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1.0

OBJECTIVES

1.7

After studying this unit you will be able to know:
● The basic areas of microeconomics.
● The importance and objectives of macroeconomics.
● The basic difference between micro economics and macroeconomics.
● The components of Macro Economics.
1.1

INTRODUCTION

In the present-day sense, Economics is a subject whose study helps individuals, groups,
nations and even international organizations make important choices for material
welfare, both short-term and long-term, under limitations or constraints of resources.
Under its widespread umbrella comes the individual or the household going to the
market, the firm trying to make profits, the village growing into an industrial town, the
less developed country striving for development, multinational organizations and the
world economy in general.
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Economics is concerned with the well-being of all people, including those with jobs
and those without jobs, as well as those with high incomes and those with low incomes.
Economics acknowledges that production of useful goods and services can create
problems of environmental pollution. It explores the question of how investing in
education helps to develop workers’ skills. It probes questions like how to tell when
big businesses or big labor unions are operating in a way that benefits society as a whole
and when they are operating in a way that benefits their owners or members at the
expense of others. It looks at how government spending, taxes, and regulations affect
decisions about production and consumption.
It should be clear by now that economics covers a lot of ground. That ground can be
divided into two parts: Microeconomics focuses on the actions of individual agents
within the economy, like households, workers, and businesses; Macroeconomics looks
at the economy as a whole. It focuses on broad issues such as growth of production, the
number of unemployed people, the inflationary increase in prices, government deficits,
and levels of exports and imports. Microeconomics and macroeconomics are not
separate subjects, but rather complementary perspectives on the overall subject of the
economy.
To understand why both microeconomic and macroeconomic perspectives are useful,
consider the problem of studying a biological ecosystem like a lake. One person who
sets out to study the lake might focus on specific topics: certain kinds of algae or plant
life; the characteristics of particular fish or snails; or the trees surrounding the lake.
Another person might take an overall view and instead consider the entire ecosystem
of the lake from top to bottom; what eats what, how the system stays in a rough balance,
and what environmental stresses affect this balance. Both approaches are useful, and
both examine the same lake, but the viewpoints are different. In a similar way, both
microeconomics and macroeconomics study the same economy, but each has a
different viewpoint.
Whether you are looking at lakes or economics, the micro and the macro insights should
blend with each other. In studying a lake, the micro insights about particular plants and
animals help to understand the overall food chain, while the macro insights about the
overall food chain help to explain the environment in which individual plants and
animals live.
In economics, the micro decisions of individual businesses are influenced by whether
the macro economy is healthy; for example, firms will be more likely to hire workers
if the overall economy is growing. In turn, the performance of the macro economy
ultimately depends on the microeconomic decisions made by individual households
and businesses.
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1.2

MICROECONOMICS

What determines how households and individuals spend their budgets? What
combination of goods and services will best fit their needs and wants, given the budget
they have to spend? How do people decide whether to work, and if so, whether to work
full time or part time? How do people decide how much to save for the future, or
whether they should borrow to spend beyond their current means?
What determines the products, and how many of each, a firm will produce and sell?
What determines what prices a firm will charge? What determines how a firm will
produce its products? What determines how many workers it will hire? How will a firm
finance its business? When will a firm decide to expand, downsize, or even close? In
the microeconomic part of this book, we will learn about the theory of consumer
behavior and the theory of the firm.
Classical economists like Adam Smith, J.B.Say, and David Ricardo had been
concerned with the nation or the country as a whole, and drew their conclusions on an
aggregative basis. Their analysis was more macro than micro in nature. Neo-Classical
economists like Alfred Marshall, Menger, W. S. Jevons were concerned with
households and firms as individuals rather than aggregative entities and used `marginal’
(small additional or incremental) units in their methodology. The `margin’ was the
concept they used in their technique of study. The old-fashioned Neo-Classical theory
of Marginal Utility, for example, says that the price of a commodity is decided by the
additional `utility’ that a small additional unit of it yields. Micro-economics is
Economics using the perspective of small, micro units.
Basic Areas of Micro-economics:
● Consumer Choice and Demand - This deals with how an individual consumer(
person or household) chooses what quantities he/she should buy at certain market
prices so as to maximize satisfaction, i.e., how a Demand Curve or function is
arrived at, for the individual and for the Market.
● Production – Cost, Revenue, Profit This relates to how a productive unit, say, the
firm, chooses, on the basis of cost considerations and revenue prospects, what
quantity to produce and sell so as to maximize profits, i.e., how a Supply Curve or
function is arrived at both individual and Market levels.
● Market - Structure and Strategy Markets can be of various forms or structures,
beginning with Perfect Competition, Monopolistic Competition, Oligopoly,
Duopoly and Monopoly. In addition to standard tools of Geometry and Calculus,
Game Theory is often used to analyze the various strategies suitable for the various
3

markets. So after the analysis of Consumption and Production, comes the analysis
of Markets.
● Factor Payments, Risk, and Uncertainty: This relates to the determination of
payments for the various factors of production, such as rent, wages and profits, in
terms of marginal productivity, reward for risk-taking etc.
● Welfare Economics: This relates to the maximization of satisfaction or welfare for
the society rather than the individual. It encompasses situations of Market Failure,
caused often by Externalities, as well as problems caused by information that is
Asymmetric.
● International Trade: Like two or more individuals, countries too can come
together in relations of production and exchange. This inter-national trade too is
analyzed in Micro-economics, beginning with the theories of the Mercantilists and
Adam Smith to more modern ones. The treatment however is different from that of
Open Economies in macroeconomics, say, by Mundell-Fleming.
1.3

