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Throughout history every society has faced the 

fundamental economic problem of deciding 

what to produce, and for whom, in a world of 

limited resources. In the 20th century, two 

competing economic systems, broadly speak-

ing, have provided very different answers: 

command economies directed by a centralized 

government, and market economies based on 

private enterprise. At the end of the 20th cen-

tury, it is clear that, for people throughout the 

world, the central, command economy model 

has failed to sustain economic growth, to 

achieve a measure of prosperity, or even to 

provide economic security for its citizens. Yet 

for many, the fundamental principles and 

mechanisms of the alternative, a market econ-

omy, remain unfamiliar or misunderstood de-

spite its demonstrable successes in diverse so-

cieties from indian state Karnataka and other 

stets In part, this is because the market econ-

omy is not an ideology but a set of time-tested 

practices and institutions about how individu-

als and societies can live and prosper econom-

ically. Market economies are, by their very na-

ture, decentralized, flexible, practical and 

changeable. The central fact about market 

economies is that there is no center. Indeed, 

one of the founding metaphors for the private 

marketplace is that of the invisible hand.  
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INTRODUCTION  

Throughout history every society has faced the fundamental economic problem of de-

ciding what to produce, and for whom, in a world of limited resources. In the 20th century, two 

competing economic systems, broadly speaking, have provided very different answers: com-

mand economies directed by a centralized government, and market economies based on private 

enterprise. At the end of the 20th century, it is clear that, for people throughout the world, the 

central, command economy model has failed to sustain economic growth, to achieve a measure 

of prosperity, or even to provide economic security for its citizens. Yet for many, the funda-

mental principles and mechanisms of the alternative, a market economy, remain unfamiliar or 

misunderstood despite its demonstrable successes in diverse societies from indian state Karna-

taka and other stets In part, this is because the market economy is not an ideology but a set of 

time-tested practices and institutions about how individuals and societies can live and prosper 

economically. Market economies are, by their very nature, decentralized, flexible, practical and 

changeable. The central fact about market economies is that there is no center. Indeed, one of 

the founding metaphors for the private marketplace is that of the invisible hand. 

Market economies may be practical, but they also rest upon the fundamental principle 

of individual freedom: freedom as a consumer to choose among competing products and ser-

vices; freedom as a producer to start or expand a business and share its risks and rewards; 

freedom as a worker to choose a job or career, join a labor union, or change employers. It is 

this assertion of freedom, of risk and opportunity, that joins together modern market economies 

and political democracy. Market economies are not without their inequities and abuses -- many 

of them serious -- but it is also undeniable that modern private enterprise and entrepreneurial 

spirit, coupled with political democracy, offers the best prospect for preserving freedom and 

providing the widest avenues for economic growth and prosperity for all. 

Buying Oranges and Computer Chips    

Suppose a family -- Robert, Maria, and their two children -- go shopping to buy food 

for a family dinner. They may originally be planning to buy a chicken, tomatoes, and oranges; 

but their plans will be strongly influenced by the market prices of those goods.  

They may discover, for example, that the price of oranges has increased. There are 

several things that might cause those higher prices, such as freezing weather in areas where 

oranges are grown, which destroys a large part of the crop. The effect of the freeze is to leave 

the same number of consumers trying to buy a smaller number of oranges. At the old -- lower 

-- price, therefore, sellers would soon run out of oranges until the next harvest. Instead, by 

raising the price, all consumers are encouraged to cut back on the number of oranges they buy, 

and producers are encouraged to grow more oranges as fast as they can.  

There is another possibility: suppliers could choose to import a larger number of or-

anges from other countries. International trade, when it is permitted to operate with relatively 
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 few barriers or import taxes (called tariffs), can give consumers wider choice and allow pro-

ducers to offer more competitive prices for a wide range of products, from oranges to automo-

biles.  

On the other hand, the orange crop might be spared freezing weather, but instead con-

sumers decide to start buying more oranges and fewer apples. In other words, instead of the 

orange supply shrinking, demand increases. This, too, will drive up the price of oranges for a 

time, at least until growers have time to bring more oranges to market.  

Whatever the reason for the higher price, Robert and Maria will probably respond in a 

predictable way once they discover that the price is higher than they anticipated. They may 

well decide to buy fewer oranges than they had planned, or to buy apples or some other fruit 

instead. Because many other consumers make the same choices, oranges won't disappear from 

store shelves entirely. But they will be more expensive, so only the people who are willing and 

able to pay more for them will continue to buy them. Shortly, as more people start buying 

apples and other fruits as substitutes for oranges, the prices of those fruits will rise as well.  

But the response of consumers is only one side, the demand side, of the equation that 

determines the price of oranges. What happens on the other side, the supply side? A price 

increase for oranges sends out a signal to all fruit growers -- people are paying more for fruit -

- which tells the growers it will pay to use more resources to grow fruit now than they did in 

the past. It will also pay the fruit growers to look for new locations for orchards where fruit 

isn't as likely to be damaged by bad weather. They may also pay biologists to look for new 

varieties of fruit that are more resistant to cold weather, insects, and various plant diseases. 

