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Definitions of Economics 

There is no one definition of Economics which has a general acceptance. The formal 

roots of the scientific framework of economics can be traced back to classical economists. 

The pioneers of the science of economics defined economics as the science of wealth. 

Adam Smith (1723 -1790), the founder of economics, described it as a body of 

knowledge which relates to wealth. Accordingly to him if a nation has larger amount of 

wealth, it can help in achieving its betterment. He defined economics as: “The study of nature 

and causes of generating of wealth of a nation”. Adam Smith in his famous book, “An 

Enquiry into the Nature and Causes of the Wealth of Nations” emphasized the production 

and expansion of wealth as the subject matter of economics. 

Ricardo, another British classical economist shifted the emphasis from production of 

wealth to the distribution of wealth in the study of economics. 

 J.B. Say, a French classical economist, described economics as: “The science which 

treats of wealth”. 

 J.S. Mill in the middle of 19th century looked upon economics is as: "Practical 

science of production and distribution of wealth”. 

According to Malthus: “Man is motivated by self Interest only. The desire to collect 

wealth never leaves him till he goes into the grave”. 

 The main points of the definitions of economics given by the above classical economists are 

that: 

i. Economics is the study of wealth only. It deals with consumption, production, 

exchange and distribution aspects of wealth. 

ii. Only those commodities which are scarce are Included In wealth. Non-material 

goods such as air, services etc., are excluded from the category of wealth. 

 Criticism on the Classical Definition of Economics: 

  The definitions given by Adam Smith and other classical economists were severely 

criticized by social reformers and men of letters of that time Ruskin and Carlyle. They 

dubbed economics as a ‘dismal science’ and a 'science of getting rich'. The main criticisms on 

these definitions are as under: 

i. Too much importance to wealth: The definitions of economics give primary 

importance to wealth and secondary importance to man. The fact is that the study 

of man is more importance than the study of wealth. 

ii. Narrow meaning of wealth: The word ‘wealth’ in the classical economist’s 

definitions of economics means only material goods such as chair, book, pen, etc. 

These do not include services of doctors, nurses, soldiers etc. In modern 

economics, the word ‘wealth’ includes material as well as non-material goods. 



iii. Concept of economic man: According to wealth definitions, man works only for 

his self-interest Social interest is ignored. Dr. Marshall and his followers were of 

the view that economics does not study a selfish man but a common man. 

iv. No mention of man’s welfare: The 'Wealth' definitions ignore the importance of 

man’s welfare. Wealth is not be all and the end all of all human activities. 

v. It does not study means: The definitions of economics lay emphasis on the earning 

of wealth as an end in itself. They ignore the means which are scare for the 

earning of wealth. 

vi. Defective logic: The definitions economics given by classical economists were 

unduly criticized by the literacy writers of that time. The fact is that what Adam 

Smith wrote in his book ‘Wealth of Nations' (1776) still holds well. The central 

argument of the book that market economy enables every individual to contribute 

his maximum to the production of wealth of nation still not only holds good but is 

also being practiced and advocated throughout the capitalistic world. Since the 

word 'wealth' did not have clear meaning, therefore the definition economics 

became controversial. It was regarded unscientific and narrow. At the end of 19th 

century, Dr. Alfred Marshall gave his own definition of economics and therein he 

laid emphasis on man and his welfare. 

 

Marshall’s Definition of Economics: 

  The neo-classical school led by Dr. Alfred Marshall gave economics a respectable 

place among social sciences. He was the first economist who lifted economics from the bad 

repute it had fallen. Dr. Alfred Marshall (1842 - 1924) in his book, 'Principles of 

Economics' defined Economics as: 

“Study of mankind in the ordinary business of life; it examines that part of individual and 

social actions which is closely connected with the attainment and with the use of material 

requisites of well being”. 

  This definition clearly states that Economics is on the one side a study of wealth and 

on the other and more important side a part of the study of man. Marshall’s followers 

like Pigou, Cannon and Baveridge (the Neo-classical writers) have also defined Economics 

as: 

  

“Study of causes of material welfare”. 

  For example, according to Cannon, the aim of Political Economy is the explanation of 

the general cause’s en which the material welfare of the human being depends. 

  

Characteristics: 

  The definitions given by Welfare School of Economists have the following 

main features of Economics as Material Welfare: 

  

i. Wealth is not the be all and the end all of human activities: Economics does not 

regard wealth as the be all and the end all of the human activities. It is only a 

mean to the fulfillment of an end which is human welfare. Welfare and not wealth 

is; therefore, of primary importance to man. 

ii.  Study of an ordinary man: Economics is a study of an ordinary man who lives in 

free society. A person who is cut away from the society is not the subject of study 

of Economics. 

iii. It does not study all activities of man: Economics does not study all the activities 

of man. It is concerned with those actions which can be brought directly or 

indirectly with the measuring rod of money. 



iv. Study of material welfare: Economics is concerned with the ways in which man 

applies his knowledge, skill to the gifts of Nature for the satisfaction of his 

material welfare. 

  For a long time, the definition of Economics given by Alfred Marshall was generally 

accepted. It enlarged the scope of economics by taking emphasis that its studies wealth and 

man rather than wealth alone. 

However, Marshall’s definition was criticized by Lionel Robbins. He in his book 

“Essay on the Nature and Significance of Economic Science” gave a critical review of the 

welfare definitions of economics. These criticisms are summed as under: 

  

Robbins's Criticism: 

i. Narrows down the scope of economics: According to Robbins, the use of the word 

“Material” in the definition of Economics considerably narrows down the scope of 

Economics. There are many things in the world which are not material but they are 

very useful for promoting human welfare. For example, the services of doctors, 

lawyers, teachers, dancers, engineers, professors, etc., satisfy our wants and are 

scarce in supply. If we exclude these services and include only material goods, then 

the sphere of economics study will be very much restricted. 

ii.  Relation between economics and welfare: The second objection raised by Robbins 

on welfare definition is on the establishment of relation between Economics and 

Welfare. According to him, there are many activities which do not promote human 

welfare, but they are regarded economic activities, e.g., the manufacturing and sale of 

alcohol goods or opium, etc. Here Robbins says, “Why talk pf welfare at all? Why 

not throw away the mask altogether”? 

iii. Welfare is a vague concept: The third objection levied by him was on the concept of 

‘welfare’. In his opinion welfare is a vague concept. It is purely subjective. It varies 

from man to man, from place to place and from age to age. Moreover, he says what is 

the use of a concept which cannot be quantitatively measured and on which two 

persons cannot agree as to what is conducive to welfare and what is not. For example, 

the manufacturing and sale of guns, tanks and other war heads, production of opium, 

liquor etc., are not conducive to welfare but these are all economic activities. Hence, 

these cannot be excluded from the study of economics. 

iv. Impractical: The definition of welfare is of theoretical nature. It is not possible in 

practice to divide man’s activities into material and non-material. 

v. It involves value judgment: Finally, the word ‘Welfare' in the definition involves 

value judgment and the economists according to Robbins, are forbidden to pass any 

verdict. 

 

Robbinson Definition of economics 

Marshall’s definition of economics remained an article of faith with all economists 

from 1830 to 1932. However, with the publication of Robbins book 'Nature and Significance 

of Economic Science' (1932), there developed a fresh controversy in regard to the definition 

of economics. Lionel Robbins, after criticizing the definitions given by the Classical and 

Neo-classical economists, gave his own definition of Economics. According to him: 

  

Firstly, the definition of Economics given by him is superior to that of others because 

it does not contain any reference of the term material or welfare. Secondly, it applies as much 

to the case of an isolated individual as to the complicated net working of society. Thirdly, it 

raises the status of Economics to that of Science. Fourthly, it makes Economics a positive 



science which deals only with facts, It forbids the economists to pass any value judgment of 

what is good or bad, right or wrong, etc. 

  

`Lionel Robbins claiming his definition Economics precise, scientific and superior, 

defines Economics book ‘Nature and Significance of Economics Science' (Published in 

1932): 

 "A science which studies human behavior as a relationship between ends and scarce means 

which have alternative uses". 

 This definition is based on the following five pillars: 

  

Main Pillars of Robbins's Definition: 

i. The Human wants or ends are unlimited: Human wants referred to as ends by 

Robbins are unlimited. They increase in quantity and quality over a period of time. 

They vary among individuals and overtime for the same individual. It is not possible 

to find a person who will say that his wants for goods and services have been 

completely satisfied. This is because of the fact that when one want is satisfied, it is 

replaced by another and there is then no end to it. 

ii. The ends or wants vary in importance: The ends or wants are of varying importance. 

They are ranked in order of importance as: (a) necessaries (b) comforts and (c) 

luxuries. Man generally satisfies his urgent wants first and less urgent afterwards in 

order of their importance. 

iii. Scarcity of resources: Resources are the inputs used in the production of things which 

we need. The resources (Land, labor, capital and entrepreneurship) at the disposal of 

man are scarce. They are not found in as much quantity as we need them. Scarcity 

means that we do not and cannot have enough income or wealth to satisfy our every 

desire. Scarcity exists because human wants always exceed what can be produced 

with limited resources and time that Nature makes available to man at any one time. 

Scarcity is a fact of life. It occurs among the poor and among the rich. The richest 

person on earth faces scarcity because he too cannot satisfy all his wants with the 

limited time available to him. 

iv. According to Robbins: the unlimited ends and the scarce resources provide a 

foundation to the field of Economics. Since the human wants are innumerable and the 

means to satisfy them are scarce or limited in supply, therefore, an economic problem 

arises. If all the things were freely available to satisfy the unlimited human wants, 

there would not have arisen any scarcity, hence no economic goods, no need to 

economic and no economic problem. Scarcity, thus, can be defined as the excess of 

human wants over what can be actually produced in the economy. 

v. Economic resources have alternative uses: The fourth important proposition of 

Robbins definition is that the scarce resources available to satisfy human wants have 

alternative uses. They can be put to one use at one time. For instance, if a piece of 

land is used for the production of sugarcane, it cannot be utilized for the growth of 

another crop at the same time. Man, therefore, has to choose the best way of utilizing 

the scarce resources which have alternative uses.  
Merits of Robbins's Definition of Economics: 

 There are many admirers of Robbins definition. It has the following merits: 

i. Status of a positive science: Robbins tries to make economics a more exact science. 

According to him, economics has nothing to do with ends. They may be noble or 

ignoble, material or non-material. Economics is not concerned with them as such. 



ii. An analytical definition: Robbins definition makes study of economics analytical. It 

studies the particular aspect of human behavior which is imposed by the influence of 

scarcity. 

iii. A universal definition: Robbins definition is applicable everywhere. It is concerned 

with unlimited wants and limited resources which is the problem facing every 

economy socialistic or capitalistic. 

iv. Clear on the nature and scope of economics: Robbins definition serves to specify the 

nature, scope and subject matter of economics. According to him, an economic 

problem is characterized by the possibility of exercising choice between ends an 

which have alternative uses. 

v. Valuation is the central problem: According to Robbins, valuation is the central 

problem of economics. Wherever the ends are unlimited and the resources scare, they 

give rise to an economic problem Marshall’s definition does not identity this 

valuation process. 

  

Criticism on Robbins Definition of Economics or Demerits: 

  Robbins definition of economics has been bitterly criticized by eminent writers Hicks, 

Longe, Durbin, Frazer, etc., on the following grounds: 

i. Reduced economics merely to a theory of value: Robbins’s definition restricts the 

scope of economics by treating it as a positive Science only while in reality it is both 

a positive and a normative science. 

ii. Scope of economic has been widened: Robbins’s definition has widened the scope of 

economics by covering the whole of economic life, while it is concerned with that 

part of human life which is connected with the market price. 

iii. Economics has become a colorless science: Robbins’s made economics colorless, 

impersonal and abstract. It is in fact a definition of economics for economist only. 

iv. Study of economic growth: The study of economic growth process remains outside 

the scope of economics while it is through economic growth that living standards 

improve. 

 

Modern Definitions of Economics  

 

"A science of growth and efficiency". 

 According to Samuelson: 

  "Economics is the study of how people and society end up closing, with or without 

the use of money, to employ scarce productive resources that could have alternative uses, to 

produce various commodities and distribute them for consumption now or in the future 

among various persons and groups in society". It analyses the cost and benefits of improving 

patterns of resource allocation. 

 In the words of C.R. McConnell: 

  “Economics can be defined as a science of efficiency in the use of resources so as to 

attain the greatest or maximum fulfillment of society’s unlimited wants. Efficiency here 

implies technical efficiency and economic efficiency in the use of scarce resources for 

producing a given level of output. The term efficiency also relates to the efficiency of whole 

economics system. If one section of the society is made better off without making the other 

section worse off, we can say the economic system is operating efficiently". 

  

After considering the various definitions, Economics can be defined as: 

  “A social science which is concerned with the proper use and allocation of resources 

for the achievement and maintenance of growth with stability and efficiency”. 



Basic Economic Problems 

"Economics is the study of the division of scarce resources between unlimited needs and 

wants" 

Let us explain further. You are the head of your household. There are several things 

which are needed to keep the household running, e.g. food, electricity, gas and so forth. There 

are also wants, which may not have to be fulfilled per se, but will be acquired somehow.  

A store manager has a limited budget to spend on various wants, his resources are 

scarce. He could spend his money on providing more staff, bringing in more stock from a 

wholesaler, marketing his product to increase demand through advertising, decorating or 

improving his store and paying for essential services like water and electricity. Effectively he 

has unlimited wants but limited means or resources. We say that his resources are scarce. The 

store manager must economise by choosing to use his resources to satisfy certain wants such 

as marketing instead of others like stock purchase. As earlier stated, economics is the study of 

the division of these resources to best satisfy the unlimited wants. Every economy in the 

world face three main basic economics problems because the needs and wants of the society 

are unlimited but the resources available to satisfy those are limited. Whether a country is 

rich or poor this is a common situation to all of them. The main economics problem are: 

1. What to Produce in which quantities? 

2. How to Produce? 

3. For whom to Produce? 

Lets look at the problems in details. 

1. What to produce? 

In any society there are unlimited wants but resources are limited or resources are scarce. 

And these resources have alternative uses. Due to this each society has to decide what they 

are to produce using these scarce resources. So each economy has to make choice by thinking 

what kind of products or what quantity is to be produced. For example an economy has to 

decide whether to produce more services such as transport or hospitals, or consumable goods 

like more clothes and houses or more capital goods such as roads, buildings etc. The 

economy must decide which goods and services to produce and which goods and services to 

exclude from production is the problem of choice between commodities. Note that the 

decision of what to produce is made, having the consumers preferences in mind. 

2. How to produce? 

The problem of ‘how to produce’ means which combination of resources is to be used 

for the production-of goods and which technology is to be made use of in production. Once 

the society has decided what goods and services are to be produced and in what quantities, it 

must then decide how these goods shall be produced. There are various alternative methods 

of producing a good and the economy has to choose among them. For example, cloth can be 

produced either with automatic looms or power looms. Fields can be irrigated (and hence 

wheat can be produced) by building small irrigation works like tube-wells and tanks or by 

building large canals and dams. Therefore, the economy has to decide whether cloth is to be 

produced by power looms or automatic looms. Similarly, it has to decide if the irrigation has 



to be done by minor irrigation works or by major works. So Obviously, it is a problem of the 

choice of production 

3. For whom to produce? 

Once an economy has produced goods and services, it also has to decide who will 

consume those goods. This will be decided by different way by the nature of the economy. 

Though the above three problem are common to each economy, an economy can take 

different approaches to solve these basic economics problems, and depending on the 

approach economies are organised in different way. This is why we find different economies 

such as market economy, centrally planned economy and mixed economy and so forth. 

Positive Economics 

What is Positive Economics? 

Positive statements are objective statements that can be tested, amended or rejected by 

referring to the available evidence. Positive economics deals with objective explanation and 

the testing and rejection of theories. For example: 

➢ A fall in incomes will lead to a rise in demand for own-label supermarket foods 

➢ If the government raises the tax on beer, this will lead to a fall in profits of the 

brewers. 

➢ The rising price of crude oil on world markets will lead to an increase in cycling 

to work 

➢ A reduction in income tax will improve the incentives of the unemployed to find 

work. 

➢ A rise in average temperatures will increase the demand for sun screen products. 

➢ Higher interest rates will reduce house prices 

➢ Cut-price alcohol has increased the demand for alcohol among teenagers 

➢ A car scrappage scheme will lead to fall in the price of second hand cars 

Normative Economics 

What is Normative Economics? 

         A value judgement is a subjective statement of opinion rather than a fact that can be 

tested by looking at the available evidence 

Normative statements are subjective statements – i.e. they carry value judgments. For 

example: 

➢ Pollution is the most serious economic problem 

➢ Unemployment is more harmful than inflation 

➢ The congestion charge for drivers of petrol-guzzling cars  should increase to £25 

➢ The government should increase the minimum wage  to £7 per hour to reduce 

poverty. 

➢ The government is right to introduce a ban on smoking in public places . 

http://news.bbc.co.uk/1/hi/england/london/5171850.stm
http://news.bbc.co.uk/1/hi/business/6425965.stm
http://news.bbc.co.uk/1/hi/world/3758707.stm


➢ The retirement age should be raised to 70 to combat the effects of our ageing 

population. 

➢ Resources are best allocated by allowing the market mechanism to work freely 

➢ The government should enforce minimum prices for beers and lagers sold in 

supermarkets and off-licences in a bid to control alcohol consumption 

Deductive Method and Inductive Method 

An economic theory derives laws or generalizations through two methods: 

I. Deductive Method and  

II. Inductive Method. 

  These two ways of deriving economic generalizations are now explained in brief: 

I. Deductive Method of Economic Analysis: 

  The deductive method is also named as analytical, abstract or prior method. The 

deductive method consists in deriving conclusions from general truths, takes few general 

principles and applies them draw conclusions. For instance, if we accept the general 

proposition that man is entirely motivated by self-interest. In applying the deductive method 

of economic analysis, we proceed from general to particular. 

 The classical and neo-classical school of economists notably, Ricardo, Senior, Cairnes, J.S. 

Mill, Malthus, Marshall, Pigou, applied the deductive method in their economic 

investigations. 

Steps of Deductive Method: 

  

The main steps involved in deductive logic are as under: 

i. Perception of the problem to be inquired into: In the process of deriving 

economic generalizations, the analyst must have a clear and precise idea of 

the problem to be inquired into. 

ii. Defining of terms: The next step in this direction is to define clearly the 

technical terms used analysis. Further, assumptions made for a theory 

should also be precise. 

iii. Deducing hypothesis from the assumptions: The third step in deriving 

generalizations is deducing hypothesis from the assumptions taken. 

iv. Testing of hypothesis: Before establishing laws or generalizations, 

hypothesis should be verified through direct observations of events in the 

rear world and through statistical methods. (Their inverse relationship 

between price and quantity demanded of a good is a well established 

generalization). 

  

Merits of Deductive Method: 

The main merits of deductive method are as under: 

i. This method is near to reality. It is less time consuming and less expensive. 

ii.  The use of mathematical techniques in deducing theories of economics brings 

exactness and clarity in economic analysis. 

iii. There being limited scope of experimentation, the method helps in deriving 

economic theories. 

iv.  The method is simple because it is analytical. 

  

Demerits of Deductive Method: 

 It is true that deductive method is simple and precise, underlying assumptions are valid. 

i. The deductive method is simple and precise only if the underlying assumptions 

are valid. More often the assumptions turn out to be based on half truths or have 



no relation to reality. The conclusions drawn from such assumptions will, 

therefore, be misleading. 

ii. Professor Learner describes the deductive method as ‘armchair’ analysis. 

According to him, the premises from which inferences are drawn may not 

hold good at all times, and places. As such deductive reasoning is not applicable 

universally. 

iii. The deductive method is highly abstract. It require; a great deal of care to avoid 

bad logic or faulty economic reasoning. 

As the deductive method employed by the classical and neo-classical economists led to 

many facile conclusions due to reliance on imperfect and incorrect assumptions, therefore, 

under the German Historical School of economists, a sharp reaction began against this 

method. They advocated a more realistic method for economic analysis known as inductive 

method. 

  

II. Inductive Method of Economic Analysis: 

  

Inductive method which also called empirical method was adopted by the “Historical 

School of Economists". It involves the process of reasoning from particular facts to general 

principle. 

 This method derives economic generalizations on the basis of  

➢ Experimentations  

➢ Observations and  

➢ Statistical methods.  

In this method, data is collected about a certain economic phenomenon. These are 

systematically arranged and the general conclusions are drawn from them. 

 For example, we observe 200 persons in the market. We find that nearly 195 persons buy 

from the cheapest shops, Out of the 5 which remains, 4 persons buy local products even at 

higher rate just to patronize their own products, while the fifth is a fool. From this 

observation, we can easily draw conclusions that people like to buy from a cheaper shop 

unless they are guided by patriotism or they are devoid of commonsense. 

 Steps of Inductive Method: 

 The main steps involved in the application of inductive method are: 

  

i. Observation. 

ii. Formation of hypothesis. 

iii. Generalization. 

iv. Verification. 

  

Merits of Inductive Method: 

i. It is based on facts as such the method is realistic. 

ii. In order to test the economic principles, method makes statistical techniques. The 

inductive method is, therefore, more reliable. 

iii.  Inductive method is dynamic. The changing economic phenomenon are analyzed 

and on the basis of collected data, conclusions and solutions are drawn from them. 

iv. Induction method also helps in future investigations. 

  

Demerits of Inductive Method: 

 The main weaknesses of this method are as under: 

i. If conclusions drawn from insufficient data, the generalizations obtained may be 

faulty. 



ii. The collection of data itself is not an easy task. The sources and methods 

employed in the collection of data differ from investigator to investigator. The 

results, therefore, may differ even with the same problem. 

iii. The inductive method is time-consuming and expensive. 

 

“Inductive and Deductive methods are both needed for scientific thought, as the right and left 

foot are both needed for walking”. 

 

he economic theory is divided into two main branches, viz., economic statics and economic 

dynamics.  These terms were first introduced by August Comte in social sciences.  Stuart 

Mill made use of these concepts in economics.  These concepts were further explained by 

Ragnar Frisch. 

Economic models 

Statics 

Literally the word ‘static’ implies causing to stand or unchanged.  Static position is a 

position of rest or unchanged position.  However, economic statics does not imply absence of 

movement, rather it denotes a state in which there is a continuous, regular, certain and 

constant movement without change. 

According to Clark, static state is the absence of five kinds of change: the size of 

population, the supply of capital, the methods of production, the forms of business 

organisation and the wants of the people. 

Harrod is of the view that static analysis is concerned with a state of rest.  State of rest 

does not signify a state of idleness but simply lack of investment with the result that the 

economy repeats itself over time.  Unlikely other predecessor economists, he does not 

confine the concept of statics to a rigidly defined state of affairs.  He also includes in it the 

once-for-all change whereby the economy shifts from one state of rest to another. 

Professor Hicks has a somewhat different notion of statics.  According to him, 

economic statics studies stationary situations which are devoid of any change and which do 

not require any relation to the past or the future.  Thus, the static economic of his vision is a 

timeless economy in which the various phenomena and their effects are analysed without 

reference to time.  For instance, when we say that if price is lowered by 5% demand rises by 

3%, we are in the field of static analysis. 

According to Frisch, in economic statics we do not study anything about the 

connection between conditions at various points of time, e.g., sequences, lags, etc.  The 

ordinary theory of demand and supply is an illustration of the static analysis.  It builds up a 

relationship between demand and supply as they are supposed to be at any moment of time. 

The economic statics is based on the concept of a stationary state where everything 

churns steadily like a gramophone repeating itself endlessly.  It is an economic process which 

goes on at an even rate or which merely reproduces itself.  The tastes, resources and 

technology, etc, are not supposed to change over time.  The factors which control production, 



distribution, exchange and consumption are assumed to be constant, yet there is movement, 

though at a uniform rate. 

Economic Dynamics: 

The word ‘dynamics’ means causing to move.  In economics, the 

term ‘dynamics’ refers to the study of economic change.  It aims to trace and study the 

behaviour of variables through time, and determine whether these variables tend to move 

towards equilibrium. 

According to Harrod, economic dynamics is chiefly concerned with continuing 

change, and therefore, necessitates the study of an economy wherein the rate of change of 

income (output) is itself changing.  The continuing acceleration and deceleration is the 

essence of Harrodian Dynamics.  His point can be further illustrated with the help of 

following diagram: 

 

Let us assume that OF is the level of full of employment.  Starting with the income 

level at A for the time interval at Ot1, the rate of growth is zero. The study of the economy 

from point A to B, according to Harrod, is static.  With the push up of the economy, the 

income level rises from B to C at the time interval Ot2.  According to Harrod, the dotted path 

between B and C is the subject matter of economic dynamics because, during this interval, 

the rate of change of income is itself undergoing a change.  The rate of growth again becomes 

zero and analysis of the economy becomes static when moving from point C to D. 

Ragnar Frisch has broadened the vistas of economic dynamics.  According to him, 

economic dynamics is the process of change, and should embody functional relationships of 

variables with different dates appended to them.  Frish’s definition of economic dynamics 

takes care of the past values of the several variables, their lags, sequences, rates of change 

and cumulative magnitudes, etc. 

Sameulson’s definition of economic dynamics states that the essence of dynamics that 

economic variables at different points of time are functionally related including velocities, 

acceleration, or higher derivatives.  His definition of economic dynamics includes the 

phenomena of cyclical growth, cyclical fluctuations, speculation, cob-web theorems of price 

determinations, stagnation thesis, perspective planning, etc.. 



 Theory of Consumer Behaviour 

  Jevon (1835 -1882) was the first economist who introduces the concept of utility in 

economics. According to him: "Utility is the basis on which the demand of a individual for a 

commodity depends upon".  

Utility is defined as:  

"The power of a commodity or service to satisfy human want".  

Utility is thus the satisfaction which is derived by the consumer by consuming the goods. 

For example, cloth has a utility for us because we can wear it. Pen has a utility who can 

write with it. The utility is subjective in nature. It differs from person to person. The utility of 

a bottle of wine is zero for a person who is non drinker while it has a very high utility for a 

drinker.  

Here it may be noted that the term ‘utility’ may not be confused with pleasure or unfulness 

which a commodity gives to an individual. Utility is a subjective satisfaction which consumer 

gets from consuming any good or service.  

For example, poison is injurious to health but it gives subjective satisfaction to a person who 

wishes to die. We can say that utility is value neutral. 

Assumptions of Cardinal Utility Analysis: 

  

The main assumption or premises on which the cardinal utility analysis rests are as under. 

  

➢ Rationality. The consumer is rational. He seeks to maximize satisfaction from the 

limited income which is at his disposal. 

➢ Utility is cardinally measurable. The utility can be measured in cardinal numbers 

such as 1, 3, 10, 15, etc. The utility is expressed in imaginary cardinal numbers tells 

us a great deal about the preference of the consumer for a good. 

➢ Marginal utility of money remains constant. Another important premise of cardinal 

utility of money spent on the purchase of a good or service should remain constant. 

➢ Diminishing marginal utility. It is also assumed that the marginal utility obtained 

from the consumption of a good diminishes continuously as its consumption is 

increased. 

➢ Independent utilities. According to the Cardinalist school, the utility which is 

derived from the consumption of a good is a function of the quantity of that good 

alone. If does not depend at all upon the quantity consumed of other goods. The 

goods, we can say, possess independent utilities and are additive. 

➢ Introspection method. The Cardinalist school assumes that the behavior of marginal 

utility in the mind of another person can be judged with the help of self observation. 

For example, I know that as I purchase more and more of a good, the less utility I 



derived from the additional units of it. By applying the same principle, I can read 

other people mind and say with confidence that marginal utility of a good diminishes 

as they have more units of it. 

 

Difference Between Total Utility and Marginal Utility: 

  

People buy goods because they get satisfaction from them. This satisfaction which the 

consumer experiences when he consumes a good, when measured as number of utils is called 

utility.  

It is here to necessary to make a distinction between total utility and marginal utility.  

Total Utility (TU): 

  

Definition and Explanation: 

  

"Total utility is the total satisfaction obtained from all units of a particular commodity 

consumed over a period of time". 

For example, a person consumes eggs and gains 50 utils of total utility. This total utility is 

the sum of utilities from the successive units (30 utils from the first egg, 15 utils from the 

second and 5 utils from the third egg). 

  

Summing up total utility is the amount of satisfaction (utility) obtained from consuming a 

particular quantity of a good or service within a given time period. It is the sum of marginal 

utilities of each successive unit of consumption. 

  

Formula: 

  

TUx = ∑MUx 

  

Marginal Utility (MU):  

Definition and Explanation: 

 

"Marginal utility means an additional or incremental utility. Marginal utility is the change in 

the total utility that results from unit one unit change in consumption of the commodity 

within a given period of time".  

For example, when a person increases the consumption of eggs from one egg to two eggs, 

the total utility increases from 30 utils to 45 utils. The marginal utility here would be the15 

utils of the 2nd egg consumed. 

Marginal utility, thus, can also be described as difference between total utility derived from 

one level of consumption and total utility derived from another level of consumption/ 

 

 



Formula: 

  

       MU = ∆TU 

                                                                                    ∆Q 

It may here be noted that as a person consumes more and more units of a commodity, the 

marginal utility of the additional units begins to diminish but the total utility goes on 

increasing at a diminishing rate When the marginal utility comes to zero or we say the point 

of satiety is reached, the total utility is the maximum. If consumption is increased further 

from this point of satiety, the marginal utility becomes negative and total utility begins to 

diminish.  

The relationship between total utility and marginal utility is now explained with the help of 

following schedule and a graph. 

Schedule: 

  

Units of Apples Consumed 

Daily 
Total Utility in Utils Per Day 

Marginal Utility in Utils Per 

Day 

1 7 7 

2 11 4  (11-7) 

3 13 2  (13-11) 

4 14 1  (14-13) 

5 14 0  (14-14) 

6 13 -1  (13-14) 

 

The above table shows that when a person consumes no apples, he gets no satisfaction. His 

total utility is zero. In case he consumes one apple a day, he gains seven units of satisfaction. 

His total utility is 7 and his marginal utility is also 7. 

In case he consumes second apple, he gains extra 4 utils (MU). Thus given him a total utility 

of 11 utils from two apples. His marginal utility has gone down from 7 utils to 4 utils because 

he has a less craving for the second apple. 

Same is the case with the consumption of third apple. The marginal utility has now fallen to 2 

utils while the total utility of three apples has increased to 13 utils (7 + 4 + 2). In case the 

consumer takes fifth apple, his marginal utility falls to zero utils and if he consumes sixth 

apple also, the total showing total utility and marginal utility is plotted in figure below: 

 

 



 

 

 

 

 

 

Diagram/Curve: 

  

 

  

➢ The total utility curves starts at the origin as zero consumption of apples yield zero 

utility. 

➢ The TU curve reaches at its maximum or a peak of M when MU is zero. 

➢ The MU curve falls through the graph. A special point occurs when the consumer 

consumes fifth apple. He gains no marginal utility from it. After this point, marginal 

utility becomes negative. 

➢ The MU curve can be derived from the total utility curve. It is the slope of the line 

joining two adjacent quantities on the curve. For example, the marginal utility of the 

third apple is the slope of line joining points a and b. The slope of such given by the 

formula: 

MU = ∆TU 

                                                                                   ∆Q 

Here MU = 2. 

law of diminishing marginal utility  



The law of diminishing marginal utility describes a familiar and fundamental tendency of 

human behavior. The law of diminishing marginal utility states that: 

“As a consumer consumes more and more units of a specific commodity, the utility from the 

successive units goes on diminishing”. 

Mr. H. Gossen, a German economist, was first to explain this law in 1854. Alfred 

Marshal later on restated this law in the following words: 

“The additional benefit which a person derives from an increase of his stock of a thing 

diminishes with every increase in the stock that already has”. 

  

Law is Based Upon Three Facts: 

  

The law of diminishing marginal utility is based upon three facts. First, total wants of a man 

are unlimited but each single want can be satisfied. As a man gets more and more units of a 

commodity, the desire of his for that good goes on falling. A point is reached when the 

consumer no longer wants any more units of that good. Secondly, different goods are not 

perfect substitutes for each other in the satisfaction of various particular wants. As such the 

marginal utility will decline as the consumer gets additional units of a specific good. Thirdly, 

the marginal utility of money is constant given the consumer’s wealth. 

The basis of this law is a fundamental feature of wants. It states that when people go to the 

market for the purchase of commodities, they do not attach equal importance to all the 

commodities which they buy. In case of some of commodities, they are willing to pay more 

and in some less. There are two main reasons for this difference in demand. (1) the linking of 

the consumer for the commodity and (2) the quantity of the commodity which the consumer 

has with himself. The more one has of a thing, the less he wants the additional units of it. In 

other words, the marginal utility of a commodity diminishing as the consumer gets larger 

quantities of it. This, in brief, is the axiom of law of diminishing marginal utility. 

Explanation and Example of Law of Diminishing Marginal Utility: 

This law can be explained by taking a very simple example. Suppose, a man is very thirsty. 

He goes to the market and buys one glass of sweet water. The glass of water gives him 

immense pleasure or we say the first glass of water has great utility for him. If he takes 

second glass of water after that, the utility will be less than that of the first one. It is because 

the edge of his thirst has been blunted to a great extent. If he drinks third glass of water, the 

utility of the third glass will be less than that of second and so on. 

The utility goes on diminishing with the consumption of every successive glass water till it 

drops down to zero. This is the point of satiety. It is the position of consumer’s equilibrium or 

maximum satisfaction. If the consumer is forced further to take a glass of water, it leads to 

disutility causing total utility to decline. The marginal utility will become negative. A rational 

consumer will stop taking water at the point at which marginal utility becomes negative even 



if the good is free. In short, the more we have of a thing, ceteris paribus, the less we want still 

more of that, or to be more precise. 

“In given span of time, the more of a specific product a consumer obtains, the less anxious he 

is to get more units of that product” or we can say that as more units of a good are consumed, 

additional units will provide less additional satisfaction than previous units. The following 

table and graph will make the law of diminishing marginal utility more clear. 