MACROECONOMICS

An economy’s macroeconomic health can be defined by a number of goals: growth in
the standard of living, low unemployment, and low inflation, to name the most
important. How can macroeconomic policy be used to pursue these goals? Monetary
policy, which involves policies that affect bank lending, interest rates, and financial
capital markets, is conducted by a nation’s central bank. For the United States, this is
the Federal Reserve. Fiscal policy, which involves government spending and taxes, is
determined by a nation’s legislative body. For the United States, this is the Congress
and the executive branch, which originates the federal budget. These are the main tools
the government has to work with. Americans tend to expect that government can fix
whatever economic problems we encounter, but to what extent is that expectation
realistic? These are just some of the issues that will be explored in the macroeconomic
chapters of this book.
The British Economist, Alfred Marshall defined economics as: “the study of mankind
in the ordinary business of life; it examines that part of individual and social action
which is most closely connected with the attainment and with the use of the material
requisites of well being.”— Alfred Marshall (1920), “Principles of Economics”, 8th
Edition, Macmillan, New York Macroeconomics concerns with the study of aggregate
behavior in an economy, and is policy-oriented part of economics.
According to Dornbusch and Fischer (1994), pp-3, macroeconomics is concerned with
“the behavior of the economy as a whole – with booms and recessions, the economy’s
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total output of goods and services and the growth of output, the rates of inflation and
unemployment, the balance of payments, and the exchange rates.
Macroeconomics deals with long-run economic growth and with the short-run
fluctuations that constitute the business cycle.” Thus, the key concepts that are
discussed under macroeconomics are: aggregate price level, total output in the
economy, employment and unemployment levels, levels of interest rates, wage rates,
and exchange rates, growth rate of output, inflation rates, recessions and booms, trade
balance, fiscal and monetary policies, and national debt. Thus, macroeconomics
includes “those essentials [that] lie in the interactions among the goods, labour, and
assets markets of the economy, and [that] lie in the interactions among national
economies whose residents trade with each other.” (Dornbusch and Fischer (1994), pp3)
1.4

IMPORTANCE OF MACROECONOMICS

Macroeconomics is a branch of economics that carries significant value to any entity
that is involved in trade and commerce. Macroeconomics principles allow researchers
and other experts to predict a number of things related to economic markets and
monetary policies. Thus, macroeconomics is necessary to understand the behavior of
the entire economy, as a whole. It is necessary to understand the mechanisms which
determine the price level and output in the entire economy, the employment and
unemployment rates, the trade balance and foreign exchange reserves. Moreover, it is
also necessary to have a special branch of macroeconomics, other than microeconomics
because what holds for an individual unit may not hold for the aggregate. For example,
there is an increased demand for a good, and an individual firm producing that good
decides to produce more. This firm can produce more in the short run. However, if all
the firms in an industry try to do so, it is not possible, at least not in the short-run
because of limited availability of resources, like labour, capital, land, and others. As a
result, increased demand for the good will raise the price, without increasing its output.
Thus, what is true for an individual firm may not be true for an entire economy. Hence,
there is a need to study macroeconomics, as a separate branch of economics.
1.5

OBJECTIVES OF MACRO ECONOMICS

Broadly, the objective of macroeconomic policies is to maximize the level of national
income, providing economic growth to raise the utility and standard of living of
participants in the economy. There are also a number of secondary objectives which
are held to lead to the maximization of income over the long run. While there are
variations between the objectives of different national and international entities, most
follow the ones detailed below:
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● Sustainability - a rate of growth which allows an increase in living standards
without undue structural and environmental difficulties. 'Economic growth' will be
studied later on in this book.
● Full employment - where those who are able and willing to have a job can get one,
given that there will be a certain amount of frictional, seasonal and structural
unemployment (referred to as the natural rate of unemployment).
● Price stability - when prices remain largely stable, and there is not rapid inflation
or deflation. Price stability is not necessarily the same as zero inflation, but instead
steady levels of low-moderate inflation is often regarded as ideal. It is worth noting
that prices of some goods and services often fall as a result of productivity
improvements during periods of inflation, as inflation is only a measure of general
price levels. However, inflation is a good measure of 'price stability'. Zero inflation
is often undesirable in an economy. ("Internal Balance" is used to describe a level
of economic activity that results in full employment with no inflation.)
● External Balance - equilibrium in the Balance of payments without the use of
artificial constraints. That is, the value of exports being roughly equal to the value
of imports over the long run.
● Equitable distribution of income and wealth - a fair share of the national 'cake',
more equitable than would be in the case of an entirely free market. Like the other
economic objectives, the distribution of income is a partly subjective or normative
issue
● Increasing Productivity - more output per unit of labour per hour. Also, since
labor is but one of many inputs to produce goods and services, it could also be
described as output per unit of factor inputs per hour.
● Thermal Equilibrium - equilibrium in the Balance of payments without the use of
artificial constraints. That is, exports roughly equal to imports over the long run.
1.6

