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CM13: MARKETS AND COMMANDS 
(2/6/19) 

 
MOST, BUT NOT ALL, OF WHAT YOU NEED TO KNOW 
 
1. What is a market? 
 

2. Are markets in 2017 like those in Adam Smith’s England in 1776? 
 

3. What do economists mean when they use the term “market”? 
 

4. What markets in 2017 would be reasonable approximations to the economists’ 
concept of a market? 
 

5. What is meant by the term “market fundamentalism”? 
 

6. Is “market fundamentalism” consistent with economists’ concept of a market 
economy? 
 

7. Does the US economy correspond with the economists’ idea of a “market 
economy”? 
 

8. Is the government the solution to all economic problems? 
 

9. What is the crucial requirement for an economic system to possess the nice 
properties that characterize the Arrow-Debreu model? 
 

10. What are the three problems that all economic systems are forced by 
scarcity to solve? 
 

11. What are the two major ways for economies to solve these problems? 
 

12. Are all command economies alike? 
 

13. Are all market economies alike? 
 

14. In 2017 which economies are most like command economies and which are 
most like market economies? 
 

15. What is a Kleptocracy? 
 

16. What sort of economy is the US economy? 
17. How do market and command economies differ with respect to private 
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ownership? 
 

18. Why is resource allocation of consumer goods and services so difficult in 
command economies? 
 

19. Why are the different incentive structures that characterize command and 
market economies so important? 
 

20. Why have most LDCs and ex-Soviet Block economies moved away from 
central planning and towards markets? 
 

“It is not from the benevolence of the butcher, the brewer, or the baker that we expect our 
dinner, but from their regard to their own self-interest. We address ourselves not to their 
humanity but to their self-love, and never talk to them of our own necessities, but of their 
advantages.” Adam Smith, The Wealth of Nations, 1776, Vol. I 
 

1. MARKETS 
 

1. The standard definition of a market is that a market is any organizational 
arrangement that brings buyers and sellers together so they may trade or 
exchange, that is, buy and sell goods and services. Steven Pinker has a nice way 
of explaining the term market. I give you a cookie, I exchange my cookie for 
your banana, I sell you my cookie for a quarter and you buy my cookie for a 
quarter, a lot of people selling and buying cookies make up the market for 
cookies. Markets come in all shapes and sizes from the Bellingham Farmers’ 
Market, where the total transactions in a day may run into a few thousand dollars, 
to foreign exchange markets where trillions of dollars are bought and sold in a 
day. There are now virtual markets like eBay. 
 

2. Markets have been around for thousands years: the great medieval fairs, the 
camel markets in the middle east, Souks, the Amsterdam diamond market, the 
Aalsmeer flower market in Holland where 20 million flowers are sold in a day.1 
 

There are markets for dead young women and men (“Ghost brides”), a market 
for elephant “doodoo” (and a supply of the latter at about 300 pounds per day), 
there is a market for blond hair, there are markets for labor and for used cars. 
 
http://en.wikipedia.org/wiki/Ghost_marriage_(Chinese) 
 
http://www.theguardian.com/world/2013/mar/04/china-imprisons-men-ghostmarriage-corpse-bride 
 
http://blog.seattlepi.com/thebigblog/2010/11/30/holidoo-zoo-sells-elephantpoop-in-time-for-christmas/ 

                                            
1 John McMillan has written a superb book on markets that should be on the summer reading 
http://www.amazon.com/Reinventing-Bazaar-Natural-History-Markets/dp/0393323714 
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http://www.zoo.org/page.aspx?pid=2001 - .UudLav2tv0k 

 
http://www.nytimes.com/2010/11/22/business/global/22blond.html?pagewanted=all 
 

In the early nineteenth century there was a shortage of legitimate cadavers for 
anatomists to dissect and Burke and Hare became part of English folklore for 
providing fresh (murdered) cadavers for a fair price. 
 