Schedule of Law of Diminishing Marginal Utility: 

  

Units Total Utility Marginal Utility 

1st glass 20 20 

2nd glass 32 12 

3rd glass 40 8 

4th glass 42 2 

5th glass 42 0 

6th glass 39 -3 

  

From the above table, it is clear that in a given span of time, the first glass of water to a 

thirsty man gives 20 units of utility. When he takes second glass of water, the marginal utility 

goes on down to 12 units; When he consumes fifth glass of water, the marginal utility drops 

down to zero and if the consumption of water is forced further from this point, the utility 

changes into disutility (-3). 

  

Here it may be noted that the utility of then successive units consumed diminishes not 

because they are not of inferior in quality than that of others. We assume that all the units of a 

commodity consumed are exactly alike. The utility of the successive units falls simply 

because they happen to be consumed afterwards.  

Curve/Diagram of Law of Diminishing Marginal Utility: 

  

The law of diminishing marginal utility can also be represented by a diagram. 

  



 

  

In the figure (2.2), along OX we measure units of a commodity consumed and along OY is 

shown the marginal utility derived from them. The marginal utility of the first glass of water 

is called initial utility. It is equal to 20 units. The MU of the 5th glass of water is zero. It is 

called satiety point. The MU of the 6th glass of water is negative (-3). The MU curve here 

lies below the OX axis. The utility curve MM/ falls left from left down to the right showing 

that the marginal utility of the success units of glasses of water is falling 

Assumptions of Law of Diminishing Marginal Utility: 

  

The law of diminishing marginal utility is true under certain assumptions. These assumptions 

are as under: 

➢ Rationality: In the cardinal utility analysis, it is assumed that the consumer is 

rational. He aims at maximization of utility subject to availability of his income. 

➢ Constant marginal utility of money: It is assumed in the theory that the marginal 

utility of money based for purchasing goods remains constant. If the marginal utility 

of money changes with the increase or decrease in income, it then cannot yield correct 

measurement of the marginal utility of the good. 

➢ Diminishing marginal utility: Another important assumption of utility analysis is 

that the utility gained from the successive units of a commodity diminishes in a given 

time period. 

➢ Utility is additive: In the early versions of the theory of consumer behavior, it was 

assumed that the utilities of different commodities are independent. The total utility of 

each commodity is additive. 

  

U = U1 (X1) + U2 (X2) + U3 (X3)………. Un (Xn) 

http://www.economicsconcepts.com/cardinal_utility_analysis.htm


➢ Consumption to be continuous: It is assumed in this law that the consumption of a 

commodity should be continuous. If there is interval between the consumption of the 

same units of the commodity, the law may not hold good. For instance, if you take 

one glass of water in the morning and the 2nd at noon, the marginal utility of the 

2nd glass of water may increase. 

➢ Suitable quantity: It is also assumed that the commodity consumed is taken in 

suitable and reasonable units. If the units are too small, then the marginal utility 

instead of falling may increase up to a few units. 

➢ Character of the consumer does not change: The law holds true if there is no 

change in the character of the consumer. For example, if a consumer develops a taste 

for wine, the additional units of wine may increase the marginal utility to a drunkard. 

➢ No change to fashion: Customs and tastes: If there is a sudden change in fashion or 

customs or taste of a consumer, it can than make the law inoperative. 

➢ No change in the price of the commodity: there should be any change in the price of 

that commodity as more units are consumed. 

  

Limitations/Exceptions of Law of Diminishing Marginal Utility: 

  

There are some exceptions or limitations to the law of diminishing utility. 

➢ Case of intoxicants: Consumption of liquor defies the low for a short period. The 

more a person drinks, the more likes it. However, this is truer only initially. A stage 

comes when a drunkard too starts taking less and less liquor and eventually stops it. 

➢ Rare collection: If there are only two diamonds in the world, the possession of 

2nd diamond will push up the marginal utility. 

➢ Application to money: The law equally holds good for money. It is true that more 

money the man has, the greedier he is to get additional units of it. However, the truth 

is that the marginal utility of money declines with richness but never falls to zero. 

  

Summing up, we can say that the law of diminishing utility, like other laws of Economics, is 

simply a statement of tendency. It holds good provided other factors remain constant. 

  

 

Practical Importance of Law of Diminishing Marginal  Utility: 

  

The law of diminishing utility has great practical importance in economics. The law of 

demand, the theory of consumer’s surplus, and the equilibrium in the distribution of 

expenditure are derived from the law of diminishing marginal utility.  

➢ Basis of the law of demand: The law of marginal diminishing utility and the law of 

demand are very closely related to each other. In fact they law of diminishing 

marginal utility, the more we have of a thing, and the less we want additional 

http://www.economicsconcepts.com/law_of_demand.htm
http://www.economicsconcepts.com/law_of_demand.htm


increment of it. In other words, we can say that as a person gets more and more of a 

particular commodity, the marginal utility of the successive units begins to diminish. 

So every consumer while buying a particular commodity compares the marginal 

utility of the commodity and the price of the commodity which he has to pay.If the 

marginal utility of the commodity is higher than that of price, he purchases that 

commodity. As he buys more and more, the marginal utility of the successive units 

begins to diminish. Then he pays fewer amounts for the successive units. He tries to 

equate at every step the marginal utility and the price of the commodity, he must 

lower its price so that the consumers are induced to buy large quantities and this is 

what is explained in the law of demand. From this, we conclude that the law of 

demand and the law of diminishing are very closely inter-related. 

➢ Consumer’s surplus concept: The theory of consumer’s surplus is also based on the 

law of diminishing marginal utility. A consumer while purchasing the commodity 

compares the utility of the commodity with that of the price which he has to pay. In 

most of the cases, he is willing to pay more than what he actually pays. The excess of 

the price which he would be willing to pay rather than to go without the thing over 

that which he actually does pay is the economic measure of this surplus satisfaction. 

It is in fact difference between the total utility and the actually money spent. 

➢ Importance to the consumer: A consumer in order to get the maximum satisfaction 

from his relatively scare resources distributes his income on commodities and 

services in such a way that the marginal utility from all the uses are the same. Here 

again the concept of marginal utility helps the consumer in arranging his scale of 

preference for the commodities and services. 

➢ Importance to finance minister: Some times it is pointed out that the law of 

diminishing marginal utility does not apply on money. As a person collects money, 

the desires to accumulate more money increases. This view is superficial. It is true 

that wealth is acquired for the procurement of goods and services and man is always 

anxious in getting more and more of money. But what about the utility of money to 

him? Is it not a fact that as a person gets more and more wealth, its utility 

progressively decreases, though it does not reach to zero? 

  

For example, a person who earns $90,000 per month attaches less importance to $10. But a 

man who gets $1000 per month, the value of $10 to him is very high. A finance minister 

knowing this fact that the utility of money to a rich man is high and to poor man low bases 

the system of taxation in such a way that the rich persons are taxed at a progressive rate. The 

system of modern taxation is therefore, based on the law of diminishing marginal utility. 

  

Definition and Statement of Law of Equi-Marginal Utility: 

  

The law of equi-marginal utility is simply an extension of law of diminishing marginal 

utility to two or more than two commodities. The law of equilibrium utility is known, by 

various names. It is named as the Law of Substitution, the Law of Maximum Satisfaction, the 

Law of Indifference, the Proportionate Rule and the Gossen’s Second Law. 

http://www.economicsconcepts.com/consumers_surplus.htm
http://www.economicsconcepts.com/law_diminishing_marginal_utility.htm
http://www.economicsconcepts.com/law_diminishing_marginal_utility.htm


  

 

In cardinal utility analysis, this law is stated by Lipsey in the following words: 

“The household maximizing the utility will so allocate the expenditure between commodities 

that the utility of the last penny spent on each item is equal”. 

As we know, every consumer has unlimited wants. However, the income this disposal at any 

time is limited. The consumer is, therefore, faced with a choice among many commodities 

that he can and would like to pay. He, therefore, consciously or unconsciously compress the 

satisfaction which he obtains from the purchase of the commodity and the price which he 

pays for it. If he thinks the utility of the commodity is greater or at-least equal to the loss of 

utility of money price, he buys that commodity. 

As he buys more and more of that commodity, the utility of the successive units begins to 

diminish. He stops further purchase of the commodity at a point where the marginal utility of 

the commodity and its price are just equal. If he pushes the purchase further from his point of 

equilibrium, then the marginal utility of the commodity will be less than that of price and the 

household will be loser. A consumer will be in equilibrium with a single commodity 

symbolically: 

MUx = Px 

A prudent consumer in order to get the maximum satisfaction from his limited means 

compares not only the utility of a particular commodity and the price but also the utility of 

the other commodities which he can buy with his scarce resources. If he finds that a particular 

expenditure in one use is yielding less utility than that of other, he will tie to transfer a unit of 

expenditure from the commodity yielding less marginal utility. The consumer will reach his 

equilibrium position when it will not be possible for him to increase the total utility by uses. 

The position of equilibrium will be reached when the marginal utility of each good is in 

proportion to its price and the ratio of the prices of all goods is equal to the ratio of their 

marginal utilities. 

The consumer will maximize total utility from his income when the utility from the last rupee 

spent on each good is the same.  Algebraically, this is: 

MUa / Pa = MUb / Pb = MUc = Pc = MUn = Pn 

Here: (a), (b), (c)…. (n) are various goods consumed. 

Assumptions of Law of Equi-Marginal Utility: 

  

The main assumptions of the law of equi-marginal utility are as under. 

➢ Independent utilities. The marginal utilities of different commodities are 

independent of each other and diminish with more and more purchases. 



➢ Constant marginal utility of money. The marginal utility of money remains constant 

to the consumer as he spends more and more of it on the purchase of goods. 

➢  Utility is cardinally measurable. 

➢ Every consumer is rational in the purchase of goods. 

  

Example and Explanation of Law of Equi-Marginal Utility: 

The doctrine of equi-marginal utility can be explained by taking an example. Suppose a 

person has $5 with him whom he wishes to spend on two commodities, tea and cigarettes. 

The marginal utility derived from both these commodities is as under: 

  

 

Schedule: 

  

Units of Money MU of Tea MU of Cigarettes 

1 10 12 

2 8 10 

3 6 8 

4 4 6 

5 2 3 

$5 Total Utility = 30 Total Utility = 30 

  

A rational consumer would like to get maximum satisfaction from $5.00. He can spend 

money in three ways 

(i) $5 may be spent on tea only. 

(ii) $5 may be utilized for the purchase of cigarettes only. 

(iii) Some rupees may be spent on the purchase of tea and some on the purchase of cigarettes. 

If the prudent consumer spends $5 on the purchase of tea, he gets 30 utility. If he spends $5 

on the purchase of cigarettes, the total utility derived is 39 which are higher than tea. In order 

to make the best of the limited resources, he adjusts his expenditure. 

(i) By spending $4 on tea and $1 on cigarettes, he gets 40 utility (10+8+6+4+12 = 40). 

  

(ii) By spending $3 on tea and $2 on cigarettes, he derives 46 utility (10+8+6+12+10 = 46). 

  



(iii) By spending $2 on tea and $3 on cigarettes, he gets 48 utility (10+8+12+10+8 = 48). 

  

(iv) By spending $1 on tea and $4 on cigarettes, he gets 46 utility (10+12+10+8+6 = 46). 

  

The sensible consumer will spend $2 on tea and $3 on cigarettes and will get maximum 

satisfaction. When he spends $2 on tea and $3 on cigarette, the marginal utilities derived 

from both these commodities is equal to 8. When the marginal utilities of the two 

commodities are equalizes, the total utility is then maximum, i.e., 48 as is clear from the 

schedule given above. 

Curve/Diagram of Law of Equi-Marginal Utility: 

  

The law of equi-marginal utility can be explained with the help of diagrams. 

  

 

  

In the figure 2.3 MU is the marginal utility curve for tea and KL of cigarettes. When a 

consumer spends OP amount ($2) on tea and OC ($3) on cigarettes, the marginal utility 

derived from the consumption of both the items (Tea and Cigarettes) is equal to 8 units (EP = 

NC). The consumer gets the maximum utility when he spends $2 on tea and $3 on cigarettes 

and by no other alternation in the expenditure 

We now assume that the consumer spends $1 on tea (OC/ amount) and $4 (OQ/) on 

cigarettes. If CQ/ more amounts are spent cigarettes, the added utility is equal to the area 

CQ/ N/N. On the other hand, the expenditure on tea falls from OP amount ($2) to OC/ amount 

($1). There is a toss of utility equal to the area C/PEE. The loss is utility (tea) is greater than 



that The loss in utility (tea) is maximum satisfaction except the combination of expenditure of 

$2 on tea and $3 on cigarettes. 

This law is known as the Law of maximum Satisfaction because a consumer tries to 

get the maximum satisfaction from his limited resources by so planning his expenditure that 

the marginal utility of a rupee spent in one use is the same as the marginal utility of a rupee 

spent on another use. 

  

It is known as the Law of Substitution because consumer continuous substituting one 

good for another till he gets the maximum satisfaction. 

  

It is called the Law of Indifference because the maximum satisfaction has been 

achieved by equating the marginal utility in all the uses. The consumer than becomes 

indifferent to readjust his expenditure unless some change fakes place in his income or the 

prices of the commodities, etc. 

  

Limitations/Exceptions of Law of Equi-Marginal Utility: 

  

➢ Effect on fashions and customs: The law of equi-marginal utility may become 

inoperative if people forced by fashions and customs spend money on the purchase of 

those commodities which they clearly knows yield less utility but they cannot transfer 

the unit of money from the less advantageous uses to the more advantageous uses 

because they are forced by the customs of the country. 

➢  Ignorance or carelessness: Sometimes people due to their ignorance of price or 

carelessness to weigh the utility of the purchased commodity do not obtain the 

maximum advantage by equating the marginal utility in all the uses. 

➢ Indivisible units: If the unit of expenditure is not divisible, then again the law may 

become inoperative. 

➢ Freedom of choice: If there is no perfect freedom between various alternatives, the 

operation of law may be impeded. 

  

Importance of Law of Equi-Marginal Utility: 

  

The law of equi-marginal utility is of great practical importance. The application of the 

principle of substitution extends over almost every field of economic enquiry. Every 

consumer consciously trying to get the maximum satisfaction from his limited resources acts 

upon this principle of substitution. Same is the case with the producer. In the field of 

exchange and in theory of distribution too, this law plays a vital role. In short, despite its 

limitation, the law of maximum satisfaction is meaningful general statement of how 

consumers behave. 

In addition to its application to consumption, it applies equally to the theory of 

production and theory of distribution. In the theory of production, it is applied on the 

substitution of various factors of production to the point where marginal return from all the 



factors are equal. The government can also use this analysis for evaluation of its different 

economic prices. 

The equal marginal rule also guides an individual in the spending of his saving on 

different types of assets. The law of equal marginal utility also guides an individual in the 

allocation of his time between work and leisure. In short, despite limitations the law of 

substitution is applied to all problems of allocation of scarce resources. 

Definition and Explanation: 

  

The indifference curve indicates the various combinations of two goods which yield equal 

satisfaction to the consumer. By definition:  

"An indifference curve shows all the various combinations of two goods that give an equal 

amount of satisfaction to a consumer".  

The indifference curve analysis approach was first introduced by Slustsky, a Russian 

Economist in 1915. Later it was developed by J.R. Hicks and R.G.D. Allen in the year 1928. 

These economist are the of view that it is wrong to base the theory of consumption on two 

assumptions: 

(i) That there is only one commodity which a person will buy at one time. 

(ii) The utility can be measured. 

Their point of view is that utility is purely subjective and is immeasurable. Moreover an 

individual is interested in a combination of related goods and in the purchase of one 

commodity at one time. So they base the theory of consumption on the scale of preference 

and the ordinal ranks or orders his preferences. 

Assumptions: 

  

The ordinal utility theory or the indifference curve analysis is based on four main 

assumptions. 

  

➢ Rational behavior of the consumer: It is assumed that individuals are rational in 

making decisions from their expenditures on consumer goods. 

➢ Utility is ordinal: Utility cannot be measured cardinally. It can be, however, 

expressed ordinally. In other words, the consumer can rank the basket of goods 

according to the satisfaction or utility of each basket. 

➢ Diminishing marginal rate of substitution: In the indifference curve analysis, the 

principle of diminishing marginal rate of substitution is assumed. 

➢ Consistency in choice: The consumer, it is assumed, is consistent in his behavior 

during a period of time. For insistence, if the consumer prefers combinations of A of 

good to the combinations B of goods, he then remains consistent in his choice. His 



preference, during another period of time does not change. Symbolically, it can be 

expressed as: 

  

If A > B, then B > A 

➢ Consumer’s preference not self contradictory: The consumer’s preferences are not 

self contradictory. It means that if combinations A is preferred over combination B is 

preferred over C, then combination A is preferred over combination A is preferred 

over C. Symbolically it can be expressed: 

  

If A > B and B > C, then A > C 

  

➢ Goods consumed are substitutable: The goods consumed by the consumer are 

substitutable. The utility can be maintained at the same level by consuming more of 

some goods and less of the other. There are many combinations of the two 

commodities which are equally preferred by a consumer and he is indifferent as to 

which of the two he receives. 

  

Example: 

  

For example, a person has a limited amount of income which he wishes to spend on two 

commodities, rice and wheat. Let us suppose that the following commodities are equally 

valued by him: 

  

Various Combinations: 

  

a)      16 Kilograms of Rice          Plus          2 Kilograms of Wheat 

b)      12 Kilograms of Rice          Plus          5 Kilograms of Wheat 

c)      11 Kilograms of Rice          Plus          7 Kilograms of Wheat 

d)      10 Kilograms of Rice          Plus          10 Kilograms of Wheat 

e)      9   Kilograms of Rice          Plus          15 Kilograms of Wheat 

  

It is matter of indifference for the consumer as to which combination he buys. He may buy 16 

kilograms of rice and 2 kilograms of wheat or 9 kilograms of rice and 15 kilograms of wheat. 

All these combinations are equally preferred by him. 

An indifference curve thus is composed of a set of consumption alternatives each of which 

yields the same total amount of satisfaction. These combinations can also be shown by an 

indifference curve. 

  



Figure/Diagram of Indifference Curve: 

  

The consumer’s preferences can be shown in a diagram with an indifference curve. The 

indifference showing nothing about the absolute amounts of satisfaction obtained. It merely 

indicates a set of consumption bundles that the consumer views as being equally satisfactory. 

  

 

  

In fig. 3.1 we measure the quantity of wheat along X-axis (in kilograms) and along Y-axis, 

the quantity of rice (in kilograms). IC is an indifference curve. 

  

It is shown in the diagram that a consumer may buy 12 kilograms of rice and 5 kilograms of 

wheat or 9 kilograms of rice and 15 kilogram of wheat. Both these combinations are equally 

preferred by him and he is indifferent to these two combinations. When the scale of 

preference of the consumer is graphed, by joining the points a, b, c, d, e, we obtain an 

Indifference Curve IC. 

Every point on indifference curve represents a different combination of the two goods and the 

consumer is indifferent between any two points on the indifference curve. All the 

combinations are equally desirable to the consumer. The consumer is indifferent as to which 

combination he receives. The Indifference Curve IC thus is a locus of different combinations 

of two goods which yield the same level of satisfaction. 



  

An Indifference Map: 

  

A graph showing a whole set of indifference curves is called an indifference map. An 

indifference map, in other words, is comprised of a set of indifference curves. Each 

successive curve further from the original curve indicates a higher level of total satisfaction. 

  

 

  

In the fig. 3.2 three indifference curves IC1, IC2 and IC3 have been shown. The various 

combinations of goods of wheat and rice lying on IC1 yield the same level of satisfaction to 

the consumer. The combinations of goods lying on higher indifference curve IC2 contain 

more both the goods wheat and rice. The indifference curve IC2 gives more satisfaction to the 

consumer than IC1. Similarly, the set of combinations of two goods on IC3 yields still higher 

satisfaction to the consumer than IC2. In short, the further away a particular curve is from the 

origin, the higher level of satisfaction it represents. 

  

It may here be noted that while an indifference curve shows all those combinations of wheat 

and rice which provide equal satisfaction to the consumer but it does not indicate exactly how 

much satisfaction is derived by the consumer from these combinations. It is because of the 

fact that the concept of ordinal utility does not involve the qualitative measurement of utility. 



THE MAIN ATTRIBUTES OR PROPERTIES OR CHARACTERISTICS OF 

INDIFFERENCE CURVES ARE AS FOLLOWS: 

1. Indifference Curves are Negatively Sloped: 

The indifference curves must slope down from left to right. This means that an 

indifference curve is negatively sloped. It slopes downward because as the consumer 

increases the consumption of X commodity, he has to give up certain units of Y commodity 

in order to maintain the same level of satisfaction. 

  

 

  

In fig. 3.4 the two combinations of commodity cooking oil and commodity wheat is shown 

by the points a and b on the same indifference curve. The consumer is indifferent towards 

points a and b as they represent equal level of satisfaction. 

At point (a) on the indifference curve, the consumer is satisfied with OE units of ghee and 

OD units of wheat. He is equally satisfied with OF units of ghee and OK units of wheat 

shown by point b on the indifference curve. It is only on the negatively sloped curve that 

different points representing different combinations of goods X and Y give the same level of 

satisfaction to make the consumer indifferent. 

2. Higher Indifference Curve Represents Higher Level: 

  A higher indifference curve that lies above and to the right of another indifference 

curve represents a higher level of satisfaction and combination on a lower indifference curve 

yields a lower satisfaction. 

  



In other words, we can say that the combination of goods which lies on a higher indifference 

curve will be preferred by a consumer to the combination which lies on a lower indifference 

curve. 

  

 

  

In this diagram (3.5) there are three indifference curves, IC1, IC2 and IC3 which represents 

different levels of satisfaction. The indifference curve IC3 shows greater amount of 

satisfaction and it contains more of both goods than IC2 and IC1 (IC3 > IC2 > IC1).  

3. Indifference Curve are Convex to the Origin: 

This is an important property of indifference curves. They are convex to the origin 

(bowed inward). This is equivalent to saying that as the consumer substitutes commodity X 

for commodity Y, the marginal rate of substitution diminishes of X for Y along an 

indifference curve. 

  



 

  

In this figure (3.6) as the consumer moves from A to B to C to D, the willingness to substitute 

good X for good Y diminishes. This means that as the amount of good X is increased by 

equal amounts, that of good Y diminishes by smaller amounts. The marginal rate of 

substitution of X for Y is the quantity of Y good that the consumer is willing to give up to 

gain a marginal unit of good X. The slope of IC is negative. It is convex to the origin. 

4. Indifference Curve Cannot Intersect Each Other: 

Given the definition of indifference curve and the assumptions behind it, the indifference 

curves cannot intersect each other. It is because at the point of tangency, the higher curve will 

give as much as of the two commodities as is given by the lower indifference curve. This is 

absurd and impossible. 

  



 

  

In fig 3.7, two indifference curves are showing cutting each other at point B. The 

combinations represented by points B and F given equal satisfaction to the consumer because 

both lie on the same indifference curve IC2. Similarly the combinations shows by points B 

and E on indifference curve IC1 give equal satisfaction top the consumer. 

If combination F is equal to combination B in terms of satisfaction and combination E is 

equal to combination B in satisfaction. It follows that the combination F will be equivalent to 

E in terms of satisfaction. This conclusion looks quite funny because combination F on 

IC2 contains more of good Y (wheat) than combination which gives more satisfaction to the 

consumer. We, therefore, conclude that indifference curves cannot cut each other. 

5.  Indifference Curves do not Touch the Horizontal or Vertical Axis: 

One of the basic assumptions of indifference curves is that the consumer purchases 

combinations of different commodities. He is not supposed to purchase only one commodity. 

In that case indifference curve will touch one axis. This violates the basic assumption of 

indifference curves. 

  



 

  

In fig. 3.8, it is shown that the in difference IC touches Y axis  at point C and X axis at point 

E. At point C, the consumer purchase only OC commodity of rice and no commodity of 

wheat, similarly at point E, he buys OE quantity of wheat and no amount of rice. Such 

indifference curves are against our basic assumption. Our basic assumption is that the 

consumer buys two goods in combination. 

The Concept of Revealed Preference theory  

Prof. Samuelson has invented an alternative approach to the theory of consumer 

behaviour which, in principle, does not require the consumer to supply any information about 

himself. If his tastes do not change, this theory, known as the Revealed Preference Theory 

(RPT), permits us to find out all we need to know just by observing his market behaviour, by 

seeing what he buys at different prices, assuming that his acquisitions and buying experiences 

do not change his preference patterns or his purchase desires.Given enough such information, 

it is even theoretically possible to reconstruct the consumer’s indifference map. 

Samuelson’s RPT is based on a rather simple idea. A consumer will decide to buy 

some particular combination of items either because he likes it more than the other 

combinations that are available to him or because it happens to be cheap. Let us suppose, we 

observe that of two collections of goods offered for sale, the consumer chooses to buy A, but 

not B.We are then not in a position to conclude that he prefers A to B, for it is also possible 

that he buys A, because A is the cheaper collection, and he actually would have been happier 

if he got B. But price information may be able to remove this uncertainty. 

If their price tags tell us that A is not cheaper than B (or, B is no-more expensive than 

A), then there is only one plausible explanation of the consumer’s choice—he bought A 

because he liked it better. 



More generally, if a consumer buys some collection of goods, A, rather than any of the 

alternative collections B, C and D and if it turns out that none of the latter collections is more 

expensive than A, then we say that A has been revealed preferred to the combinations B, C 

and D or that B, C and D have been revealed inferior to A. 

 
Therefore, if the consumer buys the combination E1 (x1, y1)of the goods X and Y and does 

not buy the combination E2(x2, y2) at the prices (p1
x, p

1
y,) of the goods, then we would be able 

to say that he prefers combination E1 to combination E2, if we obtain 

 
The complete set of combinations of the goods X and Y to which a particular 

combination is revealed preferred can be found with the aid of the consumer’s price line. Let 

us suppose that the consumer’s budget line is L1M1 in Fig. 6.104 and he is observed to 

purchase the combination E1 (x1, y1) that lies on this line. 

Now, since the costs of all the combinations that lie on the budget line are the same as 

that of E1 and since the costs of all the combinations that lie below and to the left of the 

budget line are lower than that of E1 we may say that E1 is revealed preferred to all the 

combinations lying on or below the consumer’s budget line. 

Again, since the costs of the combinations that lie above and to the right of the budget 

line are higher than that of E1 we cannot say that the consumer prefers E1 to these 

combinations when he is observed to buy E1, because here E1 is the cheaper combination. 

We have to note here the difference between “preference” and “revealed preference”. Com-

bination A is “preferred” to B implies that the consumer ranks A ahead of B. 

But A is “revealed preferred to B” means A is chosen when B is affordable (no-more-

expensive). In our model of consumer behaviour, we generally assume that people are 

choosing the best combination they can afford that the choices they make are preferred to the 

choices that they could have made. That is, if (x1 y1) is directly revealed preferred to (x2, y2), 

then (x1, y1) is, in fact, preferred to (x2, y2). 

Let us suppose, the consumer is buying the combination (x1, y1) at the price set (p’x, 

P’y) let us also suppose that another combination is (x2, y2), such that p’x1 + p’yy1 ≥ p’xx2 + 

p’yy2. Now, if the consumer buys the most preferred combination subject to his budget 

https://cdn.economicsdiscussion.net/wp-content/uploads/2016/09/clip_image002-43.jpg
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constraint, then we will say the combination (x1, y1) is strictly preferred to combination (x2, 

y2). 

Revealed Preference Theory and the Slutsky Theorem: 

Let us now see how the RPT can be used to prove the Slutsky Theorem which states 

that if the income effect (IE) for a commodity is ignored, then its demand curve must have a 

negative slope. To explain this, we shall take the help of Fig. 6.107. 

 
In this figure, let E1 (x1, y1) represent the combination of goods that the consumer 

initially purchases when his budget line is L1M1. We want to show here that a ceteris paribus 

fall in the price of good X from L1M1 will increase the purchase of the good if we ignore the 

income effect, i.e., if we consider only the substitution effect (SE). 

Let us suppose that the imaginary budget line for Slutsky-SE is L2M2. This line will be flatter 

than L1M1, since the price of X has fallen, ceteris paribus, and this line (L2M2) will pass 

through the combination E, so that, as per the Slutsky condition, the consumer might be able 

to buy the initial combination, if he liked, under the changed circumstances. 

Let us now see, because of the SE, the point the consumer may select on the imaginary 

budget line L2M2 (if it is to be different from E), would be a point like E2 to the right of the 

point E1. To prove that this must be so, we have to note that selection of any point on 

L2M2 such as E3 which lies to the left of E1, is ruled out by WARP. 

This is because, initially, E1 has been revealed preferred to E3, since E3 lies below 

L1M1. But if E3 were chosen when the price line was L2M2, it (E3) is revealed preferred to 

E1 since E1 is no-more-expensive than E3 (for they both lie on the same budget line L2M2). In 

that case, we obtain that E1 is revealed preferred to E3, and vice versa, which violates WARP. 

Thus no point on L2M2 which, like E3, lies to the left of E1, can be chosen. On the other hand, 

if the consumer chooses a point like E2 on L2M2 to the right of E1, then there is no harm to the 

weak axiom, because when he purchases E2, E2 is revealed preferred to the no-more-

expensive combination E1 but, initially, when he purchased E1 (on L1M1) and not a point like 

E2, he did this, because E1 was cheaper than these points. 

https://cdn.economicsdiscussion.net/wp-content/uploads/2016/09/clip_image011-7.jpg


From the analysis, it is clear that the SE of a fall in the price of X will generally 

increase the demand for the relatively cheaper commodity X at a point like E2 to the right of 

E1. Thus, the Slutsky theorem is deduced from the revealed preference approach. 

We have seen that if the price of X falls, ceteris paribus, and if the income effect of this price 

fall is ignored, then the SE would increase the demand for X, i.e., the demand curve for X 

would be negatively sloped, and the law of demand is obtained. 

Production Function 

Definition and Explanation: 

  

Production of goods requires resources or inputs. These inputs are called factors of 

production named as land, labor, capital and organization. A rational producer is always 

interested that he should get the maximum output from the set of resources or inputs available 

to him. He would like to combine these inputs in a technical efficient manner so that he 

obtains maximum desired output of goods. The relationship between the inputs and the 

resulting output is described as production function. 

A production function shows the relationship between the amounts of factors used and the 

amount of output generated per period of time. 

Formula: 

  

It can be expressed in algebraic form as under:  

    

X = f (a1, a2 ,........, an) 

  

This equation tells us the quantity of the product X which can be produced by the 

given quantities of inputs (lands labor, capital) that are used in the process of production. 

Here it may be noted that production function shows only the maximum amount of output 

which can be produced from given inputs. It is because production function includes only 

efficient production process. 

  

The analysis of production function is generally carried with reference to time period 

which is called short period and long period. In the short run, production function is 

explained with one variable factor and other factors of productions are held constant. We 

have called this production function as the Law of Variable Proportions or the Law of 

Diminishing returns. 

In the long run, production function is explained by assuming all the factors of 

production as variable. There are no fixed inputs in the long run. Here the production 

function is called the Law of Returns according to the scale of production. 

As it is difficult to handle more than two variables in graph, we therefore, explain the Law of 

Returns according to scale of production by assuming only two inputs i.e., capital and labor 

and study how output responds to their use. 

http://www.economicsconcepts.com/law_of_variable_proportions.htm
http://www.economicsconcepts.com/law_of_diminishing_returns.htm
http://www.economicsconcepts.com/law_of_diminishing_returns.htm


 

Long Run Production With Variable Inputs: 

  

The long run is the lengthy period of time during with all inputs can be varied. There 

are no fixed output in the long run. All factors of production are variable inputs. 

  

We now analyze production function by allowing two factors say labor and capital to 

very while all others are held constant. With both factors are variable, a firm can produce a 

given level of output by using more labor and less capital or a greater amount of capital and 

less labor or moderate amounts of both. A firm continues to substitute one input for another 

while continuing to produce the same level of output. 

  

If two inputs say labor and capital are allowed to vary, the resulting production function can 

be illustrated in the figure 12(a). 

  

Diagram/Figure: 

  

 
  

In this figure each curve (called an isoquant) represents a different level of output. The 

curves which lie higher and to the right represent greater output levels than curves which are 

lower and to the left. 

  



For example, point D represents a higher output level of 250 units than point A or B which 

shows output level of 150 units. 

  The curve isoquant which represents 150 units of output illustrate that the same level 

of output (150 units) can be produced with different combinations of labor and capital. 

Combination of labor and capital represented by A, can employ OL1 quantity of labor and 

OC1 units of capital to produce 150 units of output. 

The combination of labor and capital represented by point B will use only OL2 units 

of labor and OC1 of capital to produce the same level of output. Thus, if a country has surplus 

labor and less capital, it may use the combination of labor and capital represented by point A. 

In case the country has abundant capital and less labor, it might produce at point B. The 

isoquants through points A and B shows all the different combinations of labor and capita 

that can be used to produce 150 units of output. 

 

 

 

Short Period Analysis of Production/Law of Variable Proportion: 

  The short run is a period of time in which only one input (say labor) is allowed to vary 

while other inputs land and capital are held fixed. In the short run, therefore, production can 

be increased with one variable factor and other factors remaining constant. In the short run, 

the law of variable proportion governs the production behavior of a firm. 

  The law of variable proportion shows the direction and rate of change in the output of 

firm when the amount of only one factor of production is varied while other factor of 

production are held constant. 

  

The law of variable proportion passes mainly through two phases: 

  

i.  Increasing returns. 

  

ii. Diminishing returns. 

  

Technical Efficient Combination: 

  

Production function establishes a physical relationship between output and inputs. It 

describes what is technical feasible when the firm uses each combination of input. The firm 

can obtain a given level of output by using more labor and less capital or more capital and 

less labor. Production function describes the maximum output feasible for a given set of 

inputs in technical efficient manner. 

  

Production Function takes Quantities of Inputs: 

  

It is imperative to note that production function does not take unto account the prices 

of input or of the output. It simply takes into account the quantities of inputs which are 

employed to produce certain quantities of output. 

