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Chapter 8 

Economic Systems 

Abstract 

An economic system is an organization for producing, distributing and consuming 
commodities. It nvolves different groups of institutions, agencies, consumers and 
entities that contain the socio-economic skeleton of economy. There are certain 
economic systems that are distinguished according to the major and leading class in 
the society according to profit levels. The methods by which this class control the 
surplus of the economy is limited only by the imagination. An astonishing number 
of economic systems have raised in the history over time. These systems can be 
further separated by the technique they allocate economic inputs (the ways of 
production) and how they make decisions about the allocation of resources. In this 
chapter, different prevailing economic systems are discussed including the Islamic 
economics system. 
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8.  

8.1. Centrally Planned or Controlled Economy 

It is basically a command system and here state controls the economy. States finalize 
the decisions as how to divide and use the inputs and regulate the policies of wage 
and prices. State will even decide who will do which work. Socialism is also a kind 
of this system. If we have a glimpse on history, we can observe that in these type of 
systems, state has considered changing level of involvement and control. Only some 
of the main industries have been subjected to state management; in others economies, 
state vested far more extensive control over the economy. 

When we say about these economies communist, Soviet Union is its best example. 
The communist block collapsed in the late 1980s led to the end of major socialist 
economies around the globe; Cuba continues to hold on to its track even now 
days. People are not allowed to have their own property. State and state’s 
stakeholders devise the plans regarding; what, how and for whom to produce. 

• What to produce– is answered by policy makers, they develop assumptions 
regarding customer’s requirement for both goods and services. 

• How to produce– is also finalized by state in the light of resource- yield 
analysis. 
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• For whom to produce–state distribute products by its outlets. Price in the 
whole economy remains constant and cannot be change without the 
approval of state. 

8.1.1. Role of State  

1) State makes the all of the markets, economic and financial decisions. 
Command move from the top management to bottom. 

2) State plans, organizes and coordinates the all procedures in most industries.  

3) Provision of employment to the people is the responsibility of state in this 
system.  

8.1.2. Merits 

1) There are less inequalities of per capita among different clusters of society.  

2) State emphasize on the production rather than making profits. 

3) In this system state has authority and able to plan and implement ling run 
program for the ED.  

8.1.3. De-Merits 

1) Vast bureaucracies employing – supervisors, Coordinators. 

2) Persons in the society are poorly motivated 

8.2. Market Economy 

Sometime, policy makers implement wrong policies that cause shortage or excess of 
some of goods and services. Due to more state involvement, people standard of living 
remains poor. It is sometimes referred as Free Enterprise Economies or more 
commonly Capitalist Economy. In this economy, decision is not made by state or its 
body rather these are made by traders and other concerned individuals. The 
unfettered interaction of customers and firms in the markets decide how inputs will 
be used and how commodities will be distributed in the economy. Individuals 
themselves decide, how to invest their personal resources and what training to 
pursue, what jobs to select as career and what commodities to produce. And, 
individuals decide, what to consume. State has minor or no role, and it does not 
involve in the activities of market and its affairs. Examples of market economy are, 
USA, Japan. Here,  

What to produce: is decided by the customers according their demand for goods and 
services. How to produce: this question is answered by the carporators. They adopt 
the production technology that will yield the lowest cost and optimal profits to them. 
Production procedure is decided by them, in this way cost is minimized and suitable 
profits are earned. For whom to produce– companies manufacture commodities for 
preferred customers who can purchase these goods and services. 
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8.2.1. Role of State in Market Economy 

1) To pass laws to safeguard producers and buyers 

2) To issue legal tender i.e., money 

3) To fetch several other services  

4) To restrict companies from overcoming the whole market and to limit the 
power of trade unions  

5) Repair and maintain state properties 

8.2.2. Merits 

1) Commodities are sold at the place, where these have high demands and free 
market responds quickly to the customers demand 

