPE.

Lack of organizational and technical inno-
vations forces CPE to rely upon an extensive pat-
tern of economic growth with a great drain on
manpower and material resources. Inthe process
of such an extensive growth, by setting higher
output targets, the central controllers exert
stronger political pressures on individual workers
so as to compel them to keep higher effort levels.
On the other hand, the firms and individual work-
ers try to bid up input quotas for given output
targets in order to minimize the risk of reach-
ing the targeted output levels. From this re-
peated game, persistently widespread shortages
result. Under the conditions of deficient import
of technology and resources, there will inevitably
be a long cycle in which economic growth rates
decline with the exhaustion of sources for the ex-
tensive growth.

To reduce substantially the pervasive in-



efficiency, it is necessary to set up efficient eco-
nomic organizations and to have the economic
system of CPE theroughly reformed.
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