 

https://economicsconcepts.com/law_of_variable_proportions.htm
https://economicsconcepts.com/production_function.htm
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7MEC1C3- MONETARY ECONOMICS 

 

Unit – 1: Money an Introduction 

The primary change of one thing or service for another without use of income is 

called barter system. So a barter system is that in which no income exists. It is income less 

economy. 

Explanation: 

According to G. Nomas: “Barter system is a form of trading in which things are 

traded right for different things without the use of income as an intermediary” 

In words of R.H.Parker: Barter system is really a primary change of things and 

solutions without the use of income as either a means of cost or perhaps a product of account. 

Defects of Barter System 

Double co-incident of needs: 

The barter system needs the matching of wants. The change of things is possible if the 

needs of two parties coincide. Like a person having a dining table needs to exchange it with 

the chair. He has to locate someone else who wants to change his seat with table. It is the 

greatest problem of the barter system. For this reason problem trade below barter system was 

really limited. 

Economic proportions: 

Under barter system it wasn’t possible to calculate economic parameters equally at 

macro & micro level. There is no system to calculate particular revenue or micro level and 

GDP on macro level. 

Future obligations: 

Under barter system it’s very difficult to lend things to different people. With the 

passing of time the value of things might fall. Therefore it becomes difficult to make 

obligations in future. 

Opinion and budgeting problem: 

Under barter system it’s very difficult to estimate expenses and income. Individuals & 

the government cannot produce any estimate of these revenue & revenue since it’s not 

possible to outlook the value of things with any sensible certainty. 

Contrast of living requirements: 

Living common of men and women is really a calculating pole of the economic 

development of nay country. It is not possible to assess the living requirements of men and 

women below barter system because there is no product expressing the wealth of people. 

Popular way of measuring value: 

The barter system has no common way of measuring value. There is no medium to 

calculate the value of goods. Like a person includes a cow and another has goats and equally 

are ready to trade. The master of cow estimates the value of one cow corresponding to the 

five goats. But the owner of goats estimates the value of one cow means to four goats. The 

change cannot get position until equally of them estimate exactly the same value. 

Tax series: 

The taxes are collected for the economic development. The quantity collected is 

allocated to training, hospitals, streets etc. when tax is collected in the shape of things it’s 

really difficult for the federal government to spend such things for growth projects. Yet 
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another issue is that the quantity of storage and series costs might become more than the 

quantity of the tax collected. 

Transfer of wealth: 

The barter program doesn’t help move wealth from place to another. The movable and 

immoveable wealth can’t be moved from place to another because occasionally the carriage 

cost is a lot more than the particular cost of wealth. The action of land and creating is 

extremely hard at all. 

Saving of wealth: 

The barter program doesn’t provide the features of storage of wealth for lengthier  

time period. Some commodities are perishable in nature like plant, fruits etc. these things 

eliminate their full value if kept for lengthier time period. While other things like rice 

eliminate their sum and quality if kept for lengthier time period. Yet another issue is that the 

storing of things also increases the storing cost. 

Sub department: 

Many things aren’t divisible. Often this fact becomes an extremely serious issue in 

exchange. For instance if your individual has a horse and wants to acquire a pen. The worth 

of the horse is a lot greater than a pen. In this case the exchange is extremely hard as the 

horse can not be divided in to smaller pieces. 

Specialization issue: 

Below barter program each person is port of all trades and master of none. A high 

level of specialization cannot be achieved under barter program because everyone tries to 

attain home sufficiency. 

Increase in international expense: 

Money has created probable the enormous expense in today‟s world. Below barter 

program the international expense was impossible but the utilization of income caused it to be 

probable because in income economy wealth can simply be shifted from place to another. 

Ease of specialization: 

In barter program specialization is extremely hard because everybody tries for home 

sufficiency. Specialization not just helps in reducing cost of production but additionally 

results in larger production. The upsurge in production then could be dealt to get other goods. 

Saving of wealth:The issue of storing wealth has been removed by the utilization of income 

because wealth can simply be kept in the shape of money. 

BARTER SYSTEM :- 

The direct exchange of one commodity or service for another without the use of 

money is termed "Barter" in economics. Barter system is that in which no money exist. In 

other words it is moneyless economy up to some extent it is still available in our villages. The 

village, Blacksmith and Carpenter usually receive his reward in terms of wheat from the 

farmers. 

Barter is workable in backward as well as advanced countries. Now a days due to 

exchange difficulties some advanced countries are entering into a barter deal with other 

countries. Now this system has been given up by the civilized world due to the following 

reasons. 
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DEFECTS OF BARTER SYSTEM :- 

Following are the main defects of this system : 

1. Lack Of Double Coincidence Of Wants :- 

The direct exchange of one commodity for an other requires direct satisfaction 

of both the parties. So the main disadvantage of this system is the lack of double 

coincidence of wants. For example one cow would be exchanged for four sheep. It is 

necessary that a person with the cow should find the man who wants to exchange 

sheep with the cow. So arranging for such an exchange would be very difficult. 

2. Lack Of Common Standard Of Value :- 

All the goods which are be exchanged are not of the same value, so it is very 

difficult to determine the ratio of exchange between the different goods. 

3. Lack Of Subdivision :- 

In case of goods which are indivisible the value loss will be suffered. For 

example, if the owner of a cow wants to purchase a hen then it will be not possible for 

him to give a small part of cow to the owner of a hen. In this case he will suffer a loss. 

4. The Difficulty In Strong Wealth :- 

It is very difficult to store goods particularly perishable goods for a long 

period. They loose their value as time passes. 

5. Difficulty For Future Payments :- 

Under this system it is very inconvenient to lend goods to other people. With 

the lapse of time the value of goods may fall. So one would like to suffer a loss. 

6. Difficulties For Finance Minister :- 

Under barter system, goods can not be collected as a tax, because these can not 

be kept in a store for a longer period. 

7. Difficulties For Transfer of Wealth :- 

Under this system transfer of wealth also becomes a problem for the people. 

For example one person wants to take one thousand cow from Gujrat to Ahmadabad, 

how much difficulty he would feel? 

Now by the use of money all these difficulties have been removed. 

8. Lack Of Specialization :- 

Under the barter system a high degree of specialization is not possible. A 

person cannot yet the skill of specialization the particular field as we find in the 

present system of production. 

HOW THESE DIFFICULTIES CAN BE REMOVED ? 

Money has removed the difficulties of barter system in the following ways : 

1. Common Measure Of Value :-now goods and services are purchased and sold 

with the help of money and it is used as a common measure of value. We can 

compare the price of various goods easily. 

2. Solves The Future Payments Problem :-Now it is very easy to sell the present 

goods on credit because we can easily fix the amount of future payment due to 

money. 

3. Easy Transfer :-Money can be easily transferred from one place to another. A 

man who have a money can easily purchase anything at any time. 

http://studypoints.blogspot.com/
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4. Economic Development :-With the use of money trade and industry has been 

expanded and process of economic development has been increased. 

5. Balance In Demand And Supply :-Prices play very important role in bringing 

the the demand equal to supply. As price of any commodity increases, producer 

increases the supply. 

6. Importance For The Banks :-Money is very important for establishing the 

financial institutions like banks which deals with the currency and other money 

assets like shares and bonds. 

7. Flow Of Money :-There is a circular flow of money and money flows from firms 

to the households and then again to firms. 

 
Evolution of  Money is probably one   of   the   biggest   invention   in human history. 

The money was not invented but it evolved with passage of time according to  the  

changing requirements of economies. It is not a result of brain storming of  some 

economist rather there is a long process of evolution since start of civilization to this 

modern complicated credit system. 

Some of the major stages through which money has evolved are as follows: (i) 

Commodity Money (ii) Metallic Money (iii) Paper Money (iv) Credit Money (v) Plastic 

Money. 

Money has evolved through different stages according to the time, place and 

circumstances. 

(i) Commodity Money: In the earliest period of human civilization, any commodity that was 

generally demanded and chosen by common consent was used as money. Goods like furs, 

skins, salt, rice, wheat, utensils, weapons etc. were commonly used as money. Such exchange 

of goods for goods was known as ‘Barter Exchange’. 

(ii) Metallic Money: With progress of human civilization, commodity money changed into 

metallic money. Metals like gold, silver, copper, etc. were used as they could be easily 

handled and their quantity can be easily ascertained. It was the main form of money 

throughout the major portion of recorded history. 

(iii) Paper Money: It was found inconvenient as well as dangerous to carry gold and silver 

coins from place to place. So, invention of paper money marked a very important stage in the 

development of money. Paper money is regulated and controlled by Central bank of the 

country (RBI in India). At present, a very large part of money consists mainly of currency 

notes or paper money issued by the central bank. 

(iv) Credit Money: Emergence of credit money took place almost side by side with that of 

paper money. People keep a part of their cash as deposits with banks, which they can 

withdraw at their convenience through cheques. The cheque (known as credit money or bank 

money), itself, is not money, but it performs the same functions as money. 

(v) Plastic Money: The latest type of money is plastic money in the form of Credit cards and 

Debit cards. They aim at removing the need for carrying cash to make transactions. 

 
Meaning of Money 

Money is one of the greatest inventions of mankind. According to Walker, 

"Money is what Money does." 

http://www.bcb.gov.br/?ORIGINMONEY
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Definition of Money 

According to Crowther, "Anything that is generally acceptable as a means of 

exchange and which at the same time acts as a measure and store of value." 

Thus, Anything is Money, which is generally acceptable as a medium of exchange, 

and at the same time it must act as a measure and a store of value. Anything implies a thing to 

be used as money need not be necessarily composed of any precious metal. The only 

necessary condition is that, it should be universally accepted by people as a medium of 

exchange. 

Functions of Money 

Money performs five important functions :- 

Medium of exchange : Money acts as a medium of exchange as it's generally accepted. On 

the payment of money, purchase of goods and services can be made i.e. goods and services 

are exchanged for money. Money bifurcates buying and selling activities separately so it 

facilitates the exchange transactions. 

Measure of value : Money is a common measure of value so it is possible to determine the 

rate of exchange between various goods and services purchased by the people. Exchange 

value of commodity can be expressed in terms of money. For e.g. we can say that 10 metres 

of Cotton Cloth cost $220 dollars or Rs.10,000 rupees only. 

Store of value : Money acts as a store of value. Money being generally acceptable and its 

value being more or less stable, it is ideal for use as a store of value. Being non-perishable 

and also comparatively stable in value, the value of other assets can be stored in the form of 

money. Property can be sold and its value can be held in money and converted into other 

assets as and when necessary. 

Standard or Deferred payment : Money is also inevitably used as the unit in terms of which 

all future or deferred payments are stated. Future transactions can be carried on in terms of 

money. The loans, which are taken at present, can be repaid in money in the future. The value 

of the future payments is regulated by money. 

Transfer of value : Value of any asset can be transferred from one person to another or to 

any institution or to any place by transferring money. The transfer of money can take place 

irrespective of places, time and circumstances. Transfer of purchasing power, which is 

necessary in commerce and other transactions, has become available because of money. 

 
Advantages of Money: 

Paper money has got several advantages and disadvantages. 

The following advantages can be mentioned: 

(i) Economical: Paper money practically costs nothing to the Government. Currency notes, 

therefore, are the cheapest media of exchange. If a country uses paper money, it need not 

spend anything on the purchase of gold or minting coins. The loss which a country suffers 

from the wear and tear of metallic money is also avoided. 

(ii) Convenient: Paper money is the most convenient form of money. A large amount can be 

carried conveniently in the pocket without anybody knowing it. It is very risky to carry on 

one’s person Rs. 5,000 in cash, but not in notes. It possesses, in a very large measure, the 

quality of portability which a money material should have. In a very small bulk, it can contain 

a very large value. Think of a currency note of Rs. 10,000. 
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(iii) Homogeneous: One essential quality in money is that it must be exactly of the same 

type. Even among the coins there are good and bad coins. But currency notes are all exactly 

similar. It is, therefore, a very suitable medium of exchange. 

(iv) Stability: The value of paper money can be kept stable by properly regulating its issue. 

That is why there are many advocates of ‘managed’ paper currency. 

(v) Elasticity: Paper money is absolutely elastic. Its quantity can be increased or decreased at 

the will of the currency authority. Thus paper money can better meet the requirements of 

trade and industry. 

(vi) Cheap Remittance: Money in the form of currency notes can be cheaply remitted from 

one place to another in an insured cover. 

(vii) Advantageous to Banks: Paper money is of very great advantage to the banks. They 

can keep their cash reserves against liabilities in this form, for currency notes are full legal 

tender. 

(viii) Fiscal advantages to the Government of the paper currency are undoubtedly very great, 

especially in times of national emergencies like a war. A modern war cannot be prosecuted 

by taxes or loans alone. All governments have to resort to the printing press. In recent years 

in India there has been great inflation. We must remember that by this means our 

Government has been able to spend hundreds of crores of rupees on various ambitious 

programmes of development. Hence within limits the issue of paper money comes very 

handy to the government at the time of dire need. 

Disadvantages of Paper Money: 

But we cannot overlook the disadvantages of money: 

 Paper money is of no value outside the country of issue. Gold and silver coins are 

accepted even by foreigners, as they have got some intrinsic value. 

 There is a possibility of the damage to paper. Fire may burn it; if the place is flooded, it 

is gone; it may also be eaten up by white ants. 

 A serious drawback in paper currency is the ease with which it can be issued. There is 

always a danger of its over-issue when the Government is in financial difficulties. The 

temptation is too great to be resisted. Once this course is adopted, however, it gathers 

momentum and leads to further note-printing, and this goes on till the paper currency 

loses all value. This happened in various countries in recent times: in Russia (1917), in 

Germany (1919), in China (1944), and so on. 

 
Methods Used for Issuing Notes | India 

The following points highlight the top five methods used for issuing notes. The 

methods are: 1. Simple Deposit System 2. Fixed Fiduciary System 3. Maximum Fiduciary 

System 4. Proportional Reserve System 5. Minimum Reserve System. 

Method # 1. Simple Deposit System: 

Under this system, the monetary authority is required to keep 100% of the bullion 

(gold or silver) for every note issued. That is why it is also known as the Full Reserve 

System. This system has certain merits. It is safe and enjoys public confidence because there 

is full backing of the bullion for every note issued. 
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The monetary authority cannot take any arbitrary decision in issuing notes. So there is 

no possibility of over issue of notes. There is also the saving of precious metals through 

debasement because metal coins are not circulated. 

However, this system lacks in elasticity firstly, because the money supply cannot be 

increased without the full backing of bullion reserves. This may be harmful during war or 

emergency or for development. It may also adversely affect trade and currency. 

Second, this system is especially unsuited for poor countries lacking insufficient 

quantities of gold or silver. Third, it is uneconomical for it does not make a profitable use of 

bullion reserves lying idle with the monetary authority. Thus this system is highly 

impracticable in modern times. Perhaps this is the reason for its being not put into practice in 

any country of the world. 

Method # 2. Fixed Fiduciary System: 

Under this system, a fixed amount of notes is issued by the central bank against 

reserves of government securities. Such amount is issued on the faith or fiduciary of the 

central bank and is called the fiduciary limit. The central bank is required to keep 100% gold 

reserves beyond the fiduciary limit. The fiduciary limit is raised from time to time with the 

expansion of trade and industry. This system was introduced in England in 1844, in India in 

1860, followed by Japan and Norway. 

This system ensures security, inspires public confidence, and is without any danger of 

mismanaging the currency through over issue of notes by the central bank. But it has also 

certain disadvantages. 

First, it is a rigid and inelastic system because in times of a financial emergency, notes 

cannot be issued without keeping cent per cent gold in reserves. 

Second, the system is inconvenient because in the event of a fall in gold reserves, the 

central bank has to withdraw notes from circulation with the result that the quantity of money 

is reduced in the country with its adverse effects on prices, trade and industry. 

Third, this system is uneconomical because gold reserves are blocked up with the 

central bank. It was, therefore, abandoned by all countries after World War I when they faced 

these problems. 

Method # 3. Maximum Fiduciary System: 

Under this system, there is a maximum limit up to which the central bank is 

authorised to issue notes without any gold reserves. But there has to be full backing of gold 

reserves beyond this limit. The central bank is, however, authorised to raise or lower the 

maximum fiduciary limit and to fix the quantity of gold reserves. 

Thus this system is not rigid but is elastic. It is also economical because the gold 

reserves can be kept to the minimum to meet the requirements of trade and industry. 

In case the central bank fixes the fiduciary limit very high; there may be excess of 

notes in circulation thereby leading to inflation. This system was in operation in France, 

Japan, Russia, Norway, Finland and England. This system has one major defect that there is 

the possibility of inflation through over issue when the maximum limit may be raised by the 

government. 

Method # 4. Proportional Reserve System: 

In this system, a certain percentage of the total notes issued by the central bank has to 

be in gold reserves and the remaining in the form of government securities. This percentage 
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varied between 25 to 40 per cent in countries like Switzerland, Holland, Belgium, USA and 

India. 

This system is simple and elastic. The money supply can be changed with changes in 

the percentage of gold reserves. It provides sufficient security because a certain percentage of 

note issue is supported by gold. 

Still, this system has certain drawbacks. Firstly, It is uneconomical because large 

quantities of gold reserves have to be kept which cannot be issued for productive purposes. 

Second, if the gold reserves fall, the reduction in currency in circulation may be more than in 

proportion to the fall in reserves. This may lead to deflationary tendencies. The opposite may 

happen when gold reserves increase.’ This system was in vogue in India between 1927 to 

1956. 

Method # 5. Minimum Reserve System: 

Under the minimum reserve system, the central bank is authorised to issue notes up to 

any extent but it must keep a statutory minimum reserve of gold and foreign securities. India 

adopted this system of note issue in 1956 after discarding the proportional reserve system. 

Accordingly, the Reserve Bank of India is required to keep a minimum reserve of Rs. 200 

crores. Of this, Rs. 115 crores must be in gold and Rs85 crores in foreign securities. 

This system is highly useful for developing countries because they can meet their 

financial requirements by printing more notes. They can also reduce the money supply to 

check inflation. It is, therefore, an elastic system. Further, it is very economical because only 

a small and fixed amount of gold is required to be kept in reserve. 

Despite these merits, the minimum reserve system is a dangerous tool in the hands of 

the monetary authority. It can print any number of notes, thereby creating inflationary 

pressure within the economy. A corrupt and inefficient government can bring disaster to the 

economy by excessive printing of notes and thus lose confidence of the people. On the other 

hand, an efficient and honest administration can transform the economy by a judicious use of 

this system. 

 
Role of Money in capitalist Economy 

Today money is considered one of the outstanding inventions of the entire history of 

mankind. The introduction of money has eliminated all the difficulties of barter system in 

which goods have to be exchanged for goods. Money facilities trade by acting as a medium 

of exchange and standard of value. It has made easy to save wealth for future. It has played a 

significant role for the specialization in business through division of labour. Although money 

itself creates nothing but it is very helpful in the process of production, consumption and 

exchange. 

1. Importance For Producer:- 

The use of money enables entrepreneur to concentrate attention upon the technical 

problems of his business. Without money it is not easy for the producer to distribute product 

which is not divisible like "Bus" or motor car among the four factors of production. 

The price mechanism controls the capitalistic economy. In a free enterprise economy 

many decisions like " What to produce , how to produce, where to produce and for whom to 

produce are guided by the profit motives. Money prices reflect the aggregates of individual 

demands and supplies." 
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2. Importance For Consumer :- 

People can sell and buy the goods and services which they need by parting with 

money. In the absence of money a great variety of things would never have entered in our 

consumption list and our satisfaction would have been at the lowest level. 

3. Exchange Transaction : 

The use of money has successfully removed the disadvantage of barter. Money has 

greatly stimulated the exchange of goods. 

4. Distribution Of National Income :- 

Every year we produce the certain amount of goods and services by combining the 

four factors of production. The reward of each factor like rent, wages, profit and interest is 

paid in terms of money. 

5. Importance In The Field Of Public Finance :- 

Money performs a valuable services in the field of public finance. The government 

can easily increase the revenue through the medium of money and can spend it for the 

betterment of the society. 

6. Attainment Of High Level Of Production And Employment :- 

If the money is properly managed, it ensures rising level of production, income and 

employment in the country. 

 
Role of Money in a Socialist Economy 

In a socialistic economy, money serves as a standard of value, a medium of exchange, 

a store of value and standard of deferred payments. The role of money in a planned economy 

is not that of a master but of a servant. The state keeps a rigid control over the supply of 

money and thus minimizes its evil effects. Money in a socialistic economy is never allowed 

to guide production through the free play of market forces. 

The scare resources are distributed according to plan drawn up well in advance by the 

planning authority. The desire of what, where and for whom is to produce are all controlled 

by the state. Similarly, in a socialistic economy the central authority itself ciders the 

consumption pattern keeping in view the likings and disliking of the people. There is no price 

mechanism operation for the direction of consumption pattern. 

1. Measure of Value: 

The value of all products and services is expressed in terms of money. Thus, money 

acts as the measure of socially necessary labour embodied in commodities. 

2. Medium of Circulation: 

In a socialist society, money performs the function of circulation. All buying and 

selling is done through money. 

3. Means of Payments: 

All payments, which do not involve buying and selling of commodities, are made 

through money. For example, money provides the means of payment when wages are paid to 

the workers, when enterprises receive or pay back loans, when cash income is distributed 

among collective farm workers. 

4. Means of Accumulation: 

Under socialism, money functions as the medium of saving and of the formation of 

cash reserves. Working people keep their saving in the form of deposits in the banks. 

http://mac-money.blogspot.com/p/role-of-money-socialist-economy.html
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These savings are used by the state to expand production, lay up reserves and provide 

credit for other enterprises and organisations. 

5. Instrument of Distribution: 

Money, under socialism, serves as the instrument of distribution. The working people 

receive a share of the national product in terms of money according to their quantity and 

quality of labour they expended. 

6. Monetary Incentives: 

In addition to basic wage rate, bonuses arc paid to the workers in terms of money in 

order to induce them to work more. These bonuses help in motivating people to put in extra 

effort for extra gain. 

7. Freedom of Choice: 

The individuals have the freedom to spend their money earning on any consumption 

goods of their choice. The freedom of choice is, however, restricted to the range of goods 

produced under the plan. 

8. Evaluating Economic Activity: 

Money helps the state to evaluate the economic activity of an enterprise. Although the 

pricing system does not influence the basic economic decisions, it helps in the rational 

allocation of resources by determining opportunity cost. 

And all opportunity cost calculations are made in terms of money. "Control of the 

operation of socialist enterprises through money is the most flexible method of controlling 

the economy" 

9. Influence on Output: 

Pricing system and hence money can also to some extent influence output in a 

socialist economy. Prices, which are set by the central planners, cannot be changed by plant 

managers. 

But they can adjust their output to the existing prices. In this way, prices may 

sometimes influence output in a socialist economy. 

 
Role of Money in a Mixed Economy 

Mixed economy, which has been regarded as a golden mean between capitalism and 

socialism, is a compromise between these two opposite economic systems. 

The rational for such a compromise is to integrate the good features of capitalism and 

socialism, i.e., to take advantage of the market forces while keeping its bad effects under 

check. 

In a mixed economy, private and public sectors co-exist. The private sector operates 

on capitalist lines, guided by the market mechanism and the principle of maximum profit. 

But its activities are subject to government controls and regulation to ensure that this 

sector grows in a manner that would be beneficial to the economy. 

In this way, the economy is not left entirely to the market forces, but is regulated by 

fiscal, monetary and direct controls to achieve the national goals. 

In a mixed economy of the type prevailing in developed countries, like England, the 

public sector plays a regulatory role of compensatory spending and pump priming in order to 

remove the imperfections of the economy and to achieve its stability. 
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On the other hand, in a mixed economy of a developing nation, like India, the public 

sector has to play a dynamic role to achieve the objective of planned economic development. 

Money as a Mobilising agent 

Apart from performing the conventional functions, i.e., as a medium of exchange, as a 

measure of value, as a standard of deferred payment and as a store of value, money, through 

the expansion of monetary economy and the development of money market, plays an active 

and developmental role in a developing and mixed economy. 

Money acts as a great mobilising agent in these economies in a number of ways by 

increasing resources, generating new resources and channelising resources into productive 

uses. 

1. Mobilisation of Saving: 

In the developing economies, saving and investment habits of the people are very 

poor. Expansion of money market promotes liquidity and safety of financial assets and thus 

encourages saving and investment. 

2. Allocation of Resources: 

Money market allocates savings into productive investment channels and thus helps in 

achieving an equlibrium between the demand for and supply of loanable funds. In this way, it 

leads to rational allocation of resources. 

3. Resource Mobility: 

Expansion of money economy increases the mobility of financial resources by 

enabling the transfer of funds from one sector to another. Such flow of funds is essential for 

the growth of the economy and commerce. 

4. Increase in Investible Profits: 

Expansion of money, through its inflationary effect, redistributes income and wealth 

in favour of the entrepreneurial classes who have high propensity to save. 

With this redistribution, the profits and savings in the economy increase. The increase 

in savings is used for investment purpose. 

5. Resource Generation through Deficit Financing: 

Deficit financing or inflation tax (i.e., covering the budget deficit through printing 

new money) can provide adequate fund to the government for financing development 

programmes in underdeveloped countries. 

In an underdeveloped country, where there is little scope for additional taxation due to 

low income of the people and public borrowing is limited due to low levels of saving, the 

government can resort to deficit financing to cover the deficit in the budget. 

6. Mobilisation of Human Resources: 

Monetisation of the economy by facilitating system of payments encourages the 

mobilisation of human resources. 

Money, through its inflationary role, increases the aggregate demand and thus permits 

fuller utilisation of manpower. This leads to quicker achievement of the objective of full 

employment. 

7. Implementation of Monetary Policy: 

A well-developed money market is a precondition for the effective and successful 

implementation of the monetary policy of the central bank aiming at mobilisation and 

channelisation of essential resources for economic development. 
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8. Role in Private Sector: 

Money, through market mechanism, influences the decisions regarding production 

and resource allocation in the private sector of the developing mixed economies because 

these decisions are solely guided by profit motive. 

9. Monetisation of the Economy: 

An important feature of a less- developed economy is the prevalence of a vast non- 

monetised sector. As the economy develops, more and more money and monetary institutions 

are needed for the monetisation of the economy. 
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Unit-II: Demand for Money 

 
 

1. The Classical Approach: 

The classical economists did not explicitly formulate demand for money theory but their 

views are inherent in the quantity theory of money. They emphasized the transactions demand 

for money in terms of the velocity of circulation of money. This is because money acts as a 

medium of exchange and facilitates the exchange of goods and services. In Fisher’s “Equation of 

Exchange”, 

MV = PT 

Where M is the total quantity of money, V is its velocity of circulation, P is the price 

level, and T is the total amount of goods and services exchanged for money. 

The right hand side of this equation PT represents the demand for money which, in fact, 

“depends upon the value of the transactions to be undertaken in the economy, and is equal to a 

constant fraction of those transactions.” MV represents the supply of money which is given and 

in equilibrium equals the demand for money. Thus the equation becomes MV = PT 

This transactions demand for money, in turn, is determined by the level of full 

employment income. This is because the classicists believed in Say’s Law whereby supply 

created its own demand, assuming the full employment level of income. Thus the demand for 

money in Fisher’s approach is a constant proportion of the level of transactions, which in turn, 

bears a constant relationship to the level of national income. Further, the demand for money is 

linked to the volume of trade going on in an economy at any time. Thus its underlying 

assumption is that people hold money to buy goods. 

But people also hold money for other reasons, such as to earn interest and to provide 

against unforeseen events. It is, therefore, not possible to say that V will remain constant when  

M is changed. The most important thing about money in Fisher’s theory is that it is transferable. 

But it does not explain fully why people hold money. It does not clarify whether to include as 

money such items as time deposits or savings deposits that are not immediately available to pay 

debts without first being converted into currency. 
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2. The Keynesian Approach Liquidity Preference: 

Keynes in his General Theory used a new term “liquidity preference” for the demand for 

money. 

Keynes suggested three motives which led to the demand for money in an economy: 

(1) The transactions demand, 

(2) The precautionary demand, and 

(3) The speculative demand. 

The Transactions Demand for Money: 

“A desire to hold cash in order to conduct cash-based transactions” 

The transactions demand for money arises from the medium of exchange function of 

money in making regular payments for goods and services. According to Keynes, it relates to 

“the need of cash for the current transactions of personal and business exchange.” It is further 

divided into income and business motives. 

The income motive is meant “to bridge the interval between the receipt of income and its 

disbursement.” Similarly, the business motive is meant “to bridge the interval between the time 

of incurring business costs and that of the receipt of the sale proceeds.” 

If the time between the incurring of expenditure and receipt of income is small, less cash 

will be held by the people for current transactions, and vice versa. There will, however, be 

changes in the transactions demand for money depending upon the expectations of income 

recipients and businessmen. They depend upon the level of income, the interest rate, the business 

turnover, the normal period between the receipt and disbursement of income, etc. 

Given these factors, the transactions demand for money is a direct proportional and 

positive function of the level of income, and is expressed as L=kY 

where 

LT is the transactions demand for money, 

k is the proportion of income which is kept for transactions purposes, and 

Y is the income. 

The Precautionary Demand for Money: 

“A desire to hold cash in order to be able to deal effectively with unexpected events that 

require cash outlay”. 
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The precautionary motive relates to “the desire to provide for contingencies requiring 

sudden expenditures and for unforeseen opportunities of advantageous purchases.” Both 

individuals and businessmen keep cash in reserve to meet unexpected needs. Individuals hold 

some cash to provide for illness, accidents, unemployment and other unforeseen contingencies. 

Similarly, businessmen keep cash in reserve to tide over unfavourable conditions or to 

gain from unexpected deals. Therefore, “money held under the precautionary motive is rather 

like water kept in reserve in a water tank.” The precautionary demand for money depends upon 

the level of income, business activities, opportunities for unexpected profitable deals, availability 

of cash, the cost of holding liquid assets in bank reserves, etc. 

The Speculative Demand for Money: 

“Speculative demand is the holding of real balances for the purpose of avoiding capital 

loss from holding bonds or stocks. ... Thus, people may hold money to avoid the loss from 

bonds. Money is thus treated as a form of asset for storing wealth. The asset demand  for 

money is inversely related to the market interest rate”. 

The speculative (or asset or liquidity preference) demand for money is “for securing 

profit from knowing better than the market what the future will bring forth”. Individuals and 

businessmen having funds, after keeping enough for transactions and precautionary purposes, 

like to make a speculative gain by investing in bonds. Money held for speculative purposes is a 

liquid store of value which can be invested at an opportune moment in interest-bearing bonds or 

securities. 

3. The Post-Keynesian Approaches: 

Keynes believed that the transactions demand for money was primarily interest inelastic. 

Prof. Baumol has analysed the interest elasticity of the transactions demand for money on the 

basis of his inventory theoretical approach. Further, in the Keynesian analysis the speculative 

demand for money is analysed in relation to uncertainty in the market. Prof. Tobin has given an 

alternative theory which explains liquidity preference as behaviour towards risk. 

1. Baumol’s Inventory Theory Approach: 

William Baumol has made an important addition to the Keynesian transactions demand 

for money. Keynes regarded transactions demand for money as a function of the level of income, 

and the relationship between transactions demand and income as linear and proportional. 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi-03 Page 
4 

 

Baumol shows that the relation between transactions demand and income is neither linear 

nor proportional. Rather, changes in income lead to less than proportionate changes in the 

transactions demand for money. Further, Keynes considered transactions demand as primarily 

interest inelastic. But Baumol analyses the interest elasticity of the transactions demand for 

money. 

Its Assumptions: 

Baumol’s theory is based on the following assumptions: 

1. The transactions between money and bonds are transparent and occur in a steady stream. 

2. The bond market is perfect where there is easy conversion of bonds into cash and vice versa. 

3. There is a fixed cost in exchanging bonds for cash and vice versa. 

4. The holding of cash involves interest cost and non-interest costs. 

5. The interest cost (or rate of interest) is constant over the year. 

6. The non-interest costs such as brokerage fee, mailing expenses, etc. are also fixed over the 

year. 

The Theory: 

Given these assumptions, Baumol’s analysis is based on the holding of an optimum 

inventory of money for transactions purposes by a firm or an individual. He writes: “A firm’s 

cash balance can usually be interpreted as an inventory of money which its holder stands ready to 

exchange against purchase of labour, raw materials, etc.” 

Cash balances are held because income and expenditure do not take place 

simultaneously. “But it is expensive to tie up large amounts of capital in the form of cash 

balances. For that money could be used profitably elsewhere in the firm or it could be invested 

profitably in securities.” 

Thus the alternative to holding cash balances is bonds which earn interest. A firm would 

always try to keep minimum transactions balances in order to earn maximum interest from its 

assets. The higher the interest rate on bonds, the lesser the transactions balances which a firm 

holds. 

2. Tobin’s Portfolio Selection Model: The Risk Aversion Theory of Liquidity Preference: 

“The subjective tendency of investors to avoid unnecessary risk. However, most rational 

economic actors are sufficiently risk averse such that, given two investments with the same 

return and different levels of risk, they would choose the less risky investment”. 
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James Tobin in his famous article “Liquidity Preference as Behaviour Towards Risk,” 

formulated the risk aversion theory of liquidity preference based on portfolio selection. This 

theory removes two major defects of the Keynesian theory of liquidity preference. 

One, Keynes’s liquidity preference function depends on the inelasticity of expectations of 

future interest rates; and two, individuals hold either money or bonds. Tobin has removed both 

the defects. His theory does not depend on the inelasticity of expectations of future interest rates 

but proceeds on the assumption that the expected value of capital gains or losses from holding 

interest- bearing assets is always zero. Moreover, it explains that an individual’s portfolio holds 

both money and bonds rather than only one at a time. 

Tobin starts his portfolio selection model of liquidity preference with this presumption 

that an individual asset holder has a portfolio of money and bonds. Money neither brings any 

return nor imposes any risk on him. But bonds yield interest and also bring income. 

However, income from bonds is uncertain because it involves a risk of capital losses or 

gains. The greater the investment in bonds, the greater is the risk of capital loss from them. An 

investor can bear this risk if he is compensated by an adequate return from bonds. 

3. Friedman’s Theory of Demand for Money: 

Friedman’s theory of demand for money is a capital or wealth theory, because he regards 

money as an asset or capital good. 

