Lesson #2:
Missing Markets and Missing Prices — The Task of the Planning Ministry
Key Economic Concept:
Markets provide information in the form of prices.


Related concepts:
Markets
Opportunity cost



Prices
Information costs



Competition
Demand and Supply



Investment

Content Standards and Benchmarks (3, 7 and 8):
Standard 3: Students will understand that:  Different methods can be used to allocate goods and services.  People, acting individually or collectively through government, must choose which methods to use to allocate different kinds of goods and services.

Benchmarks:  Students will know that:
· No method of distributing goods and services can satisfy all wants.

· There are different ways to distribute goods and services (by prices, command, majority rule, contests, force, first-come-first-served, sharing equally, lottery, personal characteristics, and others), and there are advantages and disadvantages to each.

· Scarcity requires the use of some distribution method, whether the method is selected explicitly or not.

· There are essential differences between a market economy, in which allocations result from individuals making decisions as buyers and sellers, and a command economy, in which resources are allocated according to central authority.

· People in all economies must answer three basic questions:  What goods and services will be produced?  How will these goods and services be produced?  Who will consume them?

· National economies vary in the extent to which they rely on government directives (central planning) and signals from private markets to allocate scarce goods, services, and productive resources.

· Comparing the benefits and costs of different allocation methods in order to choose the method that is most appropriate for some specific problem can result in more effective allocations and a more effective overall allocation system.

Standard 7:  Students will understand that:  Markets exist when buyers and sellers interact.  This interaction determines market prices and thereby allocates scarce goods and services.

Benchmarks:  Students will know that:
· Market prices are determined through the buying and selling decisions made by buyers and sellers.

· Relative price refers to the price of one good or service compared to the prices of other goods and services.  Relative prices are the basic measures of the relative scarcity of products when prices are set by market forces (supply and demand).

Standard 8:  Students will understand that:  Prices send signals and provide incentives to buyers and sellers.  When supply or demand changes, market prices adjust, affecting incentives.


Benchmarks:  Students will know that:
· Scarce goods and services are allocated in a market economy through the influence of prices on production and consumption decisions.

· Changes in supply or demand cause relative prices to change; in turn, buyers and sellers adjust their purchase and sales decisions.

· Government-enforced price ceilings set below the market clearing price and government-enforced price floors set above the market clearing price distort price signals and incentives to producers and consumers.  The price ceilings cause persistent shortages, while the price floors cause persistent surpluses.
Lesson Theme:  In the absence of markets, the planning ministries of the Soviet Union faced an impossible task in trying to gather, analyze, and disseminate the information necessary to answer the basic economic question of how to allocate resources for the purposes of production and consumption for an entire nation.

Student Activity:  Missing Markets

Students participate in a simulation in which their allocative task is hampered by their inability to access the information that markets provide.  Then, the level of consumer satisfaction the allocators create is measured against that generated by a market.

Key Points:
1.
The opening lesson alluded to the great imbalances between spending on consumer goods and investment in capital goods by the Soviet economy and how these imbalances were the logical consequence of the choice made by the revolutionaries and their successors to create a centrally directed economy emphasizing priority sectors.

· The next four lessons will look at the components of the Soviet economy with an eye to revealing the structural weaknesses that, despite massive investment, prevented the Soviets from reaching the levels of production and of productivity achieved by western economies.

2.
Review:  All economies, whether planned or market-based, face choices about how to allocate resources.

· There are simply not enough resources — natural, human, or capital — to allow all wants to be met.

· This constraint results from scarcity rather than from the type of economic structure.

· All economic systems must make choices about how to use limited resources.

· Different economic systems use different methods to decide what combination of goods and services to produce and how to direct resources to their end uses.

· Regardless of the type of system, the inescapable fact of scarcity results in many interests competing for the resources that are available.

3.
Market economies make decentralized decisions about resource use; centrally directed (or command) economies like the Soviet Union, used centralized decision making.

· In market based systems, coordination of production and distribution is left to individual initiative.

· Suppliers of goods and services, motivated by profit, produce in response to demand by consumers.

· Suppliers of capital, natural resources, and labor offer their services, in return for income, in response to demand by producers of goods and services.

· The choice to buy or sell any resource, product, or service involves an opportunity cost — the value of the choice that is foregone.  (Choosing is Refusing.)

· Prices offer buyers and sellers information regarding the value of the resources for various uses as well as the value of the goods and services made from those resources.

· Prices let producers and sellers know when to expand or reduce supply; by comparing the cost of producing a unit to the potential revenue to be earned.

· Prices impose constraints on buyers who must pay for whatever is consumed out of their limited budgets.

· Market prices allocate resources (and goods) to their highest valued uses — uses with values above the opportunity costs.

· Thus Michael Jordan plays professional basketball rather than playing baseball or being a singer.  Ross Perot, on the other hand, develops and leads companies rather than playing professional basketball.

4.
The Soviet Union had almost no markets, and prices and wages in most cases were set by the central planners.  The economic problem then became:  In the absence of the information that markets provide, how are the questions of production and distribution to be answered?  This was the dilemma facing the central planning ministry of the Soviet economy.

