
The Relationship between 
Government to Economy 

One example is the establishment of laws requiring a person to meet his/her 
contracted financial obligations. Imagine what the effects on the economic 
institution would be if individuals or organisations were free to disregard their 
obligations of contract at their own discretion. Without laws these obligations 
could not even be uniformly defined, much less enforced. The economic 
institutions of all complex societies would quickly disintegrate. 
  
Another aspect of the interrelationship of the two institutions is the development 
of government control in the economic realm. The growth of technology, the 
vastly increased size of economic enterprises, such as giant corporations and the 
development of national and world markets have brought changes and problems 
that have led to increased governmental regulations of economic activity.  



• Times of national crisis, such as depressions and wars, have been marked 
by sharp increases in the use of governmental power and authority to 
regulate the economy. Some governments have assumed extensive 
control over the economic institutions of their societies on ideological and 
political grounds as in totalitarian states. 

• The modes of relationship of government to the economy have been so 
varied in modern societies that political scientists have developed a 
number of types of such relationships.  Historically, through observations 
of general practices in many societies, they have found four types: 
capitalism, communism, fascism and socialism. 

•  Contemporary World Economic Systems consist of  
• Capitalism 
• Socialism 
• Mixed Economies 
• Capitalism and socialism are the principal economic models in 

industrialized countries. Sociologists use two criteria—property ownership 
and market control—to distinguish between types of economies. 
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Capitalism  

• This is a political-economic system that is based on the private ownership and use of 
property. Individuals and corporations in a capitalist economy use their property to seek 
profits in competition with others. These three elements - private property, profit seeking, 
and competition - are the basic roots of capitalism. 

  

• The property of greatest importance is that which can be used in pursuit of profit. 
Specifically, capitalism depends on the private ownership of productive resources, such as 
factories, mines, and transport facilities. The seeking of profit provides the motivation for 
investment and production. Competition provides an incentive to sell goods at the lowest 
profitable price, to meet the consumer demands, and to conduct business in an efficient 
manner. Companies that overprice their goods, fail to produce the goods demanded by 
customers, or have excessive costs due to inefficiency are eliminated by competitors. 

 

• We have seen the market is the primary regulatory mechanism within a capitalist economy. It 
determines what is produced, how much is produced, the price the product will sell for, and 
who will be the ultimate consumers. In the words of Adam Smith, one of the eighteenth-
century founders of modern economics, the market is an almost magical "invisible hand" that 
brings regularity and order to an economy. 

 



• There is, for example, a new demand for mobile phones . This demand created the opportunity for 
profit, and within a few years, dozens of firms were competing to make and sell computers. New 
firms will continue to enter the field as long as they can make a profit. When production ultimately 
exceeds the existing demand, manufacturers will cut back production or transfer their resources to 
new profit-making opportunities. They will do so because oversupply will cause a drop in the price 
of mobiles. 
 

• Robert L.Heilbroner summarises the function of the market within a capitalist system: 
• "The market system, as every student of economics knows, is essentially a rationing mechanism, an 

institution for the efficient distribution of scarce resources among claimants. By virtue of its self-
enforcing dynamics, its speed and clarity of operation, its usefulness in solving the difficult tasks of 
production and distribution, it has proved indispensable for complex industrial economic systems." 

Those who seek the market system as the perfect solution to the problems of what to produce and who 
will consume are often adamant that the government should leave the market unregulated.  
 
http://www.guardian.co.uk/business/2012/may/06/shout-rooftops-bank-deregulation-leads-to-disaster 
 
http://hopetoprosper.com/10-reasons-why-banks-must-be-closely-regulated/ 
https://www.commondreams.org/view/2012/07/23-7 
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• A market system is blind to all considerations other than that of profit. The market system responds to 
profit opportunities, even when the results of doing so are not in the long-range interests of the larger 
society. The waste and misuse of resources, the degradation of the environment, and the coexistence of 
great poverty and great wealth are simply not relevant issues: 

• The injustice of a market system is not that of the rich abusing the poor or snatching bread from their 
mouths. It is rather the peculiar screening effect that economic considerations cast over life, causing us to 
act in ways or acquiesce in actions that, were they not justified by the money making principle, would be 
judged out of hand as wrong. 