For ultimate wealth holders, the demand for money, in real terms, may be expected to be a 

function primarily of the following variables: 

1. Total Wealth: 

The total wealth is the analogue of the budget constraint. It is the total that must be 

divided among various forms of assets. In practice, estimates of total wealth are seldom 

available. Instead, income may serve as an index of wealth. Thus, according to Friedman, 

income is a surrogate of wealth. 

2. The Division of Wealth between Human and Non-Human Forms: 

The major source of wealth is the productive capacity of human beings which is human 

wealth. But the conversion of human wealth into non- human wealth or the reverse is subject to 

institutional constraints. This can be done by using current earnings to purchase non-human 

wealth or by using non-human wealth to finance the acquisition of skills. 
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Thus the fraction of total wealth in the form of non-human wealth is an additional 

important variable. Friedman calls the ratio of non-human to human wealth or the ratio of wealth 

to income as w. 

3. The Expected Rates of Return on Money and Other Assets: 

These rates of return are the counterparts of the prices of a commodity and its substitutes 

and complements in the theory of consumer demand. The nominal rate of return may be zero as 

it generally is on currency, or negative as it sometimes is on demand deposits, subject to net 

service charges, or positive as it is on demand deposits on which interest is paid, and generally 

on time deposits. 

The nominal rate of return on other assets consists of two parts: first, any currently paid 

yield or cost, such as interest on bonds, dividends on equities, and costs of storage on physical 

assets, and second, changes in the prices of these assets which become especially important 

under conditions of inflation or deflation. 

4. Other Variables: 

Variables other than income may affect the utility attached to the services of money 

which determine liquidity proper. Besides liquidity, variables are the tastes and preferences of 

wealth holders. Another variable is trading in existing capital goods by ultimate wealth holders. 

These variables also determine the demand function for money along with other forms of wealth. 

Such variables are noted as u by Friedman. 

Broadly, total wealth includes all sources of income or consumable services. It is 

capitalized income. By income, Friedman means “permanent income” which is the average 

expected yield on wealth during its life time. 

Forms of Wealth: 

Wealth can be held in five different forms: money, bonds, equities, physical goods, and 

human capital. Each form of wealth has a unique characteristic of its own and a different yield. 

1. Money is taken in the broadest sense to include currency, demand deposits and  time 

deposits which yield interest on deposits. Thus money is luxury good. It also yields real 

return in the form of convenience, security, etc. to the holder which is measured in terms of 

the general price level (P). 

2. Bonds are defined as claim to a time stream of payments that are fixed in nominal units. 

3. Equities are defined as a claim to a time stream of payments that are fixed in real units. 
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4. Physical goods or non-human goods are inventories of producer and consumer durables. 

5. Human capital is the productive capacity of human beings. 

Thus each form of wealth has a unique characteristic of its own and a different yield 

either explicitly in the form of interest, dividends, labour income, etc., or implicitly in the form 

of services of money measured in terms of P, and inventories. The present discounted value of 

these expected income flows from these five forms of wealth constitutes the current value of 

wealth which can be expressed as: 

W = y/r 

where W is the current value of total wealth, y is the total flow of expected income from 

the five forms of wealth, and r is the interest rate. 
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Unit-III: Supply of Money 

 
Definition: Financial intermediary is the organization which acts as a link between the investor 

and the borrower, to meet the financial objectives of both the parties. These can be seen as 

business entities which accept deposits from the depositors or investors (lenders) by allowing 

them low interest on their sum. Further, these organizations, lend this amount to the individuals 

and firms (borrowers) at a comparatively high rate of interest to make their margin. 

The two of the significant roles played by the financial intermediary in the economy are the 

creation of funds and governing the payments system. 

Example 

Mrs A. is a housewife and deposits her savings into her account with the XYZ bank every 

month. 

On the other hand, Mr B is a young entrepreneur who is seeking a loan to start his venture. 

Now, Mr B has two options for availing the loan: 

  The first is that he can find and convince the individuals who are looking for investment 

opportunities, or; 

 he can approach the XYZ bank for a loan 

We can see that the first option is uncertain, and it will take a lot of time to find the investors. 

However, the second option is more convenient and quick. 

 

Thus, we can say that with the financial intermediary facilitate the lending and borrowing of 

funds on a large scale. 

Types of Financial Intermediaries 

There are several financial intermediaries formed to serve the different aims and 

objectives of the customers or members or lenders and borrowers. These entities are explained 

below. 
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Banks: The central and commercial banks are the most well known financial intermediaries 

simplifying the lending and borrowing process, along with providing various other services to its 

customers on a large scale. 

Credit Unions: These are the cooperative financial units which facilitate lending and borrowing 

of funds to provide financial assistance to its members. 

Non-Banking Finance Companies: A NBFC is a financial company engaged in activities such 

as advancing loans to its clients at a very high rate of interest. 

Stock Exchanges: The stock exchange facilitate the trading of securities and stocks, and in every 

trading activity, it charges the brokerage from each party which is its profit. 

Mutual Fund Companies: The mutual fund organizations club the amount collected from 

various investors. These investors have identical investment objectives and risk-taking ability. 

The funds are then collectively invested in the securities, bonds, and other investment options, to 

ensure a capital gain in the long run. 

Insurance  Companies:  These  companies  provide  insurance  policies  to  the  individuals   

and business entities to secure them against accident, death, risk, uncertainties and default. For 

this purpose, they accept deposits in the form of premium, which is pooled into profitable 

investments to gain returns. The insured person can claim the money in case of any mishap as 

per the agreement. 

https://theinvestorsbook.com/central-bank-vs-commercial-bank.html
https://theinvestorsbook.com/non-banking-financial-company-nbfc.html
https://theinvestorsbook.com/mutual-fund.html
https://theinvestorsbook.com/business.html
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Financial Advisers or Brokers: The investment brokers also collect the funds from various 

investors to invest it in the securities, bonds, equities, etc. The financial advisers even provide 

guidance and expert opinions to the investors. 

Investment Bankers: These banks specialize in services like initial public offerings (IPO), other 

equity offerings, proving for mergers and acquisitions, institutional client’s broker services, 

underwriting debts, etc. As a result of constant mediation, between the investor or public and the 

companies issuing securities. 

Escrow Companies: It is a third party acting as an intermediary and responsible for getting all 

the conditions fulfilled at the time of loan provided by one party to the other for the real estate 

mortgage. 

Pension Funds: The government entities initiate a pension fund. A certain amount is deducted 

from the salary of the employees each month. This collected sum is then invested in different 

schemes to gain profits. The investor’s fund is returned with interest after their retirement. 

Building Societies: These financial intermediaries are similar to the credit unions, owned and 

facilitating mortgage loans and demand deposits to its members. 

Collective Investment Schemes: Under this scheme, the various investors with common 

investment objective come together to pool their funds and collectively invest this amount into a 

profitable investment option. Later they distribute the interest among themselves as per the 

agreement. 

Advantages of Financial Intermediaries 

The financial intermediaries are as crucial to the economy as the blood is to the body. Some of 

its significant benefits are discussed below: 

 

 Low Risk: The involvement of intermediaries reduces the risk of fraudulent, default and 

even capital loss for the lender. 
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 Convenience: Exchange becomes suitable for the investor as well as the borrower. Since 

both, the parties do not need to invest time and money in searching for each other. Instead, 

they have to approach the intermediary for the purpose. 

 Economies of Scale: The cost involved in the lending and borrowing of funds like 

analyzing credit position, operational expenses and cost of paperwork decreases to a large 

extent. The financial intermediaries perform such activities on a massive scale. 

 Financial Specialization: These organizations or companies specialize in fund 

management and investing activities providing better returns to the investors and easy 

loans to the borrowers. 

 Greater Liquidity: The financial intermediaries like banks allow investors or depositors 

to withdraw their amount at any point of time, as per their requirement. 

 Safe Investment: For the investor’s point of view, financial intermediaries are considered 

to be more trustworthy and reliable than lending money directly to an individual to yield 

interest. 

Drawbacks of Financial Intermediaries 

Everything has two phases, one is positive, and the other is negative. As we already know 

that financial intermediaries operate for profits, they are not charitable institutions; the following 

are some of its disadvantages: 

 

 Low Returns on Investment: The ultimate aim of the financial intermediaries is to earn a 

profit and therefore, they usually provide a low rate of interest on the investment made by 

the depositors. 

 Opposing Goals: The goals of the investors and the financial intermediaries may not 

complement each other, and therefore the objective of one may not be achieved. 

 Fees and Commissions: These intermediaries impose charges, expenses and commission 

on the financial assistance they provide to their customers. 

 False Opportunities: Sometimes, the financial intermediaries come up with the 

investment opportunities which guarantee high potential returns with the hidden risk 

involved in it. Even some these, may not yield the promised returns and turn out to be a 

failure for the investor. 

 High Interest on Loans: These financial intermediaries charge a high rate of interest on 

the loan provided to the borrowers to earn a profit. 
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Conclusion 

Financial intermediaries are essential for the growth of a country. They act as the 

backbone of the economy and facilitates the circulation of money in the market from the 

individual’s households and accounts. 

 
Nonbanking financial institution 

A non-bank financial institution (NBFI) is a financial institution that does not have a full 

banking license and cannot accept deposits from the public. However, NBFIs do facilitate 

alternative financial services, such as investment (both collective and individual), risk pooling, 

financial consulting, brokering, money transmission, and check cashing. NBFIs are a source of 

consumer credit (along with licensed banks). Examples of nonbank financial institutions include 

insurance firms, venture capitalists, currency exchanges, some microloan organizations, and 

pawn shops. These non-bank financial institutions provide services that are not necessarily suited 

to banks, serve as competition to banks, and specialize in sectors or groups. 

 
Risk pooling institutions 

Insurance companies underwrite economic risks associated with death, illness, damage to 

or loss of property, and other risk of loss. They provide a contingent promise of economic 

protection in the case of loss. There are two main types of insurance companies: life insurance 

and general insurance. General insurance tends to be short-term, while life insurance is a longer 

contract, ending at the death of the insured. Both types of insurance, life and property, are 

available to all sectors of the community. Because of the nature of the insurance industry 

(companies must access a plethora of information to assess the risk in each individual case), 

insurance companies enjoy a high level of information efficiency. 

Life insurance companies insure against economic loss of the insured’s premature death. 

The insured will pay a fixed sum as an insurance premium every term. Because the probability of 

death increases with age while premiums remain constant, the insured overpays in the earlier 

stages and underpays in the later years. The overpayment in the early years of the agreement is 

the cash value of the insurance policy. 

General insurance is further divided into two categories: market and social insurance. 

Social insurance is against the risk of loss of income due to sudden unemployment, disability, 

illness, and natural disasters. Market insurance is privatized insurance for damage or loss of 

property. General insurance companies take a single premium payment. In return, the companies 

will make a specified payment contingent on the event that it is being insured against. Examples 

include theft, fire, damage, natural disaster, etc. 

Role in Financial System 

NBFIs supplement banks in providing financial services to individuals and firms. They 

can provide competition for banks in the provision of these services. While banks may offer a set 

of financial services as a package deal, NBFIs unbundle these services, tailoring their services to 

particular groups. Additionally, individual NBFIs may specialize in a particular sector, gaining 
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an informational advantage. By this unbundling, targeting, and specializing, NBFIs promote 

competition within the financial services industry. 

Having a multi-faceted financial system, which includes non-bank financial institutions, 

can protect economies from financial shocks and recover from those shocks. NBFIs provide 

multiple alternatives to transform an economy's savings into capital investment. 

 
Neutrality of Money 

 Neutrality  of  money is  the  idea  that  a  change   in   the stock   of   money affects  

only nominal variables in the economy such as prices, wages, and exchange rates, with no 

effect on real variables, like employment, real GDP, and real consumption. 

 Neutrality of  money  is  an  important  idea  in classical  economics and  is  related  to  

the classical dichotomy. 

 It implies that the central bank does not affect the real economy (e.g., the number of jobs, 

the size of real GDP, the amount of real investment) by creating money. 

 Instead, any increase in the supply of money would be offset by a proportional rise in 

prices and wages. 

 
Neutrality of Money in the Classical System: 

 In the classical system, money is neutral in its effect on the economy. It plays no role in 

the determination of employment, income and output. 

 Rather, they are determined by labour, capital stock, state of technology, availability of 

natural resources, saving habits of the people, and so on. 

 In the classical system, the main function of money is to act as a medium of exchange. 

 It is to determine the general level of prices at which goods and services will be 

exchanged. 

 The quantity theory of money states that price level is a function of the supply of money. 

 Algebraically, MV = PT, where M, V, P and T are the supply of money, velocity of 

money, price level, and the volume of transactions (or total output) respectively. 

 The equation tells that the total money supply, MV, equals the total value of output, PT, 

in the economy. Assuming V and T to be constant, a change in M causes a proportionate 

change in P. 

 Thus money is neutral whose main function is to determine the general price level at 

which goods and services exchange. 

https://en.wikipedia.org/wiki/Money_supply
https://en.wikipedia.org/wiki/Real_versus_nominal_value_(economics)
https://en.wikipedia.org/wiki/Price
https://en.wikipedia.org/wiki/Exchange_rates
https://en.wikipedia.org/wiki/Real_versus_nominal_value_(economics)
https://en.wikipedia.org/wiki/Real_GDP
https://en.wikipedia.org/wiki/Consumption_(economics)
https://en.wikipedia.org/wiki/Classical_economics
https://en.wikipedia.org/wiki/Classical_dichotomy
https://en.wikipedia.org/wiki/Central_bank
https://en.wikipedia.org/wiki/Employment
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Unit-4: Theories of Money & Inflation 

 

Neutrality of Money: 

Neutrality of money means that money is neutral in its effect on the economy. A 

change in the money stock can have no long-run influences on the level of real output, 

employment, rate of interest, or the composition of final output. The only lasting impact of a 

change in the money stock is to alter the general price level. 

Patinkin explains the neutrality of money as a situation when “a uniformly introduced 

increase in the quantity of money causes a proportionate increase in the equilibrium price of 

commodities and leaves the equilibrium rate of interest unaffected.” provided there is absence 

of money illusion and distribution effects. 

Neutrality of Money in the Classical System: 

In the classical system, money is neutral in its effect on the economy. It plays no role 

in the determination of employment, income and output. Rather, they are determined by 

labour, capital stock, state of technology, availability of natural resources, saving habits of  

the people, and so on. In the classical system, the main function of money is to act as a 

medium of exchange. It is to determine the general level of prices at which goods and 

services will be exchanged. 

Conditions for Neutrality of Money: 

Patinkin and Gurley and Shaw have pointed towards certain conditions or 

assumptions which must be met to establish the neutrality of money. 

1. Wage and Price Flexibility: 

There must be wage and price flexibility. If prices and wages are rigid, it is possible 

that changes in the real wage rate and the level of real output might occur. As pointed out by 

Gurley and Shaw, “Price flexibility is the unseen hand that may maintain monetary 

equilibrium with a given nominal stock of money. Price rigidity shackles the unseen hand.” 

2. Absence of Money Illusion: 

People must be free of money illusion. It means that the behaviour of the people in the 

economic system must depend on the real and not the nominal value of such variables as 

output, wages etc. 

3. Absence of Distribution Effects: 

Changes in the money supply must not change the distribution of income in the 

economic system. “Since the society consists of individuals whose tastes are different and for 

whom the relative attractiveness of saving versus consumption is different, income 

redistributions can lead to shift in saving schedule and alter the composition of real output, 

that is, change in relative prices.” 

4. Inelastic Expectations: 

It is assumed that any equilibrium price level is the permanent price level so that the - 

rending units have inelastic price expectations. According to Patinkin, static expectations are 

a necessary assumption for the neutrality of money. 

5. Absence of Government Debt or Open Market Operations: 

According to Metzler, the neutrality of money requires that there must be absence of 

government debt or open market operations in the money market. 

6. Absence of a Combination of Inside and Outside Money: 
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For the establishment of neutrality of money, it is essential that economy contains 

only “outside” or only “inside” money. According to Gurley and Shaw, “Even within a strict 

neo-classical framework, however, monetary policy may not be neutral on real variables 

when there exists a combination of inside and outside money.” 

7. Perfect Information: 

People must have perfect information about the conditions of demand and supply in 

various markets. If such information is imperfect, changes in the money supply which affect 

the price level can also influence such real magnitudes as saving, investment, supply and 

demand for labour, etc. This will lead to non-neutrality of money. 

Neutrality of Money in Keynesian System: 

In the entire Keynesian system, there are two situations in which money is neutral. 

The first is the situation of full employment when any increase in the quantity of money 

brings about a proportionate increase in the price level but output remains unchanged at that 

level. The second is the special case of liquidity trap. When the economy is in the liquidity 

trap, there cannot be a further fall in the- rate of interest even if the money supply is increased 

by monetary authorities. 

This implies that there will be no effect on such real variables as investment and income, and 

all changes in the money supply are added to idle balances. In this situation, money is neutral. 

However, money is non-neutral in the intermediate situation between these two extreme cases 

in the Keynesian system. 

 
Inflation: 

Inflation is a process in which the price level is rising and the money is losing its 

value. Inflation occurs when quantity of money in circulation increases beyond the 

requirements. 

 

Definitions: 

Inflation has been defined in different ways by different economists, some of the 

definitions are as under: 

According to R.P.Kent: 

“Inflation is nothing more than a sharp upward movement in the price level”. 

According to Coulborn: 

“Inflation means too much money chasing too few goods”. 

According to Pigue: 

“Inflation exists when money income is expanding more than in proportion to income earning 

activities” 

 

Types of Inflation 

Inflation can be categorized on the following basis 
 

A) On the basis of Rate of Inflation: Following are the types of inflation on the bases of 

rate of inflation. 

1. Creeping Inflation 

2. Walking Inflation 

3. Running Inflation 

4. Galloping Inflation 
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1. Creeping Inflation: When the increase in the price level is not more than 2% per annum, 

the inflation is called creeping inflation. 

 

2. Walking Inflation: In walking inflation, the price level increases more rapidly than in 

creeping inflation. It may go to 5% p.a. 

 

3. Running Inflation: A general rise in price level upto 8% to 10% p.a. is called running 

inflation. 

 

4. Galloping or Hyper Inflation: In a situation where price level rises very rapidly within a 

short period of time, the inflation is called galloping inflation. 

 

B) On the basis of Degree of Control 

Inflation is classified into the following categories on the basis of degree of control: 
 

1. Open Inflation 

2. Suppressed Inflation 

 

1. Open Inflation: The situation when inflation gets out of control and cannot be suppressed 

by the government price control or any other similar steps. 

 

2. Suppressed Inflation: The situation when government is in a position to control inflation 

by its price control policy. 

C) On the basis of Causes: Inflation can be divided into categories on the basis of its causes. 

 

1. Demand Pull Inflation 

2. Cost Push Inflation 

3. Profit Induced Inflation 

4. Budgetary Inflation 

5. Monetary Inflation 

6. Wage Spiral Inflation 

7. Imported Inflation 

8. Devaluation Inflation 

 

1. Demand Pull Inflation: When demand for goods and services is more than their supply, 

the price level of these goods and services will rise causing demand pull inflation. 

 

2. Cost Push Inflation: When the cost of production or the remuneration of factors of 

production increases, there will be an increase in prices causing cost push inflation. 

 

3. Profit Induced Inflation: Sometimes the businessmen increase the prices of their products 

only to increase their profit margin. It causes profit induced inflation. 

 

4. Budgetary Inflation: When the government covers the budget deficit by borrowing 

money, budgetary inflation will be caused. 

 

5. Wage Spiral Inflation: Workers often demand increase in wages. If wages are increases, 

the cost of production will rise and prices of the products will go up. This inflation is called 

wage spiral inflation. 
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6. Imported Inflation: Imported inflation is caused by the increase in the prices of the 

imported goods which are used as raw material in domestic production. 

 

7. Devaluation Inflation: Devaluation makes the domestic currency cheaper in terms of 

foreign currencies. It results in the increased prices. The inflation thus caused is known as 

devaluation inflation. 

 

THEORIES OF INFLATION 

Different economists have presented different theories on inflation. The economists 

who have provided the theories of inflation are broadly categorized into two labels, namely, 

monetarists and structuralists. 

Monetarists associated inflation to the monetary causes and suggested monetary 

measures to control it. 

On the other hand, structuralists believed that the inflation occurs because of the 

unbalanced economic system and they used both monetary and fiscal measures together for 

sorting out economic problems. 

There are three main theories of inflation, which are shown in Figure-3: 

 
Let us learn about the different theories of inflation (as shown in Figure-3) in detail. 

Market-Power Theory of Inflation: 

In an economy, when a single or a group of sellers together decide a new price that is 

different from the competitive price, then the price is termed as market-power price. Such 

groups keep prices at the level at which they can earn maximum profit without any concern 

for the purchasing power of consumers. 

For example, in the past few years, the prices of onion were very- high in India. The 

soaring price of onions was the result of the group action of onion producers. In such a 

situation, people in middle and low income groups reduced the consumption of onions. 

However, onion producers earned high profits from higher income group. 

According to the advanced version of market power theory of inflation, oligopolists 

can increase the price to any level even if the demand does not rise. This hike in price levels 

occurs due to increase in wages (because of trade unions) in the oligopolistic industry. 

The increase in wages is compensated with the hike in prices of products. With 

increase in the income of individuals, their purchasing power also increases, which further 

results in inflation. 
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Apart from this, some economists concluded that fiscal and monetary policies are not 

applicable in practical situations as these policies are not able to control rise in prices levels. 

These policies would work only when prices rise due to an increase in demand. 

Moreover, these policies cannot be applied to oligopolistic rise in prices, which is due 

to increase in the cost of production. Monetary policy can reduce the rate of inflation by 

raising the interest rate and regulating the credit flow in the market. However, it would have 

no effect on the oligopolistic price as the cost is transferred to the prices of goods and 

services. 

Conventional Demand-Pull Inflation: 

The market power theory of inflation represents one extreme end of inflation. 

According to this theory inflation exists even when there is no excess in demand. On the 

other end, the conventional demand-pull theorists believed that the only cause of inflation is 

the excess of aggregate demand over aggregate supply. 

In full employment equilibrium condition, when demand increases, inflation becomes 

unavoidable. In addition in full employment condition, the economy reaches to its maximum 

production capacity. At this point, the supply of goods and services cannot be increased 

further while the demand of products and services increases rapidly. Due to this imbalance 

between demand and supply, inflation takes place in the economy. 

Structural Theories of Inflation: 

Apart from the two extreme ends mentioned in the above, there is a middle group of 

economists called structural economists. According to structural theory of inflation, market 

power is one of the factors that cause inflation, but it is not the only factor. The supporters of 

structural theories believed that the inflation arises due to structural maladjustments in the 

county or some of the institutional features of business environment. 

They have provided two types of theories to explain the causes of inflation, which are 

shown in Figure-4: 

 

Let us study the different types of structural theories of inflation (as shown in Figure- 

4) in detail in the next sections. 

Mark-up Theory: 

Mark-up theory of inflation was proposed by Prof Gardner Ackley. According to him, 

inflation cannot occur alone by demand and cost factors, but it is the cumulative effect of 

demand-pull and cost-push activities. Demand-pull inflation refers to the inflation that occurs 

due to excess of aggregate demand, which further results in the increases in price level. The 

increase in prices levels stimulates production, but increases demand for factors of 

production. Consequently, the cost and price both increases. 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 
6 

 

In some cases, wages also increase without rise in the excess demand of products. 

This results in fall in supply at increased level of prices as to compensate the increase in 

wages with the prices of products. The shortage of products in the market would result in the 

further increase of prices. 

Therefore, Prof. Gardner has provided a model of mark-up inflation in which both the 

factors, demand cost, are determined. Increase in demand results in the increase of prices of 

products as the customers spend more on products. 

On the other the goods are sold to businesses instead of customers, then the cost of 

production increases. As a result, the prices of products also increase. Similarly, a rise in 

wages results in increase in cost of production, which would further increase the prices of 

products. 

So according to Prof Gardner, inflation occurs due to excess of demand or increases  

in wage rates; therefore, both monetary and fiscal policies should be used to control inflation. 

Though, these two policies are not adequate to control inflation. 

Bottle-Neck Inflation: 

Bottle-neck inflation was introduced by Prof Otto Eckstein. According to him, the 

direct relationship between wages and prices of products is the main cause of inflation. In 

other words, inflation takes place when there is a simultaneous increase in wages and prices 

of products. However, he believed that wage push or market-power theories alone are not 

able to provide a clear explanation of inflation. 

After analysis of inflationary situation, Prof Eckstein says that the inflation occurs due 

to the boom in capital goods and wage-price spiral. In addition, he also advocated that during 

inflation prices in every industry is higher, but few industries show a very high price hike 

than rest of the industries. 

These industries are termed as bottle-neck industries, which are responsible for 

increase in prices of goods and services. In addition, Prof. Eckstein advocated that 

concentration of demand for products of bottle industries results in inflation. 
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Unit-V: Monetary Systems and the Recent Reforms 

Ministry of Finance is concerned with taxation, financial legislation, financial 

institutions, capital markets, centre and state finances, and the Union Budget. Users can 

access information related to the various departments of ministry such as department of 

economic affair, expenditure, revenue, financial services and disinvestments. Details related 

to act, rules, documents, reports, Minister of State (revenue), etc. are given. 

The Finance Ministry comprises of the five Departments namely:— 

 Department of Economic Affairs 

 Department of Expenditure 

 Department of Revenue 

 Department of Disinvestment 

 Department of Financial Services 

1. Department of Economic Affairs 

 Economic Growth As per the Advance Estimates released by the Central Statistics Office 

(CSO), the growth rate of the gross domestic product (GDP) at constant market prices 

has been estimated. 

 On the demand side, the growth in final consumption expenditure at constant prices is 

estimated. 

 Exports and imports of goods and non-factor services, the global economy and the latter 

on account of decline in international petroleum and other commodity prices also 

estimated. 

 Information on saving and investment, gross saving as proportion of GDP at current 

market prices is estimated. Gross capital formation, also known as investment was 

estimated of the GDP at current market prices. 

2. Department of Expenditure 

The Department of Expenditure is the nodal Department for overseeing the public 

financial management system in the Central Government and matters connected with State 

finances. The principal activities of the Department include pre-sanction appraisal of major 

schemes/projects (both Plan and non-Plan expenditure), handling bulk of the Central 

budgetary resources transferred to States, implementation of the recommendations of the 

Finance Commission and Central Pay Commission, overseeing the expenditure management 

in the Central Ministries/Departments through the interface with the Financial Advisors and 

the administration of the Financial Rules/Regulations/Orders, monitoring of Audit 

comments/observations, preparation of Central Government Accounts, managing the 

financial aspects of personnel management in the Central Government, assisting Central 

Ministries/Departments in controlling the costs and prices of public services, assisting 

organizational re-engineering through review of staffing patterns and O&M studies and 

reviewing systems and procedures to optimize outputs and outcomes of public expenditure. 

The Department coordinates all matters concerning the Ministry of Finance as a whole 

including Parliament-related work of the Ministry. The Department has under its 

administrative control the National Institute of Financial Management (NIFM), Faridabad, 

which is an autonomous body. 

The business allocated to the Department of Expenditure is carried out through its 

Establishment Division, Plan Finance-I and Plan Finance-II Divisions, Finance Commission 

Division, Public Procurement Division, Direct Benefit Transfer Division, Staff Inspection 

Unit, Office of Chief Advisor Cost, Controller General of Accounts and the Central Pension 

Accounting office. 

3. Department of Revenue 
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 The Department of Revenue exercises control in respect of revenue matters relating to 

Direct and Indirect Union taxes. The Department is also entrusted with the 

administration and enforcement of regulatory measures provided in the enactments 

concerning Central Sales tax, Stamp duties and other relevant fiscal statutes. Control 

over production and disposal of opium and its products is vested in this Department. 

 The Department is also facilitating taxation reforms in the indirect taxes sector for 

goods and services in coordination with the States. These cover an extended ambit, 

encompassing the switch-over from erstwhile State Sales tax to Value Added tax, 

phasing-out of Central Sales tax, rationalization of Additional Excise duties on goods 

of special importance and eventual evolution of a frame work for dual Goods and 

Service tax. 

 Tax policies are formulated in order to mobilize financial resources for the nation, 

achieve sustained growth of the economy, macro-economic stability and promote 

social welfare by providing fiscal incentives for investments in the social sector. 

4. Department of Disinvestment 

The Department of Disinvestment was set up as a separate Department on 10th 

December 1999 and later renamed as Ministry of Disinvestment from 6th September 2001. 

From 27th May 2004, the Department of Disinvestment is one of the Departments under the 

Ministry of Finance. 

5. Department of Financial Services 

The Department of Financial Services (DFS) is mainly responsible for policy issues 

relating to Public Sector Banks (PSBs) and Financial Institutions including their functioning, 

appointment of Chairman, Managing Director and Chief Executive Officers (MD & CEOs), 

Executive Directors (EDs), Chairman cum Managing Directors (CMDs), legislative matters, 

international banking relations. Appointment of Governor/Deputy Governor of Reserve Bank 

of India, matters relating to National Bank for Agriculture and Rural Development 

(NABARD), Agriculture Finance Corporation, Cooperative Banks, Regional Rural Banks 

(RRBs) and Rural/Agriculture Credit. The Department also administers the Financial 

Inclusion programme of the Government, Social Security Schemes and other targeted 

schemes aimed at facilitating flow of credit. Matters relating to Insurance Sector and 

performance of Public Sector Insurance Companies, administration of various Insurance 

Acts. 

 

INTERNATIONAL ORGANISATIONS AND INSTITUTIONS 

1. International Economic Co-operation 
1.1 Organisation for Economic Co-operation and Development (OECD) 

1.2 South Asian Association for Regional Cooperation (SAARC) 

1.3 European Economic Cooperation (EEC) 

1.4 Brazil, Russia, India, China and South Africa (BRICS) 

2. International Finance Institutions 

2.1 World Bank 

2.2 International Monetary Fund (IMF) 

2.3 Asian Development Bank (ADB) 

3. International Trade Organizations 

3.1 United Nations Conference on Trade and Development (UNCTAD) 

3.2 General Agreement on Tariff and Trade (GATT) 

3.3 World Trade Organisation (WTO) 

3.4 Organization of Petroleum Exporting Countries (OPEC). 

International Finance Institutions 

https://en.wikipedia.org/wiki/Brazil
https://en.wikipedia.org/wiki/Russia
https://en.wikipedia.org/wiki/India
https://en.wikipedia.org/wiki/China
https://en.wikipedia.org/wiki/South_Africa
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An International Financial Institution (IFI) is a financial institution that has been 

established by more than one country, and hence are subjects of international law. Its owners 

or shareholders are generally national governments, although other international institutions 

and other organizations occasionally figure as shareholders. The most prominent IFIs are 

creations of multiple nations, although some bilateral financial institutions (created by two 

countries) exist and are technically IFIs. The best known IFIs were established after World 

War II to assist in the reconstruction of Europe and provide mechanisms for international 

cooperation in managing the global financial system. Some of the important financial 

institutions are discussed below; 

World Bank 

The World Bank Group, originated as a result of the Bretton Woods Conference of 

1944. It is one of the world’s largest sources of development assistance and it has extended 

assistance to more than 100 developing economies, bringing a mix of finance and ideas to 

improve living standards and eliminate the worst forms of poverty. For each of its clients, the 

bank works with government agencies, nongovernmental organisations, and the private sector 

to formulate the assistance strategies. 

The World Bank Group consist of five closely associated institutions, each institution 

playing a distinct role in the mission to fight poverty and improve living standards for people 

in the developing world. The term World Bank refers specifically to two of the five, The 

International Bank for Reconstruction and Development (IBRD) and The International 

Development Association (IDA). The other institutions are The International Finance 

Corporation (IFC), The Multilateral Investment Guarantee Agency (MIGA), and the 

International Centre for Settlement of Investment Disputes (ICSID). While all five specialize 

in different aspects of development, they use their comparative advantages to work 

collaboratively towards the same overarching goal – poverty reduction. At the beginning of 

May 2008, the IBRD had 185 countries as members. 

The IBRD, whose capital is subscribed by its member countries, finances its lending 

operation primarily from its own borrowings in the world capital markets. A substantial 

contribution to the Bank’s resources also comes from its retained earnings and the flow of 

repayments on its loans. IBRD loans generally have a grace period of five years and are 

repayable over twenty years, or less. They are directed towards developing countries at more 

advanced stages of economic and social growth. The interest rate the IBRD charges on its 

loans is calculated in accordance with a guide line related to its cost of borrowing. The World 

Bank is owned by the member countries whose views and interests are represented by a 

Board of Governors and a Washington- based board of Directors. Member countries are 

shareholders who carry ultimate decision-making power in the World Bank. 

Under the Articles of Agreement of the Bank, all powers are vested in the Bank’s 

Board of Governors, consisting of the Governor of each member country. With the exception 

of certain powers specifically reserved from them by the Articles of Agreement, the Governor 

of the Bank have delegated their powers to a Board of Executive Directors that performs its 

duties on a full time basis at the Bank’s headquarters. There are twenty one Executive 

Directors, each Director selects an Alternate Director. As provided for in the Articles of 

Agreement, five Directors are appointed by the five members having the largest number of 

shares of capital stock, and the rest are elected by Governors representing other member 

countries. 

The Executive Directors are responsible for the conduct of the general operations of 

the Ban. They decide on Bank policy in the framework of the Articles of Agreement. They 

also decide on all loan and credit proposals. In practice they reach most of their decisions by 

consensus. The Bank’s President is, by tradition, a national of the largest shareholder, the 

https://en.wikipedia.org/wiki/Financial_institution
https://en.wikipedia.org/wiki/International_law
https://en.wikipedia.org/wiki/International_organization
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United States. Elected for a five year renewable term, the president chairs meetings of the 

Board of Executive Directors and its responsible for overall management of the World Bank. 

