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Economic Systems

The starting point is always the nature of the economic system employed. There are two fundamental systems, though in the real world neither operates in a “pure” form.



Free Enterprise/Market Economy

This is frequently referred to as capitalism. The major characteristic of this system is individual freedom, with individuals being supreme. The government in this system is constituted by the citizens for their benefit; it is given necessary powers to govern, but does not own the means of production, nor does it control what is produced or the prices that are charged.

This is a “demand-directed” system in that market demand determines what gets produced. The demand is from free individuals—consumers—who express their desires by their willingness to buy goods or services at a given price. This price is a signal to producers; if the price the consumers are willing to pay is adequate for producers to make a profit, then they have an incentive to produce the product. The producers keep the “fruits of their labor.”

The ownership of property is private in a market economy. For this to work, there must be laws established to protect individual rights and to protect individuals’ property from others. This requires the government to have policing powers and a justice system to enforce the laws. That is what is meant by rule of law.

Government’s primary roles are to protect the citizens and the borders, to establish laws and regulations, and to enforce the laws through its police powers and a fair justice system. The government needs the ability to raise revenue to pay for these services.



Socialism

Socialism is a different system. In its purest form, there is little individual economic freedom when compared to a market economy. Instead of focusing on the individual, as in a market economy, it is the collective that is supreme. There is little private ownership of property, with government owning the means of production.

Socialism is a “command-directed” economic system in that the government decides what is to be produced at what price, who will get the products, and how much workers will be paid. This is completely under the control of government, as opposed to being controlled by individuals who determine what is produced by what they are willing to buy.

The government is not typically elected by the citizens in fair and impartial elections. If there are elections, they are not open to all parties to run for office, and are essentially sham elections, with the parties in power predetermining the outcomes.

The workers have little incentive to work, as their benefits are not aligned with their effort—they do not reap the rewards for working harder, smarter, or being creative and developing new products.



Mixed Economies

Some forms of socialism might have different labels, such as democratic socialism; and some forms of capitalism also might have different labels, such as a social market economy. Most nations have economies with some elements of each system.

Some countries are at the extremes of socialist/communist-type systems, such as North Korea or Cuba. Other communist countries are more moderate, employing some elements of a market economy, such as China or Vietnam, even though they are dictatorships in a communist tradition.

Other countries, which are market economies, have substantial social and welfare programs. By all definitions they are free enterprise/market economies. But they include many government programs such as government-run health care or health insurance, heavy old-age benefits, “free” tuition to public educational institutions, childcare benefits, and so on. The list is extensive and varies from country to country, but there are some programs of this nature in almost all market economies, including in the United States.



Government Efficiency

Pardon the oxymoron. There are three points to understand about government:


	Government is inherently and shockingly inefficient.

	Insiders and special interests rig government systems.

	Fraud, waste, and criminality run rampant within governments.



The bigger our government gets, the more these issues multiply. There is no incentive to be efficient when you are spending other people’s money. On the contrary, the incentives are to expand government and give away “free stuff” to help one get reelected. Insiders, big business, and special interests have the financial means to gain favor with Congress. Cronyism is rampant in our tax programs, our subsidies, and our laws favoring big business instead of the American people. Between huge programs and an unaccountable bureaucracy, there is much waste and fraud—some of this is well known, but there is no way to measure that which is undetected.

If we are to develop good growth strategies, we must recognize these issues and how we can minimize them.



Fundamental Requirements for Growth

Economies grow when there is an increase in the output of goods and services available to consumers. Output grows when there are incentives to invest in productive resources and the capability (capital) to do so. Virtually all economists would agree on these basic ideas.

In a market economy, it is the private sector that invests in growing output. This is a key function of the private sector—to produce goods and services the public wants and will pay for. The public sector, government, is not in the business of making money and developing more goods and services. When the public sector yields to the temptation to enter into business, a market economy moves toward a socialist economy with government owning the means of production.

It has been tried time and again, all with the same terrible results. Why? Because there is no reward mechanism motivating governments to be creative, productive, and efficient. As noted above, government is inherently and shockingly inefficient—at running business as well as at running itself.

Growing government has many negative repercussions:


	No matter how well intentioned the programs might be, the results of government programs are almost never what was intended. There is no better example of this than the War on Poverty. President Johnson intended to help low-income individuals rise to become self-sufficient independent members of society. Sixty years and $25 trillion later, the result is no change in self-sufficiency. Instead, we have a society dependent on government.

	Governments have nationalized private businesses before. This effort of taking over businesses has always been a colossal failure. In Great Britain, for example, the failure was so complete, Margaret Thatcher privatized most of these with great success. Venezuela took over much of the oil and agricultural industries, which resulted in a complete failure of these industries along with the rest of the country.

	Enlarging government requires money and resources, and where does the money come from? There are three choices: taxes, borrowing, or printing. All three have dire consequences if growing the economy and raising the standard of living is the goal.

	If the government balances high expenditures with additional taxes, the budget will be in balance (assuming politicians don’t decide to increase spending as well), but it takes capital from the productive sector for the nonproductive sector. This slows economic growth, as there is less capital available to invest in productive resources. Think France.

	If the government does not balance the budget with taxes, it must borrow the money to cover the deficit. This has been the norm for the last sixty years. If the government borrows from the private economy, it is still taking resources from the productive sector for use by the nonproductive sector. In addition, the government incurs debt and the additional cost of interest. If these debts are to be repaid, as they must, significant taxes must eventually be imposed. If the debts continue to pile up (as has been the case in the US), this will eventually lead to bankruptcy. Think Greece.

	If the government does not balance the budget and elects to print money to pay for the deficits instead of borrowing from private sources, the money supply is expanded. If growth in the money supply is faster than growth in economic output, the result is inflation. The bigger the deficit and the more money we print, the higher the inflation. Think Argentina.







Government that is constituted to benefit the welfare of its citizens has certain requirements that it must meet. Beyond that, there are other desirable functions that it could perform. It could operate some welfare programs for those who are not able to care for themselves. It could operate pension and retirement programs for the benefit of the elderly. The list of services it could do is extensive; the question then becomes what it should do.

What we have observed can serve as guidance to what works best. It is clear that limited, smaller government leaves more capital in private hands to invest and grow output. It is clear that government should limit its functioning to the basics of its responsibilities and let companies have the freedom to operate within a normal range of constraints. It is clear that government is less wasteful when there is Federalism. It is also clear that excessive regulation strangles the productivity of business. And finally, it is clear that when a government lives within its means, it avoids the debts that must be eventually paid by future taxes on future generations.



The Formula for Growth

The formula for growth is quite simple. Just follow these steps:


	Save

	Invest

	Produce

	Consume



To maximize growth, you minimize the “government take” and maximize public saving and investing. That is how to effectively grow an economy. This is the formula that works best:


SMALLER GOVERNMENT + LOWER TAXES + BALANCED BUDGET =

MORE INVESTMENT & FASTER GROWTH






