Defining Economic Systems


From a distance, the world appears to be divided geographically into large landmasses and bodies of water. A closer look reveals a number of diverse societies in place with differing languages, religions, races, and cultures organized into nations, states, communities, and families. Each of these societies has an economic system with limited resources to meet their needs. As members of a society, every buying decision we make has an impact on our economy. Do we buy a Toyota or a Ford? As consumers, we have the power to vote for products or manufacturers in our own neighborhood or even on the other side of the globe. 

Three distinct types of economic systems exist in various forms around the world. Capitalism is based on a free market economy driven by private ownership or property. Socialism is characterized by government control of key industries such as utilities, banking, and communications. Finally, Communism is founded on the idea of a classless society in which the government controls all economic resources for the common good. In reality, most economic systems are mixtures of elements from other systems. US Capitalism has been infused with increasing degrees of Socialism. In Russia, the Communist system has become more and more Capitalistic, allowing the free market place system to determine what will be distributed. In all societies, the economic system employed has a profound impact on how people work, live and use their limited resources. 

An economic system describes how the various parts of an economy interrelate. For example, it describes how labor interrelates with capital and how capital interrelates with land. Labor, capital, and land are the three major factors of production. In any economic system it’s essential that that system addresses several important issues. One clearly is how to produce and how much to produce. A second very important one is how to distribute goods among all various people that want the products. There are several other things that an economic system must do as well. 

In most western economic systems, it’s the free market that determines how much to produce and how to sell those products. In a command economy, what traditionally has been called a socialist system, typically its government beurocrats that decide what’s produced, how much is produced, and how the products are distributed among the society. Of course, in practice, it tends to be a blend of both of these systems to make a county’s economy run smoothly. 

There are very few economies that are purely command economies and purely market economies.  For the most part, for most of the economies of the world, have market forces driving consumption; that’s the most predominant kind. However, even in market economies, the government still plays a role. 

The roots of the US economic system goes all the way back to the very beginning of the nations history. The roots were nourished in Boston and Williamsburg with their resistance to the intrusion of England into the economic affairs of the colonies. In 1776, Adam Smith published his “Wealth of Nations,” a kind of operations manual for a market driven economy. 

Adam Smith had a view which economists typically call the “invisible hand,” which was that if your get a free economy with prices correctly determined by the market, that people will do things in their own interest, which is in fact in the best interest of the economy and the nation as a whole. 

In the world of Adam Smith, there was a clean distinction between consumers, producers, and governments. However, as time went by, these distinctions became blurred. The Capitalist system because a kind of wheel, a circular flow of consumer and government interest. Consumers seek the best value for their money and the best resources for the prices they are willing to pay. Businesses sell products to individuals and buy their labor in the form of wages. Both individuals and businesses pay taxes to federal, state, and local governments, which in turn, acts as referees over the entire process. In addition, the various levels of government provide services to businesses and consumers, and are major consumers of products and services.   