COMPONENTS OF MACRO ECONOMICS

Macroeconomics encompasses a variety of concepts and variables, but there are three
central topics for macroeconomic research. Macroeconomic theories usually relate the
phenomena of output, unemployment, and inflation. Outside of macroeconomic theory,
these topics are also important to all economic agents including workers, consumers,
and producers.
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1.6.1 Output and income
National output is the total amount of everything a country produces in a given period
of time. Everything that is produced and sold generates an equal amount of income.
The total output of the economy is measured GDP per person. The output and income
are usually considered equivalent and the two terms are often used interchangeably,
output changes into income. Output can be measured or it can be viewed from the
production side and measured as the total value of final goods and services or the sum
of all value added in the economy.
Macroeconomic output is usually measured by gross domestic product (GDP) or one
of the other national accounts. Economists interested in long-run increases in output
study economic growth. Advances in technology, accumulation of machinery and other
capital, and better education and human capital are all factors that lead to increase
economic output over time. However, output does not always increase consistently over
time. Business cycles can cause short-term drops in output called recessions.
Economists look for macroeconomic policies that prevent economies from slipping into
recessions and that lead to faster long-term growth.
16.2

Unemployment

The amount of unemployment in an economy is measured by the unemployment rate,
i.e. the percentage of workers without jobs in the labor force. The unemployment rate
in the labor force only includes workers actively looking for jobs. People who are
retired, pursuing an education, or discouraged from seeking work by a lack of job
prospects are excluded.
Unemployment can be generally broken down into several types that are related to
different causes.
●

Classical unemployment theory suggests that unemployment occurs when wages
are too high for employers to be willing to hire more workers.[citation needed] Other
more modern economic theories suggest that increased wages actually decrease
unemployment by creating more consumer demand. According to these more
recent theories, unemployment results from reduced demand for the goods and
services produced through labor and suggest that only in markets where profit
margins are very low, and in which the market will not bear a price increase of
product or service, will higher wages result in unemployment.

●

Consistent with classical unemployment theory, frictional unemployment occurs
when appropriate job vacancies exist for a worker, but the length of time needed to
search for and find the job leads to a period of unemployment.[26]
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●

Structural unemployment covers a variety of possible causes of unemployment
including a mismatch between workers' skills and the skills required for open jobs.
Large amounts of structural unemployment commonly occur when an economy
shifts to focus on new industries and workers find their previous set of skills are no
longer in demand. Structural unemployment is similar to frictional unemployment
since both reflect the problem of matching workers with job vacancies, but
structural unemployment also covers the time needed to acquire new skills in
addition to the short-term search process.

●

While some types of unemployment may occur regardless of the condition of the
economy, cyclical unemployment occurs when growth stagnates. Okun's law
represents the empirical relationship between unemployment and economic
growth. The original version of Okun's law states that a 3% increase in output would
lead to a 1% decrease in unemployment.

1.6.3 Inflation and deflation
A general price increase across the entire economy is called inflation. When prices
decrease, there is deflation. Economists measure these changes in prices with price
indexes. Inflation can occur when an economy becomes overheated and grows too
quickly. Similarly, a declining economy can lead to deflation.
Central bankers, who manage a country's money supply, try to avoid changes in the
price level by using monetary policy. Raising interest rates or reducing the supply of
money in an economy will reduce inflation. Inflation can lead to increased uncertainty
and other negative consequences. Deflation can lower economic output. Central
bankers try to stabilize prices to protect economies from the negative consequences of
price changes.
Changes in the price level may be the result of several factors. The quantity theory of
money holds that changes in the price level are directly related to changes in the money
supply. Most economists believe that this relationship explains long-run changes in the
price level. Short-run fluctuations may also be related to monetary factors, but changes
in aggregate demand and aggregate supply can also influence price level. For example,
a decrease in demand due to a recession can lead to lower price levels and deflation. A
negative supply shock, such as an oil crisis, lowers aggregate supply and can cause
inflation.
1.7