2) No requirement of overriding authority to find allocation of commodities 

3) Both buyers and sellers are free to make variation to attain optimality 

4) There are better opportunities to earn more profits, greater efficiency and 
innovation 

8.2.3. De-Merits 

1) Sometimes, there is non-optimal allocation of resources  

2) Inequalities of income appears in the society 

3) It is not capable for provision of several services 

4) It leads to inefficiency (market imperfection)  

5) There is often possibility of trade of illegal or non-pure products 

These both cases are not in their actual form in the world, as command economies 
are impossible to run all kinds of markets and on the other hand, free market can’t 
offer some public products like, defense related, and can’t provide merit goods in 
suitable amount. 

8.3. Mixed Economy 

This system integrates segments of both systems earlier discussed. Many economic 
decisions are made in the market by individuals. But, the state also plays a significant 
role in the provision and distribution of inputs. Core question is for this economy is 
‘what would be the right mix between the government and private sectors of the 
economy’. 

The equilibrium between government provision and free market endowment is not 
equal exactly. The state decides the “degree” of mixing. These bodies finalize, how 
much manufacturing action will be there in the private and the public sector, 
respectively. 

In the economies, where public sector pay a significant role, there will be more social 
provision, taxation will be higher and distribution of wealth and income would be 
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more equal. However, in the countries, where the private sector is liable for the main 
economic activities, social provision will not be higher in these cases with low 
movement of commodities in the economy and the distribution of wealth and income 
would not be equal. Allocation of some of the inputs is decided by the state and all 
other are decided by the market driving forces. Decisions are taken in the market 
place but the state also significantly contribute in the finalization of market decisions. 

8.3.1. Role of State  

1) Laws and principles that adjust economic life are implemented by the state 
– these are basically the intervention to control or regulate markets 

2) Government fetch many like, education, police, and defense  

3) State regulate business as well – to make sure that there is fair competition 
in the non-government trading sector 

4) State ban the trade of injurious commodities and sometime place high taxes 
on these items. 

Government provides required commodities and merit goods and these commodities 
are provided free of cost and their cost is collected from taxation like, infrastructure. 
State makes decisions about input use in the government sector. While, in the public 
sector, state owns a significant part of input for the sake of output. Private companies 
in response to the demand and desire make decisions about supply (Voigt 1999). In 
the private sector, people are permitted to have and own inputs for the production 
process. Firms are established by non-state elements to supply a wide range of 
commodities. Competition exists between these companies. 

There are several various views about economic thoughts about the role of state 
interventions. States are usually having following four main macroeconomic 
objective: 

1) To attain full employment 

2) To make sure price steadiness 

3) To attain optimal economic growth 

4) To establish equilibrium in international trade 

For achieving desired goals following policies are generally employed. 

8.3.1.1. Fiscal Policy  

State manipulates its budget deficit or surplus to attain economic objectives and it is 
called fiscal policy. It is usually any state decision about expenditures, taxes and 
borrowing. By employing this policy state can easily interveneits AD. 
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8.3.1.2. Monetary Policy 

It is the effort by SBP to manipulate the money supply, the supply of credit, interest 
rates, or any other monetary parameter, to attain the fulfillment of policy goals such 
as price steadiness. 

Box 8.1 Economic System of Pakistan 
“In Pakistan, we have neither of the two extreme systems but our economic system is a 
via media compromise of both the systems of capitalistic and socialistic patterns. It can 
safely be said that it is a mixed economy. The salient features of Pakistan economic 
system are: 

• Co-Existence of the Public and Private Sectors 
In Pakistan economy is divided into private and public sector. Some industries are 
working under the state control. Other industries are left under the management and 
control by private entrepreneurs. The private sector is free to develop them and start new 
enterprises in this sector. 

• Role of Price System and State Directives 
Economic decisions regarding production, prices and investment are made by the state or 
elected officials appointed by the state so far as public sector is concerned. In the private 
sector industries, the decisions regarding investment, production, prices, etc, are made by 
private entrepreneurs with the object of making maximum profit on the basis of the price 
system. 