Over time, all of these actions will increase the production of fruit and bring prices back down. 

But this whole process depends first and foremost on the basic decision by consumers to spend 

some part of their income on oranges and other fruits.  

If consumers stop buying, or if they decide to spend less on a product -- for whatever 

reason -- prices will drop. If they buy more, increasing demand, the price will rise.  

Keep in mind that this interaction of supply, demand, and price takes place at every level of 

the economy, not just with consumer goods sold to the public. Consumption refers to interme-

diate goods as well -- to the inputs that companies must purchase to provide their goods and 

services. The cost of these intermediate, or investment, goods will ripple throughout a market 

economy, changing the supply-and-demand equations at every level.  

Let's take the example of the semiconductor chip that is at the heart of the modern 

computer revolution. As with the case of oranges, higher prices will tend to reduce demand for 

computer chips and, consequently, for computers themselves. Over time, however, the higher 

price will signal manufacturers of computer chips that it may be profitable to increase their 

production, or for new suppliers of chips to consider entering the market. As chip prices come 

down, so eventually will the cost of computers (assuming that the cost of other inputs remains 

unchanged), and demand for computers will grow.  
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 That demand for computers will do more than simply spur suppliers to increase their output. It 

will also encourage innovation, which will result in computer chips and computers that are 

more powerful and efficient than earlier models -- a competition of progress and price that 

occurs in virtually all genuinely free markets.  

Prices and Consumer Incomes 

The other economic factor that consumers must consider carefully in making their pur-

chases of goods and services is their own level of income. Most people earn their income from 

the work they perform, whether as physicians, carpenters, teachers, plumbers, assembly line 

workers, or clerks in retail stores. Some people also receive income by renting or selling land 

and other natural resources they own, as profit from a business or entrepreneurial venture, or 

from interest paid on their savings accounts or other investments.  

We later describe how the prices for those kinds of payments are determined; but the 

important points here are that: 1) in a market economy the basic resources used to make the 

goods and services that satisfy consumer demands are owned by private consumers and house-

holds; and 2) the payments, or incomes, that households receive for these productive resources 

rise and fall -- and that fluctuation has a direct influence on the amount consumers are willing 

to spend for the goods and services they want and, in turn, on the output levels of the firms that 

sell those products.  

Consider, for example, a worker who has just retired, and as a result earns only about 

60 percent of what she did while she was working. She will cut back on her purchases of many 

goods and services, especially those that were related to her job, such as transportation to and 

from work, and work clothes -- but may increase spending on a few other kinds of products, 

such as books and recreational goods that require more leisure time to use, perhaps including 

travel to see new places and old friends.  

If, as in many countries today, there are rapidly growing numbers of people reaching 

retirement age, those changing spending patterns will affect the overall market prices and out-

put levels for these products and for many others that retirees tend to use more than most peo-

ple, such as health care services. In response, some businesses will decide to make more prod-

ucts and services geared toward the particular interests and concerns of retirees -- as long as it 

is profitable for firms to produce them.  

To summarize: whether consumers are young or old, male or female, rich, poor, or 

middle class, every dollar, peso, pound, franc, rupee, mark, or yen they spend is a signal -- a 

kind of economic vote telling producers what goods and services they want to see produced.  

Consumer spending represents the basic source of demand for products sold in the marketplace, 

which is half of what determines the market prices for goods and services. The other half is 

based on decisions businesses make about what to produce and how to produce it.  

The Invisible Hand 
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 Smith argued that if people are naturally good and kind, a market economy offers them 

a great deal of economic freedom to carry out their good deeds, backed up by an efficient 

system of production, which generates more material goods and services for them to use in 

doing those good works. But what if people are selfish, greedy, or lazy?  

Anyone who wants to enjoy more of the material goods and services produced in a 

market economy faces strong economic incentives to work hard, spend carefully, and save and 

invest. And most successful businesses have to produce good products, sell them at market 

prices, pay their employees market wages, and treat their customers courteously -- even if that 

isn't their natural way of doing things.  

The basic reason for that kind of change in some people's behavior is competition. As 

Adam Smith pointed out, when there are several butcher shops in a community, any butcher 

who is rude or tries to sell inferior meat at unreasonable prices soon loses business and income 

to other butcher shops. If your neighborhood butcher is naturally friendly and benevolent, so 

much the better.  

But even customers who do not know a butcher personally don't have to depend on such 

altruistic characteristics to get good service and products. The more a greedy, selfish, or lazy 

butcher wants to enjoy a higher standard of living, the more he or she will try to meet the 

competition and build up a large base of satisfied customers. Or as Smith described this feature 

of market economies, people are led "as if by an invisible hand" to work and behave in ways 

that use resources efficiently, in terms of producing things that other people want and are 

wllling to pay for, even though that may have been "no part of their original intentions."  