MACRO ECONOMIC POLICY

Macroeconomic policy is usually implemented through two sets of tools: fiscal and
monetary policy. Both forms of policy are used to stabilize the economy, which can
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mean boosting the economy to the level of GDP consistent with full employment.
Macroeconomic policy focuses on limiting the effects of the business cycle to achieve
the economic goals of price stability, full employment, and growth.
1.7.1 Monetary policy
Monetary Policy refers to the actions of the central bank as it attempts to change money
supply and influence the rate of interest. There are several tools used by a central bank
in conducting monetary policy. These are:
● Reserve Requirements: The central bank can conduct monetary policy through a
change in reserve requirements. Reserve Bank of India (RBI) sets a certain
minimum ‘reserve ratio’ whereby it specifies the percentage share of deposits that
commercial banks are required to maintain as reserves. In India this is called the
Cash Reserve Ratio (or CRR). If the central bank increases the reserve ratio, this
reduces available funds at the disposal of commercial banks for lending out to
borrowers. This reduces money supply (remember money supply is cash plus bank
deposits) in the economy. On the contrary, if the central bank wants to expand
money supply it would reduce the CRR.
● Bank Rate: At times commercial banks borrow money from the central bank. The
rate charged by the central bank for such loans is called ‘bank rate’. A change in
bank rate affects the interest rate structure and results in changes in all other interest
rates in the economy. For instance, an increase in bank rate signals a ‘tight money
policy’ that is likely to lead to higher interest rates charged by commercial banks
on loans made by them as banks’ own lending costs increase.
● Open Market Operations: The purchase and sale of government securities and
bonds is referred to as open market operations of the central bank. Purchase of
securities by the central bank increases the supply of money in the economy. This
is referred to as cheap or easy money policy, which involves an increase in the
central bank’s stock of bonds and a corresponding increase in cash and bank
deposits with the public. On the other hand, a sale of government securities by the
central bank reduces the supply of money in the economy. This is referred to as
tight money policy.
● Repurchase Transactions: In case of repurchase transactions the central bank
purchases securities from commercial banks with the intention of selling back to
them at a specified date (usually less than a month) and price. This is a form of
short-term lending by the central bank to commercial banks, against the collateral
of government securities. The lending rate of the central bank (or rate at which
central bank is buying securities) in this case is referred to as the ‘repo rate’. It is
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also known as ‘the policy rate of the central bank as monetary easing or tightening
are usually signaled by a lowering or raising of the repo rate. Reverse repo rate, on
the other hand, refers to the rate at which commercial banks make short-term loans
to the central bank against government securities under a repurchase agreement,
i.e., in this case the central bank sells securities to commercial banks with the
intention of buying them back at a specific date (again, usually less than a month)
and price. Usually the repo rate serves as the basis when commercial banks set their
lending rates. A repo transaction is undertaken to increase liquidity, while a reverse
repo policy is used to reduce liquidity in the economy. These monetary instruments
have become important short term tools for managing liquidity in the Indian
economy.
We will now see how the conduct of monetary policy affects macroeconomic
equilibrium in the IS-LM framework. Consider an increase in the supply of money
from (M1/ P) to (M2/ P). In this case the LM curve shifts rightward from LM1 to
LM2 and the equilibrium interest rate falls from i1 to i2 while income increases
from Y1 to Y2. Let us understand how this happens. As the money supply expands,
with demand for money remaining unchanged, there is an excess supply for money
(hence excess demand for bonds), due to which interest rates fall. As a result
investment expands and income increases to Y2. This increase in income further
raises consumption expenditures (via the multiplier effect). The new equilibrium is
attained after the decline in interest rate and increase in income increases money
demand until it equal to the increase in money supply. This happens at the point E2
where IS curve intersects the new LM curve LM2
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1.7.2 Fiscal policy
In this section we will examine the impact of fiscal policy. Fiscal policy refers to
policies related to changes in government expenditure (G) and / or revenues, i.e. taxes
(T). Let us first consider the impact of fiscal expansion caused by an increase in G. It
was seen in the previous module that a fiscal expansion causes a rightward shift in the
IS curve. Thus, an increase in G will shift the IS curve to the right (from IS1 to IS2) as
shown in Figure 2. The new equilibrium is reached at point E2 where the interest rates
and income are higher than at original equilibrium E1. So expansionary fiscal policy
raises income and boosts employment. But, the interest rate rises as there is an increase
in the transactions demand for money with the increase in income of households, while
money supply is unchanged (the LM curve does not shift). This increase in the interest
rate reduces private investment as investment demand is negatively related to the rate
of interest. In Figure 2, note, if the interest rate had remained unchanged until after the
shift in IS from IS1 to IS2, then income would have expanded to its maximum possible
level, Ymax. The rise in interest rate from i1 to i2 choked off investment by the amount
Y2Ymax. This dampening of private investment due to expansionary fiscal policy is
known as the crowding out effect. Another way of conducting expansionary fiscal
policy could be by reducing the tax rate. . This would also shift the IS curve to the right,
similar to the shift demonstrated in Figure 2. In this case too, income would rise from
Y1 to Y2and so would the interest rate from i1 to i2 resulting in crowding out.
Contrary to fiscal expansion, an attempt to reduce budget deficits or fiscal consolidation
policies leads to a decline in output and interest rate in the short run. Due to rising
budget deficits, governments in many developing countries find it difficult to manage
the size of public debt. The problem can be quite profound especially if the budget
deficit is driven largely by unproductive expenditure rather than productive investment.
In this case rising interest cost of debt could make public debt unmanageable. Generally
a low debt to GDP ratio indicates that public debt is sustainable. However, if debt- GDP
ratio is extremely high, the government may choose to finance expenditure by
borrowing from the central bank. In this case, the assets and correspondingly the
liabilities of the central bank (or high powered money) increase, so this option amounts
to financing public expenditure by ‘printing money’. This is also referred to as deficit
financing or monetization of government debt. However, the creation of money without
backing by adequate productive resources may add to inflationary pressures in the
economy, especially in the medium term.
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1.8
DIFFERENCE BETWEEN MICRO ECONOMICS AND MACRO
ECONOMICS

MICROECONOMICS

MACROECONOMICS

1

It deals with the decision
making of single economic
variables such as the demand,
price, consumer, etc.