• State Regulation and Control of Private Sector 
In a mixed economy, the state adopts necessary measures to regulate and influence the 
private sector, so that it may function in the interests of the nation rather than exclusively 
in the interests of the private entrepreneurs. 

• State Protection of Labour 
In a mixed economy, State saves labour from exploitation by the capitalists. Several 
factory acts have been passed to regulate the working conditions of labour. The state also 
takes necessary steps to prevent industrial disputes. 

• Reduction of Economic Inequalities 

The state takes necessary steps for the reduction of inequalities of income and wealth for 
promoting social justice and social stability and social welfare, increasing production and 
for providing equal opportunities for all. 

• Control of Monopoly 
A charge against monopolies is that they reduce output and raise prices in order to get 
maximum profit leading to miss-allocation of productive resources of the community, 
economic inequalities, and unemployment and hampering of industrial development. The 
state tries to control and regulate monopolies in order to remove the above evils and make 
them functional in public interest 

• State Provision of Public Services 
The state provides certain indispensable public services without which community life 
would be unthinkable and which by their nature cannot appropriately be left to private 
enterprises. Examples are the maintenance of national defence, of internal law and order 
and the administration of justice etc.,”. 

Source:Talha (2015) 
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8.3.1.3. Income Policy 

This type of policy is planned to control the growth of incomes directly. This policy 
is helpful in achieving the low inflation rate due to supply side indicators. By 
imposing salaries increase, the state breaks inflationary predictions and so, the cost 
push spiral and helps the economy to come back at P steadiness. 

8.4. Economic System of Islam 

Islam is a practical religion and complete code of conduct for the societies of all the 
time. Islamic system fulfills the wants of people in changing era. Islam has given its 
principle and rules not only for social life but on the same time, it has offered the 
ideal economic laws, as well. These laws are very beneficial for the state and focus 
in humanity rather than the financial wealth (Muhammad 1975). Key foundations of 
income to the Islamic exchequer are Zakat, Ghanimhh, Jizyah (Tithe) and Kharaj.  

8.4.1. Zakat 

 It is basically development and purity in the wealth. It is a tax on muslim capital 
owned across given level. It is one of the important Fard or basics of Islam, its 
observance is the binding on Muslims. It is an ordinance (Fard). Holy Prophet 
Muhammad (PBUH) said, it will be collected from the wealthy people and will be 
distributed among the poor of society. This is a beneficial tax and it increase the 
welfare in the society. It has many social as well economics benefits. It is 
implemented on the capital items, and is due when one is in possession of full 
ownership of a Productive Nisab (minimum) of property. It is paid at the rate of 2.5 
% of the value of possessions other than land.  

8.4.2. Tithe  

It is also an Islamic tax and imposed on farm products. Its order is mentioned clearly 
in the holly book, Quran as, 

"And on the day of its harvest give its Right" (VI:142).  

Holy Prophet Muhammad (PBUH) has given its quantity as, "In what has been 
irrigated with rainwater, one tenth and in what has been watered with buckets or 
water wheels, one half of the one tenth" (Mishkat).  

These taxes, i.e., zakat and tithe will be collected from muslims only. Zakat is 
differentiated from other islaic and non-Islamic taxes as it is spent on needy people. 
The Holy Book clearly says that, “The donations are (completely) for the needy, and 
those who gather it, and those whose hearts are to be submissive toward Islam, and 
to free the prisoners and debtors and for the reason of Allah a duty implemented by 
Allah” (IX: 16). This tax has throughout the centuries added significantly to 
ameliorating the condition of the poor and has upgraded the life styles by lessening 
the financial gaps of different classes in the society. This ideal tax that is collected 
from idle also discourages the concentration of money at some specific point, and 
ensures its investment for productive and beneficial purposes.  
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8.4.3. Ghanimah  

It is the wealth attained in the times of wars, 20 % of which was deposited in the 
Baitul Mal. 