· Major economic goals for the Soviet Union were set by the Politburo and Gosplan, the central planning agency.

· The goals tended, of necessity, to be very broad in nature, but clearly reflected the priorities of the leaders.

· This centrally directed goal setting (through 5 Year Plans, etc.) had some advantages, particularly in the early years when the economy was fairly simple:

· The system had the ability to mobilize high investment levels, which led to rapid industrial growth.

· The goal-setting process served the priorities of government leaders, who saw in rapid industrial growth the steady enhancement of military capability.

· The control mechanism for allocating resources was relatively simple.

· The system could eliminate any wasteful competition and could exploit economies of scale (the efficiencies that may result from large-scale, over small scale, production).

5.
In the Soviet Union, central planning attempted to take the place of markets.

· In market economies, the buying and selling interactions of producers and consumers set prices, identify priorities in both consumer and resource markets, and generate information vital to accurate forecasting of future demand and resource availability.

· In planned economies, some one or some central agency must

· project desired output in both the consumer and producer sectors;

· identify available resources; and

· make decisions about the allocation of those resources based on output goals in the many separate sectors of the economy.

· The implementation of economic plans in the USSR was the responsibility of Gosplan.

· In its annual plan, Gosplan calculated theoretical inter-industry balances and tried to model the resource requirements for every product group.

· The administrative requirements of such a plan resulted in the creation of more than 50 vertically integrated industrial ministries that were:

· responsible for assigning production plans and allocating resources to enterprises scattered across 9 times zones in Europe and Asia; and

· by the 1980s, responsible for coordinating and directing the production of 24 million different products, trying to match quantities supplied to quantities demanded.

· The ministries faced the daunting task of trying to gather information and the frustration of having little ability to alter the Gosplan’s distribution of resources.

· Although prices were fixed by Gosplan, a retailer could get some signal that stylish women’s shoes were in deficit or that four fingered gloves were in surplus and could pass this information to the ministry level in Moscow.

· However, the ministry had little hope of correcting shortages or surpluses because it could not significantly affect the allocation of resources.

· Decisions about overall resource allocation were made by the Politburo.

6.
In the economy of the Soviet Union, production responded to administrative instructions, not to market signals, with predictable consequences:

· There was no reliable or efficient way to measure consumer demand for goods and services, or consumer satisfaction with the goods and services they were able to acquire.

· Everything produced was distributed, though not always sold, so there was no measure with which to forecast quality needs, style, or changing consumer tastes.  The system would fluctuate between severe shortages and large unsold inventories.

· Highly desired goods generated long lines of waiting customers, but not higher prices; therefore, valuable resources were not systematically allocated to their highest valued uses because values of goods and of resources were not reflected in prices.

· Styles and production levels might be set at the ministry level for women’s boots.  In the event that women didn’t like the boots and didn’t buy them, the factory still produced to its target, and the boots were shipped to warehouses and stored for years.

· The ministry engaged in a great deal of negotiation to acquire resources.

· The control that officials had over resources led to the common practice of taking favors, or even bribes, in return for resources.

· While officials did not own the resources, they certainly controlled them.

· In anticipation of shortages, production managers often hoarded spare parts, tools, and other resources badly needed elsewhere.

· The system also encouraged ministers to conceal information on resource needs and production capabilities.

· The lack of good information and a feedback mechanism meant that resources were often assigned to less than their highest valued uses.

· Because the production targets were usually set as aggregates to be implemented by local officials and plant managers, the targets often resulted in incentives for illogical production.

· Size rather than number became the motivator when production goals were given in weight or tonnage of production, rather than in units.

· Examples include:

· lamps with heavy lead bases to increase tonnage; and

· huge nails and extremely thick panes of glass when nail and glass production were measured by weight.

· Targets set in number of units rather than weight resulted in very small products:

· thin nails,

· fragile glass,

· an overabundance of baby-sized clothes.

7.
In addition to missing markets for goods and services, the Soviet Union coped with missing markets in resources like financial and physical capital and land.

· The lack of capital markets meant that all major investment decisions were made by planners.

· Planners, who didn’t face the costs of their decisions, frequently tied up resources in large scale grandiose projects.

· This left out the possibility of small scale individually financed projects that are a major component of successful western economies.

· Land uses and housing were determined by planners as well.

· This led to inflexible conditions of use that hobbled the Soviet economy:

· housing concentrated at the edges of cities;

· factories built in the countryside despite high transportation costs; and

· shoddy high-rise apartment buildings that workers considered undesirable.

Conclusion:  As the Soviet economy became more complex, costs of information about resource values and people’s desires rose astronomically.  The planning problems became increasingly daunting and eventually insurmountable.  No matter their size or complexity, the ministries could not hope to replace the information gathering and dissemination functions so efficiently carried out by market prices.  The lack of market information on the values of goods, services, and resources in the Soviet Union, and the increasing ability of western market-based economies to use and move information rapidly widened the gap in standards of living.

copyright © 1998 Foundation for Teaching Economics                                                        Lesson Two / Page 6