http://en.wikipedia.org/wiki/Burke_and_Hare_murders 
 

3. There is an important difference between the sort of market with which Adam 
Smith would have been familiar and the sort of markets in which we trade today. 
In the past markets were to some an extent self-regulating through social 
pressure. The customer knew the butcher and baker, and the butcher and the 
baker knew that selling poor quality goods was bad for business in the long run. 
Similarly, people had a personal relationship with doctors and lawyers who 
provided them with services, and knew the owners of the shops (retailers) where 
they made their purchases of clothes and other items. Traders who had a 
reputation for “sharp” practices – selling you a horse that was blind in one eye – 
would have more difficulty in making trades. This meant that buyers were often 
better informed then we are today – their relationships with suppliers were not 
at a distance in the way that ours are with General Motors. Of course, in recent 
years the Internet has made finding out about the quality of goods and services 
– hotel accommodation in Croatia – much easier. But the problem of asymmetric 
information is a very serious one, and we will see that asymmetric information 
causes many of the “efficient” properties of markets to fail when we return to 
this subject in CM18. Standard textbooks tend to downplay these information 
problems and to argue that one of the strengths of markets is their ability to 
convey information through price signals. 
 

4. However, we seldom make transactions in “markets” as such; in our type of 
economy retailers2 mediate transactions; retailers provide convenient competing 
“markets”. I buy coffee at the grocery store not from the Nestlé multi-national 
food conglomerate, and certainly not from the farmers who produced the coffee 
in Brazil; I buy the plates and cutlery with which I eat my food from department 

                                            
2 In retail markets the seller sets the price and the buyer accepts or declines to buy. Retailers 
adjust to excess demand and supply by changing their inventories. Occasionally they will adjust 
prices but usually in the form of “sales” since buyers are happy to buy at lower prices but may 
resent it when prices are raised back to their original level. Price changes involve what 
economists call “menu costs”. Think what happens to the average prices of used books in a 
large store like Henderson’s used bookstore, whose shelves hold 250,000 books. 
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stores not from their manufacturers in China; I buy my clothes from clothes 
stores not from clothing manufactures in Mexico or from textile manufactures in 
Pakistan; I buy my TV sets from “box” stores not from the assembly plants in 
Taiwan; I buy my car from a car dealer not from the Honda factory in the mid-
West that assembled it; I buy my books from local booksellers or Amazon, not 
from the publishers or writers. Usually when I purchase something from the 
supplier it is a service that I am buying – a haircut, a visit to the dentist, a 
physical therapy session, a Pilates lesson. But entertainment services are often 
provided by an intermediary – I go to the cinema to see a film but do not buy 
from the producer or even the distributor, I go to a concert but the performers 
don’t pass the hat around before the performance.3 
 

5. Economists often use the word market metaphorically, even promiscuously: 
they talk about markets for marriage, children, abortions, and contract killings 
(Murder Incorporated) where the word “market” simply signifies that economists 
can analyze the situation using the supply and demand apparatus that we 
studied in CM4.  
 

6. Technically when economists use the term market they are talking about 
perfectly competitive markets. In a perfectly competitive market the commodity 
is homogeneous (each unit of the commodity is indistinguishable from every 
other unit), there are a very large number of producers (sellers), none of whom is 
big enough to influence the price of the commodity by changing their output, 
and there are a large number of consumers (buyers) who also cannot influence 
the price by changing the quantity they wish to buy. The market determines the 
price, by which economists mean that it is the interactions of theses myriad 
transactors that set the price, not “the” seller. Price is determined by market 
supply and demand, as we saw in CM4. The closest real world equivalents to the 
economists’ theoretical markets are the world markets for foreign exchange, 
stock markets, the world markets for steel and concrete, the world markets for 
                                            
3 I buy gas at “gas stations” not from oil refiners or crude oil from oil companies. Gas is 
something whose price changes frequently as demand and supply for crude oil, and refining 
facilities, and oil tanker rates fluctuate over time. Oil prices are usually denominated in US dollars 
(until February 2016 when the Saudis announced that they would sell in Euros) and so the 
appreciation of the dollar in recent months will drive up gas prices. Have you noticed that 
Congress gets active when gas prices rise above about $3.50 per gallon but not when gas prices 
fall, even though oil companies are able to get larger “margins” when gas prices are low, in 
2016 as low as $1.70 per gallon. Gas prices are determined by the supply and demand for crude 
oil in the world oil market not by pricing decisions by oil companies. (Although oil volume is 
measured in barrels oil is transported in oil tankers, pipelines, and trucks and trains.) 
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agricultural products like wheat and beef, world markets for raw materials like 
copper and platinum, and world energy markets in which crude oil and natural 
gas are bought and sold. But most of these transactions do not involve the 
original supplier or the ultimate consumer. 
 

