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1. INTRODUCTION:

Since the fall of the Berlin wall in 1989, the world is following the trend of liberalisation towards market economy. Countries of central eastern Europe and the former Soviet Union have adopted western market systems, the financial barriers have been reduced globally as well as trade barriers and public ownership. The United States and Europe have forced this development for decades together with international institutions such as the World Bank or the IMF which tried to guide the transitions. Most economists see a strong linkage between liberalization and growth and describe this process as successful for most countries.

But what is a free market economy and which countries have really entered this stage and which not? Isn’t the discussion market vs. plan already forgotten? Which problems have occured and are market-oriented solutions again the answer?
To find answers to those questions, it is necessary to think about different ideas of market and plan to find a clear definition of what a market -  and a planning economy exactly are and how to measure them. I will go through several aspects to measure which regions of the world are closer to a free market economy and which parts use still or again planning tools. The next step is to describe how liberalized or market-oriented the globe in 2005 is, in fact.  Furthermore I will mention current economic poroblems, which occured in the last years and to which there are no clear solutions. The conclusion sums up and gives a careful outlook.

2. THEORETICAL PART

2.1. Definitions

To speak about market economies and planning systems and to measure the ‘distance to a full-market economy’, it is essential to have a clear definition of these terms. What is a free market economy and what is a pure planned economy?

Markets provide forums for trading goods and services, while the prices of the goods and services are determined by agreements which occur as a result of sellers’ asking prices matching buyers’ bid prices. Therefore prices should be at least as high as the costs of production or higher according to strong demand. In markets prices show how short goods are.

 The next step should be to distinguish between markets and free markets. The market mechanism, forced through supply and demand, is also existing when the state puts high taxes on a certain good. But the price could no longer fulfill its original function. A market that has little or no governmental intervention is called a free market. The free market itself does not include any kind of distribution between parts of the society or equality of chances. Having the concept of markets and free markets in mind, we could define the term market economy. According to Adam Smith an economy, which is organized by markets and whose participants could act due to their individual intrests could be called market economy. Smith was convinced that even if every individual market participant were to act selfishly (homo oeconomicus), this would be of a benefit to the economy as a whole. 

A more appropriate and often used definition is given by Todaro: Market economy is “a free private-enterprise economy governed by consumer sovereignty, a price system, and the forces of supply and demand.”
 Even if many countries could be described in this way, the definition does not include the level of state activity. So it is not convinient to define a full-market economy. To get a pure idea of market economy, we can use the work of Robert Nozick. In his book ‘Anarchy, State and Utopia’ he presented the idea of a ultraminimal state and the domination of market mechanism, which could be seen as an extrem. Nozick starts in this thought experiment in the world of anarchy and adds then basic elements of a state. In his concept the public sector is limited to the narrow functions of protection against force, theft, fraud and enforcement of contracts.
 When a state has more responsibilities than these, Nozick argues, rights will be violated. This idea of an economic system provides, on the one hand, a maximum of individual sovereignty and freedom in production, consumption and trade and on the other hand the lowest amount of intervention in market mechanism which is possible. Therefore we could define a free-market economy as an economy, which is organized through the highest possible usage of free markets and which is based on a minimal codex of law which guarantees only property rights and a frame for treaties. This theoretical model of such a large-scale free market economy might not occur in reality, however, this idea seems to be the purest definition.

On the other hand we can define a plan economy as the opposite of a free market economy. Therefore, economic planning: “may be described as a deliberate governmental attempt to coordinate economic decision-making over the long run and to influence, direct, and in some cases even control the level and growth of a nation’s principle economic variables (income, consumption, employment, investment, savings, export, import, etc.) to achieve a predetermined set of development objectives.”
 In other words, the more centralized, regulated and directly influenced an economy is the closer it comes to a fully-planed economy. For any measurement in the 21th century it seems to be important to stress that the idea of  a planned economy should not automatically be mixed up with the political concepts of socialism or communism.