It deals with averages and aggregates of the
entire economy such as national income,
aggregate output, aggregate savings etc.

2

It is narrow in scope and
interprets the small constituents
of the entire economy.

It has a wide scope and interprets the
economy of a country as a whole.

3

It is also known as the price
theory because it explains the
process of economic resources
allocation on the foundation of
relative prices of several goods
and services.

It is also known as the income theory
because it explains the changing levels of
national income of an economy during a
period of time.
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4

It deals with the flow of various
factors of production from a
single owner to a single user of
those resources.

It deals with the circular flow of income and
expenditure between different sectors of the
economy.

5

It helps in developing policies
appropriate
resource
distribution at firm level.

It helps in developing policies appropriate
resource distribution at economy level such
as inflation, unemployment level etc.

1.9

LET US SUM UP

The term 'microeconomics' and 'macroeconomics' are used in connection with the level
of aggregation; that is, the extent to which economic units and variables are covered in
economic analysis. Microeconomics studies the economic activities and responses of
individual economic units and their small groups. Macroeconomics covers large
collections of economic units, their aggregates and averages and macro variables like
national income, employment, and so on. Both microeconomics and macroeconomics
have a place of their own and both should he studied. Macroeconomics encompasses
a variety of concepts and variables, but there are three central topics for macroeconomic
research. Macroeconomic theories usually relate the phenomena of output,
unemployment, and inflation. Outside of macroeconomic theory, these topics are also
important to all economic agents including workers, consumers, and producers.
1.10

KEYWORDS

● Demand: Demand is an economic principle referring to a consumer's desire to
purchase goods and services and willingness to pay a price for a specific good or
service.
● Welfare: The health, happiness, and fortunes of a person or group.
● Trade: Trade involves the transfer of goods or services from one person or entity
to another, often in exchange for money. Economists refer to a system or network
that allows trade as a market. An early form of trade, barter, saw the direct exchange
of goods and services for other goods and services
● Equilibrium: A state in which opposing forces or influences are balanced.
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● Price Stability: Price stability in an economy means that the general price level in
an economy does not change much over time. In other words, prices either go up
or down; there is no significant degree of inflation or deflation.
1.11
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●
●
●
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1.12

TERMINAL QUESTIONS

Q 1:

State the meaning of Micro Economics. What are the basic areas of micro
economics?
What are the major components of Macro Economics?
Write the difference between Micro Economics and Macro Economics
What do you mean by Macro Economics? Write its objectives and importance.
What are the tools used by a central bank in conducting monetary policy.
Write Short Notes on the followings:
● Monetary Policy
● Fiscal Policy
● Unemployment

Q 2:
Q 3:
Q 4:
Q 5:
Q 6:
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2.0

OBJECTIVES

After studying this unit, you will be able to know
● The basics of economic system.
● The concept of capitalism and socialism economy.
● About Mixed Economy System.
● The literature on Islamic Economic System.

2.1

INTRODUCTION

After independence, India and its leaders set out in pursuit of nation building. The
problems of poverty, illiteracy, ill health and inequity were targeted upon. The system
of planned development was adhered to with the objective of providing better standards
of living to all citizens. India was, to some extent, successful in executing its
responsibility as a welfare state. Many social welfare measures were introduced,
enactments made and policies implemented to achieve the goal of reducing the gap
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between the rich and the poor. The increase in population and an economic system that
led to greater economic variations among the people, led to slowing down of economic
reforms. Against this backdrop, globalization was also making its beginning. This was
somewhere in the late eighties and India too come under this spell. The major reason
was lack of financial resources and we finally threw open our economy to transnational
corporations and the government started restricting its role as a welfare state. Many
public sector undertakings (PSUs) have now been privatized and we have had a long
list of retrenchments and closures. By and large, we find instability in the economy
especially in the job market.
2.2

ECONOMIC SYSTEM

An economy is an organisation through which citizens make their livelihood. To deal
with its internal problems, every economy has certain norms and rules of conduct,
called institutions. Resources, industries, kin, money, etc. are examples of economic
institutions. Economic system is a pattern of co-operation among associates of an
economy with its specific institutions. It comprises the institutions that direct an
economy.
Ownership of the means of production also determines the form of economic system
of a nation. This would mean private, government or joint ownership of the means of
production.
A state makes a conscious choice of wants to be fulfilled in the face of its scarce
resources. The economic activities of production, consumption, distribution and
exchange together with the institutions follow a set arrangement to reach their
economic goals. These arrangements evolve into economic systems.
Features of an Economic System
● Orderly institutional arrangement
● Man-made phenomenon
● Evolutionary, dynamic and flexible Concepts and
2.3