Mission and Principles 

The mission of the Bank is to: i) Fight poverty with passion and professionalism for 

lasting results. ii) Help people help themselves and their environment by providing resources, 

sharing knowledge, building capacity, and forging partnerships in the public and private 

sectors. iii) Be an excellent institution able to attract, excite, and nurture diverse and 

committed staff with exceptional skills who know how to listen and learn. The principles of 

the Bank: Client centric, working in partnership, accountable for quality results, dedicated to 

financial integrity and cost-effectiveness, inspire and innovative. 

Purpose 

The purpose of the Bank, as laid down in its Article of Agreement, are: 
i) To assist in the reconstruction and Development of the territories of the members, by 

facilitating the investment of capital for productive purposes, including the 

restoration of economies destroyed or disrupted by war, the reconversion of 

productive facilities to peace time needs, and the encouragement of the development 

of productive facilities and resources and less developed countries. 

ii) To promote private foreign investment by means of guarantees or participation in 

loans and other investments made by investors, and when private capital is not 

available on reasonable terms, to supplement private investment by providing, on 

suitable conditions, finance for productive purpose out of its own capital funds raised 

by it and other resources. 

iii) To promote the long-range balanced growth of international trade and the 

maintenance of equilibrium in the balance of payments, by encouraging financial 

investment of the productive resources of members, thereby assisting in raising 

productivity, the standards of living and conditions of labour in their territories. 

Orientation 

The main focus is on helping the poorest people and the poorest countries, but for all 

its clients the Bank emphasises the need for: 

i) Investing in people, particularly through basic health and education. 

ii) Focusing on social development, inclusion, governance and institution-building as  

key elements of poverty reduction. 

iii) Strengthening the ability of the governments to deliver quality services, efficiently 

and transparently. 

iv) Protecting the environment. 

v) Supporting and encouraging private business development. 

vi) Promoting reforms to create a stable macroeconomic environment, conductive to 

investment and long-term planning. 

Through its loans, policy advice and technical assistance, the World Bank supports a 

broad range of programmes aimed at reducing poverty and improving living standards in the 

developing world. The global fight against poverty is aimed at ensuring that people 

everywhere in this World have a chance for a better life for themselves and for their children. 

Over the past generation, more progress has been made in reducing poverty and raising 

living standards than during any other period in history in developing countries. 

 

International Monetary Fund (IMF) 

There are several international organisations, funding and assisting the development, 

particularly, of developing economies. The economic policies and programmes of member 

countries which take financial assistance from these organisations may be influenced by the 

policies and conditions of assistance of these organisations. The IMF has several schemes of 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi Page 5  

financial assistance for countries with balance of payment problems. It also provides different 

types of technical assistance. Assistance from the World Bank and Regional Development 

Banks are substantial sources of public investment in a number of countries. 

International Monetary Fund 

The International Monetary Fund (IMF), which was established on December 27, 

1945 with 29 countries and which began financial operations on March 1, 1947, is the result 

of the Bretton Woods Conference of nations held in 1944 to discuss the major international 

economic problems, including reconstruction of the economies ravaged by the World War II, 

and to evolve practical solutions for them. At the beginning of May 2008, IMF had 185 

members. 

The IMF is the central institution of the international monetary system – the system of 

international payments and exchange rates among national currencies. It aims to prevent 

crises in the system by encouraging countries to adopt sound economic policies; it is also as 

its name suggest a fund that can be tapped by members needing temporary financing to 

address balance of payments problems. 

Membership in the IMF is open to every country that controls its foreign relations and 

is able and prepared to fulfil the obligations of membership. Membership of the fund is a 

prerequisite for membership in the World Bank (IBRD) and close working relationships exist 

between the two organisations, as well as between the fund and the WTO and the Bank for 

International Settlements (BIS). The IMF had a membership of 184 countries in 2005. India 

is one of the founder members of IMF and World Bank. India, a traditional barrower from the 

IMF, has emerged as a creditor by contributing about $292 million to the IMF in two tranches 

in May and June 2003. 

Purposes 

The IMF’s statutory purposes include promoting the balanced expansion of world 

trade, the stability of exchange rates, the avoidance of competitive currency devaluation, and 

the orderly correction of a country’s balance of payments problems. According to the Articles 

of Agreement, the purposes of the International Monetary Fund are: 

 To promote international monetary cooperation through a permanent institution 

which provides the machinery for consultation and collaboration on international 

monetary problems 

 To facilitate the expansion and balanced growth of international trade, and to 

contribute thereby to the promotion and maintenance of high levels of employment 

and real income and to the development of the productive resources of all members as 

primary objectives of economic policy. 

 To promote exchange stability, to maintain orderly exchange arrangements among 

members, and to avoid competitive exchange depreciation. 

 To assist in the establishment of a multilateral system of payments in respect of 

current transactions between members and in the elimination of foreign exchange 

restrictions which hamper the growth of world trade. 

 To give confidence to members by making the general resources of the fund 

temporarily available to them under adequate safeguards, thus providing them with 
opportunity to correct maladjustments in their balance of payments without resorting 

to measures destructive of national or international prosperity. 

To serve these purposes, the IMF: 

Functions of IMF 

As the only international agency whose mandated activities involve active dialogue 

with virtually every country on economic policies, the IMF is the principal forum for 

discussing not only national economic policies in a global contest, but also issues important 

to the stability of the international monetary and financial system. These include countries’ 
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choice of exchange rate arrangements, the avoidance of destabilizing international capital 

flows, and the design of internationally recognised standards and codes for policies and 

institutions. While overseeing the economic policies of its member countries, the IMF looks 

mainly at the performance of an economic as a whole – often referred to as its macro 

economic performance. This comprises total spending (and its major components like 

consumer spending and business investment ), output, employment, and inflation, as well as 

the country’s balance of payments. 

The IMF focuses mainly on a country’s macroeconomic policies – that is, policies 

relating to the government’s budget, the management of money and credit, and the exchange 

rate – and financial sector policies, including the regulation and supervision of banks and 

other financial institutions. In addition, the IMF pays due attention to structural policies that 

affect macroeconomic performance – including labour market policies that affect 

employment and wage behaviour. The IMF advises each member on how its policies in these 

areas may be improved to allow the more effective pursuit of goals such as high employment, 

low inflation, and sustainable economic growth – that is, growth that can be sustained  

without leading to such difficulties as inflation and balance of payments problems. 

Vision 

According to the vision set out for the future of the IMF, it would: 
i) Strive to promote sustained non– inflationary economic growth that benefits all 

people of the world. 

ii) Be the centre of competence for the stability of the international financial system. 

iii) Focus on its core macroeconomic and financial areas of responsibility, working in a 

complementary fashion with other institution established to safeguard global 

public goods. 

iv) Be an open institution, learning from experience and dialogue, and adapting 

continuously to changing circumstance. 

Organisation and Management 

The Board of Governors, on which all member countries are represented, is the 

highest authority governing the IMF. It usually meets once a year, at the annual meetings of 

the IMF and the World Bank. Each member country appoints a Governor – usually the 

country’s minister of finance or the governor of its central bank – and an Alternate Governor. 

The Board of Governors decides on major policy issues but has delegated day-to-day 

decision-making to the Executive Board, which consist of 24 Executive Directors, with the 

Managing Director as chairman. The Executive Board usually meets three times a week, in 

full-day sessions, and more often if needed, at the organisation’s headquarters in Washington, 

D.C. The IMF’s five largest shareholders – the United States, Japan, Germany, France, and 

the United Kingdom – along with China, Russia, and Saudi Arabia, have their own seats on 

the Board. The other 16 Executive Directors are elected for two-year terms by groups of 

countries, known as constituencies. 

 

NARASIMHAM COMMITTEE REPORT 

Headed by Mr. M. Narasimham, who was the 13th Governor of RBI. First Committee, 

known as Narasimham Committee I, was appointed in August 1991, against the backdrop of 

the Balance of Payment Crisis. Set up to analyze all factors related to financial system and 

give recommendation to improve its efficiency and productivity. The Second Committee, 

Known as Narasimham Committee II, was appointed in 1998. It was given the task to review 

the implementation of the Banking Sector. 

1. Reduction in Liquidity Ratio: The committee recommended phased reduction in the 

Statutory Liquidity Ratio (SLR) to 25 per cent over a period of five years. It also 
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recommended the progressive reduction in Cash Reserve Ratio (CRR) from the present high 

level. 

2. Abolition of Directed Credit Programmes: The directed Credit programmes should be 

abolished gradually. The priority sector should be redefined. 

3. Free Determination of Interest Rates: The rate of interest should be determined freely 

without the intervention of the Reserve Bank of India. 

4. Improvements in Accounting Systems of the Banks: The committee recommended for 

the adoption of uniform accounting practices particularly in regard to income recognition and 

provisioning against doubtful debts. It also recommended imparting for transparency to bank 

balance sheets and making full disclosures in them. 

5. Establishment of Special Tribunals: The special tribunals should be set up to speed up 

the process of the recovery of loans. An Assets Reconstruction Fund (ARF) should be 

established to take over from banks and financial institutions a portion of their bad and 

doubtful debts at a discount. 

6. Reconstitution of Banking System: 

(i) The banking system should be restructured so as to have 3 or 4 large banks which could 

become international in character. 

(ii) There should be 8 to 10 national banks with network of branches throughout the 

country engaged in universal banking. 

(iii) There should be local banks whose operation would be generally confined to specific 

region. 

(iv) There should be rural banks whose operation would be confined to rural areas and 

whose business would be to finance agriculture and allied activities It recommended 

setting up of one of more rural banking subsidiary by each public sector bank to take 

over all its rural branches. 

(v) The Regional Rural Banks should be permitted to engage in all types of banking 

business. 

7. Abolition of Branch Licensing: The committee recommended abolition of branch 

licensing and leaving the matter of opening or closing of branches to the commercial 

judgment of individual banks. 

8. Foreign Banking: The committee recommended for liberalizing the policy with regard to 

allowing foreign banks to open offices in India as branches or as subsidiaries. The foreign 

operations of Indian banks should be rationalised. 

9. More Freedom to Banks: Banks is given freedom to recruit officers. The banks be 

inspected on the basis of internal inspection report. 

10. Ending of Dual Control: The dual control over the banking system of the Finance 

Ministry and Reserve Banks should be ended. The Reserve Bank should establish a separate 

quasi- autonomous body to take over to supervisory function over the banks. 

11. Financial Institutions: The committee made the following recommendations regarding 

financial institutions: 

 Transferring of direct lending function of IDBI to a separated institution while retaining 
to IDBI apex and refinancing role. 

 The Reserve Bank should set up a new agency to supervise financial institutions such 
as merchant banks, mutual funds, leasing companies, venture capital companies and 

factor companies. 

 Capital market is to be liberalized. 

 An appropriate legal structure be organised to operate mutual funds on the basis of 

experience of other countries. 
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In short, the recommendation by the Narashimham committee would have far reaching 

implications on the working of banking and financial system in the years to come. 
 

RAGHURAM RAJAN COMMITTEE REPORT 

Introduction 

Raghuram Rajan Committee was formed to suggest ways to identify indicators of the 

relative backwardness of the States for equitable allocation of Central funds. It proposes a 

general method for allocating funds from the Centre to the states based both on a state’s 

development needs as well as its development performance. Raghuram Rajan headed panel 

has been set up by the government to identify criteria to determine a state’s relative 

backwardness came out with its report. 

Central allocations are governed by the Gadgil-Mukherjee formula that places the 

greatest weight on the State’s population, followed by other factors like per capita income 

and literacy. Rajan Committee has come up with a Multi-Dimensional Index that will help 

measure backwardness and aid the Centre in allocating funds to states. 

Committee Formation 

 Committee was formed amid the demands for “Special Category” status by Bihar, 

which lags behind the national average on all important indices to fund its 

development needs. Bihar’s demand was echoed by other states like Odisha. 

 Committee to be constituted, to consider backwardness of the States in terms of 

measures like distance of the State from the national average under criteria such as per 

capita income and other human development indicators and for evolving a Composite 

Development Index of States. 

 In his budget speech, Finance Minister had proposed to evolve new criteria and reflect 

them in future planning and devolution of funds. 

Raghuram Rajan Committee 

 Report of the Dr. Raghuram Rajan Committee for Evolving a Composite 

Development Index of States has been submitted to the Union Finance Minister. 

Proposals in the Report 

 Need is based on simple index of under development. The index Multi-Dimensional 

Index is an average of following ten sub-components: (i) monthly per capita 

consumption expenditure as measured by the NSSO, (ii) education, (iii) health, (iv) 

household amenities, (v) poverty rate, (vi) female literacy, and (vii) % of SC – ST 

population, (viii) urbanization rate, (ix) financial inclusion and (x) connectivity. 

 It has proposed that 10 States that had score 0.6 and above on the Index may be 

classified as “Least Developed”; States that had score below 0.6 and above 0.4 may 

be classified as “Less Developed”; and States that had score below 0.4 may be 

classified as “Relatively Developed” in the scale of 0 to 1. 

 Least developed: Odisha is the least developed state in the country followed by 

Bihar, Madhya Pradesh, Chhattisgarh, Jharkhand, Arunachal Pradesh, Assam, 
Meghalaya, Uttar Pradesh and Rajasthan. 

 Less Developed: This list consists of Manipur, West Bengal, Nagaland, Andhra 

Pradesh, Jammu and Kashmir, Mizoram, Gujarat, Tripura, Karnataka, Sikkim and 

Himachal Pradesh. Gujarat is a surprise on this list for most observers as its 

‘model of development’ is much talked about in political and economic circles. 

 Relatively Developed: Goa is the most developed state in the country followed by 
Kerala, Tamil Nadu, Punjab, Maharashtra, Uttarakhand and Haryana. 

 The value of underdevelopment index or Multi Development Index (MDI) for a state 

represents the need of an average individual in a state. To allocate more to 
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underdeveloped states with large areas but small population, the Committee decided 

to assign 80 % weight to a state’s share in population and 20% to state’s share in 

area. This follows the approach of a number of committees as well as the Finance 

Commission. 

 The report which was proposed a general method for allocating funds from the Centre 

to the States based on both a State’s development needs as well as its development 

performance. 

 Committee has mentioned that improvements to the state’s development index over 

time (i.e. a fall in underdevelopment) as the measure of performance. 

 It has recommended that each State may get a fixed basic allocation of 0.3 % of 

overall funds, to which will be added its share stemming from need and performance 

to get its overall share. 

 In total, 28 states included for construction of index, 8.4% of funds will be allocated 

as a fixed basic allocation. Of the remaining 91.6%, 3/4ths is allocated based on need 

and 1/4
th

 based on State’s improvements on its performance, which will be reviewed 

after every 5 years. 

 It has observed that the demand for funds and special attention of different States will 

be more than adequately met by the twin recommendations of the basic allocation of 

0.3 % of overall funds to each State and the categorisation of States that score 0.6 and 

above as “Least Developed” States. According to the Committee, these two 

recommendations, along with the allocation methodology, effectively subsume what 

is now “Special Category”. 

 Since States now classified as ‘special category’ will “find their needs met” through 

the new allocations, the term ‘special category’ will be retired. 

Recommendations 

 Committee recommends that the framework outlined in this report be used to allocate 

some of the development funds that are allocated by the Centre to the states. 

 It recommends that the proposed MDI be updated on a quinquennial basis and 

performance be measured relative to the last update. 

 It recommends that the index and the allocation formula be re-examined after 10 years 

and revisions proposed based on experience. 

 It recommends that “least developed” states, as identified by the index, be eligible for 

other forms of central support that the Central Government may deem necessary to 

enhance the process of development. 

The approach recommended in this report is not intended to replace all existing 

methodologies, but should be thought of as one that will channel some fund allocations  

based on need and performance. Other methodologies may serve different purposes and 

should be used in parallel to allocate other funds. 

 

DEMONETISATION 

 

The Indian government has long struggled with the issue of the fake currency and 

black money. In 1946 and in 1978, the respective Indian governments turned to 

demonetization as the long-term solution to the problem. The same historical event would 

take place in India in 2016. 

Meaning of Demonetisation 

 The act to cease a currency unit or put an official stop on its status as a legal tender is 

known as demonetisation (alternate spelling: demonetization).

 Demonetisation is the process that involves a change of national currency, where old 

currency is replaced with new currency.
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 The circulation of a specific currency unit is stopped, followed by the withdrawal of 

old banknotes or coins. The process of demonetisation is opposite to remonetisation, 

where the legal status is restored.

 The demonetisation effects include both the positive and negative aspects. Let us now 

discuss the demonetisation benefits and demonetisation disadvantages as well.

The Process of Demonetization in India 

On November 8th 2016, India’s prime minister made the announcement of 

demonetization of all 500 and 1000 rupees notes. Thus, the government announced that both 

the Rs. 1000 and Rs. 500 would not serve as legal tender. Thus, the cash in circulation were 

to be replaced by other forms of cash (digital forms). This caused a rush to the banks. 

 The old 500 and 1000 rupee notes were to be deposited with bank withing 31st 

December, 2016. That meant that money, in the form of old 50o and 1000 rupee notes, 

were to become useless post 31st December, 2016.

 The cancelled notes were to be deposited with the bank and /or replaced with new 500 

and 2000 rupees.

 New types of notes which are of the same currency were introduced in the market.

 The challenge had been the slow circulation of the new currency.

 Most of the banks didn’t had enough new currencies. Even today, this new challenge is 

still there and is expected to continue for a certain period of time.

 At ATMs there was some daily cash withdrawal limit. In addition, there was a weekly 

withdrawal limit as well (for example rupees 24000 per week).

Why is demonetisation used? 

Demonetisation is used in several situations, whenever a certain type of currency is 

deemed no longer desirable to use. Old coins and notes being replaced with new designs: 

Sometimes, certain denominations of old notes and coins are replaced with newer models. In 

this situation, the older coins can be officially demonetized. The reasons for such move 

includes: 

 elimination of fake notes, 

 reduce corruption, 

 stop terror funding, and 

 bring unused idle cash into the banking channel, etc. 

A move to digital currency: Demonetisation has also moved the economy of India 

towards a cashless system. Some people predict that in the future we will use digital currency 

to pay for things and physical cash will be totally demonetized. 

Advantages of Demonetisation 

 Eradicate the use of fake currency.
 Tackle with corruption due to currency upholds.

 Withdrawal of old currency and bring unaccounted money back into the banking system 

by a considerable increase in bank deposits. With this the idle money becomes 

productive.

 Encourage digital payment modes to reach the target of a cashless society.

 Reduction of illegal activities.

 Reduced tax avoidance by encouraging higher tax payments.

With a perfect implementation, demonetisation policy can provide a great boost to any 

country’s economy. 

Disadvantages of Demonetisation 

 Inconvenience to the public. 
 Huge economic cost to the nation. 

 Disruption of business activities. 

 Decrease in sales, particularly cash based sales. 
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 Labour / Wage payment issues. 

 Additional printing and distribution cost of new currency. 

 Problem situation for small-scale business operations that deal in cash. 

Conclusion 

A well-planned demonetisation system can prove beneficial for any economy. 

However, in case of mishandled support, this may also cause problems. Hence, a public 

support must be sought for the overall success of this policy. 
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7MEC3C1 – AGRICULTURAL ECONOMICS 

NATURE AND SCOPE OF AGRICULTURE 

Introduction 

The word agriculture comes from the Latin word agre, referring to the soil and 

cultura, to its cultivation. Agriculture, in its widest sense can be defined as the cultivation and 

or production of crop or livestock products. 

Agriculture means not only the production of crops by the cultivation of the soil, but 

also the rearing of livestock. Thus, milk, meat and wool are agricultural products as wheat, 

rice and cotton. Agriculture is a basic and important occupation, as it provides not only 

foodstuff, but also essential raw materials of industry. It is the oldest business in the world 

and nearly two thirds of the population of the world is dependent on agriculture  either 

directly or indirectly for its livelihood. 

Economics is the science that studies as to how people choose to use scarce 

productive resources to produce various goods and to distribute these goods to various 

members of society for their consumption. 

Agriculture economics is the study of production, processing, distribution and 

consumption of food and fiber 

Importance of agriculture in the National Economy: 

Indian is an agricultural country, where 70 per cent population is dependent on 

agriculture. This forms the main source of income. The contribution of agriculture in the 

national income in India is more, hence, it is said that agriculture in India is a backbone of 

Indian Economy. 

The importance of agriculture in the National Economy is explained by the following 

points. 

1) Share of Agriculture in the national income: 

Year Contribution of agriculture in National Income 

1950-51 57% 

1970-71 43% 

1930-31 40% 

1938-39 33% 

It is seen that agriculture contributes a major share in the national income of India. 

Secondly, the share of agriculture in national income has been decreasing. At present the 

contribution is about 28%. This steady and gradual decline is due to the rapid 

Industrialization in the difference part of the country. 

The contribution of agriculture in national income in case of some development 

countries are as follows. USA – 3% Canada 4% Australia 5% 

This indicates that the role of agriculture in the national income in the developed 

countries is negligible. More developed a country, smaller is the contribution of agriculture in 

the national income and vice-versa. 

2) Agriculture as a source of livelihood: 

In India about 65 to 70 per cent population dependent on agriculture, the population 

remains almost constant for number of years. On the other hand in the developed countries 

less than 10 per population dependent on agriculture 



Unit-I: Agricultural Economics 

Page 2 Prepared by: Dr. R. Hariharan, Asst. Professor of Economics, AGAC, Karaikudi 

 

 

3) Indian agriculture and pattern of employment: 

Year Percentage of working population in agriculture 

1961 69.5% 

1981 59.4% 

While in U.K. 23% 

France 7% 

4) Importance of agriculture in Industrial development: 

Many industries dependent on agriculture, raw material from agriculture is supplied to 

many industries e.g. sugar industries, Cotton Industries, Paper Industries, tobacco industries, 

Chilies, turmeric etc. Many industries supply the inputs to the agricultural industry e.g. 

fertilizers, insecticides, pesticides, implements and machineries like tractors etc. 

5) Role of agriculture in the field of international trade: 

Many agricultural products like tea, sugar, oilseeds, tobacco, spices contribute the 

major share in export. In addition to this, we are exporting fruits some vegetables and flowers 

to the other countries. Now days we are exporting basmati rice to foreign countries. The 

proportion of agri. goods is to the tune of 50%. In addition to this goods manufactured from 

agriculture products contribute 20  percent.  Thus,  agriculture  contributes  70%  in  export. 

In addition to the above the role played by agriculture in Indian is as under. 

 Many agriculture produce like food grains, fruits are transported by roadways and 

railways. Thus, it helps in employment of many people in this field. 

 If the agricultural production is good, cultivators will earn more income. They will be 

in position to purchase manufactured products and other inputs required in 

agriculture. In short, we can say that the prosperity of the country will depend upon 

the prosperity of agriculture. 

 
ROLE OF AGRICULTURE SECTOR IN ECONOMICS DEVELOPMENT 

Increase in Per Capita Income 

Per capita income is the annual average income of the individuals of a nation. We 

derive it by dividing national income on total population. Agricultural sector provides more 

jobs to unemployed people. It increases the individuals as well as national income. 

Agricultural sector is essential to increase the PCI. 

Major Source of Employment 

Agriculture sector provides employment to major portion of our labour force. More 

than 70% of our rural labour force is directly involved in agriculture sector. This is the major 

sector, which provides employment to a large portion of our population. Agriculture sector is 

helpful to reduce the unemployment and disguised unemployment. 

Reduction in Poverty 

Agriculture development has significant impact on rural development. If productivity 

increases in agriculture it reduces poverty and stimulates non-farm employment, too. They 

are able to get basic services of life such as water supply, sanitation, provision of health and 

educational facilitates. 
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Supply of Food 

Food is the first in basic necessities of the life. The agriculture sector is the sole 

provider of all type of food like wheat, rice, corn, sugarcane vegetables and fruits etc., to the 

population engaged in various sectors of the economy. Agricultural sector also provides food 

to those animals that provide  milk,  cheese,  butter  and  meat  to  population  to  maintain  

the efficiency. 

Source of Forex Earning 

Agriculture sector is the main source of foreign exchange (forex) earning which is 

used to import capital goods. Major cash crops of India are cotton, rice, tobacco etc. that is 

helpful to correct the balance of payment. 

Supply of Surplus Labour 

About 70% population is living in more than 1,74,000 villages in India. This sector is 

the major source for supply of labor force to industrial sector due to farm mechanization and 

disguised unemployment. In this way an increase in the income of the people leads to 

improved living standard. 

Source of National Income 

The leading industrialised countries of today were once predominantly agricultural 

while the developing economies still have the dominance of agriculture and it largely 

contributes to the national income. In India, still 28% of national income comes from this 

sector. 

Supply of Raw Material 

Agricultural sector provides not only food but also provides cotton, sugarcane, 

tobacco, rice, oil-seed, meat and milk to various agro-based, small scale and large-scale 

industries as a raw material. 

Development of Industrial Sector 

There is inter-dependence and inter-relationship between agricultural and industrial 

sector, both are helpful to develop each other. Due to use of modern techniques of production 

in agricultural sector, when income of the agriculturists increases, they will demand for 

industrial articles, like threshers, harvesters, tractors, tub-wells and various other consumer 

goods, which results in industrial growth and development. 

Improvement in Living Standard 

There is an increase in the income of the farmers due to development of agricultural 

sector. It will improve their living standard by constructing better houses, demanding luxuries 

of life, television, computer, mobile, motor-cycles and a lot of other items. So, growth of 

agricultural sector will cause to improve the standard of living of the population. 

Controlling Inflation 

Inflation refers to the increase in general price level. It may be due to increase in 

demand and shortage in supply. Agricultural sector is very helpful to control the inflation. It 

produces more goods and maintains the equilibrium in demand and supply. 

Reduction in Regional Disparities 

Agriculture sector is the life-blood of our economy. Development of agriculture sector 

will increase the living standard of the rural population. This leads to reduce the urban and 

rural differences in the country. 
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Demand for Industrial Goods 

As the agriculture productivity increases, the income of farmers goes up. With the rise 

in income the demand for both agricultural goods (tractor, fertilizer, pesticides, tube-wells 

etc.) and industrial goods (television, mobile, computer etc.) will increase in rural areas. 

Balanced Growth Economy 

There exists close inter-dependence between agricultural sector and industrial sector. 

Agricultural sector will develop the industrial sector also. Income received by cultivator will 

develop the demand for the industrial goods. Its results are in balance growth of the economy. 

Increase in Govt. Revenue 

There is no direct tax on the agricultural income. But indirectly government receives a 

huge amount of tax form agricultural sector. It imposed some duties on imported technologies 

applied in farming. It imposes tax on chemicals etc. So agriculture sector is also a source of 

income for the government. 

 
INTERDEPENDENCE OF AGRICULTURE AND INDUSTRY 

Introduction 

Industry and agriculture are the lifeline of an economy. Agriculture meets people’s 

demand for food. Industry meets people’s demand for other goods like cloths, houses, 

electricity, shoes, books, transport vehicles etc. both food and non-food items are essential for 

living of human beings. As such both industry and agriculture are must for any society. 

Industry and agriculture are complementary as far as satisfactions of wants of people are 

concerned. Both must grow simultaneously. Industry alone cannot progress without progress 

of agriculture. Similarly, agriculture cannot progress without progress of industry. They are 

dependent on each other n respect of demand and supply. The population engaged n 

agriculture needs industrial products. The population engaged n industry needs agricultural 

products. Agriculture production needs producers’ goods from industry. Industrial production 

needs raw materials produced by the agricultural sector. There s therefore, a clear-cut 

interdependence between agriculture and industry. This lesson aims at elaborating this 

interdependence. 

How is industry dependence on agriculture? 

Agriculture helps industry in the following ways: 

1. Industrial sector receives raw materials from the agricultural sector 

Agriculture provides raw materials to various industries. In the table-1 we have listed 

some industries and raw materials that are provided to these industries by the agricultural 

sector. 

Table-1 

S.No Industry Raw Materials 

1 Cotton textile Raw cotton 

2 Oil Oilseeds, coconut etc, 

3 Sugar Sugarcane 

4 Jute products Jute 

5 Tea Tea leaves 

6 Coffee Coffee beans 
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As more and more enterprises are set up or existing enterprises are expanded, the 

demand for raw materials increases. This increasing demand can be fulfilled only by 

increasing agricultural production. 

2. Population engaged in agriculture is source of demand for industrial goods 

Food is the primary and basic need of all human beings. Once this need for food is 

fulfilled, we try to satisfy our needs for other goods such as, clothes, shoes, houses, cycles, 

tube wells, tractors, sewing machines, gas stoves, radio, T.V., washing machines, etc. which 

are produced by the industrial sector. 

About 2/3
rd

 of the Indian population approximately 60 crores is engaged in agriculture 

and allied activities. These people also need goods other than food. They also need clothes, 

houses, shoes, furniture, electricity, vehicles, etc. which are all produced by the industrial 

sector. Imagine how much dependence industrial sector is on agricultural sector for demand 

of their products. If income of agricultural production is low, their demand for industrial 

products will also be low. The growth of industrial sector is therefore linked with the growth 

of agricultural sector. For industrial sector to grow agricultural sector must grow. For the 

income of the people engaged in industrial sector to rise the income engaged in the 

agriculture sector must rise. 

3. Agricultural sector is a source of labour for the industrial sector 

When a country is underdeveloped, it is primary an agricultural economy. As 

development takes place the comparative need for labour in agricultures declines. It is 

because of two reasons. First, as incomes rise the demand for food items rises but at a slow 

rate. Man consumes food in limited quantity. At the most be starts consuming better quality 

of food. On the whole the demand for food rises at a very slow rate. 

Second, per hectare productivity in agriculture increases due to the use of better 

quality seeds, fertilizers, pesticides, proper irrigation facilities. As a result lesser number of 

people are now required to produce the same amount crops from a given piece of land. 

Consider an example. On the other hand as economy develops and incomes increase the 

demand for industrial a goods rises at a faster rate. Industries expand and require more 

workers. We have seen that in the process of development of agricultural sector the workers 

are rendered surplus. The expanding need for labour in the industrial sector can be met by the 

workers spared by the agricultural sector. 

4. Agricultural sector provides food to the population engaged in industrial sector 

Agriculture sector satisfies man’s basic need which is food. It provides  cereals, 

pulses, vegetables, fruits, spices and beverages etc. the demand of the entire population for 

food whether they are working in agriculture, industry or the services sectors is fulfilled by 

agriculture. 

The people in the rural areas deposit their savings in banks, post offices and other 

financial institutions in the rural areas. Due to certain limitations the rural population is not 

able to use these savings for investment in agriculture. These rural funds then find their way 

to urban industries through banks. In this way rural savings become sources of funds to the 

industrial sector of the economy. Higher the income of the agricultural sector higher would 
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be their savings and more resources be available for industrial development. Thus the growth 

of industrial sector os linked with the growth of agricultural sector. 

We have discussed how the growth of industrial sector is dependent on the growth of 

agriculture sector. But this is not a one-way interdependence. It is a two-way 

interdependence. The growth of agricultural sector is equally dependent on the growth of the 

industrial sector. Let us now discuss the ways in which the industries help agriculture to 

grow. 

How is Agriculture dependent on industry? 

Agriculture is dependent on industries in the following ways: 

1. The industrial sector provides seeds to agriculture 

Good quality seeds are in essential input in agriculture. Research is going on 

continuously to develop better quality seeds which have a higher yield, which are resistant to 

pests and plant discusses and are suited to the local conditions i.e. they are suitable for the 

type of soil and weather conditions for different areas. What is required for this research? It 

requires laboratories with sophisticated instruments, air-conditioned facilities and many other 

things. It is evident that the agricultural development depends on industrial sector. 

It is the industrial sector which develops new technology and designs and produces 

the equipment and instruments that are necessary to carry out this research. In this way 

industrial sector helps in increasing agricultural production. 

2. It provides fertilizers 

Traditionally, Indian farmers have been using manure (made from plants and animal 

waste) to make the soil fertile. The ingredients of the manure were available from agricultural 

sector itself. In agricultural production a need was felt to develop some better alternative to 

manure. The alternative was found in chemical fertilizers. The fertilizers make up the 

deficiency of nutrients used up in the growing crops. The demand for these fertilizers is met 

by the chemical industry. The use of fertilizers in agriculture has significantly raised 

agricultural productivity in India. The agriculture sector owns the raise in productivity to the 

industrial sector. 

3. Industries produce equipment and instrument needed for irrigation 

Without water, no crops can be grown. The main sources of irrigation in country are 

rainfall. 70 percent of the total cultivated land in India is dependent on the monsoon for 

irrigation. But the rains are not a reliable source of irrigation due to two reasons. The first 

reason relates to the quantity of rainfall. The rain is controlled by the nature and not man. 

Sometime, there is either no rainfall or inadequate rainfall. This leads to sharp decline in 

agricultural output. On the other hand sometimes there is excessive watering of crops 

damaging them. The second reason relates to the timing of the rainfall. It may not rain when 

irrigation is required. If there is no rain at the right time, the crops may damage. Therefore it 

is extremely necessary to expand alternative sources of irrigation in the country. 

To pride irrigation facilities, there is a need to build or construct tanks, wells, canals, 

dams, storage reservoirs, tube wells, hand pumps and pump sets etc. the basic materials 

required for construction are bricks, cement, iron. Where do these come from? These are 

manufactured by the industrial sector. Also the machines such as pumpsets etc., are produced 
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by the industrial sector. It also generates electricity which runs machines and produces tools 

required for their servicing. 

Imagine a situation where there is no industrial sector-there would be no production  

of any metals or any other construction materials such as bricks or cement, no electricity, no 

machines and tools. As a result the agriculture sector would have to depend in rainfall for 

irrigation. The development of any alternative irrigation facilities would be impossible. 

4. It provides pesticides 

5-10 percent of our agricultural produce is destroyed by pests and other plant diseases. 

To save crops from pests and diseases we need various type of pesticides. The research to 

develop proper pesticides which are not harmful to the plants or human beings is undertaken 

by industrial sector. The production of pesticides is a gift of industries to the agricultural 

sector. It had raised agriculture al production. 

5. It provides modern equipment 

Traditionally, the Indian farmers used to use methods of cultivation involving the use 

of wooden ploughs, that hand tools, bullocks and carts etc. this kept the productivity in Indian 

agriculture very low. The industry now provides alternative mechanical tools and equipment. 