2.2. Measurement

2.2.1. Internal

MONETARY POLICY

The organisation of money supply might be not the most important criterium of a market economy, but still there are different options to arrange monetary policy. Following Nozick, there should be basic rules of setting the supply, which allow the market forces to find the right prices and interst rates. Milton Friedman, a famous representative of monetarism, suggested to fix the annual growth of money supply at a certain level. This would give planning reliability to firms and consumers while having zero interventions in the market mechanism. Another possibility could be a growth rate which is fixed to GDP growth. In fact, those liberal techniques did not win too much recognition. Closer to reality is the so called Taylor-rule, which provides still a simple concept, but with a quite active role of the state. The idea is to take the risk of inflation as well as the target of GDP growth into account and put this together into one equation, which determines the monetary policy. Although the US Central Bank Fed does not explicitly follow the rule, analyses show that the rule does a fairly accurate job of describing how monetary policy has been actually conducted during the past decade under Alan Greenspan. On the other side of the Atlantic the European Central Bank tries to concentrate only on the containment of inflation and holds its intrest rates more constant. A next step towards a planning economy would be a direct control over interest rates by regulating the banking sector or even a direct setting of prices.
WAGES PRICES

A very central aspect of measuring the degree of comand or planning economy is the liberty of wages and prices. Prices mirror society’s demand for those products as well as the shortage of goods. And wages are nothing else than prices for the good of human work. If a state sets prices, introduces minimum or maximum prices or uses regulations or subsidies, the pure market result is deranged. Finding a reasonable measurement, which shows an average of all these types or intervention into market mechanism is not easy and depends strongly on the subjectivity of the scientist.

INTERVENTIONS AND PROPERTY RIGHTS

According to huge differences in standards of living and the exploitation of labor force in the 19th century socialistic ideas became more popular. The question arose, shouldn’t the production of a society be organized by the society as a whole? Since 1989 discussion is more about efficiency and market failures than about exploitation of the working class. Having in mind the definition of Todaro, one of the preconditions of market economies is that enterprises are private. The underlying assumption is that public companies tend to be monopolies and could not provide goods in the same way than firms under market competition. Without any competition between suppliers, consumer sovereignity is limited  due to the very narrowed variety of products in this certain sector. Therefore the private ownership of capital seems to be indeed a precondition of a market economy.  The Heritage Foundation is measuring this issue by taking the share of revenues from state-owned enterprises to total government revenues.
 Another possibility would be to take the ratio of the value of goods and services which are produced by public companies to GDP.  

Basic property rights are given in nearly every region of the world. In developed countries there are only questions about some crucial goods like water, education or natural monopolies like railway systems or electricity. 

FISCAL BURDEN

An often used assumption is that taxes and government spendings lead to disruptions of the market system – if there is an increase of the price caused by a certain tax, the market forces will be different. Especially when there are different tax rates for different goods, prices are no longer indicators of scarcity. Therefore we could assume, the higher the rate of government spending to GDP is, the bigger the distance to a full-market economy must be. In the case of transfers the argumentation is similar. Having Nozick’s theory in mind, to be insured against unemployment does not have to be matter of state. In fact, a public insurance against unemployment didn’t exist in any European country till the end of the 19th century. It was a question of market as well as basic social welfare. Besides the ‘social question’ pure public goods such as defense, law and order and environmental protection could not be provided by private markets alone, because as long as everybody shares their benefits automatically, no one is willing to pay more for them individually. Table 1 shows the ratio of government spendings and transfers to GDP and its clear trend. In each of the developed countries the state became much more active during the last 100 years. While all of today’s OECD countries had a ratio beyond 20% in 1910, the average in 1993 was at 52,5%. In most cases the value of the governmental share of the national economy is 4 or 5 times bigger than it was in 1910, although ratios have stabilised during the last two decades.     

TABLE 1 : Government spendings and transfers – GDP ratio.  

	Country
	1910
	1960
	1993/94
	2004

	USA
	8,5
	27,8
	34,5
	35,2

	Germany
	15,1
	32,0
	48,6
	47,6

	Sweden
	11,2
	31,1
	70,1
	57,2

	China
	-
	-
	19,0*
	-

	Japan
	14,2
	20,1
	36,9
	38,1

	OECD - Average
	-
	28,8
	52,5
	-


Sources: Lindlar, Ludger: „Das missverstandene Wirtschaftswunder:  Westdeutschland und die westeuropäische Nachkriegsprosperität.“,1997; OECD (1993/2004), *World Bank

2.2.2.External

FINANCIAL BARRIERS

All obstacles for free movement of capital such as limitations in convertibility of currencies, restrictive regulation of foreign direct investment or ownership of land could be summerized as financial barriers. Those instruments prevent a free allocation of capital and disturb therefore the pure market forces aswell. Due to the post Bretton-Woods period and the dramatic increase in trade and foreign investment this issues has become more and more important. The IMF and the Worldbank have a crucial function as abortionists of liberalisation. At least since the Asian crises of the late 90s there is the question how strongly regulated financial movements should be, especially short – term speculations.