• This problem, and a number of others, have created strong pressures within all capitalist economies to 
intervene in the workings of the market. Welfare legislation of many kinds, progressive income tax, 
regulation of certain industries and utilities, minimum wage legislation, fiscal policy, and a host of other 
governmental actions are all efforts by the state to deal with the social problems created by a market 
economy.  

• As a consequence, Western Europe and the United States can no longer be characterised as pure market 
economies  but have evolved into "welfare capitalism. Welfare capitalism is a political-economic system in 
which the private owner-ship is coupled with highly elaborate state regulations and welfare systems. The 
state in such a system is responsible for keeping the economy on a more or less even keel and also for 
providing assistance for the victims of capitalism (e.g., the unemployed, etc.. The austerity measures 
implemented by the EU also requires us to ask is there another way? Is it just that the poorest suffer? 

 

 

Capitalism  



• The political-economic system that contrasts most sharply with capitalism is 
communism. Just as capitalism may be called a  market economy, so can 
communism be called a planned economy. Instead of allowing supply and 

•  demand, profit considerations or competition, to determine production and 
distribution, the communist state has the power to decide what will be produced, 
how much will be produced and how products will be distributed.  

• Communist theory maintains that there should be no private property beyond 
strictly private possessions. It rests on two basic assumptions. One assumption is 
that  an  individual’s  first and most fundamental effort is economic. This effort is 
to provide the basic needs of survival - food, clothing and shelter. All other 
institutional forms - familial, educational, religious, political - are determined by 
the type of economic organisation. 

•  A second major assumption in communist theory is that all value in economic 
goods is produced by the labour that individuals put forth to transform raw 
materials into desired products. Since the value of products comes from the efforts 
of workers, profits resulting from private ownership of the means of production 
are seen as exploiting the workers. Instead, all such value should be reserved for or 
returned to the people as a whole through collective ownership. 
 

Communism  



• In  communist societies , the cost of basic food and shelter is kept very low as a matter of policy. The prices 
of such goods are determined independently of the cost of production. Because these countries need not 
set prices on the basis of profit considerations, they are free to set prices that they feel are in the social 
interest.  

• The costs of food and shelter in Western society, of course, are determined by the market. 

• Conversely, communist states often set artificially high prices for products that are felt to be nonessential, 
thus discouraging their consumption. 

• A serious problem of communist economies is directly related to their reliance on planning. The enormous 
complexity of industrial economies makes it extremely difficult to effectively plan. 

• The many thousands of decisions that the market automatically makes within capitalist economies must 
be consciously thought out within communist economies. As a result, communist economies typically are 
disturbed by bottlenecks and shortages. Factories may be unable to get parts they need to carry out their 
production or to repair their machinery, for example, because the planners failed to correctly foresee 
these needs. For this reason, communist states often attempt to incorporate some market mechanisms 
into their economies. Perhaps the greatest problem confronting communism  is how to prevent collective 
ownership, which is generally government ownership, from developing into totalitarianism. This happens 
because of the great concentration of political and economic power in the state as communism is being 
established, often through force.  

 

Communism  



• In a communist community, the population is divided into two 
categories defined by the party—people and enemies of the 
people.  

• The people, mainly workers and peasants, are members of the 
community, while the enemies, including the former oppressors, 
exploiters, and capitalists, are restricted in their freedoms and 
excluded from the community. In Soviet Russia, in the early years of 
the Communist revolution, only the exploited classes—the workers, 
peasants, and soldiers—were members of the community.  

• The former exploiting classes were regarded as enemies of the 
people and were excluded from the community. To serve the needs 
of class struggle, the role of the state was strengthened. In Lenin's 
view, the state could not wither away quickly ; instead the state had 
to be strengthened because of its internal and external enemies.  

Communism  



• The communist communities in the former Soviet Union, Eastern 
Europe, and China were notorious for economic inefficiency and 
political coercion. 