8.4.4. Jizyah  

This tax is imposed on non- Muslims instead of military service, which is obligatory 
for both Muslims but not for non-muslims. Its amount is not same as the amount of 
zakat which is implemented to the Muslims of society (Maududi 1971). The non-
muslims paying Jizyah were given exemption from essential military service in 
Islamic State, but were given complete protection.  

8.4.5. Kharaj  

It is the tax imposed by the Islamic state from the occupied countries. The public 
treasury which is comprised of all these tax collections was known as Betul Maal.  

8.4.6. Socialist Principles  

According to Islamic point of view, societal principles are very important, which 
help in establishing balance and help in reducing inequality between different classes 
of society. Its rules are perfect, and its financial rules have increased the living level 
of society and have limited the mistreatment of the poor at the hands of the rich. 
Islam has struck at the root of the rule of making the rich richer and the poor poorer, 
which has been followed in the other economic systems like, capitalism the early 
Caliphate proved the words of the Holy Prophet (PBUH) of Islam that if Muslims 
honestly pay their Zakat, soon a time-period would come when there would be no 
poor to receive these charities in the society (Nienhaus 2010). Imbalance distribution 
of money is the foundation of all societal problems today. Islam has developed its 
financial rules on such lines as to reduce and even finish these disparities and 
minimize the gaps of poor and rich. The richer are required to pay for the poor of 
society and this is one of the cardinal objectives of Islam and all Muslims follow it. 

Our religion has given a modest path among other all systems. Capitalism is operated 
on the cost of society and it just emphasize on the non-assets development. While, 
communism just focus on the state and it does not allow for the non-state assets 
development. However, Islam gives the fundamental right to everyone for the 
personal assets and just paying taxation of 2.5% yearly on it for the support of poor 
of society. This has greatly funded to the reduction of social inequality among 
Muslims in the past time periods. It has, thus removed the problems of other both 
systems, while holding lot of their features. It ensures equitable and fair distribution 
of wealth, the Islamic economical system does not favor the concentration of wealth, 
and it tax even idle at standard rate of 2.5% on yearly basis. It encourages the profits 
from capital and trade through investment. It is evidence of the fact that Islam favors 
the circulation of wealth in the society for more employment and to achieve other 
goals of general prosperity. It imposes several ethical and legal duties on the 
wealthier members which declines the possibility of collection of the wealth. 
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Islamic financial rules consider both creation and expense of wealth. Identifying 
one's right of building private fortunes, it indicates that assets goes to Allah, which 
has been put in the custody of the people and real owner is Allah; and it is why these 
should be expended according to the will of Allah Subhana Hoo as is mentioned in 
the Holly Quran, 

"The wealth is of Allah which He hath bestowed upon you"(24:33). 

In this system, sufficient subsistence to the individual is guaranteed and it is for the 
Creator to provide livelihood to His every creature. The Holy Book states, "Slay not 
your children, fearing a fall to poverty, we shall provide for them and for you" 
(17:31). Again, "We have given you power in earth and appointed therein a 
livelihood. Little give thanks". Thus, in an Islamic State, the government has to 
provide guarantee of the Creator by providing subsistence to the poor out of the Zakat 
Tax.  

8.4.7. Interest  

Islam does not allow the business of Ribaa and does not permit taking and giving of 
interest. In the recent regimes, modern economists have slowly begun to realize the 
negativities of Ribaa. Keynes suggested the possibility of a zero rate of interest in 
stationary States, while Harrod has supported its total abolition. Lot of economists of 
modern era have advocated the development of banking system that is Ribaa free. In 
the industrial sector, many of the firms and trading corporations fail due to high 
interest rate of the banking system. A time comes when the debtor is under heavy 
interest and he cannot borrow further money, and consequently he faces a lot of loss. 
Marshall (2009) stated that the while people got money on interest, they are oftenly 
not able to return it, and they have not more when they need it. This is main cause of 
disadvantage for debtor as compared to those who have their own capital for the 
investment in the business. Ultimately, this failure to return the loan can cause loss 
of his asset that was submitted as guarantee. Holy Quran says, "that which ye give in 
interest in order that it may increase other peoples' wealth hath no increase with 
Allah; but that which ye give in growth tax, looking for Allah's countenance hath 
rises manifold" (XXX-39). 