2. MARKET FUNDAMENTALISM 
 

1. “Market Fundamentalism”, a pejorative term invented by the ex-hedge fund 
manager and multi-billionaire George Soros, is the widely held belief amongst 
politicians, television and radio pundits, economic bloggers, and even the more 
sober print media that all market outcomes are good (socially optimal) and that 
all government intervention in markets are either unnecessary or bad (counter 
productive) or both. 
 

2. Note that this type of “black or white” formulation of a political or economic 
is very common and is something that you should guard against. An alternative 
approach would be to say that we must decide between a range of options: (1) 
markets always lead to the best economic outcomes and government 
intervention in markets always leads to the bad economic outcomes (100%); (2) 
markets usually work well but government intervention can sometimes lead to 
better outcomes (75%); (3) on average markets do a good job but government 
intervention is on average necessary to correct bad market outcomes (50%); (4) 
markets seldom work well and government intervention usually leads to superior 
out comes (25%); (5) markets never work well and government intervention is 
always necessary to correct market failures (0%). Market fundamentalism 
presents the issue as if the only possibility is (5) versus (1), ignoring the more 
nuanced options (2)-(4). 
 

3. Market Fundamentalism, “the market works”, is an idea that gained currency 
during the 1980s during the Prime Ministership of Margaret Thatcher in the UK 
and the Presidency of Ronald Reagan in the US; it is more prevalent amongst 
Republicans than Democrats, is more likely to be found in the Wall Street 
Journal than the New York Times, and on Fox News rather than MSNBC. 
Market fundamentalism led to the movement to privatize government services, 
and was instrumental in giving poor advice to the Transition Economies (those 
Eastern European economies that were once part of the Soviet Empire) and 
LDCs during the 1990s and is still espoused by international organizations such 
as the World Bank and the International Monetary Fund (the IMF). Market 
fundamentalism is a modern version of the old doctrine of “Laissez Faire” – 
leave (markets) alone. It is also a version of the “invisible hand” doctrine usually, 
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but erroneously, attributed to Adam Smith (see the quote at the top of this 
Commentary and note 5 below). 
 

4. However, this view of how markets work is (1) not supported by economic 
theory, and (2) does not apply to the US or any other real economy. The 
theoretical “market economy” that economists study (which I will simply call the 
Arrow-Debreu model of general equilibrium) is a “toy model” that assumes 
(among other things) that the economy consists of a complete set4 of smoothly 
functioning, perfectly competitive. The Arrow-Debreu model was designed to 
show that it was possible, at least in theory, that Adam Smith’s “invisible hand”5 

could bring about an efficient allocation of the economy’s scarce resources, 
through people pursuing their own selfish interests. However, economists can 
prove that even this ideal system will only lead to a socially optimal outcome if 
there are no market imperfections: external effects (CM14) and/or public good 
issues (CM15) and/or informational asymmetries (CM16). Therefore, because all 
of these problems exist in all real economies, including the US economy, we 
would not expect that real world unregulated market systems would necessarily 
generate socially optimal outcomes. The US economy clearly does not 
correspond to this theoretical idealized market economy: the 10 largest (by 
market capitalization) companies in the world in 2018 were IT companies, banks 
and energy companies, but Walmart and car and healthcare firms were among 
the top firms in terms of sales. These corporations are not the tiny firms that 
have no power to influence the price of their output that economists are talking 
about when they discuss (perfectly competitive) markets. In addition there are 
unions and barriers to trade, there is a large government sector, real world 
markets – especially labor markets – do not smoothly and rapidly achieve 
equilibrium, and some industries (for example pharmaceuticals and energy 
companies) have enormous leverage with politicians and use that leverage to 
get politicians to pass economic legislation that benefits those industries.6 
 

5. However, this is not meant to imply that there are no problems with the 
government sector – there are government imperfections as well as market 
                                            