New developments in the industrial sectors have provide modern types of machines to 

agriculture such as tractors etc. this has reduced the need for manpower in agriculture and on 

other hand raises significantly the agricultural productivity. 

6. It provides materials for building infrastructure needed for agricultural 

marketing and storage 

It is the industrial sector which supplies necessary materials, equipment and 

technology for building pucca roads. Durable roads are necessary to enable the farmers to 

take their produce to the markets in time. Industry also helps build storage and warehousing 

facilities so that farmers can store their produce till they get a fair market price. Now they do 

not have to immediately sell off their crops for fear of damage. The storage facility has 

helped the farmers to get a fair price of their produce. 

7. It supplies manufactured goods to the population engaged in agricultural sector 

Apart from food, people need other goods such as clothes, houses, transport vehicles, 

electricity, T.V., fridge, washing machine, etc. all these goods are produced by the industrial 

sector. The people engaged in agricultural sector also need these good. The industrial sector 

fulfils the need for these commodities of these people. 

8. Source of funds to the agricultural sector 

The rate of saving of the people engaged in the industrial is generally high as 

compared to those in the agricultural sector. The people in the industrial sector are now 

habituated to deposit their savings in banks and other financial institutions. At present there 

are a large number of branches of nationalized banks in the rural sector. These banks give 

priority in sanction of loans to the agricultural sector. The agricultural sector generally lacks 

funds due to low rate saving. The fund collected in the industrial areas can conveniently be 

used for giving loans in rural areas. In this way industrial sector is a source of fund for the 

agricultural sector. 
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The terms of trade between agriculture and industry 

The growth process is generally initiated in the agricultural sector. In the  initial 

stages, labour and capital are transferred from the agricultural sector to the industrial sector. 

Under these circumstances, most of the economists believe that there is a strong possibility of 

the terms of trade turning in favour of agriculture as development proceeds. 

There are many reasons for it. Per capita output and income will be increasing at a 

much more rapid pace in the industrial sector than in the agricultural sector. This will bring 

about relatively greater increase in the demand for’ agricultural products than that for the 

industrial products. 

Relatively more rapid rate of technical progress in the industrial sector will bring 

about a larger increase in the supply of industrial products than in that of agricultural 

products. Both these developments will make agricultural products cost more in terms of the 

industrial products. With this change, capital flow from the agricultural sector to the 

industrial sector will slow down. Rate of growth of the industrial sector will then begin to 

fall. 

There is a further possibility that capital may move from the industrial sector to the 

agricultural sector as marginal productivity of capital becomes higher in the agricultural 

sector. This is what was experienced at one time in Southern United States. 

 
AGRICULTURAL DEVELOPMENT UNDER FIVER YEAR PLANS 

First Five-Year Plan (1951-56) 

Agriculture was given the topmost priority in the First Five-Year Plan. The Plan was 

mainly directed towards increasing agricultural production and strengthening economic 

infrastructures like irrigation, power and transport after independence, there was an acute 

food shortage in the country and to solve the food problem priority was given to increase 

production of food grains. The production of food grains increased from 54 million tones in 

1950-51 to 65.8 million tones at the end of the Plan. Production of all agricultural 

commodities increased by 22.2 per cent to 32 per cent of the total outlay during the First Plan 

was to be spent on agriculture and irrigation. 

Second Five-Year Plan (1956-61) 

In the second plan, emphasis was shifted from agriculture to industry and only about 

21 per cent of the actual plan expenditure was spent for agricultural development. The food 

production rose from 65.8 million tones to 79.7 million tones as against the fixed target of 

80.5 million tones. There was a shortfall in the production of all crops except sugarcane, As a 

result of this unsatisfactory agricultural production; the country had to import food grains 

from abroad to overcome the food shortage. 

Third Five-Year Plan (1961-66) 

The objective of the Third Five-Year Plan was to achieve self-sufficiency in food grains and 

to increase the agricultural production to meet the needs of industry and export- The plan 

accorded higher priority (20.5 per cent) to agriculture and irrigation than to industrial 

development (20.1 per cent). The Plan targeted to increase overall agricultural production by 

30 per cent, but the achievements were disappointing. The actual output of food grains was 
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88.4 million tones in 1964-65 and 72.3 million tons in 1965-66, caused due to the drought 

condition of 1965-66. 

Three Annual Plans (1966-69) 

During this period, a high priority was given to minor irrigation and this was followed 

by adoption of a high yielding variety programme to increase agricultural production and 

productivity. Thus, this period is considered crucial for Indian agriculture as the green 

revolution took place during this period and the Government set up Agricultural Prices 

Commission to assure minimum support prices to farmers. Due to implementation of H.Y.V. 

programme, there was a recorded food grain production of 95.6 million tones in 1967-68 and 

1968-69. 

Fourth Five-Year Plan (1969-74): 

The Fourth Plan had two objectives in the agricultural sector; (i) to provide the 

conditions necessary for a sustained increase of food production by about 5 per cent per 

annum over the decade 1969-78 and (ii) to enable a large section of the rural population 

including small farmers, farmers in the dry areas and agricultural labourers to participate in 

the process of agricultural development and share its benefit. The actual production of food 

grain was 104.7 million tones in 1973-74 as against the targeted increase of 129 million 

tones. 

Fifth Five-Year Plan (1974-79): 

During the Fifth Plan, Rs. 8080 crore was made for agricultural development and 

irrigation. The Fifth Plan accorded priority for the spread of H.Y.V. cultivation, double or 

multiple, greater use of fertilizer pesticides and insecticides to increase agricultural 

production. 

The Plan further provided special emphasis on; (i) small and marginal farmers, (ii) dry 

farming technique, (iii) evolving H.Y.V. seeds for other crops like paddy, (iv) Social 

conservation measures on saline and alkaline soils and for desert land reclamation. During 

this Fifth Plan, the production of food grains increased substantially i.e. 232.5 million tones. 

But the output of pulses and oil-seeds, paddy remained stagnant and caused considerable 

hardship for the common man. 

Sixth Five-Year Plan (1980-85): 

The Sixth Five-Year Plan recognised that the growth of the Indian economy depends 

significantly on a rapid growth in agriculture and rural development. The main objective of 

the Plan, therefore, was to increase agricultural production, generate employment and income 

opportunities in rural areas and strengthen the forces of modernization for achieving self- 

reliance. The Sixth Plan aimed at 3.8 per cent annual growth in agricultural production. But, 

the actual growth-rate was 4.3 per cent. 

Seventh Five-Year Plan (1985-90): 

The Seventh Plan aimed at an annual average increase of 4 per cent in agricultural 

production. The Plan allocated Rs. 39,770 crores for agricultural sector which is 22 per cent 

of the total plan outlay. The major programmes adopted during the plan were, a special rice 

production programme in the eastern region, national water-shed programme for rain-fed 

agriculture, national oil-seed development project and social forestry. 

Eighth Five-Year Plan (1992-97): 



Unit-I: Agricultural Economics 

Page 10 Prepared by: Dr. R. Hariharan, Asst. Professor of Economics, AGAC, Karaikudi 

 

 

The basic objectives of the Eighth Five-Year Plan were (i) To consolidate the gains 

already achieved in agricultural productivity and production during the last 40 years; (ii) To 

sustain agricultural productivity and production in order to meet the increased demands of the 

growing population; (iii) To enlarge the income of the farmers; (iv) To create more- 

employment opportunities in the agricultural sector; and (v) To step up agricultural exports. 2 

per cent of the total plan outlay amounting to Rs. 93,680 crores was allotted for agriculture 

and irrigation. The Plan targets a growth rate of 4.1 per cent per annum for the agricultural 

sector. 

Thus, during different plan periods, the Government has accorded vital importance to 

the agricultural sector and has tried to increase the agricultural production and productivity 

through different policy measures. 

Ninth Five-Year Plan (1997–2002) 

The Ninth Five-Year Plan covered the areas of social infrastructure, agriculture, 

information technology and Water policy. The main objective of the Ninth Five-Year Plan 

was to correct historical inequalities and increase the economic growth in the country. Other 

aspects which constituted the Ninth Five-Year Plan were: Population control, Generating 

employment by giving priority to agriculture and rural development. Reduction of poverty, 

Ensuring proper availability of food and water for the poor and Developing self-reliance in 

terms of agriculture. The Ninth Five-Year Plan achieved a GDP growth rate of 5.4% against a 

target of 6.5%, The agriculture industry grew at a rate of 2.1% against the target of 4.2% and 

The industrial growth in the country was 4.5% which was higher than that of the target of  

3%. 

Tenth Five-Year Plan (2002–2007) 

The main objectives of the Tenth Five-Year Plan were: Attain 8% GDP growth per 

year, Reduction of poverty rate by 5% by 2007, Providing gainful and high-quality 

employment at least to the addition to the labor force, Reduction in gender gaps in literacy 

and wage rates by at least 50% by 2007, 20-point program was introduced, target growth: 

8.1% – growth achieved: 7.7% and he tenth plan was expected to follow a regional approach 

rather than sectoral approach to bring down regional inequalities. 

Eleventh Five-Year Plan (2007–2012) 

The main objectives of the Tenth Five-Year Plan were: To increase the growth rate in 

agriculture, industry and services to 4%,10% and 9% respectively, Rapid and inclusive 

growth, Poverty reduction, Emphasis on social sector and delivery of service therein, 

Empowerment through education and skill development, Reduction of gender inequality, 

Environmental sustainability, Reduce Total Fertility Rate to 2.1, provide clean drinking water 

for all by 2009 and Increase agriculture growth to 4%. 

Twelfth Five-Year Plan (2012–2017) 

The Twelfth Five-Year Plan of the Government of India has decided for the growth 

rate at 8.2% but the National Development Council (NDC) on 27 Dec 2012 approved 8% 

growth rate for 12th five-year plan. The government intends to reduce poverty by 10% during 

the 12th Five-Year Plan. The plan aims towards the betterment of the infrastructural projects 

of the nation avoiding all types of bottlenecks. 

https://en.wikipedia.org/wiki/Poverty_rate
https://en.wikipedia.org/wiki/Government_of_India
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UNIT-II: FARM SIZE AND PROFITABILITY 

 
LARGE-SCALE FARMING 

 

According to Carver, large-scale farming can be defined as farming where there is 

land enough, capital enough and men enough employed to make it economical for the 

manager to give his whole time to the work of supervision and management, all manual work 

being done by employees working under his direction, Tea, coffee and rubber plantations in 

India are the best examples of large-scale farming. 

The advantages of large-scale farming in agriculture are similar to the advantages of 

the large producing unit in other industries. Thus there are commercial and financial 

advantages as well as technical and managerial advantages in large-scale farming as in large- 

scale manufacturing industries. 

Commercial and Financial Advantages 

(1) Economies in Buying: 

The commercial and financial advantages of the large farm follows from the superior 

bargaining powers of the large farmer in buying supplies, in selling produce and in obtaining 

credit. 

The merchant who supplies the large farmer with his feeding stuffs fertilizers and 

other requisites values his custom. not only because he buys more than the small farmer, but 

also because it is more, convenient and cheaper to supply one large order rather than several 

small ones. Savings in transport, in handling and packing and in book-keeping may justify the 

merchant in giving the large farmer preferential treatment in prices, in discount and rebates, 

and in prompt dealing. 

(2) Economics in Selling: 

Corresponding advantages accrue to the large farmer when he is the seller. Like the 

merchant, the farmer also finds it more convenient as well as more remunerative to sell his 

goods in bulk and in large quantities. 

(3) Grading: 

Large supplies generally make it possible to practise some measure of grading which 

should, theoretically, result in a higher average price for all the goods sold. 

(4) Better Bargaining Power: 

These farms have better bargaining power. The big farmer is able to get concessions 

when he buys his requisites or sells his produce on account of large volume of business he 

controls. Large producers can establish buying and selling organisations of their own. 

(5) Easy and Cheap Credit: 

Similar economies of scale occur in the financial sphere, for the large farmer is 

generally able to borrow money and obtain credit with greater ease and at less expense than 

can the small man. 

(6) Storage Accommodation: 

The easier financial situation means that the large farmer is in a better position to buy 

his requirements when favourable opportunity occurs, and to hold his goods for sale at the 
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most opportune time. In this connection the greater storage accommodation available on the 

large farm is a great help. 

In this way the commercial and financial advantages react on each other, and together 

they place the large farmer in a relatively vary favourable trading position. 

Technical and Managerial Advantages: 

The technical and managerial advantages of the large-scale farming, as of the large 

factory, result from the possibilities of a more effective utilization of the available supplies of 

the three factors of production. 

(1) Reduction in Average Overhead Costs: 

Capital in the form of permanent equipment, such as buildings; fences, roads and 

ditches, makes up a relatively smaller part of total capital requirements as farms increase in 

size. Moreover, the land area occupied by such permanent equipment also becomes smaller 

relatively to the total acreage of the farm. 

It follows that on the larger, farms a higher proportion of the capital and of the land is 

available for direct productive use with a consequent reduction in overhead costs per unit of 

product produced. This should be of particular importance in agriculture which is an industry 

where the fixed overhead charges form a disproportionately high part of total production 

costs. 

(2) More Efficient use of Machinery: 

The large farmer is also better placed to make more efficient use of machinery under 

his own control. Thus on the large farm there is a better chance of power and other machinery 

being used to its maximum capacity while the larger fields greatly facilitate the ease and 

economy of manipulation. 

(3) Machines in Skilled and Specialist Hands: 

Machines can be placed in expert hands and can be better serviced on farms which are 

large enough to have workshops of their own and stock their own supplies of spare parts. 

(4) Flexible Profit-making Opportunities: 

In the financial sphere the large farmer also possesses the advantage of a bigger 

turnover which gives him a greater total profit even when his margin of profit per acre is low. 

For example, a farmer with 500 acres will have a sizeable income if he has a profit  

margin of only Rs. 100 an acre, but a small farmer with 50 acres would have to make a profit 

of Rs 200 per acre to make the same total income. In other words, the profit-making 

opportunities are more flexible on the large farm, and, in particular, the large farmer can 

adopt systems of farming which return only a small profit per acre. 

(5) Efficiencies of Division of Labour and Use of Expert Skill: 

Perhaps the most important advantage of all, is the opportunity which exists on the 

large farm of benefiting from the efficiencies of division of labour and the use of expert skill. 

Division of labour is only possible where a team of workers is engaged. 

Moreover, no fixed hours of work or regular leisure and holidays are possible except 

when several workers share the task of the farm. Of even greater significance is the division 

of function between managerial and manual workers. 
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This is possible only on the larger farms, for on small farms where one or two men 

constitute the whole labour force there is no time, even though there may be aptitude and 

ability, for the exercise of any really effective managerial function. 

(6) Employment of More Labourers: 

On diversified farms it means the employment of more labourers also. If the farm is to 

take the advantage of both the modern machinery and diversified faming, it will need more 

labourers to cultivate that part of the land which is not under the crop whose cultivation is 

most mechanized. 

(7) Economies in Skill: 

It provides good scope for economies in skill also. In fact there is less scope for 

acquiring skill by constant repetition of the same job because in agriculture, operations 

cannot be reduced to a rigid routine, as in industries. But great economies can be secured by 

the utilisation of natural aptitudes. 

(8) Reduction in Labour Costs: 

Large farms give opportunity to reduce labour costs by putting each worker to the task 

to which he is most suited. The efficient manager of the large farm can batter determine what 

will pay and what will not pay, so that he is in a much better position to direct the labour to 

the best advantage. 

Disadvantages of Large-Scale Farming: 

The advantages of large farms are not decisive in agriculture. There are certain 

disadvantages as will which tend to encourage small ones. Small farms are able to achieve as 

low costs as the large farms in spite of the above advantages enjoyed by the latter. 

This disadvantage of large-scale farming are: 

(1) Difficulty in Supervision: 

In agriculture, unlike in manufacturing industries, workers are not concentrated in a 

small area. When the farm is large and the labourers are scattered over a large area, the 

supervision becomes difficult. 

The management, therefore, becomes less effective. As more and more of the details 

are delegated to hire looked after directly by the master. When the master is absent, as in an 

army when the general is absent, all things will be at a standstill. 

(2) No Personal contact between Farmers and workers: 

As the old saying goes, “It is the eye of the master that does more towards fertilizing a 

field than anything else.” This close ‘eye’ is not possible in large farms. There are no 

personal contacts between the farmer and the workers. 

(3) Lack of Personal Attention: 

Crops which require personal attention cannot be profitably grown on a large farm 

depending on hired labour. Such labourers have no personal interest in the work and it 

naturally increases the cost of such crops. 

(4) Loss of Time and Energy: 

As large-scale farming means large area of land, there will be loss of time and energy 

in travelling from one end of the farm to the other and transporting tools, machinery, seeds 

and crops from one part to another part of the farm or form one farm to the other- farm. 
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(5) No Splitting of Work into Standard Units: 

The work to be done on, the farm varies according to the seasons and according to 

changes in’ the weather. The work cannot be reduced to routine or split up into standard units 

in agriculture. 

 
(6) Sudden Uneconomical Changes: 

Sometimes unforeseeable changes like floods and storms upset the plans of the farmer 

and sudden changes might necessitate a recollection of the work among the labourers’, at 

very short notice. This increases the expenditure and large farming becomes uneconomical. 

(7) Difficult to Manage and Control: 

In large farms there are large number of workers who are temperamentally more 

individualistic than the labourers in towns and therefore, they are more difficult to manage 

and control. On the whole the advantages of large-scale operation are much less in agriculture 

than in industry. Because of these difficulties, the talented businessmen move to industry 

from agriculture. 

 
SMALL-SCALE FARMING 

 
By small scale farms we mean the farms where division of labour and management 

are not possible and the production is carried on individually. The work is not done entirely 

by hired labour the members of the family also work on the farm. This type of farming 

generally prevails in countries where there is a large population and the great majority 

depends upon land. 

In countries with small scale farming, the yield per acre is often large but the income 

per farmer is low. However, beyond a certain limit the large, farms create their own 

difficulties and they tend to encourage small ones. Small-scale farming is prevalent in Japan, 

India etc. 

It is necessary, to examine the reasons for the tenacity with which the small 

entrepreneur has maintained a numerically predominant position in the agricultural structure 

not only in India but the world over. 

In doing so it is not enough to consider technical and economic factors only, for non- 

economic considerations are of equal significance to an understanding of the position. Both in 

factories and on farms the technical advantages of the large unit of production are more 

pronounced where the work can be done, with expensive machines and with large staffs of 

workers. 

Advantages of Small Scale Farming 

(1) Intimate Care and Personal Attention: 

On the other hand, where the emphasis is on intimate care and personal attention to 

detail the advantages are with the small producing unit. Broadly speaking, the latter qualities 

characterize most operations in farming, concerned as they are with growing crops and with 
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living animals. This places the small family farm employing little or no hired labour in a 

favourable position. 

(2) Qualitative Intensity of Work: 

Not only does the financial interest of the family workers ensure the qualitative 

intensity of their work, but the more intimate relationships existing on small farms also ease 

the supervision of any hired workers that may be employed. 

(3) Flexibility: 

Moreover, family labour is much more flexible to cope with the irregularity of much 

farm work arising from the variable conditions of seasons and weather and the unpredictable 

needs of crops and of livestock. Because of this, reliance on family workers may make it 

possible for the small farm to gain more than it loses from the absence of the potential 

benefits of division of labour and the use of machinery. 

(4) Better Quality: 

In farming the rates of physical output are measured in terms of the crop yields per 

acre, or milk yield per cow, or egg yield per hen and so on. There is no technical reason why 

these rates or output should have any relation to the sizes of farms as such. Thus crop yields 

depend not on the acreage of crops grown, but on the quality of the land, variety of seed and 

the degree of manuring and cultivation. 

Likewise rates of livestock output are determined by the breed, quality, feeding and 

management of the animals and not by the numbers of animals kept. Nevertheless, in as much 

as both crops and animals respond to individual care and attention, the small farmer has the 

advantage in that his’ sphere of supervision is not beyond his personal capacity. 

(5) Intensive Farming: 

Moreover, since small-scale farming is more intensive while large-scale farming tends 

to be more extensive, higher gross production per acre is generally obtained from the smaller 

farms. In this connection, it is necessary to stress the difference between gross and net 

outputs, for it is the latter which really tests the efficiency of production. 

It is also relevant to point out that small farms have high gross outputs per acre not 

because they are small farms, but because they have to be intensively cultivated. Intensively 

cultivated large farms can, and do, attain comparable results. 

(6) Marketing of Certain Products (Example cooperative farming in Milk Production) 

It cannot be denied that small farms, worked as independent business units, have 

serious commercial disadvantages with which to contend. They are rarely able to offer 

regular supplies of their products for sale, nor are they able, to buy their requisites in 

sufficiently large quantities to take advantage of the cheapest terms. But it is claimed that 

these commercial drawbacks can be largely overcome by joint action on the part of small 

farmers themselves. 

Thus cooperative organizations can go far towards ensuring for the small farmer many 

of the benefits of bulk purchase and bulk sale, as well as many other trading privileges 

enjoyed by the large farmer in virtue of the greater size of his business transactions. 

Moreover the small farmer is not in practice, so seriously handicapped as might be expected 

in the prices he obtains for many of his products even when he acts in isolation. 
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This is obviously so in so far as the prices of some of his major products (milk is an 

important example) are fixed and non-competitive. But is also true of certain other products 

with competitive prices, e.g., livestock which are generally sold on the, basis of individual 

animals or in small lots, and the more highly perishable fruit and vegetables the prices of 

which depend more on rapid transit to good markets than on the bulk in which they are sold. 

(7) Farm Workers Ranked as Farmers: 

Small holdings and small farms form the first rungs of the so-called agricultural or 

rural sodal ladder. They provide a in cans for the experienced farm workers to start on their 

own and rise into the ranks of farmers. Apart from its social implications, this argument is 

sometimes advanced as being in the interests of the efficiency of the industry as a whole. 

 
(8) Large Number of Persons per Acre: 

Small holdings and small farms support a large number of persons per acre than do 

large farms. In this way they help to impede the rural exodus. 

(9) Satisfaction of Land-hunger: 

Small holdings satisfy the “natural” ambition of the “land-hungry” who regard 

farming primarily as “a way of life”. 

(10) Independence: 

Small sized farmers, cater for those who value independence and who are not in love 

with working to orders. 

(11) Thrift, Sobriety and Diligence: 

Small-scale farming is also calculated to foster certain socially desirable 

characteristics such as thrift, sobriety and diligence. 

(12) Stability: 

In times of economic stress and depression the non-commercial aspects of small-scale 

farming, such as the small cash out goings and the ability of the farm family to “live off the 

holding,” give the small farms a measure of stability which is of great importance. 

(13) Political Significance: 

Small farms possess an important political significance in as much as they distribute 

property or its control thereby acting as a bulwark against revolutionary changes. These are 

the considerations which have caused many countries to cling tenaciously to the “peasantry” 

as the mainstay not only of their agriculture but also of the whole national economy. 

Thus, it is generally said, “You may admire a large farm, but cultivate a small one.” 

 
Disadvantages of Small Farming 

(1) High Cost but Low output: 

Small farms result in a deficit economy with high cost of production and low output. 

Below a certain size there is no reduction in the fixed costs on a holding, so that the expenses 

of each unit of production rise with every diminution in it. Relatively small output has to bear 

these expenses when the holding is small. 
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(2) Waste in the Employment of Labour: 

There is waste in the employment of manpower under the small-scale farming in the 

country. The cultivators over a majority of holdings remain underemployed with long periods 

of enforced idleness. 

(3) High Cost per Acre of Fencing: 

The cost per acre of fencing increases with the diminution of the area enclosed and in 

many cases of small holdings becomes almost prohibitive so that the fields in country in 

general, lie unfenced and unprotected against stray cattle which cause, heavy losses. 

(4) Exploitation by the Dealers: 

The small-scale farmer is unable to ‘achieve’ marketing economies and he is usually 

exploited by the dealer. The rate of interest and rent rises as the scale of farming is reduced 

and the petty cultivator, due to the operation of the long chain of middlemen and the very 

small-scale of his transactions, has usually to purchase from a dear market and sell his 

produce in a cheap one. 

(5) Wasteful and Expensive: 

Small-scale farming not only means a lower output but, is also wasteful and 

expensive. Goods like tools and implements, manures, seeds, etc., are purchased at retail 

prices and the total expenses increase. 

(6) No Adoption of Improved Methods of Farming: 

The adoption of improved methods of cultivation, machinery and labour-saving 

devices is usually out of question. 

(7) Permanent Land Improvements: 

Even the permanent land improvements such as in the direction of irrigation, levelling 

and fencing are beyond his, capacity and the expenditure on these may be wholly 

disproportionate to the size of his field. 

(8) No use of Good Manure: (small farms use high amount of organic manure, there is 

no use) 

The small farmer cannot afford even to manure his field properly. He has not enough 

land to grow a crop for green-manuring. The fields lie in a state of under-cultivation growing 

crops from year to year with little or no manure and water and exposed all the time to the 

invasion of weeds; the raids of stray cattle, etc. 

(9) No Benefits of Specialisation of Labour: 

The small size not only impedes all agricultural improvements but hinders the 

adoption of even intensive cultivation. Advantages of specialised labour and division of 

labour cannot be enjoyed. 

(10) No Commercialisation of farming: 

Commercialisation of farming is obviously out of question on holdings which are 

hardly sufficient even for subsistence. 

(11) No Scope of Mixed Farming: 

Mixed farming with dairying becomes impracticable. 

(12) Inadequate Supplies of Credit: 

The smaller the size of the farm the greater is the difficulty of the farmer in securing 

adequate supplies of credit at reasonable rates or interest. With inadequate financial 
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resources, improvements are not possible. Thus, the combined effect of all these 

disadvantages is that it reduces the income and standard of living of the small-scale farmer. 

 

Farm 

Meaning of Farm 

A farm is an area of land that is devoted primarily agricultural processes with the 

primary objective of producing food and other crops; 

It is the basic facility in food production. The name is used for specialised units such 

as arable farms, vegetable farms, fruit farms, dairy, pig and poultry farms, and land used for 

the production of natural fibres, biofuel and other commodities. 

It includes ranches, feedlots, orchards, plantations and estates, smallholdings and 

hobby farms, and includes the farmhouse and agricultural buildings as well as the land. 

In modern times the term has been extended so as to include such industrial 

operations as wind farms and fish farms, both of which can operate on land or sea. 

 

 
Types of Farm 

 A farm may be owned and operated by a single individual, family, community, 

corporation or a company, may produce one or many types of produce, and can be a 

holding of any size from a fraction of a hectare to several thousand hectares. 

 A farm may operate under a monoculture system or with a variety of cereal or arable 

crops, which may be separate from or combined with raising livestock. Specialist farms 

are often denoted as such, thus a dairy farm, fish farm, poultry farm or mink farm. 

 Some farms may not use the word at all, hence vineyard (grapes), orchard (nuts and other 

fruit), market garden or "truck farm" (vegetables and flowers). 

 Some farms may be denoted by their topographical location, such as a hill farm, while 

large estates growing cash crops such as cotton or coffee may be called plantations. 

 Many other terms are used to describe farms to denote their methods of production, as in 

collective, corporate, intensive, organic or vertical. 

 
Meaning of Agricultural / Land Holding in India: 

The term ‘agricultural holding’ indicates average size of agricultural land held by the 

farmers in India. There are four different concepts of holding: 

 Economic holding indicates that particular size of holding which will provide necessary 

support to the peasant family. In this connection Keating observed that economic holding 

is one “which allows a man the chance of producing sufficient to support himself and his 

family in reasonable comfort after paying his necessary expenses.” 

Considering the quality of soil and climatic condition and irrigation facilities, the size of 

economic holding varies between different regions. 

 The basic holding is smaller than economic holding and it offers only subsistence living 

to farmers. 

 Optimum holding is defined by the Agrarian Committee as three times of economic 

holding. 

https://en.wikipedia.org/wiki/Agriculture
https://en.wikipedia.org/wiki/Food
https://en.wikipedia.org/wiki/Crop
https://en.wikipedia.org/wiki/Arable_land
https://en.wikipedia.org/wiki/Dairy_farming
https://en.wikipedia.org/wiki/Dairy_farming
https://en.wikipedia.org/wiki/Poultry_farming
https://en.wikipedia.org/wiki/Fiber
https://en.wikipedia.org/wiki/Biofuel
https://en.wikipedia.org/wiki/Commodity
https://en.wikipedia.org/wiki/Ranch
https://en.wikipedia.org/wiki/Ranch
https://en.wikipedia.org/wiki/Orchard
https://en.wikipedia.org/wiki/Wind_farm
https://en.wikipedia.org/wiki/Aquaculture
https://en.wikipedia.org/wiki/Hectare
https://en.wikipedia.org/wiki/Monoculture
https://en.wikipedia.org/wiki/Cereal
https://en.wikipedia.org/wiki/Agronomy
https://en.wikipedia.org/wiki/Livestock
https://en.wikipedia.org/wiki/Dairy_farm
https://en.wikipedia.org/wiki/Fish_farm
https://en.wikipedia.org/wiki/Poultry_farming
https://en.wikipedia.org/wiki/Mink_farm
https://en.wikipedia.org/wiki/Vineyard
https://en.wikipedia.org/wiki/Orchard
https://en.wikipedia.org/wiki/Market_gardening
https://en.wikipedia.org/wiki/Hill_farm
https://en.wikipedia.org/wiki/Plantation
https://en.wikipedia.org/wiki/Collective_farming
https://en.wikipedia.org/wiki/Collective_farming
https://en.wikipedia.org/wiki/Corporate_farming
https://en.wikipedia.org/wiki/Intensive_farming
https://en.wikipedia.org/wiki/Organic_farming
https://en.wikipedia.org/wiki/Vertical_farming


Page 9 Prepared by: Dr. R. Hariharan, Asst. Professor of Economics, AGAC, Karaikudi 

 

 

 The family holding (introduced by Five Year Plan) implies an area which is equivalent 

to either a plough unit or a unit of average family having a pair of bullocks. Land reforms 

panel observed that a family holding should provide an annual income worth Rs. 1200 to 

an average farmer family. 

 

Types of Landholdings in India 

An operational land holding is a techno-economic land unit used wholly or partly for 

agricultural production and operated (directed/managed) by one person alone or with the 

assistance of others, without regard to title, size or location. A operation land holding may be 

consisted of either one or more than one parcels of land, provided they form the part of same 

unit. Operational Land Holdings include only those units which are used either in farm 

production or farm production + livestock and poultry products (primary) and/or pisciculture 

or for only livestock and poultry products (primary) and/or pisciculture. 

 
There are five kinds of Land Holdings in India, depending on various sizes as follows: 

 Marginal holdings: Size 1 hectare or less 

 Small holdings: Size 1 to 2 hectares 

 Semi-medium holdings : Size 2 to 4 hectares 

 Medium holdings: Size 4 to 10 hectares 

 Large holdings: Size above 10 hectare 

Maximum number of operational land holdings in India is marginal holdings. According 

to Census 2011, 67 per cent of holdings were classified as marginal (less than one hectare) 

and 18 per cent were classified as small (one-two hectare). Large holdings were estimated to 

be only 0.7%. 

 
Ceiling on Land Holdings 

 It means fixing maximum size of land holding that an individual/family can own. 

 Land over and above the ceiling limit, called surplus land. 

 if the individual/family owns more land than the ceiling limit, the surplus land is 

taken away (with or without paying compensation to original owner) 

 This surplus land is 

a. distributed among small farmers, tenants, landless labourers or 

b. handed over to village panchayat or 

c. Given to cooperative farming societies. 
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Factors Determining Farming 

 Economic factors such as subsidies, commodity prices, labour, cost of land, transport, 

capital and markets, etc. affect farming. 

 Climatic factors such as light, water and rainfall, temperature, air, relative humidity and 

wind also affect farming. 

 Physical factors such as topography/relief, soil and climate affect farming. 

 Technology affects farming. 

 Education/Farming Knowledge affect farming. 

 Political factors such as government policies affect farming. 

 Social factors such as land ownership and inheritance and type of farming in practice 

affect farming. 

1. Economic Factors Affecting Farming 

Farming is an old practice, but its modern forms are affected by various distinct 

economic factors. The farming environment today is economically complex and competitive. 

It allows farmers worldwide to choose what to grow from what’s produced globally. On the 

other hand, governments offer financial incentives to farmers on specific types of crops. 

Most farmers in India are affected by the weather and economic factors. However, 

some are independent and thus able to develop markets through innovative strategies and 

direct sales. Subsidies, commodity prices and labour laws are the major economic factors 

affecting farming. 
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Subsidies – Farmers receive subsidies from the government to support the growth of 

commodity crops. The modern federal agricultural policy assumes that mass production 

through farming keeps the prices of food low. As a result, it benefits the economy. 

Commodity Prices – Weather, investor speculation and demand for non-food and food crops 

influence the price of main commodity crops. Commodity crops earn farmers losses or profits 

based on the prevailing price of output that industrial buyers are willing to pay. Moreover, 

international economic factors such as the strength or weakness of the dollar also affect 

commodity prices 

Labour – Poorly paid labour in the form of migrant farmers are at the core of mainstream 

agriculture. The migrant labourers often live illegally in the country and thus accept the 

lowly-paying jobs. 

Available transportation facilities or networks, cost of land, capital and markets are other 

economic factors that affect farming in different ways. 

2. Climatic Factors Affecting Farming 

Climatic factors such as light, water and rainfall, temperature, air, relative humidity 

and wind also affect farming in various ways. Just like other abiotic elements of 

environmental factors such as soil and topography, they influence how crops grow and 

develop. 

Water and Rainfall – Water promotes animal and plant life. The availability of water affects 

crop growth and development, and thus yield. Water irrigation can double farm yields, 

increasing the number of crops grown in a single year. However, different crops require 

varying amounts of water to grow and develop. 

Temperature – Temperature is the degree or level of coldness or hotness of a substance, 

expressed in centigrade (C) or degree Celsius and degree Fahrenheit (F). It affects various 

growth processes in crops. 

Air – Air in the troposphere comprise of 21% oxygen, 78% nitrogen and 1% argon gases, 

including carbon dioxide and traces of other gases. Crops require oxygen during respiration 

to produce energy used in different plant growth and development processes. During 

photosynthesis, plants require carbon dioxide to manufacture food. 