Most of the economist like Piogu and Fisher have discussed the negativities of 
interest rate and of the economy comprised of interest. As it is the fundamental reason 
for the fluctuation in economy. Contrary to interest, Islam encourage the interest free 
economy and supports the collective efforts and stock trade corporations.  

8.4.8. Trade Partnership  

This type of partnership was common even in the time of Holly Prophet (PBUH) and 
he himself (PBUH) was business partner of Hazrat Khadija (RA), who later became 
Holy Wife. Business shares could also be purchased. Thus, the Islamic financial 
rules, if strictly followed would remove the potential concentration of wealth in the 
economy and wealth would not remain in few hands and there will be proper 
distribution of wealth in the society. Sound, economic system proposed by Islam has 



8.  Economic Systems  109 

 

the potential to solve the simple financial issues which have been problem of the day 
for this world.  

8.5. Economic Growth and Development 

8.5.1. Economic Growth 

It is basically the continuous development in the production capability of the society 
Steady growth in the production capability of nation (and it enhances the NI). It is 
important for the country because, 

It is helpful for the poverty alleviation. But, if growth is taking place in the economy, 
it doesn’t necessarily mean that poverty will also go down. On the other hand, 
without economic growth, it is not possible to achieve significant control over 
poverty. This phenomenon is clearer for the developing nations. It aids in controlling 
the problem of unemployment. An economy which is not enjoying the economic 
growth of suitable pace could suffer the problems of unemployment and inflation. 

Overtime economic growth reduce the budget deficits of economies that were 
emerged due to the recession. It upgrades the living standards of people of the 
society. It increases the efficiency both, input oriented as well output oriented. 
Societies face more and better public sector services like, education and medication 
etc. It causes rise in social expenditure without raising taxes. 

8.5.2. Economic Development (ED) 

It is oftenly used in everyday language with many synonyms like, economic growth, 
prosperity, secular variation, justice and economic progress. It is not an easy job to 
describe any exact and definition of ED, but in view of its scientific study and its 
popularity, it is an essential term. It has wide scope and contain the development of 
agriculture sector, industry, trade, transport, irrigation sectors and power resources. 
The sectoral enhancement is the part of the process of development which is about 
ED. It has been defined in several ways, and as such it is difficult to locate any single 
definition which may be regarded entirely satisfactory. ED is a continuous process 
which should be extended over a long period of time so as to break the vicious circle 
of poverty and lead a country to a stage of self-sustaining growth or to self-generating 
economy. It is a procedure in which an economy’s real NI increases over a long 
period of time. These words explored three parts of development; process, real NI 
and long period. These are briefly discussed in the following, 

8.5.2.1. Process 

It denotes to the operation of several drivers, which will be responsible for variation 
in other variables. Several kinds of economic variation occur during the course of 
development. Significant indicator contributing to these variations could be generally 
divided in following kinds: 

i) Variation in the supply of basic variables  
ii) Variation in the structure of demand for the commodities. 
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8.5.2.2. Real National Income (NI) 

In the status quo position, there is direct relationship between the real NI and ED. 
Higher real NI of an economy is assumed as an index of higher ED and vice versa. 
Briefly, real NI is the measure of quantification for the development of an economy. 
However, it may be an imperfect technique for quantification of development, but it 
is widely employed in global development comparisons. Focus on word "real" which 
shows that purchasing power of NI should be taken into considered for the 
measurement of development. Alternatively, it can be said that money NI is to be 
discounted by the price index, its formula is given below, 

Here, 

Yc= Ym/ P    (8.1) 

In Equation 8.1,  

Yc= Real NI 

Ym= Money NI 

 P = Price index 

The formula shows that development can be significant, if a rise in money NI is not 
accompanied by rise in the price. It shows that price stability is mandatory for 
encouraging development in the economy. Thus, ED signifies higher real NI. 