4  This means that there would be a market for every possible contingency, including an 
insurance market to protect you against unemployment. The real world is characterized by the 
absence of many markets not by a super abundance of them. 
5 Smith’s “invisible hand” doctrine is nowadays identified with the view that unregulated, self-
interested, behavior will lead to an optimal allocation of resources. But Smith’s views on the 
virtues of free markets were much more nuanced than those of most modern adherents of 
market freedom. 
6 Economists refer to this sort of political lobbying as “rent seeking”. 
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imperfections – bureaucracy, unionized government employees, soft budget 
constraints7 , and political intervention that leads to economically inefficient 
outcomes; for example, in the defense field alone: failure to close unneeded 
military bases, Congress forcing the military to purchase weapon systems that 
the military does not want, the coexistence of four chaotic payment systems 
(one for each of the four armed services), inter-service rivalries that are about 
career opportunities not about strategic needs, and provision of overly generous 
benefits for some military personnel – colonels who can retire at fifty with 
handsome pensions and medical benefits. The US military is a huge bureaucracy 
with a bloated officer corps representing over 14% of the military’s total 
personnel8: 3,700 colonels but only 33 brigades, 3,500 naval captains but only 
359 ships.9 
 

6. Economists often appear to favor the status quo, to be apologists for 
capitalism; despite the fact that many economists are politically liberal their 
analyses of issues such as rent control and the minimum wage seem to be anti-
liberal because economists point out that these policies are often poorly 
targeted. The crucial idea that underlies economists’ regard for markets is the 
assumption that the markets are highly competitive. If this is not the case then 
there is no reason to expect market outcomes to be necessarily superior to 
government economic activity. Economists routinely point out the advantages of 
competition and the disadvantages of monopoly and oligopoly where large 
firms engage in non-competitive behaviors. Economists have been suspicious of 
“big business” since the days of Adam Smith who wrote that: “People of the 
same trade seldom meet together, even for merriment and diversion, but the 
conversation ends in a conspiracy against the public, or in some contrivance to 
raise prices.” (The Wealth of Nations (1776), Chapter X, Part II, p. 152). 
 

7. My view is that economists ignore the possibility that sellers may use their 
superior knowledge of the properties of the goods and services they supply to 
mislead their customers. The term “fraud” does not appear in any micro text 
that I am familiar with. But misleading advertising, the sale of products that are 
known to be deficient (even lethal), and failure to engage in due diligence are 

                                            
7 Congress may simply give subsidies to, say, the USPS if it makes a loss, and so it is really not 
constrained by its budget in the way that UPS and FedEx are. 
8 The most efficient forces historically had only 3-8% of their strength as officers.  
9 Weapon system procurements that buy “big ticket” items that usually overrun initial cost 
estimates, are often delivered years after their intended dates to enter service, while failing to 
deliver effective equipment and armor for the poor grunts who actually die for us.  
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commonplace in our economy. (Thalidomide, opioids, air bags, emission 
cheating, and oil spills.) Many examples of malfeasance are the result of single-
minded pursuit of profit in competitive environments. Economists assume that 
competition is a force that will stem bad behavior – the stock market will punish 
the firm – but sometimes this means “shutting the door after the horse has 
bolted; redress is made after, not before, the fact. If you die then the fact that 
your relatives are “compensated” for your demise may do little for you. And 
competition is a far from perfect mechanism for establishing a socially optimal 
allocation of resources. There is nothing that requires that firms to pursue the 
public interest, but competitive pressures may cause a firm to engage in 
perfectly legal practices that cause harm. Economists are well aware of 
externalities but have ignored other problems with self-interested behavior. 
Which is not to say that all of the 23 million firms in the US are behaving in 
dishonest behaviors; however it would be naïve to believe that none of them do.  
 

  Since government activity is also subject to problems we must treat each case 
on its own merits and avoid blanket statements that claim that only “markets” or 
only governments are good. Remember that all real policies have some 
problems and so finding a problem should not preclude adoption of that option, 
we always need to compare a policy with its alternatives, including the status 
quo, and evaluate all of their benefits and costs. “The best is the enemy of the 
good.” 
 
http://www.nytimes.com/2014/11/11/business/11-years-later-death-is-tied-to-gmdefect.html?_r=0 
 
http://www.nytimes.com/2014/12/18/us/new-england-compounding-center-steroidmeningitis-arrests.html 
 
http://www.nytimes.com/2015/02/14/your-money/fiduciary-duty-rule-would-protectconsumers-and-target-investment-
brokers.html 

 

7. Of course, economists, like lawyers, can be hired to come up with arguments 
to provide ammunition for the policies advocated by powerful business groups, 
just as some scientists can be recruited to deny the climate change. 
 