•  The collapse of the communist regimes in the former Soviet Union 
and Eastern Europe in the late 1980s and the early 1990s marked a 
reconstruction of communities in these countries. 

•  The remnants of communist regimes in China and Vietnam have 
converted to the capitalism and a market economy, which is 
resulting in dramatic changes within these communities. All these 
developments imply a pessimistic future for communist 
communities. Nevertheless, the ideals of communism and socialism 
still represent the movement of human beings toward pursuing a 
more humane and just community. 
 
 
 

Communism  



Fascism  

• he fundamental principle of fascism is "state absolutism." 
According to this principle, the state has meaning and 
interests that transcend the welfare of its citizens.  

• The rulers of the state see themselves as invested with the 
power and responsibility of governing to promote these 
over-riding interests.  

• Fascist regimes are militaristic, and view all social 
institutions as existing primarily to serve the state in its 
military adventures. There is, therefore, rigid state control 
of the economy. Fascist regimes are totalitarian, since any 
democratic process for the selection of rulers would be 
dangerous to the state's interests as the rulers define them. 
Two outstanding examples of fascism were Hitler's 
Germany and Mussolini's Italy. 

 
 

 



Socialism 

• Socialism is a political-economic system in which major economic enterprises, for example, public utilities, 
are both owned and regulated by the government. Considerable private ownership and operation of 
economic enterprises may coexist with large-scale government ownership and operation. 

  

• Marxism, socialism and communism, though familiar to all, are subject to much confusion. Some use the 
terms interchangeably, others differentiate among them but erroneously, and because of this a substantial 
majority views them with considerable aversion. Although the concepts of communism and socialism are 
often used interchangeably, they are different in the sense that communism represents a greater degree 
of common life and a higher measure of equality in such matters as education, marriage, clothing, and 
housing. For communists, socialism is a transitional stage that ultimately develops into communism; in 
fact, Lenin stated that socialism is the first phase of communist society. 

 

• The term Marxism refers to the thought and theories of Karl Marx (1818¬1883), a German Jew who won 
millions of followers of every race in every continent. 

• The ideas central to Marxism, although variously interpreted, include economic determinism and class 
struggle  ( See Module 6) (which in the capitalistic system occurs between those who own the means of 
production (the bourgeoisie, or capitalists) and those who work for them (proletariat). 

• Marx prophesied that the proletariat would eventually be victorious in this struggle, that a new society, 
proletarian and collectivistic, would be formed, and that capitalism would be doomed to collapse. 

  

 



• Marx's prophecies, though, came short of their mark. 
• He underestimated the vitality of capitalism which expanded rather than 

collapsed, and he was mistaken about the increasingly pauperised proletariat 
which, on the contrary, has prospered in many capitalistic countries chiefly 
because of unionisation and welfare reforms. 

 
• The term socialism was used by Marx to designate the period immediately 

following the collapse of capitalism and preceding the emergence of communism. 
 
• Among those who took up socialism as a social movement, some favoured the use 

of violence and dictatorial means toward the end of creating a new society while 
others preferred peaceful, parliamentary and evolutionary means. 

•  These factions subsequently divided into socialists with a democratic direction, 
and Bolshevic communists with a revolutionary and dictatorial direction. 
 

Socialism 



• Most of the modern nations in the Western world are 
socialist. 

• As an ideology socialism differs from contemporary 
communism in several ways. While socialism may be of a 
Marxist variety, communism theoretically always is. 

• Socialism favours a limited form of state ownership of the 
means of production, while communism favours total state 
ownership. 

• Socialism is democratic while communism is totalitarian. 
• Sweden has practiced socialism for several decades, while 

most other Western European countries practice some 
mixture of socialism and capitalism. 
 

Socialism 



• What are the three possible ways for deciding what shall be produced? 
•  What are the three major factors of production which economists have 

traditionally distinguished? 
• Explain what is meant by the choice between consumption and 

investment. 
•  What are the three possible standards which may be used for deciding 

how income is to be distributed? 
• What is capitalism? 
• What is communism? 
• What is fascism? 
• What is socialism? 
Please go to  
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