Wind – Wind is moving air resulting from differences in heating and pressure gradients. 

Movement of large masses of air and the jet stream flow make up a global scale of air 

movement. Local air movement is small in scale. Less turbulent and lower surface winds 

occur at night because there is no heat from the sun. 

3. Physical/Environmental Factors Affecting Farming 

Various factors in the natural environment affect farming. Topography, soil and climate are 

the major physical factors affecting farming. 

Topography/Relief – Topography relates to how difficult it is to till land, soil erosion and 

poor transportation networks and facilities. Agriculture can be mechanized depending on the 

topography of land to be used. It’s impossible to use farm machinery on sloppy land or rough, 

hilly slopes. Mountain slopes can be terraced in areas with high-pressure soil such as China. 

Climate – Climatic factors such as rainfall and temperature affect farming as discussed 

above. 
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Soil – Crops thrive in rich, loamy soils with proper drainage. Crops absorb food and water 

through their roots from soil. They also enjoy plant support. Soils with poor texture and harsh 

chemicals are low in productivity. Therefore, poor soils inhibit plant growth and 

development. 

Other important factors affecting farming across the globe include education or 

knowledge on farming, technology, political factors such as government policies and social 

factors such as land ownership and inheritance and type of farming in practice. 

It is important for farmers to understand these factors in the given areas they wish to 

embark on farming to be able to choose the right crop to grow. Choosing the right crop for 

any given agricultural region is the key to high crop growth and yield. 

Agriculture Productivity 

Productivity shows the production or output per unit of input. Agricultural productivity 

is generally studied form two perspectives 

Productivity of Land: It is given as output per hectare of land. In the early period of 

independence the yield per hectare of land was extremely low in case of all crops. The two 

major food-crops viz. Wheat and rice have shown substantial increase in productivity during 

early 70’s. The productivity in coarse cereals like maize improved largely after 1980-81.This 

is mainly due to widespread use of high yielding varieties of seeds, development of irrigation 

facilities and use of fertilizers. In the case of non-food crops the significant increase in 

productivity occurs in cotton. The productivity growth in oilseeds has not been very 

encouraging. 

Productivity of Labour Engaged in Agriculture: It is given as output per person working 

in agriculture. The per capita output of Indian cultivator is very poor as compared to 

cultivators in the developed countries. This can be seen from the fact that 52 percent of 

workforce engaged in agriculture contributes only 18.5 percent of national income in 2006- 

07. Thus remaining 48 percent (engaged in non-agro sector) contributes more than 80 percent 

of national income. In developed nations like USA, U.K. the contribution of agriculture 

accounts for about 5 percent to 7percent of national income with only 5 percent to 25 percent 

of workforce engaged in agriculture. This clearly indicates the low level of productivity of 

workforce engaged in the agriculture. 

Farm Size - Productivity and Profitability 

The important question that arises from the farm size - productivity analysis is 

whether the higher productivity of large farms is consistent with the expectation of higher 

profitability? An attempt is made to test the relationship between productivity and 

profitability in this part. 

Small farms are highly productive, they are unable to earn a reasonable profit. The 

present agrarian situation is different altogether. Hence, it is imperative to test the 

relationship between farm size and profitability. 

Profitability is one of the important yard sticks for measuring farm efficiency. 

A farmer's decision to allocate his limited resources and to invest in modern inputs 

does necessarily depend on whether such investment would generate sufficient profit. 

Any farm depends to a large extent on its capacity to earn profit although in a 

traditional agricultural economy of India, various other socio - economic considerations also 
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enter into the decision making process. The relationship between productivity and profit 

cannot be denied. 

In agricultural economics the fundamental assumption is that farmers maximise profit. 

Another important relationship that has to be investigated is farm business income and farm 

size. Farm business income is considered to be the minimum income necessary for a farmer 

to remain in production. 

A.M. Khusro states that farmers will try to minimise the cost they pay out which can 

also be a measure of farm efficiency. Net profit is calculated by deducting retained cost from 

net farm business income. Thus, farm business income and net profit are measures of farm 

profitability. Therefore, an attempt is made to examine the relationship between (i) farm 

business income and farm size (Productivity) and (ii) net profit and farm size (Profitability). 

 
Sub-Division and Fragmentation of Agricultural Holding: 

With the growth of the size of families, the agricultural holdings in India are gradually 

being sub-divided among the heirs on the death of the owner of the land. In this way 

generation after generation the land is being subdivides and fragmented as well. 

Under such a situation a member of the family gets one tiny plot at one place and 

another tiny plot at another place leading to a peculiar problem of growing sub-division and 

fragmentation of holding. 

 
Causes of growing sub-division and fragmentation of agricultural holding in India: 

(i) Increasing Pressure of Population: 

With the rapid growth of population, in the country, the pressure of population on 

land is increasing. In view of near absence of the growth of alternative occupations, people 

started to put much pressure on agriculture leading to continuous sub-division of land. 

(ii) Laws of Inheritance) 

In India, the laws of inheritance made provision for equal share of the ancestral 

property among the children. Due to the application of this law there is a continuous split in 

the size of farms with every new generation. 

(iii) Fall of Joint Family System: 

Under the system of joint family there was no need to sub-divide the size of 

agricultural holding. But under the impact of growing industrialisation and urbanisation, the 

joint family system is breaking up rapidly leading to a sub-division of agricultural holding in 

the country. 

(iv) Decline of Village Handicrafts and Industries: 

Due to destruction of village handicrafts and industries, artisans were forced to 

discard their ancestral occupations and started to depend on agriculture. This has added the 

dimension of the problem. 

(v) Rural Indebtedness: 

High degree of rural indebtedness is another cause which is supplementing to this 

problem of sub-division of holding. Unscrupulous village moneylenders are charging 

exorbitant rate of interest and adopting unfair practices and in the process gradually grab the 
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land of the poor cultivators. In this way a part of a land is passing away into the hands of 

moneylenders leading to increasing sub-divisions of land holding. 

(vi) Psychological Attachment of Land: 

Indians are very much psychologically attached to land and they are not mentally 

prepared to accept payment in lieu of land. The type of mentality has raised the problem of 

sub-division and fragmentation of agricultural holding. 

(vii) Crop Sharing: 

In India many big land owners lease out their land to tenants instead of cultivating 

their own. In order to avoid trouble this big land owners deliberately divided the land among 

the number of tenants and in this way avoid land reform laws. Thus, in this way a large 

operational holding is deliberately reduced to a number of small uneconomic operational 

holding. 

 
Problems of Sub-Division and Fragmentation of Agricultural Holding: 

Continuous sub-division and fragmentation of agricultural holding has been resulting 

in series of problems. These are as follows: 

(i) Adoption of Modernisation Process Difficult: 

The growing sub-division and fragmentation of agricultural holding make the 

adoption of modernized method in agricultural operation quite difficult. Application of new 

technology, use of fertiliser and making provision for irrigation facilities will be difficult in 

uneconomic holding. 

(ii) Wastage of Land: 

Due to sub-division of holding a good amount of land (about 3 to 5 per cent) is being 

wasted for drawing boundaries and hedges between huge numbers of tiny plots. In Punjab 

about 6 per cent of the land is wasted due to this reason. Moreover, due to sub-division the 

plots become so small that it is quite uneconomic to cultivate such land. 

(iii) Difficulties in Management: 

Fragmentation of agricultural holding creates difficulties to the farmers to manage the 

agricultural operation smoothly. A considerable wastage of time and resources is resulting 

from transporting agricultural inputs to different fragmented lands. 

(iv) Litigation: 

Small and fragmented farms indulged into frequent boundary disputes. All these 

quarrels over boundaries result in increasing volume of litigation in the rural areas. 

(v) Low Productivity: 

Due to continuous sub-division of holding, the size of land becomes so small that the 

farmer cannot adopt new techniques of cultivation and instead of they depend on traditional 

methods. 

(vi) Disguised Unemployment: 

Smaller size of holdings cannot provide full time job to all the members of farmer’s 

family. Thus, in the absence of alternative occupations, disguised unemployment started to 

occur in the rural areas. 
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Remedial Measures to Tackle the Problem of Sub-Division and Fragmentation of 

Agricultural Holding: 

(i) Economic Holding: 

To tackle the problem of sub-division and fragmentation, economic holding are to be 

created. Creation of economic holding requires the following policy: 

 Fixation of ceiling on land holding and distribute the surplus land to those farmers 

having uneconomic holding; 

 Inducing those farmers having tiny holding to give up their lands and shift them to 

other occupations; 

 To provide alternative occupations by developing agro-based industries in rural areas. 

(ii) Consolidation of Holding: 

Consolidation of agricultural holding is a solution to remedy the problem of scattered 

or fragmented holding. Here consolidation of land indicates bringing the scattered small plots 

of land into a compact block and then divide the compact block among the fanners in a 

compact manner. In India consolidation was initiated are a voluntary basis and later on it was 

made compulsory. 

Majority of the states have already made sufficient provision for the implementation 

of scheme for consolidation of holdings. But the progress of consolidation is not up to the 

mark and again is not uniform among all states. In this connection the Sixth Plan mentioned, 

It is estimated that by now nearly 45 million hectares of land, i.e., about one fourth of the 

consolidate field has been consolidated all over the country. 

However, the implementation has been extremely patchy and sporadic. Only in 

Punjab, Haryana, and Western Uttar Pradesh, the work is complete. Even a beginning has not 

been made in southern states and Rajasthan. In the Eastern States, some work began only in 

Orissa and Bihar. 

Again till 1992, about 61.10 million hectares of land had been consolidated and that 

constitute nearly 45 per cent of the total cropped area in the country. Thus, the progress of 

consolidation is not at all satisfactory. Whatever consolidation is achieved that is mostly 

concentrated in the states like- Maharashtra, Uttar Pradesh, Punjab, Haryana, Madhya 

Pradesh, Gujarat, Karnataka and Rajasthan. 

Thus, the factors which are responsible for this failure in respect of consolidation 

of agricultural holding in India include: 

 Farmers too much attachment to their ancestral land and their unwillingness to 

surrender for consolidations; 

 Farmer’s fear to get inferior blocks after consolidation of holding; 

 Too much pre-occupation of the state Governments with land reform programmes; 

 Lack of trained staff; 

 Financial stringency faced by the states; 

 Cumbersome and lengthy process followed in consolidation of agricultural holdings; 

and 

 Lastly, the lack of necessary co-operation from poor and small fanners towards 

consolidation of holdings. 
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(iii) Co-Operative Farming: 

Co-operative farming can be considered as a permanent solution towards the  

problems of sub-division and fragmentation of agricultural holdings in India. Through co- 

operative fanning, the small and scattered farms can be consolidated in India. 

 
NEW AGRICULTURAL STRATEGY 

The new agricultural strategy is not only concerned with higher yield but also with 

greater intensity of cropping. Therefore, new crop rotations have been made possible by 

developing short duration varieties of paddy, jowar, bajra and maize which are suited to 

different agro-climatic conditions. 

Introduction of New Agricultural Strategy: 

The new agricultural strategy was adopted in India during the Third Plan, i.e., during 

1960s. As suggested by the team of experts of the Ford Foundation in its report “India’s 

Crisis of Food and Steps to Meet it” in 1959 the Government decided to shift the strategy 

followed in agricultural sector of the country. 

Thus, the traditional agricultural practices followed in India are gradually being 

replaced by modern technology and agricultural practices. This report of Ford Foundation 

suggested to introduce intensive effort for raising agricultural production and productivity in 

selected regions of the country through the introduction of modern inputs like fertilizers, 

credit, marketing facilities etc. 

Accordingly, in 1960, from seven states seven districts were selected and the 

Government introduced a pilot project known as Intensive Area Development Programme 

(IADP) into those seven districts. Later on, this programme was extended to remaining states 

and one district from each state was selected for intensive development. 

Accordingly, in 1965, 144 districts (out of 325) were selected for intensive cultivation 

and the programme was renamed as Intensive Agricultural Areas Programme (IAAP). 

During the period of mid-1960s, Prof. Norman Borlaug of Mexico developed new 

high yielding varieties of wheat and accordingly various countries started to apply this new 

variety with much promise. Similarly, in the kharif season in 1966, India adopted High 

Yielding Varieties Programme (HYVP) for the first time. 

This programme was adopted as a package programme as the very success of this 

programme depends upon adequate irrigation facilities, application of fertilizers, high 

yielding varieties of seeds, pesticides, insecticides etc. In this way a new technology was 

gradually adopted in Indian agriculture. This new strategy is also popularly known as modern 

agricultural technology or green revolution. 

In the initial stage, HYVP along with IAAP was implemented in 1.89 million hectares 

of area. Gradually the coverage of the programme was enlarged and in 1995-96, total area 

covered by this HYVP programme was estimated 75.0 million hectares which accounted to 

nearly 43 per cent of the total net sown area of the country. 

As the new HYV seeds require shorter duration to grow thus it paved way for the 

introduction of multiple cropping, i.e., to have two or even three crops throughout the year. 

Farmers producing wheat in Punjab, Haryana, Western Uttar Pradesh, Rajasthan and Delhi 
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started to demand heavily new Mexican varieties of seeds like Lerma Rojo, Sonara-64, 

Kalyan and PV.-18. 

But in case of production of rice, although new HYV varieties of seeds like TN.-l, 

ADT-17, Tinen-3 and IR-8 were applied but the result was not very much encouraging. Some 

degree of success was only achieved in respect of IR-8. 

 
Important Features of Green Revolution: 

The following are some of the important features of Green Revolution: 

1. Revolutionary: 

The Green revolution is considered as revolutionary in character as it is based on new 

technology, new ideas, new application of inputs like HYV seeds, fertilisers, irrigation water, 

pesticides etc. As all these were brought suddenly and spread quickly to attain dramatic 

results thus it is termed as revolution in green agriculture. 

2. HYV Seeds: 

The most important strategy followed in green revolution is the application of high 

yielding variety (HYV) seeds. Most of these HYV seeds are or dwarf variety (shorter stature) 

and matures in a shorter period of time and can be useful where sufficient and assured water 

supply is available. These seeds also require four to ten time more of fertilisers than that of 

traditional variety. 

3. Confined to Wheat Revolution: 

Green revolution has been largely confined to Wheat crop neglecting the other crops. 

Green revolution was first introduced to wheat cultivation in those areas where sample 

quantity of water was available throughout the year through irrigation. Presently 90 per cent 

of land engaged in wheat cultivation is benefitted from this new agricultural strategy. 

Most of the HYV seeds are related to wheat crop and major portion of chemical 

fertiliser are also used in wheat cultivation. Therefore, green revolution can be largely 

considered as wheat revolution. 

4. Narrow Spread: 

The area covered through green revolution was initially very narrow as it was very 

much confined to Punjab, Haryana and Western Uttar Pradesh only. It is only in recent years 

that coverage of green revolution is gradually being extended to other states like West 

Bengal, Assam, Kerala and other southern states. 

 
Arguments in Favour of New Strategy in India: 

The introduction of new agricultural strategy in India has certain arguments in 

its favour. These are as follows: 

 Firstly, India being a vast agricultural country the adoption of intensive approach is the 

only way to make a breakthrough in the agricultural sector within the shortest possible 

time. 

 Secondly, considering the food crisis faced by the country during 1960s it was quite 

necessary to adopt this new strategy for meeting the growing requirement of food in our 

country. 
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 Thirdly, as the introduction of HYVP programme has been able to raise the agricultural 

productivity significantly, thus this new agricultural strategy is economically justified. 

 Fourthly, as the agricultural inputs required for the adoption of new strategy is scarce 

thus it would be quite beneficial to adopt this strategy in a selective way only on some 

promising areas so as to reap maximum benefit from intensive cultivation. 

 Fifthly, adoption of new strategy has its spread effect. Reaping a good yield through 

HYVP would induce the other farmers to adopt this new technique. Thus due to its 

spread effect the overall productivity of Indian agriculture would rise. 

 Lastly, increased agricultural productivity through the adoption of new strategy will 

have its secondary and tertiary effects. As the increased production of food through 

HYVP would reduce food imports and thus release scarce foreign exchange for other 

purposes. 

 Moreover, increased production of commercial crops would also lead to expansion of 

agro-based industries in the country, especially in the rural areas. 

 
Achievements of the New Agricultural Strategy: 

Let us now turn our analysis towards the achievement of new agricultural strategy 

adopted in India. The most important achievement of new strategy is the substantial increase 

in the production of major cereals like rice and wheat. Table 3.3 shows increase in the 

production of food crops since 1960-61. 

 
The Table 3.3 reveals that the production of rice has increased from 35 million tonnes 

in 1960- 61 to 54 million tonnes in 1980-81 and then to 99.2 million tonnes in 2008-2009, 

showing a major break-through in its production. The yield per hectare has also improved 

from 1013 kgs in 1960 to 2,186 kg in 2008-09. 

Again the production of wheat has also increased significantly from 11 million tonnes 

in 1950-51 to 36 million tonnes in 1980-81 and then to 80.6 million tonnes in 2008-09. 

During this period, the yield per hectare also increased from 850 kgs to 2,891 kgs per hectare 

which shows that the yield rate has increased by 240 per cent during the last five decades. All 

these improvements resulted from the adoption of new agricultural strategy in the production 

of wheat and rice. 

Total production of food grains in India has been facing wide fluctuations due to 

vagaries of monsoons. Inspite of these fluctuations, total production of food grains rose from 

82 million tonnes in 1960-61 to 130 million tonnes in 1980-81 and then to 213.5 million 

tonnes in 2003-04 and then increased to 233.9 million tonnes in 2008-09. 
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The new agricultural strategy was very much restricted to the production of food- 

grains mostly wheat and rice. Thus, the commercial crops like sugarcane, cotton, jute, 

oilseeds could not achieve a significant increase in its production. This can be seen from the 

Table 3.4. 

 

The Table 3.4 reveals that the production of sugarcane and other cash crops recorded 

some increase during the last four decades but this increase cannot be termed a significant 

one. Thus, the green revolution was very much confined to mainly wheat production and its 

achievements in respect of other food crops and cash crops were not at all significant. 

 
Weaknesses of the New Strategy: 

The following are some of the basic weaknesses of new agricultural strategy: 

 Adoption of new agricultural strategy through IADP and HYVP led to the growth of 

capitalist farming in Indian agriculture as the adoption of these programmes were very 

much restricted among the big farmers, necessitating a heavy amount of investment. 

 The new agricultural strategy failed to recognise the need for institutional reforms in 

Indian agriculture. 

 Green revolution has widened the disparity in income among the rural population. 

 New agricultural strategy along-with increased mechanization of agriculture has 

created a problem of labour displacement. 

 Green revolution widened the inter-regional disparities in farm production and 

income. 

 Green revolution has certain undesirable social consequences arising from 

incapacitation due to accidents and acute poisoning from the use of pesticides. 

 
Corporate Farming 

Corporate farming is the practice of large-scale agriculture on farms owned or 

greatly influenced by large companies. This includes corporate ownership of farms and 

selling of agricultural products, as well as the roles of these companies in influencing 

agricultural   education,   research,   and   public   policy    through    funding    initiatives   

and lobbying efforts. 

The definition and effects of corporate farming on agriculture are widely debated, though 

sources that describe large businesses in agriculture as "corporate farms" may portray them 

negatively 

1. It is largely used as a pejorative with strong negative connotations. 

https://en.wikipedia.org/wiki/Agriculture
https://en.wikipedia.org/wiki/List_of_traded_commodities#Agricultural_(grains%2C_and_food_and_fiber)
https://en.wikipedia.org/wiki/Lobbying
https://en.wikipedia.org/wiki/Pejorative


Page 20 Prepared by: Dr. R. Hariharan, Asst. Professor of Economics, AGAC, Karaikudi 

 

 

2. It most commonly refers to corporations that are large-scale farms, market agricultural 

technologies (in particular pesticides, fertilizers, and GMO's), have significant 

economic and political influence, or some combination of the three. 

3. It is usually used in opposition to family farms and new agricultural movements, such 

as sustainable agriculture and the local food movement. 

Contract Farming 

Farming contracts are agreements between a farmer and a buyer that stipulates what 

the farmer will grow and how much they will grow usually in return for guaranteed purchase 

of the product or financial support in purchase of inputs (e.g. feed for livestock growers). 

In most instances of contract farming, the farm is family owned while the buyer is a 

larger corporation. This makes it difficult to distinguish the contract farmers from "corporate 

farms," because they are family farms but with significant corporate influence. This subtle 

distinction left a loop-hole in many state laws that prohibited corporate farming, effectively 

allowing corporations to farm in these states as long as they contracted with local farm 

owners. 

 
Organic Farming 

Organic farming is a method of crop and livestock production that involves much 

more than choosing not to use pesticides, fertilizers, genetically modified organisms, 

antibiotics and growth hormones. 

Organic production is a holistic system designed to optimize the productivity and 

fitness of diverse communities within the agro-ecosystem, including soil organisms, plants, 

livestock and people. The principal goal of organic production is to develop enterprises that 

are sustainable and harmonious with the environment. 

Principles of Organic Production 

 Protect the environment, minimize soil degradation and erosion, decrease 

pollution, optimize biological productivity and promote a sound state of health 

 Maintain long-term soil fertility by optimizing conditions for biological activity 

within the soil 

 Maintain biological diversity within the system 

 Recycle materials and resources to the greatest extent possible within the 

enterprise 

 Provide attentive care that promotes the health and meets the behavioural needs 

of livestock 

 Prepare organic products, emphasizing careful processing, and handling methods 

in order to maintain the organic integrity and vital qualities of the products at all 

stages of production 

 Rely on renewable resources in locally organized agricultural systems 

Organic farming promotes the use of crop rotations and cover crops, and encourages 

balanced host/predator relationships. Organic residues and nutrients produced on the farm 

are recycled back to the soil. Cover crops and composted manure are used to maintain soil 

organic matter and fertility. Preventative insect and disease control methods are practiced, 

https://en.wikipedia.org/wiki/Pesticides
https://en.wikipedia.org/wiki/Fertilizers
https://en.wikipedia.org/wiki/Genetically_modified_food
https://en.wikipedia.org/wiki/Family_farms
https://en.wikipedia.org/wiki/Sustainable_agriculture
https://en.wikipedia.org/wiki/Local_food_movement
https://en.wikipedia.org/wiki/Contract_farming
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including crop rotation, improved genetics and resistant varieties. Integrated pest and weed 

management, and soil conservation systems are valuable tools on an organic farm. 

The organic standards generally prohibit products of genetic engineering and animal 

cloning, synthetic pesticides, synthetic fertilizers, sewage sludge, synthetic drugs, synthetic 

food processing aids and ingredients, and ionizing radiation. Prohibited products and 

practices must not be used on certified organic farms for at least three years prior to harvest 

of the certified organic products. Livestock must be raised organically and fed 100 per cent 

organic feed ingredients. 

Organic farming presents many challenges. Some crops are more challenging than 

others to grow organically; however, nearly every commodity can be produced organically. 
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FOOD SECURITY 

Food security is a comprehensive term that includes, 

Availability of food means, there should be enough food for everyone irrespective of 

his or her income; no one should starve (from hunger). It also includes the availability of food 

in government’s stock. 

Accessibility means, every person can have it, or in other words, its price should not 

be so high that only a class of people can afford it. 

Affordability means, a person should have sufficient money to buy a balanced food 

for himself/herself/ and or for his/her family. 

Problems of Food security 

A large section of people in India is facing food insecurity, as they don’t have 

affordability and accessibility to food even for two times a day. In addition to this, natural 

calamities such as drought, heavy rainfall, earthquake, cyclone further increase the level of 

food insecurity. Natural calamities directly affect the production of food and lead to food 

shortage. The demands remain high, but the supply levels fall down. Further, natural 

calamities cause a rise in the price of food, which is beyond the affordability of the poor. 

Food insecurity normally leads to famine. Famine, in fact, is a curse to any society. It 

brings with it problems such as- 

 Food insecurity

 Diseases

 Unemployment etc.,

Vulnerable Groups 

 The most vulnerable groups that have been suffering with the problem of food 

insecurity in India are −

 The people who don’t have their own land (for agriculture).

 The traditional artisans.

 The workers (working on daily wages especially on agricultural land).

 The seasonal workers (who finds work only in certain seasons).

 Self-employed workers such as rickshaw-pullers and hawkers.

 The poor people in India normally belong to the Scheduled Castes, the Scheduled 

Tribes, or other backward classes. There is also a section of poor people in India, who 

have migrated from neighbouring countries.

 These poor people are more vulnerable to natural calamities or any other disaster.

Hunger Problem 

 Hunger is another parameter of measuring food insecurity. It includes not only the 

unavailability of food, but it also reflects the overall poverty of a society.

 Hunger could be temporary or seasonal (because of calamity) or permanent (chronic 

hunger).

 Chronic hunger illustrates permanent food insecurity, inadequate food supply, and 

inability of people to buy food.

 Seasonal hunger, on the other hand, occurs temporarily. It is normally related to 

cycles of food growing and harvesting. For example, people suffering with this 

problem have inadequate food availabilities for only part of the year.

 As per the latest government report, the percentage of seasonal hunger, as well as 

chronic hunger, has declined over the years in India.
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Growth of Food Security 

 India, after independence, the introduction of ‘green revolution’ increased the 

agricultural produce many folds. But the substantial increase in the production of 

grains (especially rice and wheat) is not equal across the country.

 The states Punjab and Uttar Pradesh achieved high growth rate; on the contrary, 

Jharkhand, Assam, Tamil Nadu, Uttarakhand, recorded decrease in their food grain 

production (for the year 2012—13).

Food Security and Governance 

 Government of India set up a special agency — Food Corporation of India (FCI). 

The agency is responsible for the execution of food policies of Central Government.

 FCI purchases food grains (wheat and rice) from the farmers in states where there is 

surplus production.

 FCI purchases food grains on pre-determined rates (fixed by the government in 

advance). This price is known as Minimum Support Price.

 Later, the government makes the food grains available (from the buffer stock) to the 

areas where the production of food grains was insufficient and to the poor section of 

the society.

 The system through which FCI makes the food grains available to the poor society is 

known as Public Distribution System (PDS). The ration shops in most localities, 

villages, towns, and cities serve as channels and facilitate this distribution system.

 The high levels of food insecurity forced the Indian Government to introduce three

food intervention programmes during the 1970s. The programmes are as follows − 

 Public Distribution System (PDS) for food grains (though it was already 

existing, the execution of responsibilities was strengthened further).

 Integrated Child Development Services (ICDS).

 Food-for-Work (FFW).

 
Food Policy in India 

1. Measures to increase output of food grain. 

 In view of shrinking land and water resources, the singular option for India to meet the 

future challenge food, fiber and other needs is through increase in productivity. 

 The only way to achieve this goal in a sustainable manner is through the scientific and 

need based integrated nutrient management. 

 The micronutrient deficiency in crops is growing rapidly both in extent and intensity 

with the green revolution affecting human nutrition as well. Zinc, Copper, Iron, 

Manganese have emerged as major micronutrient deficiency in the soil. 

 Availability of necessary micronutrient carriers. There is need to promote increased use 

of organic manners, which will meet some of the micronutrient requirements. 

 The question of subsidy on fertilizer should be viewed from a national perspective of 

food security nutritional security and national independence. 

 A gradual change is preferable to sudden ad-hoc change in subsidy. 

 There is need a critical review of pricing policy of fertilizers, agricultural commodities 

and of subsidy by a panel of experts, agronomists, soil scientists, plant scientists, 

agricultural economists, fertilizer industry and farmers representatives. 
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 It also refers (i) to increase the technological measure (i.e.) adopt of improved 

technology in production and (ii) improvement in land reform. 

2. Measures concerning Distribution of food grains: 

It includes improvement in organization of food zone and creation of buffer stock in 

state trading. To improve food situation, it is necessary to ensure regularity and certainty in 

food supplies. Accordingly it becomes essential to create sufficient buffer stock in the years 

of excess supply to meet their extra demand during the lean years. 

Hence Govt, set up Food Corporation of India in January 1965 to undertake purchase, 

handling, transport, storage and distribution of food grains on behalf of government. The 

storage capacity of corporation currently is 17.26 m.t. 

3. Procurement of food grains and regularization of public distribution 

4. Procurement from whole sales 

5. Import of food grains 

 

Five Year Plan under Food Security Act 

  The targets of 11
th

 five year exceeded and it was extended to 12
th

five year plan in 

2012. In the 12th Plan, NFSM aims at raising the food grain production by 25 million tones. 

Besides rice, wheat and pulses, NFSM proposes  to  cover  coarse  cereals  and  fodder  

crops during the 12th plan period (2012-17).

  11
th

 plan covered 15 states under NFSM-Rice, 9 states under NFSM-Wheat and 16 

States under NFSM Wheat. Hence, all states were not covered during 11
th

 plan for NFSM.

  12
th

 plan aims to cover all the states of India with focus on low productive areas to 

bridge the yield gaps for additional production while stability in high production areas 

would be achieved through promotion of conservation agriculture practices.

  Central government allocated over Rs 1,800 crore to states under the National Food 

Security Mission (NFSM) in 2012 to raise food grains output by 25 million tones in the  

12th Five Year Plan period as the mission was extended with beyond expected output 

during XI the five year plan. Uttar Pradesh got the maximum amount at Rs 276.9 crore, 

followed by Madhya Pradesh Rs 226.87 crore and Maharashtra Rs 196 crore.

 

PUBLIC DISTRIBUTION SYSTEM 

Definition: Public distribution system is a government-sponsored chain of shops entrusted 

with the work of distributing basic food and non-food commodities to the needy sections of 

the society at very cheap prices. Wheat, rice, kerosene, sugar, etc. are a few major 

commodities distributed by the public distribution system. 

The Public Distribution System contributes significantly in the provision of food security. 

Public Distribution System in the country enables the supply of food grains to the poor at a 

subsidized price. It also helps to control open - market prices for commodities that are 

distributed through the system. 

India's Public Distribution System is a broad network. The concept of Public Distribution 

System in India emerged during 1942 for the first time in revised form as a result of shortage 

of food grains during World War. 

Public Distribution System is a network whereby accessibility of vital supplies is 

guaranteed which can be easily accessed by the consumers in every part of the country. This 

is a transaction system where food grain, sugar, and other needed items such as kerosene oil 
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and edible oil are made available to the people of the state at fair price to meet their minimum 

needs. Regular and timely availability of supplies is assured through close monitoring system 

to make Public Distribution System an effective instrument against various forces in the open 

market and to keep under check the inflator tendencies. The main commodities are as 

follows: Wheat, Rice, Sugar, Kerosene 

Objectives 

1. Make goods available to consumers, especially the disadvantaged /vulnerable sections 

of society at fair prices. 

2. Rectify the existing imbalances between the supply and demand for consumer goods. 

Check and prevent hoarding and black marketing in essential commodities. 

3. Ensure social justice in distribution of basic necessities of life. 

4. Even out fluctuations in prices and availability of mass consumption goods. 

5. Support poverty-alleviation programmes, particularly, rural employment programmes, 

(SGRY/SGSY/IRDP/ Mid-day meals, ICDS, DWCRA, SHGs and Food for Work and 

educational feeding programmes. 

Functioning of PDS 

The central and state governments share responsibilities to provide food grains to the 

identified recipients. The centre procures food grains from farmers at a minimum support 

price (MSP) and sells it to states at central issue prices. It is responsible for transporting the 

grains to godowns in each state. States hold the responsibility of transporting food grains 

from these godowns to each fair price shop (ration shop), where the beneficiary buys the food 

grains at the lower central issue price. 

State-level ministries of food and civil supplies control networks of ration shops 

within their authorities, and are responsible to allocate licenses to the private traders who 

operate the shops. State governments also issue ‘ration cards’ to their residents (at one time 

on a nominally universal basis, but more recently on a ‘targeted’ basis), and determine the 

quantities to which consumers are entitled. These differ from one commodity to the next. The 

prices are determined by state governments. Under Public Distribution System scheme, each 

family below the poverty line is eligible for 35 kg of rice or wheat every month, while a 

household above the poverty line is entitled to 15 kg of food grain on a monthly basis. The 

Central Government take responsibility for procurement, storage, transportation, and bulk 

allocation of food grains. State Governments hold the responsibility for distributing the same 

to the consumers through the established network of Fair Price Shops (FPSs). State 

governments are also responsible for operational responsibilities such as Allocation and 

Identification of families below poverty line, Issue of ration cards, Supervision and 

Monitoring the functioning of Fair Price Shops. 

 
 

Shift in the Cropping Pattern from non-millet to Millet Crops 

Agriculture plays a pivotal role in Tamil Nadu. More than 40% of the population of 

Tamil Nadu is dependent on agriculture for their livelihood. Although the state reports one of 

the highest agricultural productivity rates, this performance is not consistent, fluctuating 

growth rate has been characteristic to Tamil Nadu, as the frequency of droughts have 

increased over the years. Two consecutive years, 2014-15 and 2015-16 have seen rainfall 
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deficit, which enhanced the drought conditions. Agriculture in the state is dependent on 

groundwater or rain and increasing drought conditions make farmer livelihood a challenge. 

Reasons 

 Shrinking of land

 Water scarcity

 Economic factors

 Commercial crop

 Labour shortage

 Capital shortage

Water stress, economic factors and shifting labour force towards non- agricultural 

sector, leads to commercialization of agriculture (Morton, J. F., 2007). These factors 

snowball into agrarian transition, which a primary factor of cropping pattern changes. 

Cropping pattern can be defined as proportion owned by a range of crop at a given time. P. 

Das, the director general at ICAR states that cropping pattern of a place is generally decided 

by climatic and soil characteristics, nevertheless, from farmers’ perspective productivity and 

monetary benefits are key factors in deciding the cropping pattern. Agricultural 

intensification and marketing commercial crops are few changes that are incorporated along 

with decisions that are made keeping profit in mind. Reorientation from subsistence to 

commercial farming primarily involves change in staple cereal along with the introduction of 

the so-called high value cash crops (Mahesh, R., 1999). There are new avenues opening as a 

result of rural literacy, which results in out migration, in turn reducing the availability of farm 

labourers. As daily wagers receive higher income from non-agricultural work they demand 

the same price for agricultural labour. Small farmers are not able to match up to this price, 

which drives them to look for alternative sources of income. With economic growth, there is 

a movement out of mostly monoculture system of subsistence farming towards market 

oriented production system. 
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UNIT-IV 

General Agreement on Tariffs and Trade (GATT) 

The General Agreement on Tariffs and Trade (GATT), signed on Oct. 30, 1947, by 23 

countries, was a legal agreement minimizing barriers to international trade by eliminating or 

reducing quotas, tariffs, and subsidies while preserving significant regulations. The GATT 

was intended to boost economic recovery after World War II through reconstructing and 

liberalizing global trade. 