TRADE

An essential aspect connected to market economy is, of course, the protection of the domestic market against foreign suppliers. Trade barries constraint the mechanism of supply and demand and lead theoratically to market inefficiency. 

Countries use several tools for market protection. The most common instrument are tariffs (ad valorem). Functioning like a VAT for imported goods, tariffs normally lead to a higher domestic production of a certain good, but also to an increase of the price. Besides those custom tariffs many countries use specific duties or specific tariffs to protect their economy. These duties are connected to the weight of the imported goods to prevent fiscal evasion. This instrument is often used for agricultural commodities, like bananas or sugar. The next type of trade barriers are quotas. Quotas are just limitations for imports, like the EU has it for clothes from China or the US still for some agricultural products. These concrete trade barriers could be supported by several non-tarriff barriers like regulations.

This canon of trade barriers makes it difficult to measure the average of protection. Another problem are preferential agreements between countries, which provide a special height of the tariffs and at least there thousands of products, which makes it even more difficult.

Once we could measure an average level of protection, it is easy put it on a scale. Theoretically, the highest possible degree of market orientation would be a situation without any trade barriers – an absolute open economy.

2.2.3. Valuation

After having decided which aspects should be considered to measure the market-orientation of an economy, economists have to weight each aspect to create an index or average. The World Bank for instance took 1996 only three crucial categories and multiplied the result of each with a certain parameter (Domestic markets and prices 0.3 /Foreign trade and currency convertibility 0.3 /Openess for new business entry 0.4).
 In this way especially the external were seen as very important. The heritage foundation has again different categories and parameters. It is obvious that the result of any index of liberalisation or freedom  is very dependent on the statistical decisions of the scientists. 
3. From 1989 till today

From the perspective of 2005 it is clear that nearly all kinds of governments – capitalist and socialist, industrial and developing  - have been reducing the scope of controls and adopting market mechanisms instead to guide their economies. Especially since 1989 the cold war of economical ideology has ended. The empirical evidence of the higher inefficiency of state-owned firms led to the philosophy of liberalization. Installing well defined and exclusive property rights is seen as necessary to provide a reasonable usage of ressources and an innovative business climate. 

3.1.INTERNAL

In the years after 1989 most of the new independent states (NIS) and the CEE countries moved to expand the scope for private property and to put it on an equal footing with state property -  whether through privatization of state-owned firms or through the emergence of new firms - key element in reform. Some countries chose the route of mass privatization through voucher schemes (for example, the former Czechoslovakia and Russia), while others chose to sell state-owned enterprises (Hungary and Poland). 

In fact, we can observe different ways of replacing the organisational structure of the economy. A first one is a very fast transition which might take only a few years. Poland was the boldest in attempting to create the so called shock therapy. An other possibility is a reform step-by. Hungary, having begun to move toward a market system long before 1989, moved more cautiously to introduce further market reforms. Other countries as China or Vietnam started with reforms earlier and hold still the supremacy of state ownership, although they do allow private property and have provided wide scope for long-term leases of property by individuals and small businesses. Those market-reforms over many years or even decades are called transformation. Connected to different kinds of changes the macroeconomic performance of the countries differed a lot. Generally we could say, the faster the reforms were made (transitions) the faster the economy suffers and recovers from it. While Poland had it’s lowest level of labour productivity compared to 1989 already in the years 1990/91, Hungary’s decreased till 1992.
 Russia and Ukraine started with a shock transition due to implosion of the Soviet Union, but continued with a relative slow transformation period. Corresponding to that, the productivity decreased till the mid-90s. China and Vietnam even hadn’t any decline in terms of productivity due to a slow transformation.
 Of couse, the success of market reforms depends on many other factors. Political institutions, corruption and the size of a country could be equally important to the economical performance. 

In other regions of the world like Latin America governments didn’t continue their path of liberalisation. The scepticism towards the ideas of the Washington Consensus and it’s favoured minimal government changed the political landscape in the 80s and brought many socialistic parties into power which led generally to a slowdown of market-reforms. But in single countries things developed different. While countries like Chile or Peru were more market-oriented, Venezuela’s economy i.e. is hardly regulated.