8.5.2.3. Long Period 

ED show an upward movement in real NI for a long period. This upward movement 
shows that each marginal and additional cyclical peak, and trough is oftenly at a 
higher level of real NI than the previous ones. It is the increase in real NI between 
cycles, rather than the rise within a cycle that indicates development. Main trading 
cycle contains oftenly one decade (6 to 13 years). Long run shows a continuous rise 
in the real income or output for period of more than two decades, like 25 year. So, 
ED is procedure, which contain a long chain of interrelated variation in basic 
indicators supplies and in the structure of demand for products that cause a rise in 
real NI in long run. 

8.5.3. Economic Development (ED) vs Economic Growth 

Oftenly in the books of economics both concepts growth and development are used 
synonymously, and this usage is widely conventional. However, these both terms are 
not same and have been properly separated by many experts. Some details are given 
in the following,  

1) According to the economists, development is a procedure that contains 
expansion of backward economies, while growth is only for the industrially 
advanced nations. 

2) Schumpeter, employed this terminology as impulsive and irregular variation 
in the non-dynamic condition which varies and interrupts the balance 
position previously existing. On the other hand, economic growth is 
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employed for a slow but regular variation for long time period resulting 
from rise in the saving rates and population in the economy (Schumpeter 
1954). 

3) Growth can be referred to high level outputs, and better efficiency, i.e., an 
increase in output per unit of input. However, development is some broader 
term and it contains changes in configuration of productions and in the 
allocation of factors by sectors. By analogy with human beings to stress 
growth is also comprised of height and weight. Development also includes 
the variation in functional capacity and physical coordination.  

4) According to some of economist, ED is the result of proper and deliberate 
efforts involved in planning. While, growth, indicate the progress of an 
economy under the stimulus of certain plausible situations. 

5) Increase in the general level of income in the economy is called economic 
growth for developed nations, and it is ED for the developing or under 
developed nations (UDC)  

6) ED is about the issues in UDC and on the other hands, economic growth is 
about the problems of the industrially developed nations. UDC focus on 
unexplored inputs. 

7) The term "growth" has quantitative importance and it shows a rise in the 
amount of an item. A rise in the nation’s population, NI, per capita income, 
consumption, saving, investment, foreign trade etc. over a period, these all 
indicates growth. In economics, growth strictly shows the rise in real 
income, gross and per capita. While, development is a method of expansion 
and rising NI (Stonier and Hague 1990). 
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Box 8.2 Performance of Pakistan’s Economy Overtime  
“Performance of Pakistan economy was quite impressive at times and 
depressing at others since its independence. In 1960’s there was high 
growth in agriculture and manufacturing but it failed to maintain this. In 
this era the major focus was on the growth. In 1970 there was a dismal 
for a number of reasons and it was out control of the ongoing government 
but better than 1950’s. The high growth pattern re-emerges in late 1970’s 
and early 80’s but it was qualitatively different from the growth 
performance of 60’s. With the return of democracy in 1988 again growth 
performance fell down. This gave the concept that under dictatorship 
economy boosts and thus it must maintain. After 1988 there was more 
focus on distribution, equality rather only on growth. Now in 21st century 
there is more attention toward participatory, just, sustainable and 
environment friendly development with the growth factor. Growth rate 
of 7% to 8% must be seen under the cover of these other indicators. The 
others change that have to be are; efficient markets, determination of 
demand and supply of scarce resources, promotion of privatization”.        
Source:  Zaidi (2011) 