3. ALTERNATIVE ECONOMIC SYSTEMS.10 
 
1. Although the US is often thought of as a “market economy” in which 
resources are allocated by a price system, in reality we live in a “mixed economy” 

                                            
10 Everyone ought to read this: http://washingtonnote.com/2_cows_economic/ 
There are other versions, some politically incorrect, which you can find by Googling Cow 
Economics. 
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with a large government sector (Federal, state, and local) and where most of the 
output is produced by firms who have very considerable power to set prices 
subject to the constraints placed upon their profits that derive the fact that 
quantity demanded is inversely related to price. 
 

2. As we saw in CM1 resources are scarce. Therefore all societies must make 
choices about how to use or allocate their limited inputs, given their fixed (in the 
short run) stock of technological knowledge. All economies must solve three 
resource allocation problems: (1) What to produce (cars or roads) and in what 
quantities (1000s or 100,000s), and which qualities (Ladas or Audis)? (2) How to 
produce? Countries usually have access to the same technology therefore their 
choice of technique is determined by economic considerations – labor-intensive 
techniques if labor is relatively abundant and cheap (India), capital-intensive 
techniques if capital is relatively abundant and cheap (US). (3) Who receives the 
goods and services produced? Which may refer to the distribution of income 
amongst individuals, or households, or the distribution amongst the owners 
of the different factors of production. 
 

3. There are three basic approaches to resource allocation (solving the problems 
that arise from relative scarcity). 
 

1) Tradition and custom: what your parents did and your grandparents and 
each generation before them, has been the dominant factor in human history11 

because once you have discovered a way that works it is extremely risky to 
experiment with new ways that may turn out to be disasters. There is a huge 
difference between going bankrupt and starving to death. Today this is probably 
only important in the least developed economies. 
(2) Market systems: where prices act as signals and profits and losses act as 
incentives to respond to those signals. Market systems are characterized by the 
dominant role of private property; they require well-defined property rights and 
the means to enforce them. 
(3) Political decisions: Command economies and central planning. Command 
economies are characterized by public ownership with only limited private 
property. Resource allocation is determined by a complex set of top down plans 
that are very inflexible and prices are determined with almost no attention to 
consumer preferences. 
 

                                            
11 What gets planted and where and when and by whom? Who receives different parts of the 
deer killed in the hunt? 
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5. Pure market systems and pure command economies lie at the extremities of a 
spectrum of economic systems that span a range of alternatives, with market 
economies on the left of the spectrum and command economies on the right.12 

(See Figure 1.) But since the collapse of the Soviet Union in December 1991 
there was a worldwide movement away from central planning and towards 
systems in which markets play a major role in resource allocation. In recent years 
many countries in Africa and some in Latin America have elected populist 
regimes that are democratic only in the sense of having elections (sometimes 
rigged) but failing to respect the rule of law and the freedom of the press. 
Venezuela is a country that is suffering from massively incompetent economic 
management. 
 

6. Pure market and pure command systems are rare – currently N. Korea is the 
best example of a pure command system. The USSR under Stalin and China 
under Mao were close to pure command economies. The UK in the late 18th 
century was perhaps closest to a pure market system. Most economies are 
mixed economies and lie in the middle of the spectrum. We have various types 
of capitalism – including Chinese State Capitalism, American Corporate 
Capitalism, and Russian Kleptocratic Capitalism. 13  Cuba is closer to the 
command end of this spectrum. Many LDCs – India before 1990s, many African 
economies – adopted Soviet style economic planning when they got rid of their 
colonial masters. The post-WW2 Labour government in the UK nationalized 
major sectors of the economy and tried five year plans. These nationalized 
industries were "privatized" under Mrs. Thatcher, not always successfully. 
 