In the developed world big shifts didn’t occur. Some countries, especially European ones, privatized key sectors such as railway, telecommunication or even health care. Great Britian in this sence is the most market-oriented big economy. 

3.2. EXTERNAL

In the case of external issues things are easier. IMF and WB, the  Uruguay-round and from 1995 onwards the World Trade Organisation (WTO) built a global, institutional frame for constant  liberalisation of trade and capital movement. Related to this development, import and export – ratios increased in the most regions. 

The financial crises in East Asian in the late 1990s and the growing fears and protests concerning globalisation led to public discussions about international liberalisation, but didn’t prevent itss continuety.  

4. THE CURRENT SITUATION

Compared with the situation 20 years ago, today’s world is in a much more market-orienteted shape. Due to the developments which were described in chapter four, we could say that a major part of the former so called planned economies shifted through transition or transformation periods towards more market based organisations and private ownership of capital. This process is still going on in most of those areas, although many countries especially in eatern Europe consider the biggest part of the changes as done. On the other side, having in mind the ongoing liberalisation of international economics (external: trade barriers/ financial barriers), developed countries in general have found an equilibrium in their distance towards a free market economy. That means the world economy as a whole moves slightly in the direction of market and converges in its systems. This convergence is based on empirical evidences as well as on a convergence of theory. The academical controversions of today might be about the introduction of a global tax for short-term capital movements, but not about planned economy. But still, if we confront the current situation with the idea of Nozick’s minimal state, the world economy is far away from this free market economy. That means, the trend was clearly going towards Nozick’s utopia, but it seems to stabilize somewhere in between.  Especially in the areas of fiscal burden and monetary policy for some reasons state tend to be still quite active. Connected to that, we observe that despite the general convergence of systems, countries find relative different ways within this development. Huge parts of South America have shifted again slightly towards more state intervention in order to reduce povetry. In Europe we can differ between social market economies in which many sectors are organized by the state and which provide a huge level of reallocation and relative free market economies with a very high degree of private ownership and flat taxes. There seems to be a synergy between state and market which needs to be supported to accelerate the development. It is accepted that the private sector is best suited for direct production of consumer and producer goods or for inducing innovation and change. But government still has extensive functions in dealing with new market failures (such as imperfect information and incomplete and imperfect markets), providing public goods, satisfying merit such as education and health, reducing povetry, providing physical and social infrastructure and protecting the environment.
5. NEW AND OLD CHALLENGES

Knowing the trends and the situation of today’s economy there is one important aspect for making conclusions concerning the future. But what are the problems which occured in the last years and what might be the challenges of the future?

The most important issues are well-known already. The poverty in huge parts of our globe exists still and is in some countries even worse than fifty years ago. Especially the situation in Africa neither improved under socialistic regimnes nor under the liberal influences of the last decades. Although the specific geography and political and cultural problems cause very difficult conditions, economical theory as well as economical reality couldn’t find solutions, yet. The second big challenge could be seen in environmental issues. Are the instruments of market mechanism enough to protect the environment globally or should there be more interventions? Another problem could be seen in the organisation of international financial markets. A floating currency system and liberalised financial movements on the one hand and the concentration of capital on the other is a dangerous mixture which could lead into new big crisis followed by political catastrophies.  Unclear is how to moderate huge changes in supply of work or capital during the process of globalisation. Are countries or regions market competitors like companies? Corresponding to that, and having in mind that some companies’ revenues outnumber the GDP of middle-sized economies, in how far is this again a kind of planned economy? Should the size and the market power of companies be limited?    

6. CONCLUSIONS

Distinction between free market economies and planned economies is complex and multidimensional. A clear and reasonable measurement is difficult and is mostly not strong in its conclusions. According to the end of the ideogical war between those systems and the common sense in today’s theory, there is no reason to use such a mega-perspective. More useful is to observe the single issues and aspects (chapter 2) instead of mixing them together.  

Economical science also should not present general solutions in this content. Each country or society has to decide about its requirement for institutions, rules and regulations for the proper functioning of the (market) economy, although the freedom of finding the propper distance towards market economy is very limited. Especially developing countries are strongly dependent on international agreements and institutions. The global policy must find the right economical instruments to solve the problems of the future. It is quite sure that those neither will be based on pure market mechanism nor on centralized and long-term planning and regulating. 
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