One other factor must be at work for Smith's invisible hand to function properly: the 

butcher must own or rent the shop, so that he or she has the rights to its profits. Without this 

right to private property, and to the profits it brings, the invisible hand of competition will not 

motivate businesses to offer the best and most varied products at reasonable prices. Butchers 

who are employees of the state will view their jobs very differently than those who are in busi-

ness for themselves. This fact holds true throughout the economy, whether one considers a 

butcher, a carpenter, a restaurant chain, or a multinational insurance company.  

Of course, if there is no competition -- if there is only one place to buy meat in some 

market area -- things won't be as pleasant for consumers. And that will be true even if the 

butcher shop is owned and operated by the government. Inevitably, removing competition also 

removes many of the most powerful market incentives to provide good service, high-quality 

products, and low prices. That is why, except for a few special cases that are discussed later, 

most economists view competition between producers as the consumers' best friend.  

In even broader terms, by decentralizing the control of economic resources -- letting 

individual producers decide what and how to produce to satisfy their customers -- competition 

and self interest ensure that most resources available in a market economy are used efficiently, 

which is to say in their most valuable uses as directed by what consumers demand and buy. 

Borrowing and Investing 
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 The same process takes place with businesses seeking investment funds for new facto-

ries, stores, and equipment. And as with other industries in a market economy, competition 

among banks helps ensure that interest rates will be as low as possible while still providing a 

satisfactory rate of return to banks that are run well and efficiently. Further, because the pool 

of money available for loans is limited, the borrowers -- individuals and companies -- will 

compete among themselves to win the bank's approval. This competition helps ensure that bank 

loans are allocated to investments with the highest potential return in a manner much more 

efficient than if the government made borrowing and loan decisions itself.  

Businesses seek these investment loans for new facilities or machinery to increase their 

production and sales. These firms expect to earn profits on these new investments for many 

years, so they are willing to pay interest for funds they can use to purchase those assets and 

start their production now, not later.  

Of course, if the interest they have to pay is higher than the rate of return they expect 

to earn, the businesses won't borrow the funds. And in fact, if a company doesn't have an in-

vestment in mind that pays more than the current interest rate on borrowed funds, it will save 

the money rather than trying to borrow more funds itself. Or, more likely, the company will try 

to shift its resources into a different line of business, where the expected rate of return is higher 

than the rate paid on borrowed funds. That is simply another way in which resources are di-

rected to firms that have identified the most profitable uses of resources -- based, as we have 

seen earlier, on providing the things consumers want most, at prices that meet or beat the prices 

for similar products offered by competing firms.  

Here, too, international trade can be important. Just as countries can exchange products, 

they can also exchange financial services and investment funds. Foreign investment can in-

crease the amount of money, or capital, available for businesses seeking to borrow and invest. 

By competing with domestic banks and financial institutions, foreign investment can also help 

keep interest rates -- the cost of money -- down.  

Foreign investment, if perceived to be too extensive, can trigger fears that parts of the 

economy are no longer under a nation's control. Such fears are almost always unwarranted, in 

large part because the dynamics of a market economy apply equally to international as well as 

national investments and business activity. Foreign direct investment, like any other kind of 

investment, is a vote of confidence in economic growth. By bringing in a new source of funds, 

foreign investment usually improves efficiency, adds management expertise, and helps keep 

interest rates down.  

To Buy a House 

Let's look at our family of Robert and Maria several years after their talk about job 

changes and further education. Maria did, in fact, take an administrative job with the school 

system, and Robert pursued advanced training in computer programming and found employ-

ment in a new and growing field. As a result, Robert and Maria, having earned higher incomes 

than previously, have been able to save money toward what is normally the largest single pur-

chase that most individuals ever make: a house.  
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 Conclusion 

Here, the role of financial institutions such as banks is critical. Banks serve two related 

functions. On one hand, they accept deposits from people like Maria and Robert -- savers who 

want to keep their money safe and to earn interest on it. On the other, they lend money to 

borrowers who can demonstrate that they have the financial ability to pay back such a loan 

over time. Borrowers and lenders are not only individuals, of course, but also private compa-

nies that wish to save their money or that wish to borrow money and invest in new or expanded 

businesses.  

In a market economy, individuals like Maria and Robert can play the role of savers and 

borrowers at different times. To attract their money, banks offer savers like Maria and Robert 

a certain rate of interest in competition with other banks and savings institutions. Now, Robert 

and Maria have approached the bank as potential borrowers, seeking a loan that will enable 

them to buy a house. If the bank finds that they have the income to pay back the loan in monthly 

installments over a period of years, the bank may loan them the money. It will, however, charge 

them a higher rate of interest as borrowers than it paid them previously as savers: the difference 

is the bank's rate of return for the financial services it provides.  
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