http://www.coldwar.org/articles/90s/fall_of_the_soviet_union.asp 
 
http://www.amazon.com/Putins-Kleptocracy-Who-Owns-Russia/dp/1476795193 
 

7. The “Nordic model” – Norway/Sweden/Denmark – has produced a seemingly 
successful blend of markets and strong governments; Norway has one of the 
highest standards of living in the world and also some of the highest tax rates 

                                            
12 Right and left do not have their normal political connotations although in the US socialism is 
often equated with communism, that is, it is regarded as anathema. (Keynesian macroeconomics 
is also tarred with the same brush – creeping socialism). In Europe many political parties that 
would regard themselves as being conservative lie to the left of most Democrats. In Europe 
being a Social Democrat is more like being on the left of the Democratic party. 
13 I am tempted to add Kleptocracy (rule by thieves) as a new category to the traditional 
threefold classification of economic systems. It is certainly much more common in the twenty-first 
century than custom. Not only Putin’s Russia but also many of the ex-Soviet economies are 
effectively Kleptocracies, as are many LDCs. 
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and an extensive social safety net. But there are huge differences between the 
ways that Scandinavians and Americans view the world and I think that the 
possibility of the US adopting anything like the Nordic model is extremely 
remote. 
  Most European countries have larger government sectors and more 
government intervention in the economy than the US does. 
 
http://www.nytimes.com/2014/12/18/upshot/nordic-nations-show-that-big-safety-net-can-allow-for-leap-in-employment-
rate-.html?_r=0 

 
8. The Russian Federation is difficult to classify – it is what I meant by a 
Kleptocracy (a system in which the people with political power use that power to 
enrich themselves (steal)). Although Russia uses prices to allocate most goods 
and services, the state has recaptured much of the natural resource base of the 
Russian Federation. Property rights are extremely insecure, with state 
intervention that changes the rules under which firms operate, often quite 
arbitrarily. Service seems not to have improved much since the fall of the Soviet 
Union. The western part of the Russian Federation is industrialized and has many 
of the characteristics of an industrialized economy, but east of the Urals there is 
much poverty and that part of the economy is more like a LDC. Russia is very 
dependent on exports of oil and natural gas and would be adversely affected by 
large decreases in energy prices. Many of the ex-members of the Soviet Union 
have economic systems that mirror the Russian one. 
 

9. China is also difficult to classify. Like Russia the PRC is what I would call a dual 
economy, with the eastern coastal areas highly developed with most of the 
characteristics of a capitalist/market economy, while the central and western 
regions are more like a LDC. The Communist party, and the Chinese military (the 
People’s Liberation Army) play a major role in resource allocation. Like most 
LDCs and totalitarian systems corruption is a major problem. The President of 
the People’s Republic of China and general secretary of the Communist Party of 
China, and chairman of the Central Military Commission, Xi Jinping, has waged 
an anti-corruption campaign (but cynics might interpret his actions as a covert 
way of tightening his hold on the party). China is still a one-party state. 
 
https://en.wikipedia.org/wiki/Anti-corruption_campaign_in_China 
 

10. The US is largely a market-oriented economy, but there is still a large 
government sector and considerable government regulation, and serious 
problems associated with the influence of interest groups. 
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4. MARKETS VERSUS COMMANDS. 
 

1. Market (capitalist) economies are characterized by private ownership of 
property, what economists call property rights. Command economies are 
characterized by state ownership of land and productive enterprises. In a 
command economy you own your clothes, household possessions, and cars (if 
you can get them). If you don’t own something you have poor incentives to look 
after it: 40% of the agricultural output of the USSR was produced from the 4% of 
the land that was privately farmed, the 96% of the land that was farmed 
collectively only produced 60% of the USSR’s agricultural output. Enforceable 
property rights are a crucial component of a market system. Establishing title to 
land is often a major problem in LDCs. The reforms of Deng Xiaoping were a 
reaction to a small group of farmers who started to farm for themselves. 
 

