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		Abstract

		The fall of the Berlin Wall in November 1989 was the defining economic event of our lifetime. It marked the end of the most extensive controlled experiment in the history of social sciences â€“ the division of Germany into two economic zones, one centralised and planned, the other a market economy. After forty years, the gap in living standards between the two was so extreme that the experiment was terminated.    

This outcome is counterintuitive. A striking formulation by Ken Arrow and Frank Hahn spells out the issues. The immediate 'common sense' answer to the question 'what will an economy motivated by individual greed and controlled by a very large number of different agents look like?' is probably: 'There will be chaos'. Even in the 1960s, most countries â€“ developed and developing â€“ outside the United States believed that central planning should be at the centre of their economic management. The US itself was concerned that the Soviet Union might achieve technological superiority.    

So why did markets perform so well? A popular caricature of the market economy sees greed as the dominant human motivation, and economic progress best achieved by acknowledging that behaviour and imposing as few restrictions as possible on what these greedy people do. This is the economic environment of Nigeria and Haiti, and it does not work: it is the commercial environment of the Ik tribe described by the anthropologist Colin Turnbull and of Lehman described by the inmate Laurence McDonald, and it does not work there either.    

Greed must be constrained, but it is inadequate to describe that constraint simply as 'the rule of law'. The property rights that are critical to 'the rule of law' are not given by nature, but are socially constructed. Information asymmetry is endemic in modern economies with complex products, and that asymmetry is handled mainly through the mechanisms of trust relationships and reputation. Market economies operate with far more coordination and cooperation than the model of unrestricted greed allows. The simplistic account of human motivation based on self interest comprehensively fails to recognise the real complexities of human behaviour.    

So what are the real strengths of the market economy? There are three components. Prices act as signals; the operation of the price mechanism is a better guide to resource allocation than central planning. Markets function as a process of discovery â€“ the chaotic process of experimentation through which a market economy adapts to change. And markets yield benefits from the diffusion of political and economic power. Prosperity and growth require that entrepreneurial energy should be focussed on the creation of wealth rather than the appropriation of other people's wealth. Decentralisation of authority and deconcentration of activity limit rent seeking. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	

























    
    










    
    
    
    
















	






	
		Suggested Citation:
		Suggested Citation
	

	
		
			Kay,  John, The Rationale of the Market Economy: A European Perspective. Capitalism and Society, Vol. 4, Issue 3, Article 1, 2009,  Available at SSRN: https://ssrn.com/abstract=2209405
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	


	























	
	

		

		

		
		
		

		
		
			
				
					
						John Kay (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				St John's College, Oxford  ( email )

			

			
			
				
				
				
					St John's College, St Giles
Oxford, Oxfordshire OX1 3JP
United Kingdom

				

				
			

			
				
				
					HOME PAGE: http://https://www.sjc.ox.ac.uk/discover/people/professor-john-kay/
				

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    1,934

			

		
		
		
			Abstract Views

			    5,735

		

		
		 
		
			Rank

			   15,799

		

		
	


	
		
            
            	        2 Citations
		

	

	
		
			
				       22 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Capitalism & Society

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Capitalism & Society

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,560

                                    

                                    
                                        PAPERS

                                              179

                                    

                                

                                
                            

                        

                    

                
	
                    Philosophy & Methodology of Economics eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Philosophy & Methodology of Economics eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              371

                                    

                                    
                                        PAPERS

                                            4,446

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Kevin D. Hoover at Duke University - Departments of Economics and Philosophy

                                    

                                
                            

                        

                    

                


            

            
                
                

                	
                    Comparative Political Economy: Comparative Capitalism eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Comparative Political Economy: Comparative Capitalism eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                               75

                                    

                                    
                                        PAPERS

                                            9,473

                                    

                                

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        The Business School Business: Some Lessons from the U.S. Experience

                        
                            By
                                
                                
                                    
                                    Jeffrey Pfeffer
                                     and 
                                
                                    
                                    Christina Ting Fong
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        The Devil's Advocate Responds to an Mba Student's Claim that Research Harms Learning

                        
                            By
                                
                                
                                    
                                    J. Scott Armstrong
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Why Do Economists Disagree About Policy?

                        
                            By
                                
                                
                                    
                                    Victor R. Fuchs, 
                                    
                                
                                    
                                    Alan B. Krueger, ...
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Doing Well by Doing Good: The Grand Illusion

                            
                                By
                                    
                                    
                                        
                                        Aneel G. Karnani
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.063 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	