TYPES OF ECONOMIC SYSTEMS

2.3.1 Capitalism
The United States of America is an example of a capitalist economy. What do we know
of the economy of the USA? The ownership of the means of production lies in the
hands of private individuals and institutions. It is wholly market based and profit is the
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guiding principle of all economic activities, regulated by the forces of demand and
supply – that whatever is in demand will be produced since it yields high profits. The
consumer is the supreme factor around whose choices the goods and services are based.
It is also called a ‘Free Market Economy’ since all citizens have the legal freedom to
opt for any occupation or agreement. In the words of R.T. Byte “Capitalistic economy
may be defined as that system of economic organisation in which free enterprise,
competition and the private ownership of property generally prevail”. Main
Features of Capitalism
● Price mechanism: In the absence of external interference, the prices in a capitalist
economy are determined in accordance with the movement patterns of demand and
supply. The production decisions of quality, quantity and place of produce are
decided in tune with the price mechanism. Freedom of enterprise: The citizens are
free to choose the occupation or profession based on his capability and liking. They
can use their means of production as per their preferences.
● Competition: The number of competitors is high because of the presence of market
economy and price mechanism. Moreover, individuals can choose ways of Social
Work Intervention with Individuals and Groups using their means of production
and with no restrictions on the profit motive.
● Profit Orientation: All economic activities are profit driven. Sovereignty of the
consumer: ‘Customer is king’ principle prevails in a capitalist economy. Since the
consumer, through his choices, decides on the demand and supply in the market,
his satisfaction is given the utmost care.
● Labour as a commodity: Labour is available in the market for a price called wages
from people with inadequate means of production who are unable to utilize their
own labour.
● No government interference: The role of the government is protecting its citizens
from foreign invasion, acts of terrorism and ensuring law and order in the state. It
does not interfere in the economic activities.
Merits of Capitalism
●
●
●
●
●
●

Economic freedom
Equal right to work
Right to acquire wealth
Rich choice of goods and services
Encouragement to success and hard work
Consumer as prime focus Quality production
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Demerits of Capitalism
● Disproportionate sharing of wealth
● Neglect of public welfare
● Risk of cyclical fluctuations
● Ruthless competition
● Discord between the haves and have-nots.
● Consumer sovereignty becomes a myth as most of the consumption choices are
directed by advertisement and sales propaganda.
2.3.2 Socialism
Presently, there is no nation in the world that can be termed a truly socialist economy.
After the great fall of the Soviet Union that claimed itself to be the antithesis of
capitalist America, doubts about socialist economy have been abound. Even China has
started adopting such economic measures that cannot be categorized as a socialist
economy. Nevertheless, in socialism the economic system is administered and
regulated by the government. The objective is to secure welfare and equality of the
society. In the words of Left witch, “in socialism the role of the state is central. It owns
the means of production and directs economic activity”.
Main Features:
● Social or collective ownership: All means of production are socially owned and
utilized by the government. No individual ownership in any form is encouraged.
However, an individual can hold private property as is necessary for his
subsistence.
● Central planning authority: Based on a survey of available resources (human and
physical), a central planning authority established by the government Social Work
Intervention with Individuals and Groups decides on economic issues.
Accordingly, an exhaustive plan is made in pursuit of the predetermined goals. The
planning authority prepares plans for the economy as a whole.
● Government control: It is present in all the economic activities and also in the
central planning. Plans of the central planning authority are carried out only with
the approval of the government.

18

● Social welfare: Driven by the noble pursuit of securing social welfare of all its
citizens, the government at times carries out such economic activities that may not
be profitable. This is done to realize the dream of ‘wellbeing of one and all.’

Merits of Socialism
●
●
●
●
●
●

Optimum usage of economic resources
Better way out to basic problems
Lesser cyclical fluctuations
Rapid, balanced economic development
Equitable distribution of income
Better equipped to face economic crisis

Demerits
● No proper basis of cost calculation:
The severest of criticism of this system is that it is difficult to find out the basis of
calculating cost under it. Without this basis neither the economy can function
efficiently nor can the resources be utilized in a proper manner.
● Curtain of concealment:
Quoting the example of Soviet Union of Russia as a socialist economy, we recall the
usage of the term ‘iron curtain’ to describe the country. Concepts and Types of
Economic Systems 185 All activities and outcomes of economic activities were kept
guarded until one day everything crumpled like a pack of cards.
●
●
●
●
●

2.4

End of consumer’s sovereignty
No importance to personal efficiency and productivity
Difficulties in the right implementation of the plan
Lack of freedom
Lack of motivation for work

MIXED ECONOMY SYSTEM

In India, after independence, while making the choice of an economic system, the
Jawaharlal Nehru led nation decided on blending capitalism and socialism. Known as
‘mixed economy’ and rightly so, it aims to include the best of the other two systems. It
is characterized by the joint operation of the private and public sectors and allocation
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of economic resources are done accordingly. In the words of Anatol Murad, “Mixed
economy is that the economy in which both government and private individuals
exercise economic control”.
Main Features
● Partnership of the private and public sectors: The public sector strives for the
betterment of the interests of the common man, works towards a more equitable
distribution of income and promotes its ideals of a welfare state. The private sector
too is given a specific responsibility.
● Planned economy and government control: Focusing on economic development,
periodical plans for the nation 186 Social Work Intervention with Individuals and
Groups are made by the Government to be adhered to by both the sectors. To reach
the set destination and uphold social welfare, the private sector is regulated and
controlled by the government.
● Private property and economic equality: Having permitted right to private property,
the government through a well-planned mix of laws, taxes and welfare programmes
ensures fair distribution of income and wealth.
● Price mechanism and regulated economy: While the prices of some essential
commodities such as domestic fuel, railway fares, postal charges, etc., are in the
hands of the public sector, the price mechanism also exists.
● Profit motive and social welfare: It is again a combination of objectives of capitalist
and socialist economies. However, if the Government is of the opinion that any
private sector industry is hampering the progress of the society, nationalization is
resorted to.
Merits
●
●
●
●
●
●