2. In a capitalist or market economy resource allocation is primarily determined 
by prices that are in turn determined by supply and demand; these economies 
are highly decentralized. Command economies are very centralized and political 
processes determine resource allocation. Planners, central planning, set prices. 
Soviet prices were amazingly rigid because it was so difficult to re-compute 
them in a consistent fashion and so the planners avoided changing them.14 
Between 1954 and 1990 the price of bread was constant. By 1990 the price of 
bread covered only 7% of its cost of production – boys cut hockey pucks from 
frozen loaves, farmers fed their pigs on bread. For the whole period from 1962 
to1990 meat prices were constant. This led to excess demand and much wasted 
time waiting in line. The time spent queuing was an implicit cost of the item and 
so prices were higher than the low explicit costs suggested. In the USSR there 
were "black" markets for almost everything. 
 

3. Markets involve consumers directly in economic decisions but Command 
economies largely ignore consumers’ preferences. Command economies have 
huge information problems especially concerning what consumers want to buy. 
Industrialization (building steel plants) and wars 15  involve relatively simple 
decisions and there is little need to consider consumers, but peacetime 
decisions become more and more difficult as the economy becomes more 

                                            
14 It has been estimated that there were over 500,000 prices to be set by the central planners. 
Adjustment of any one of them entailed adjusting thousands more if the prices were to be 
consistent. It was much simpler just to set supply targets.  
15 The US economy was carefully regulated and subject to price controls during WW2. During 
wartime rationing, as well as prices, is used to control demand. 
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developed and consumption becomes more important. Examples: only black 
cotton thread in Moscow and only white in Kiev; the poor quality of housing in 
Soviet Union; the awful state-produced Lada automobile. 
  But economies in which the government has a major role in resource allocation 
may be good at pursuing IT and AI and space exploration; although when they 
make mistakes the consequences are likely to be massive. 
 
http://www.dailymail.co.uk/news/article-2130942/Lada-Russia-announces-endmanufacturing-ridiculed-car.html 
 

4. Asymmetric incentives: Markets use “carrots” (rewards); market economies 
bribe people to do unpleasant or dangerous tasks or to live in unattractive 
places. Command economies rely on “sticks” and punishments. The 
psychological literature and economic experience show that positive incentives 
are very much more effective than negative ones. If you don’t own something 
then you have no incentive to look after it. 
 

5. Efficiency. Because of their better incentive structures market systems are 
clearly economically more efficient than command systems. Consider the 
contrasts between North and South Korea, East and West Germany all of which 
started with about the same very low standard of living after WW2, but the 
market oriented economies grew successfully and the command economies 
stagnated or even regressed. 
 

6. There is a lack of innovation and initiative in command systems – why bother 
to develop a new idea if you do not benefit from your ideas? 
 

7. Quality and service were appalling in USSR because you got paid the same 
whether you did a good or a bad job and manufacturers are not subject to 
competition and so can ignore the demands of their customers.. 
 
http://www.washingtonpost.com/wpdyn/content/article/2011/02/19/AR2011021901953.html 
 

8. Markets use voluntary exchanges; command economies have to enforce 
involuntary exchanges. Command economies must have the ability to coerce the 
recalcitrant; therefore command economies have an inevitable tendency to turn 
into totalitarian regimes. Cuba under Batista was an awful regime, but were 
Cubans more free under Fidel Castro? 
 
http://www.foxnews.com/world/2010/09/09/castro-admits-cubas-communismdoesnt-work/ 
 

9. Command economies allow setting national economic priorities – the Welsh 
socialist Ernest Bevin said: “socialism is about priorities”. You would therefore 
expect that command economies would do better at dealing with environmental 
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and natural resource problems but they have appalling records in this area, and 
you would expect that they would have “better” income distributions but there 
is a huge difference between what you are nominally paid and your access to 
economic resources (housing, cars, foreign luxury goods, and the health system 
were all areas in which party members and "apparatchiks" received favorable 
treatment – tickets to the Bolshoi), and infrastructure is much worse in command 
economies than in capitalist ones. 
 

10. Market economies are not one person, one vote, systems. Economic power 
can be used to tilt the playing field in directions that economic elites like.  
(4,548) 
 
http://www.infoplease.com/cig/economics/getting-organized-command-marketmixed-economies.html 
 
http://www.s-cool.co.uk/category/subjects/a-level/economics/free-market-vcommand-economies 
 
http://www.theatlanticcities.com/technology/2012/12/new-highly-detailedimage-north-koreas-lack-electrical-
infrastructure/4201/ 
 
 

 