The GATT went into effect on Jan. 1, 1948. Since that beginning it has been refined, 

eventually leading to the creation of the World Trade Organization (WTO) on January 1, 

1995, which absorbed and extended it. By this time 125 nations were signatories to its 

agreements, which covered about 90% of global trade. 

The Council for Trade in Goods (Goods Council) is responsible for the GATT and 

consists of representatives from all WTO member countries. As of September 2019, the 

council chair is Uruguyan Ambassador José Luís Cancela Gómez. The council has 10 

committees that address subjects including market access, agriculture, subsidies, and anti- 

dumping measures. 

Key Takeaways 

 The General Agreement on Tariffs and Trade (GATT) was signed by 23 countries in 

October 1947, after World War II, and became law on Jan. 1, 1948.

 The GATT’s purpose was to make international trade easier.

 The GATT held eight rounds in total from April 1947 to September 1986, each with 

significant achievements and outcomes.

 In 1995 the GATT was absorbed into the World Trade Organization (WTO), which 

extended it.

Understanding the General Agreement on Tariffs and Trade (GATT) 

The GATT was created to form rules to end or restrict the most costly and undesirable 

features of the prewar protectionist period, namely quantitative trade barriers such as trade 

controls and quotas. The agreement also provided a system to arbitrate commercial disputes 

among nations, and the framework enabled a number of multilateral negotiations for the 

reduction of tariff barriers. The GATT was regarded as a significant success in the postwar 

years. 

Key Achievements 

 One of the key achievements of the GATT was that of trade without discrimination. 

Every signatory member of the GATT was to be treated as equal to any other. This is 

known as the most-favored-nation principle, and it has been carried through into the 

WTO.

 A practical outcome of this was that once a country had negotiated a tariff cut with 

some other countries (usually its most important trading partners), this same  cut 

would automatically apply to all GATT signatories.

 Most nations adopted the most-favored-nation principle in setting tariffs, which 

largely replaced quotas. Tariffs (preferable to quotas but still a trade barrier) were in 

turn cut steadily in rounds of successive negotiations.

https://www.investopedia.com/articles/economics/08/tariff-trade-barrier-basics.asp
https://www.investopedia.com/terms/q/quota.asp
https://www.investopedia.com/terms/t/tariff.asp
https://www.investopedia.com/terms/s/subsidy.asp
https://www.investopedia.com/terms/w/wto.asp
https://www.investopedia.com/terms/m/mostfavorednation.asp
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History of the General Agreement on Tariffs and Trade (GATT) 

The GATT held eight rounds of meetings between April 1947 and September 1986. Each 

of the conferences had significant achievements and outcomes. 

 The first meeting was in Geneva, Switzerland, and included 23 countries. The focus in 

this opening conference was on tariffs. The members established tax concessions 

touching over US$10 billion of trade around the globe.

 The second series of meetings began in April 1949 and were held in Annecy, France. 

Again, tariffs were the primary topic. Thirteen countries were at the second meeting, 

and they accomplished an additional 5,000 tax concessions reducing tariffs.

 In September 1950 the third series of GATT meetings occurred in Torquay, England. 

This time 38 countries were involved, and almost 9,000 tariff concessions passed, 

reducing tax levels by as much as 25%.

 Japan became involved in the GATT for the first time in 1956 at the fourth meeting 

along with 25 other countries. The meeting was in Geneva, Switzerland, and again the 

committee reduced worldwide tariffs, this time by US$2.5 billion.

This series of meetings and reduced tariffs would continue, adding new GATT provisions 

in the process. The average tariff rate fell from around 22%, when the GATT was first signed 

in Geneva in 1947, to around  5%  by  the  end  of  the  Uruguay  Round,  concluded  in  

1993, which also negotiated the creation of the WTO. 

Agricultural Trade in the GATT 

While the volume of world agricultural exports has substantially increased over recent 

decades. In 1998, agricultural trade accounted for 10.5 per cent of total merchandise trade. 

However, with respect to world trade agriculture is still ahead of sectors such as mining 

products, automotive products, chemicals, textiles and clothing or iron and steel. Among the 

agricultural goods traded internationally, food products make up almost 80 per cent of the 

total. The other main category of agricultural products is raw materials. Since the mid-1980s, 

trade in processed and other high value agricultural products has been expanding much faster 

than trade in the basic primary products such as cereals. 

Agricultural trade remains in many countries an important part of overall economic 

activity and continues to play a major role in domestic agricultural production and 

employment. The trading system plays also a fundamentally important role in global food 

security, for example by ensuring that temporary food deficits arising from adverse climatic 

and other conditions can be met from world markets. 

Role of GATT in Trade Liberalization: 

Despite being a temporary arrangement and loosely structured, the GATT made a 

significant contributing in liberalizing trade in goods during its existence. Since its inception 

in 1947, it has carried out as many as eight rounds of successful MTNs, a summary of which 

is presented below in Table-19.1. 

https://www.wto.org/english/theWTO_e/minist_e/min96_e/chrono.htm
https://www.investopedia.com/investing/what-is-the-world-trade-organization/
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The table reveals that: 

 The first round of MTNs begun in 1947 while the last (the eighth) one in 1986.

 Number of countries participated in the process grew overtime, just 23 in first round 

to as many as 123 in the Uruguay round.

 As the round proceeds, negotiations became tougher and, hence, more time, was 

required to conclude the rounds. While the first round completed in just 8 months, the 

Uruguay round took as many as 87 months to complete.

 In terms of coverage, the initial rounds specifically focused on tariff reductions while 

subsequent rounds, since the Kennedy round, also covered non-tariffs barriers and 

anti-dumping duties. The coverage of Uruguay round was even wider extending over 

services, technology and investment as well.
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Some Basic Facts on WTO: 

The basic facts with regard to WTO can be highlighted as follows: 

 It is a single institutional framework dealing with the regulations governing trade 

between countries in goods and services, as also technology and investment.

 It was established on 1 January 1995 by submerging GATT into it. Contrary to 

GATT, the WTO was a legal entity.

 The WTO headquarter is located at Geneva, Switzerland which is headed by Director 

General.

 Its main responsibility was to deal with all the trade related aspects. Thus, its coverage 

is very wide – Goods, services, technology and investment which may further widen 

in future. Issues like, labour law and environmental concerns may come under 

negotiation.

 Unlike IMF and World Bank, it provides equal rights to all its Member States. 

However, decisions are usually taken by consensus. Obviously, this makes 

negotiations difficult and time consuming.

 Further, its basic approach is based on the rules provided in the WTO framework and 

mostly time bound. Unlike GATT, its agreements are of binding nature.

 It is expected to be a fair and transparent set-up which will be safeguarding the 

interests of all member states.

 Its dispute settlement mechanism is much stronger than that in GATT.

Objectives of WTO: 

The important objectives of WTO include the followings: 

 Fundamental objective of the WTO is to facilitate progressive trade liberalization by 

way of removing all the kinds of trade barriers, tariff as well as non-tariff ones. It has 

even addressed the non-trade related issues which might affect trade indirectly, like 

the use of child labour in Carpet making in India.

 Eliminating the role of quantitative restrictions in the arena of international trade.

 Time bound and binding dispute settlement mechanism for a faster resolution of 

disputes among Member States.

 Providing arrangement for periodic trade policy reviews of the Member States for 

coherence in global economic policy making.

 Cooperating with other international institutions.

 Its broader objective includes high living standards, full employment and, growth in 

income of all Member States.

 
WTO and Agriculture Trade 

Indian agriculture has undergone significant changes and transformation during the 

last fifty years. The underlying factors for these changes were different in different periods. 

During the 1950s and 1960s institutional reforms like land reforms and development of 

irrigation and other infrastructures played a major role in output growth. Technological 

breakthrough has been the prime mover during 1970s, and spread of technological changes to 

wider areas and crops has been the main factor during 1980s. 
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There is lot of concern about the impact of trade and other reforms followed since 

1991 on growth rate of agricultural output, food security, nutrition, regional equity, price 

stability, farm income, welfare of consumers and producers as affected by changes in prices 

brought about by reforms. 

Agriculture will continue to remain at the center stage of socio-economic 

development in India. Notwithstanding its outstanding performance in making the country 

self-sufficient in food grains, deceleration of its performance beginning with mid-nineties is 

of serious national concern. 

WTO members have taken steps to reform the agriculture sector and to address the 

subsidies and high trade barriers that distort agricultural trade. The overall aim is to establish 

a fairer trading system that will increase market access and improve the livelihoods of 

farmers around the world. The WTO Agreement on Agriculture, which came into force in 

1995, represents a significant step towards reforming agricultural trade and making it fairer 

and more competitive. 

Functions of WTO 

 Administering WTO trade agreements

 Forum for trade negotiations

 Handling trade disputes

 Monitoring national trade policies

 Technical assistance and training for developing countries

 Cooperation with other international organization

Principles of the Trading System 

The WTO agreements are lengthy and complex because they are legal texts covering  

a wide range of activities. They deal with: agriculture, textiles and clothing, banking, 

telecommunications, government purchases, industrial standards and product safety, food 

sanitation regulations, intellectual property, and much more. But a number of simple, 

fundamental principles run throughout all of these documents, these principles are the 

foundation of the multilateral trading system. These principles are; 

 Trade without discrimination

 Freer trade: gradually, through negotiation

 Predictability: through binding and transparency

 Promoting fair competition

 Encouraging development and economics reform The WTO is ‘rules-based’; its rules 

are negotiated agreements

 Overview: a navigational guide

 Tariffs: more bindings and closer to zero

 Agriculture: fairer markets for farmers

 Standards and safety

 Textiles: back in the mainstream

 Services: rules for growth and investment

 Intellectual property: protection and enforcement

 Anti-dumping, subsides, safeguards: contingencies, etc

 Non-tariff barriers: red tape, etc

 Plurilaterals: of minority interest
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 Trade policy reviews: ensuring transparency

Dispute settlements are the central pillar of the multilateral trading system, and the 

WTO’s unique contribution the stability of the global economy. Without a means of settling 

disputes, the rules-based system would be less effective because the rules could not be 

enforced. The WTO’s procedure underscores the rule of law, and it makes the trading system 

more secure and predictable. The system is based on clearly-defined rules, with timetables for 

completing a case. First rulings are made by a panel and endorsed (or rejected) by the WTO’s 

full membership. Appeals based on points of law are possible. 

Structure of WTO is diagrammatically presented in Figure-19.1. 
 

 

Salient Features of WTO 

Agreement on Agriculture The WTO Agreement on Agriculture contains provisions 

in 3 broad areas of agriculture and trade policy; market access, domestic support and export 

subsidies. 

Market Access 

Developing countries as were maintaining quantitative restrictions due to balance of 

payment problems were allowed to offer ceiling bindings instead of ratification. Tariffs still 

remain very high, especially in the cases of cereals, sugar and dairy products. Sanitary and 
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phytosanitary measures continue to be a major barrier in diversifying exports in horticulture 

and meat products. 

Domestic support 

For domestic support policies, subject to reduction commitments, these all factors 

measured by the total Aggregate Measurement of Support (AMS) should be reduced by 

developed countries. Reduction commitments refer to total levels of support and not to 

individual commodities. Policies which amount to domestic support both under the product 

specific and non-product specific categories at less than 5% of the value of production for 

developed countries and less than 10% for developing countries are also excluded from any 

reduction commitments. 

Export Subsidies 

In India, exporters of agricultural commodities do not get any direct subsidy. The only 

subsidies available to them are in the form of: Subsidies on cost of freight on export 

shipments of certain products like fruits, vegetables and floricultural products. 

Agriculture Trade: WTO Agreements 

In the wake of globalization, agricultural products and commodities will have to play 

a more major role in international trade. Despite large volumes India is not as yet a major 

player in the world commodity market except in tea, coffee, cashew, soya meal, spices and 

rice. It is imperative to improve upon this situation by enhancing India’s trade 

competitiveness and achieving the status of a net exporter for commodities in which India has 

comparative advantage. 

India’s basic objectives in the ongoing negotiation on WTO Agreement are: 

 To create opportunities for expansion of agricultural exports through meaningful 

market access in developed countries.

 Elimination of export subsidies to achieve a fair and market oriented trading system.

 To have meaningful special and differential treatment for developing countries to 

address their legitimate development including food and livelihood security and rural 

development. The value of Exports of India’s Agricultural and Allied products in 

2011-12 was Rs. 1,80,279 crore (US $ 37,618) and its share in total export was 12.4

%. Agricultural and Allied products’ exports grew by 53.9% during 2011-12 as 

compared to 21.3% growth in total exports. 

 

 

 

 
National Bank for Agricultural and Rural Development (NABARD) 

NABARD is a Development Bank with a mandate for providing and regulating credit and 

other facilities for the promotion and development of agriculture, small-scale industries, 

cottage and village industries, handicrafts and other rural crafts and other allied economic 

activities in rural areas with a view to promoting integrated rural development and securing 

prosperity of rural areas. NABARD is entrusted with 

1. Providing refinance to lending institutions in rural areas 

2. Bringing about or promoting institutional development and 

3. Evaluating, monitoring and inspecting the client banks 
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NABARD is designated as an apex development bank in the country. This national 

bank was established in 1982 by a Special Act of the Parliament, with a mandate to uplift 

rural India by facilitating credit flow in agriculture, cottage and village industries, handicrafts 

and small-scale industries. It is also required to support non-farm sector while promoting 

other allied economic activities in rural areas. NABARD functions to promote sustainable 

rural development for attaining prosperity of rural areas in India. 

It is basically concerned with “matters concerning policy, as well as planning and 

operations in the field of credit for agriculture and other economic activities in rural areas in 

India”. It is worth noting with reference to NABARD that RBI has sold its own stake to the 

Government of India. Therefore, Government of India holds 99% stake in NABARD. 

Role of NABARD: 

 It is an apex institution which has power to deal with all matters concerning policy, 

planning as well as operations in giving credit for agriculture and other economic 

activities in the rural areas.

 it is a refinancing agency for those institutions that provide investment and production 

credit for promoting the several developmental programs for rural development.

 It is improving the absorptive capacity of the credit delivery system in India, 

including monitoring, formulation of rehabilitation schemes, restructuring of credit 

institutions, and training of personnel.

 It co-ordinates the rural credit financing activities of all sorts of institutions engaged 

in developmental work at the field level while maintaining liaison with Government 

of India, and State Governments, and also RBI and other national level institutions 

that are concerned with policy formulation.

 It prepares rural credit plans, annually, for all districts in the country.

 It also promotes research in rural banking, and the field of agriculture and rural 

development.

Functions of NABARD: 

 NABARD gives high priority to projects formed under IRDP.

 It provides refinance for IRDP accounts in order to give highest share for the support 

for poverty alleviation programs run by IRDP.

 Other than the activities included under IRDP, it also makes the service area plan, to 

provide backward and forward linkages and also infrastructural support.

 NABARD also prepares guidelines for promotion of group activities under its 

programs and provides 100% refinance support for them.

 It is making efforts to establish linkages between Self-help Group(SHG) that are 

organized by voluntary agencies for poor and needy in rural areas and other official 

credit agencies.

 It refinances to the complete extent for those projects that are taken under the 

‘National Watershed Development Programme and the ‘National Mission of 

Wasteland Development‘.

 It also has a system of District Oriented Monitoring Studies, under which, study is 

conducted for a cross section of schemes that are sanctioned in a district to various
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banks, to ascertain their performance and to identify the constraints in their 

implementation, It also initiates appropriate action to remedy them. 

 It also supports Vikas volunteer Vahini programs which offer credit and development 

activities to poor farmers.

 It also inspects and supervises the cooperative banks and RRBs to periodically ensure 

the development of the rural financing and farmers’ welfare.

 NABARAD also recommends about licensing for RRBs and Cooperative banks to 

RBI.

 NABARD also provides assistance and support for the training and development of 

the staff of various other credit institutions that are engaged in credit distributions.

 It also runs programs for agriculture and rural development.

 It is engaged in regulations of the cooperative banks and the RRB’s, and manages 

their talent acquisition through IBPS CWE conducted across the country.
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Unit-V: Agricultural Policies 

Input Subsidies 

Input subsidies are the most expensive aspect of India’s food and agriculture policy 

regime, requiring a steadily larger budget share. India subsidizes agricultural inputs in an attempt 

to keep farm costs low and production high. GOI’s intended result is for farmers to benefit from 

lower costs, but also for them to pass some of the savings on to the consumers in the form of 

lower food prices. GOI pays fertilizer producers directly in exchange for the companies selling 

fertilizer at lower than market prices. Irrigation and electricity, on the other hand, are supplied 

directly to farmers by GOI at prices that are below the cost of production. These policies result in 

effective subsidies to the farmer of 40 to 75 percent for fertilizer and 70 to 90 percent for 

irrigation and electricity. 

Input subsidies can also produce unintended effects. According to GOI reports, input 

subsidies have resulted in overutilization of inputs. This overutilization has in turn led to soil 

degradation, soil nutrient imbalance, environmental harm, and groundwater depletion, all of 

which have caused decreased effectiveness of inputs. 

India’s expenditure on input subsidies has increased sharply in recent years. The cost of 

India’s agricultural input subsidies as a share of agriculture output almost doubled from 6.0 

percent in 2003-04 to 11.6 percent in 2009-10, driven mostly by large increases in the subsidies 

to fertilizer and electricity. 
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Crop Insurance 

Agriculture in India is highly susceptible to risks like droughts and floods. It is necessary 

to protect the farmers from natural calamities and ensure their credit eligibility for the next 

season. For this purpose, the Government of India introduced many agricultural schemes 

throughout the country. 

Crop Insurance 

Crop Insurance is purchased by agricultural producers, including farmers, ranchers, and 

others to protect themselves against either the loss of their crops due to natural disasters, such as 

hail, drought, and floods, or the loss of revenue due to declines in the prices of agricultural 

commodities. Crop insurance is a type of insurance coverage that is purchased by crop farmers in 

order to insure against losses. There are several different types of crop insurance that a farmer 

can purchase. Here are some of the different types of crop insurance that is available. 

MPCI stands for multiple peril crop insurance. This is a type of crop insurance that is 

designed to cover the crops against several different types of loss. This type of coverage will 

protect the farmer against any weather-related losses, such as a tornado or a hail storm. In 

addition, this policy covers things like low yields, late planting, prevented planting and 

replanting costs. 

APH term stands for Actual Production History. This type of insurance is based on the 

production history of a farm, over a certain number of years. In most cases, a policy will base the 

actual production history on a period of somewhere between four and 10 years. The average 

production will be calculated over that time period, and then a certain percentage of the yield 

will be paid if a loss occurs. 

This type of policy provides coverage for a wide variety of perils. For example, the 

farmer could file a claim due to drought, wind damage, hail, frost, insects, disease or excessive 

moisture. If the yield of a crop is less than the predetermined covered amount, the farmer will 

receive a check for the difference between the two percentages. This is the most common type of 

crop insurance that is available in the market today. It has been used in the farming industry for 

many years. 

GRP stands for Group Risk Plan. This is a type of crop insurance that is based on the 

yield of a group of farmers from a particular county. This is not a type of policy that is based on 

an individual farmers yield, like APH. With this type of policy, you could be paid for an 
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 RWBCIS -Restructured Weather Based Crop Insurance Scheme 

insurance settlement regardless of the actual yield of your farm. Your farm could do fine, but if 

the average yield of the entire county decreased below a certain amount, you could still receive a 

payment. This type of coverage allows you to choose the yield level that you want to be covered 

against, when calculated with the average of all of the farms in the county. 

CRC is a term that stands for Crop Revenue Coverage. Instead of being based only on 

the yield of the farm, this coverage is based on the total amount of revenue that is generated from 

a crop. With this type of coverage, you will also get protection against drops in prices for the 

crop instead of just protection against losses. This is a comprehensive type of coverage that is 

designed to look at the bottom line instead of only looking at how much you were able to harvest 

from a particular farm for the year. 

 
Present Situation in Indian Crop Insurance System 

Context 

Flagship Crop insurance schemes of Central government are: 
 

 PMFBY – Pradhan Mantri Fasal Bima Yojana

Centre decided to restrict its premium subsidy in PMFBY and RWBCIS to 30% for unirrigated 

areas and 25% for irrigated areas (from the existing unlimited) 

Also, it decided to make enrolment of farmers in these schemes as voluntary from the 2020 

Kharif season. 

About PMFBY 

 Launched in 2016 after rolling back the earlier insurance schemes viz. National Agriculture 

Insurance Scheme (NAIS) and Modified National Agricultural Insurance Scheme (MNAIS).

 Premium: Farmers need to pay uniform premium of only 2% of insured amount for 

Kharif crops, 1.5% for Rabi crops and 5% for horticulture crops.

 The remaining part of actuarial premium (charged by insurance companies) will be shared 

equally between Central and State government (with no upper limits)

 The scheme is mandatory for farmers who have taken institutional loans from banks.

 It’s optional for farmers who have not taken institutional credit.

Old Regime: 

 Premium paid by the farmer was 2% – Rs 2,000
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 Premium paid by the Centre was 19% -Rs 19,000

 Premium paid by the Centre was 19% -Rs 19,000

Under New Regime – the Centre will give subsidy for premium rates up to 30%. 

This means that the Centre will have to pay premium at the rate of 14% (out of 30%, the farmer’s 

share is 2%, and the Centre’s and state’s 14% each) 

The state has to bear the entire burden of the premium subsidy in cases where the rate of 

premium goes beyond the threshold of 30%. 

 Premium paid by the farmer was 2% – Rs 2,000

 Premium paid by the Centre -Rs 14,000

 Premium paid by the State – Rs 14,000 + remaining Rs 10,000

A second interpretation is that the Centre may stop supporting insurance of certain crops in 

certain areas where the rate of premium is more than 30% 

Why the changes to restrict the premium subsidy? 

 While the average premium rate under PMFBY and RWBCIS at the national level was 

12.32% for 2018-19, for some crops in certain districts, the rate of premium has been higher 

than 30% in recent years.

 For example: the rate of premium for Kharif groundnut has reached 49% in Rajkot of 

Gujarat, and the rate for Rabi paddy crop Ramnathapuram (Tamil Nadu) has reached 42%.

 By capping the subsidy for premium rates up to 30%, the Centre wants to disincentivise 

certain crops in such areas where growing these crops involve high risks in terms of crop 

insurance premiums.

Implications of Capping premium amount 

 Increased States Share: After the new changes come into effect, the share of the states is 

expected to go up in those states in which such crops are cultivated.

 Additional Financial burden on States: The states are already defaulting on their share of 

premium, and the Centre’s new cap will increase fiscal pressure on them

 Delay in claim settlement: For example Madhya Pradesh has not paid its share of premium 

even for Kharif 2018, which comes to Rs 1,500 crore. As a result, farmers have not got their 

claims.

Implication on making insurance schemes voluntary 
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 Making the scheme voluntary is expected to increase the disposable incomes of farmers 

which will help in fuelling rural demand.

 The area covered under insurance and the number of enrolled farmers are expected to 

come down significantly as it is now made voluntary

 In such a scenario, the rate of premium of certain crops in some areas may go beyond 30%.

 It will further make farmers vulnerable to crop failures thus impacting their income security. 

The other changes in crop insurance schemes

 The government has given flexibility to states/UTs to implement PMFBY and RWBCIS

 It also gives States the option to select any number of additional risk covers/features like 

prevented sowing, localised calamity, mid-season adversity, and post-harvest losses. Earlier, 

these risk covers were mandatory.

Impact of these changes 

 This may bring down the rates of overall premium as the state governments now will not be 

required to invite bids factoring these risks.

 It will make these schemes less attractive for farmers.

Do You Know? 

 During 2018-19, about 5.64 crore farmers are enrolled with PMFBY for an insured sum of 

Rs 2,35,277 crore, and 30% of the gross cropped is insured.

 During 2018-19, an amount of Rs 29,105 crore was collected as gross premium under 

PMFBY and RWBCIS, which included farmers’ share of Rs 4,918 crore and share of Rs 

12,034 crore each by Centre & States

 
NEW AGRICULTURE POLICY 

The National Policy on Agriculture seeks to actualise the vast untapped growth potential 

of Indian agriculture, strengthen rural infrastructure to support faster agricultural development, 

promote value addition, accelerate the growth of agro business, create employment in rural areas, 

secure a fair standard of living for the farmers and agricultural workers and their families, 

discourage migration to urban areas and face the challenges arising out of economic 

liberalization and globalisation. Over the next two decades, it aims to attain: 
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The salient features of the new agricultural policy are: 

1. Over 4 per cent annual growth rate aimed over next two decades. 

2. Greater private sector participation through contract farming. 

3. Price protection for farmers. 

4. National agricultural insurance scheme to be launched. 

5. Dismantling of restrictions on movement of agricultural commodities throughout the 

country. 

6. Rational utilisation of country's water resources for optimum use of irrigation potential. 

7. High priority to development of animal husbandry, poultry, dairy and aquaculture. 

8. Capital inflow and assured markets for crop production. 

9. Exemption from payment of capital gains tax on compulsory acquisition of agricultural 

land. 

10. Minimise fluctuations in commodity prices. 

11. Continuous monitoring of international prices. 

12. Plant varieties to be protected through a legislation. 

13. Adequate and timely supply of quality inputs to farmers. 

14. High priority to rural electrification. 

15. Setting up of agro-processing units and creation of off-farm employment in rural areas. 

Sustainable Agriculture 

The policy will seek to promote technically sound, economically viable, environmentally 

non-degrading, and socially acceptable use of country’s natural resources – land, water and 

genetic endowment to promote sustainable development of agriculture. The unutilized 

wastelands will be put to use for agriculture and afforestation. Particular attention will be given 

for increasing cropping intensity through multiple-cropping and inter-cropping. 

Special attention will be focused on water quality and the problem of receding ground- 

water levels in certain areas as a result of over-exploitation of underground aquifers. 

Agro-forestry and social forestry are prime requisites for maintenance of ecological 

balance and augmentation of bio-mass production in agricultural systems. Agro-forestry will 

receive a major thrust for efficient nutrient cycling, nitrogen fixation, organic matter addition and 
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for improving drainage. Farmers will be encouraged to take up farm/agro-forestry for higher 

income generation by evolving technology, extension and credit support packages and removing 

constraints to development of agro and farm forestry. The history and traditional knowledge of 

agriculture, particularly of tribal communities, relating to organic farming and preservation and 

processing of food for nutritional and medicinal purposes is one of the oldest in the world. 

Concerted efforts will be made to pool, distil and evaluate traditional practices, knowledge and 

wisdom and to harness them for sustainable agricultural growth. 

Food and Nutritional Security 

Special efforts will be made to raise the productivity and production of crops to meet the 

increasing demand for food generated by unabated demographic pressures and raw materials for 

expanding agro-based industries. 

A major thrust will be given to development of rainfed and irrigated horticulture, 

floriculture, roots and tubers, plantation crops, aromatic and medicinal plants, bee-keeping and 

sericulture, for augmenting food supply, exports and generating employment in rural areas. 

Animal husbandry and fisheries also generate wealth and employment in agriculture 

sector. Development of animal husbandry, poultry, dairying and aqua-culture will receive a high 

priority in the efforts for diversifying agriculture, increasing animal protein availability in the 

food basket and for generating exportable surpluses. An integrated approach to marine and 

inland fisheries, designed to promote sustainable aquaculture practices, will be adopted. 

Generation and Transfer of Technology 

A very high priority will be accorded to evolving new location-specific and economically 

viable improved varieties of agricultural and horticultural crops, livestock species and 

aquaculture as also conservation and judicious use of germplasm and other bio-diversity 

resources. The regionalization of agricultural research, based on identified agro-climatic zones, 

will be accorded high priority. Application of frontier sciences like bio-technology, remote 

sensing technologies, pre and post-harvest technologies, energy saving technologies, technology 

for environmental protection through national research system as well as proprietary research 

will be encouraged. 

Inputs Management 

Adequate and timely supply of quality inputs such as seeds, fertilizers, plant protection 

chemicals, bio-pesticides, agricultural machinery and credit at reasonable rates to farmers will be 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi-02 Page 8 

 

 

the endeavour of the Government. Soil testing and quality testing of fertilisers and seeds will be 

ensured and supply of spurious inputs will be checked. Balanced and optimum use of fertilizers 

will be promoted together with use of organic manures and bio-fertilizers to optimize the 

efficiency of nutrient use. 

Development, production and distribution of improved varieties of seeds and planting 

materials and strengthening and expansion of seed and plant certification system with private 

sector participation will receive a high priority. 

Incentives for Agriculture 

The Government will endeavour to create a favourable economic environment for 

increasing capital formation and farmer’s own investments by removal of distortions in the 

incentive regime for agriculture, improving the terms of trade with manufacturing sectors and 

bringing about external and domestic market reforms backed by rationalization of domestic tax 

structure. It will seek to bestow on the agriculture sector in as many respects as possible benefits 

similar to those obtaining in the manufacturing sector, such as easy availability of credit and 

other inputs, and infrastructure facilities for development of agri-business industries and 

development of effective delivery systems and freed movement of agro produce. 

Investments in Agriculture 

The agriculture sector has been starved of capital. There has been a decline in the public 

sector investment in the agriculture sector. Public investment for narrowing regional imbalances, 

accelerating development of supportive infrastructure for agriculture and rural development 

particularly rural connectivity will be stepped up. A time-bound strategy for rationalisation and 

transparent pricing of inputs will be formulated to encourage judicious input use and to generate 

resources for agriculture. Rural electrification will be given a high priority as the prime mover 

for agricultural development. The use of new and renewable sources of energy for irrigation and 

other agricultural purposes will also be encouraged. 

Recommendations of National Commission on Agriculture 

Commission: 

 The government of India constituted the National Commission on Farmers (NCF) on 

November 18, 2004. 

 The NCF was chaired by Professor M.S. Swaminathan. 

 It submitted five reports to the government. 



Prepared by Dr. R. HARIHARAN, Assistant Professor of Economics, AGAC, Karaikudi-02 Page 9 

 

 

 The reports had suggestions for “faster and more inclusive growth” for farmers as was 

envisaged in the Planning Commission’s Approach to 11th Five Year Plan. 

 The fifth report was the most crucial as it contained suggestions for inclusive growth of 

farmers and agriculture sector. 

 NCF’s Swaminathan Commission Report aimed at working out a system for food and 

nutrition security, sustainability in the farming system, enhancing quality and cost 

competitiveness of farm commodities and also to recommend measures for credit and other 

marketing related steps. 

 Dr Swaminathan had requested the government to implement the recommendations given 

in the report so that it could provide minimum support price for grains, safeguard the 

interest of small farmers and addressing the issue of increasing risk overtaking agriculture 

as a profession. 

Observations 

 The Commission observed that farmers needed to have an assured access to and control 

over rightful basic resources. These basic resources include land, water, bio-resources, 

credit and insurance, technology and knowledge management, and markets. 

 It observed that agriculture must be implemented in the concurrent list from the state list — 

hence putting it as a matter of concern for both the Union and the states. 

Recommendations 

One of the key reforms was land reforms. It was aimed to address the issue of access to 

and for both crops and livestock. The commission said that the inequality in landholdings in 

shown starkly in land ownership. It said that in 1991-92, the share of the bottom 50 per cent of 

the rural households in the country’s total land ownership was only three per cent. The top 10 per 

cent owned as much as 54 per cent. 

Land Reforms: Distribution of ceiling-surplus and waste lands; prevention of diversion of prime 

agricultural land and forest to corporate sector for non-agricultural use; to ensure grazing rights 

are provided and seasonal access is allowed in forests to tribals and pastoralists. It recommended 

access to common property resources. One main case was establishing a National Land Use 

Advisory Service. The purpose of this service would be to connect land usage decisions with 

ecological meteorological and marketing factors. 
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Irrigation Reforms: It recommended framing a set of reforms to provide farmers with 

“sustained and equitable” access to water for irrigation. Ensuring boost in water supply by 

rainwater harvesting, water level recharging by mandatory aquifers; Million Wells Recharge 

programme to be initiated targeted at private wells. To target increase in investment in irrigation 

sector under 11th five year plan. 

Productivity Growth: NCF said that with the objective of achieving higher productivity growth, 

it recommended “Substantial increase in public investment in agriculture-related infrastructure 

particularly in irrigation, drainage, land development, water conservation, research development 

and road connectivity etc.” It also recommended a national network of advanced soil testing labs 

with an aim to test areas for apt micronutrient levels. 

Credit and Insurance: Expand outreach of formal credit system; reduce crop loan interest rates 

to 4%; provide moratorium on debt recovery; agricultural risk fund; kisan credit cards for women 

farmers; integrated credit-cum-crop-livestock human health insurance package; crop insurance 

across country for all crops with reduced premiums; sustainable livelihoods for the poor, 

investment in human development; institutional development services etc 

Food Security: The commission recommended Implementation of a universal public distribution 

system; reorganising delivery of nutrition support programmes on a life-cycle basis with 

panchayat participation and that of local bodies; elimination of micronutrient deficiency induced 

hunger and food cum fortification; community food and water banks to be operated by women 

self-help groups; help small and marginal farmers; formulate national food guarantee act with 

features as food for work and employment guarantee programmes. 

Prevention of Farmer Suicides: Providing affordable health insurance at primary healthcare 

centres in villages; national rural health mission to be extended to suicide hotspots on priority 

basis; state level farmers’ commissions with representatives of farmers, restructuring of 

microfinance policies that may serve as a sort of livelihood finance; covering all crops by crop 

insurance; village to be the assessor and not the block, social security net that gives old age 

support with health insurance and aquifer recharge and rain water conservation; plans for 

decentralised water usage etc. 