Economic freedom and capital formulation
Competition and efficient production
Efficient allocation of resources
Advantages of planning
Economic equality
Freedom from exploitation

Demerits
● Unstable economy: The current trend in India shows a strong shift to capitalist
economy. Some decades ago the focus was socialist economy. Based on the
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strength at a given time, one sector dominates the other thereby tilting towards
one economic system. This may destabilize the mixed economy in the long run.
● Constrained growth: Just as riding on two horses, in a mixed economy neither
the private sector is allowed to operate freely nor does the public sector function
to its optimum efficiency. This prevents desired growth in both the sectors.
○ Lack of efficiency
○ Corruption

2.5

ISLAMIC ECONOMIC SYSTEM

The Islamic economic system, on the one hand, aims to guarantee individual liberty,
freedom of choice, private property and enterprise, the profit motive and possibilities
of unlimited effort and reward. On the other hand, it seeks to provide effective moral
filters at different levels of life and activity and established institutions in the voluntary
sector, as well as through state apparatus to ensure economic development and social
justice in the society.
Some argue that early Islamic theory and practice formed a "coherent" economic
system with "a blueprint for a new order in society, in which all participants would be
treated more fairly". Michael Bonner, for example, has written that an "economy of
poverty" prevailed in Islam until the 13th and 14th centuries. Under this system God's
guidance made sure the flow of money and goods was "purified" by being channelled
from those who had much of it to those who had little by encouraging zakat (charity)
and discouraging riba (interest) on loans.
Islam does not prescribe a particular economic system but provides the core elements
and principles, which form the basic philosophy of a system or an economy. Islam
provides primarily normative principles for economics and finance. However, it is not
devoid of positive economic statements or hypotheses. Several areas of economics are
truly positive and cannot be different in an Islamic or in any other framework.
2.5.1 Institutional Features of Islamic Economic System
Extract from “The Political Economy of Islamic Moral Economy” by Mehmet Asutay,
Durham University, UK presented at the seminar held on 30 January 2009 on
‘Comparative Development of the Islamic Economic Model in the context of current
market conditions’, organised by KPMG, London, UK.
● The Islamic scheme for social change and regeneration of human societies is unique
as it is based on methodology that is different from conventional economic and
political ideologies: Thus, key elements for social change are:
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a. Social change has to be motivated, planned and achieved through individual
and collective effort;
b. People are active agents of change through the vicegerency task assigned to
him/her and through the accompanying free will be given to him/her… All
human, physical and institutional factors in the production, consumption and
distribution of goods and services must be subject to his/her deliberate
individual and social choices.
c. There needs to be change not only in the environment, but also within the hearts
and souls of men and women-their attitudes, motivation, and commitment, and
their resolve to mobilize all that is within them and around them for the
fulfilment of their objectives.
d. Life is a network of relationships, and consequently change has to be balanced,
gradual and evolutionary. Innovation is to be coupled with integration.
● Self-interest is a natural motivating force in all human life. But self-interest has to
be linked to the overall concept of good and justice.
● Private property and private enterprise are affirmed as inalienable rights and a
natural mode for economic activity. But the very concept and function of property
is transformed by the provision of moral and legal filters, and instilling in people's
minds and hearts the notion that all in its forms –physical and human, machine
power and brain power- property is a trust (amanah), and as such, property rights
are subject to moral limits and used as a means of fulfilling ethical objectives – the
Maqaasid al-Shari'ah (the objective of the Islamic way).
● Economic efforts take place through the process of cooperation and competition.
The market mechanism is the natural corollary of private property, freedom of
enterprise and motivation for profit and reward. Scriptural guidance and historical
evidence establish that trade, the promotion of production and the exchange of
goods and services, the pursuit of genuine profit, protection of the market
mechanism, and a legal framework for the fulfilment of contracts, are pillars of the
Islamic economic system. Effort, innovation, creativity, division of labour,
technology and skills development have been emphasized by all major Muslim
thinkers along with cooperation, compassion, justice, charity and solidarity.
● The market mechanism is a fundamental pillar of the Islamic economic scheme.
But Islam demands actions by extra-market institutions to ensure that the market
does not degenerate into jungle capitalism, and that self-interest and the profitmotive do not create a situation that is socially disruptive and in violation of norms
of justice and fair play.
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➔ A moral filter at the level of personal motivation;
➔ Family as a social and economic unit to provide an initial system of social
➔
➔
➔

