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Comparative Economic Systems 
 
 

Many countries have structured their economies differently from ours.  As we’ll see, 
these alternative economic systems sometimes have advantages over the system used in 
the U.S., although these advantages typically come at a cost.  Part of being able to 
evaluate the U.S. economy is an understanding of the tradeoffs involved in a reliance on 
market capitalism as opposed other economic systems. 
 
We can roughly distinguish among different economic systems by asking two major 
questions about the economy: 
 
1) How is economic activity coordinated?  Is it left to develop on its own based on the 
choices of individual consumers and firms (“left up to the market”), or is it planned by 
the government? 
 
2) Who owns the means of production?  Under capitalism, the means of production 
(business firms) are owned by private individuals.  Under socialism, though, the means of 
production are owned by the state.  Note that we are not concerned with the private 
ownership of property; even in the Soviet Union private citizens “owned” their clothing, 
cars, etc. just as in the U.S.  The distinction is that the U.S. features private enterprise 
while in the U.S.S.R. all land, factories, etc. belonged to the government. 
 
We can very loosely classify countries according to how they answer these two questions. 
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Obviously the breakdown of some of the countries listed above are debatable.  In France, 
for example, most large companies are owned and operated by the French government, 
but individual citizens can operate small businesses of their own.  This makes France 
much less socialist than, say, Cuba, but it remains much more socialist than the U.S. 
where the government owns very few businesses (postal service, Amtrak . . .?) 
 
Note also that capitalism need not preclude economic planning.  
 
We can analyze the strengths and weaknesses of these different economic approaches by 
studying some of the questions that all economies must answer one way or another. 
 
(People will sometimes argue that the United States in a “mixed economy” because it 
relies on the market in some areas but also has a fairly large government sector.  It is 
certainly true that the US is not a 100% laissez faire market-driven economy, but the fact 
remains that the US is much more market-oriented and much closer to “pure” capitalism 
than most other countries worldwide).   
 
 
Major Coordination Issues: Markets vs. Central Planning 
There are several questions that all economies must answer, but which are handled 
differently in market-driven economies and planned economies. 
 
1) What and how much to produce? 
 
Market: Consumers and firms decide collectively.  If enough people are willing to pay for 
a good, firms will produce it.  This is generally good although it does mean that hard-core 
porn, heroin, hand guns, junk food and other potentially objectionable goods all get 
produced even though some would argue they are bad for society. 
 
Planning: Government decides.  This involves the drawback of chronic shortages and 
surpluses of products.   
 
Most would argue that the market “wins” this one. 
 
2) How to produce?  (Use a big factory with a lot of robotics or work in small shops?  
Capital-intensive agriculture vs. “traditional” agriculture) 
 
Market: Firms decide, and they naturally choose so as to minimize production costs 
(profit motive).  This will usually be socially efficient since firms have incentives to 
economize on the resources used in production 
 
Planning: Government decides.  Note that since the decisions made by firms are efficient, 
any deviation made by the government will be inefficient ⇒ waste.   
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If you took a poll of economists, 99.99% would agree that the market wins this point 
hands down.  In fact, this efficiency argument is often the featured argument in favor of 
“the market.” 
 
3) For whom to produce?  (How is income to be distributed?)  
 
Market: Wages and salaries determined by market forces.  While many people have no 
objections to most of these results, the market does produce some glaring inequalities.   
 
Planning: Wages and salaries often set by the government in conjunction with unions and 
firms, or redistributed through the tax code by the government.  This often produces more 
egalitarian income distributions (good, arguably) but often leads to shortages and 
surpluses of workers in particular fields.   
 
Note that because of the inequality produced by the market, most countries do at least a 
little planning through the tax code to redistribute income.  Whether any additional 
planning is good or bad is debatable; would you rather have more income equality even if 
it means more inefficiency?  If so then you would probably support more planning and 
less reliance on markets. 
 
4) Are there business fluctuations? 
 
Market: Yes.  Sometimes the economy goes into recession, meaning that firms don’t 
produce as much and therefore lay off or fire workers.  Business fluctuations are endemic 
to market economies. 
 
Planning: Theoretically there should be no recessions since the government is choosing 
the levels of production.  Of course, the government might well make mistakes in 
planning that might lead to economic underperformance.   
 
This is the main argument for planned economies – they can, in principle, deliver steady 
uninterrupted growth and are less volatile than market economies.  The sharp and sudden 
growth experienced in Singapore, Taiwan, and S. Korea are all directly attributable to 
economic planning.  Other historical examples include the growth of Chile under 
Pinochet, the post-Mao development of China, and Japan’s economic miracle in the 
1970s and ‘80s.  
 
Scorecard:    Market   Planning
What to produce:     X 
How to produce:     X 
Income equality:    debatable 
Business fluctuations:        X 
 
As you can see from this scorecard, the choice between the market and planning is not 
clear cut.  A country with a deep aversion to business cycles might choose planning 
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despite the market’s advantages in other areas.  This is especially true if income equality 
is a major concern. 
 
Most, but certainly not all economists would argue that the advantages of the market 
probably outweigh its disadvantages, but reasonable people could disagree. 
 
 
Major Ownership Issues: Capitalism vs. Socialism 
One major distinction between capitalism and socialism is one of inequality. Under 
capitalism, individual citizens own businesses and receive the profits earned by these 
businesses.  In other words, if you own stock in the right company you can hypothetically 
make a fortune.  Under socialism this is impossible since major firms are owned by the 
government and it is the government that receives the profits, not individual citizens.  The 
fact that capitalism frequently generates inequality of income is often used as an 
argument in favor of socialism. 
 
On the other, there is little incentive for risk-taking and entrepreneurship under socialism 
since the individual gains nothing if his or her company succeeds.  Most economists 
would argue that the right to own property (“property rights”) and the ability to profit 
from that ownership encourages innovation, entrepreneurship, and the creation of wealth, 
which ultimately produces higher living standards for all.   
 
Again, we see that reasonable people could disagree as to the better system. 
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