➔

➔

➔

security and solidarity;
Government should be able to provide regulatory framework;
A network of voluntary organisations (waqf system), third sector; charity is
transformed by making part of it a legal obligation;
Concern about the problem of waste, over-utilization and the excessive
exploitation of nonrenewable natural resources and the ecological and
environmental aspects of moral activity (Amanah and haq);
Consequently, distributive justice and social security have become structured
elements of the Islamic economic system and not merely voluntary
supplements.
The prohibition of certain sources of income is a particularly distinctive plank
of the Islamic economic system. The most important prohibition is that of riba
(usury/interest). Others relate to gambling, speculation, fraud, exploitation and
extortion.
It follows then that Islam would prefer to promote an equity based, risk-sharing
and stake-taking economic system to a debt-based system.

2.5.2 The Islamic Economic Strategy


Filter: moral values plus market-determined prices: “A moral filter that would
moderate and humanize the pursuit of wealth and power”.



Motivation: Self-interest plus accountability before God to rein self-interest:
“Accountability before the Supreme Being can serve as a motivating force for
abiding by Islamic values and working for social wellbeing”.



Role of the state: “The state will be expected to play a complementary role in
enforcing the moral code of conduct and ensuring proper functioning of relevant
institutions”.



Socio-economic restructuring: The central objective of Islam is socioeconomic justice. This demands that the scarce resources at the disposal of
humankind be used in such a way that the universally-desired goals of need
fulfilment, employment creation, equitable distribution and economic stability
are actualised. If the resources are utilised efficiently and equitably this can be
achieved.



A comprehensive approach in financing: Efficiency demands giving primary
attention to the ultimate use of funds. Financial intermediation on the bases of
23

interest gives primary consideration to collateral and cash flow and secondary
consideration to the ultimate use of credits. Equity demands that credit becomes
available to an optimum number of businesses and for financing the production
of need fulfilling and capital goods and services and raw materials related to
these. In a system based on profit and loss sharing, even the poor may be able
to get credit if they have a worthwhile project and sufficient ability to manage
the project efficiently.
Islamic economic and financial principles are inherently socially oriented, entail moral
development and a more stable business and, consequently, may have an impact on
reducing the level of corruption and dishonesty in the economy. Having considered the
basic tools of financing used by Islamic financial institutions, and mechanisms for their
implementation, we can mention the following distinctive features of financial
contracts. These include:
● Any asset value estimation is based on its real value;
● The transition of ownership of the goods in the transactions of sale and
purchase;
● Each individual contract is concluded exclusively on one type of financial
services (for example, in one contract may not be spelled out conditions of sale
and rent, as in the case of financial leasing);
● A clear goods/services price definition (the price formula) included in the
contract. Price should not depend on floating interest rates or possible future
changes in some other indicators;
● A clear definition of the share of each partner in profit/loss taking into account
the share in the common property or the contribution to the equity capital, or
otherwise.
2.6

LET US SUM UP

In any society the form of the economic system depends on the given productive forces
in conjunction with the prevailing relations of production. This implies that, who owns
the means of production and who provides the labour power broadly determine the
economic system that any society will have at some point of time. People are not
completely free to choose an economic system. Capitalism refers to an economic
system where means of production are privately owned and production is done for the
market. The labour power becomes a commodity and is thus bought and sold like any

24

other object of exchange. Capitalism emerged from feudalism and the factors which
contributed to its evolution were:
1) Fast expansion of trade-and commerce,
2) The putting out system in industry, and
3) The closure movement in agriculture
Socialism is an economic system in which means of production are jointly owned and
the production and distribution activities are carried out according to the state plans.
Socialism does not emerge from capitalism. It has to be consciously built after the
socialist revolution has been carried out successfully.
Mixed economy which is a variant of capitalism, is characterised by the co-existence
of public and private sectors. The need for creating a mixed economy arises due to the
failure of the economy which is solely dependent on the market for economic decisions
2.7

KEYWORDS

● Capitalism: An economic and political system in which a country's trade and
industry are controlled by private owners for profit, rather than by the state.
● Price Mechanism: In economics, a price mechanism is the manner in which the
profits of goods or services affect the supply and demand of goods and services,
principally by the price elasticity of demand. A price mechanism affect both buyer
and seller who negotiate prices.
● Unstable Economy: Economic instability can include a volatile inflation rate and
volatile rate of economic growth. It can involve higher unemployment and
uncertainty about the economic cycle.
● Market Mechanism: System of interaction between buyers and sellers of
commodities and factor services.
● Mixed Economy: An economic system characterised by the co-existence of private
and public sectors.
● Planned Economy: An economy in which economic planning rather than market
has the decisive role.
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2.9

TERMINAL QUESTIONS

Q1:

What do you understand by economic system? Discuss the various economic
systems in their sequential order.
Explain the features of Capitalism. Describe the role of price mechanism in
capitalist economy.
Explain the role of economic planning a socialist economy.
Distinguish between Socialism and Capitalism. Which of these economic
system is superior according to your opinion.
What are the salient features of a mixed economy? How is it different from
capitalism?

Q2:
Q3:
Q4:
Q5:
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