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PREFACE 
This book seeks to explain the general principle~' 

Economics 10 a simple way and to offer some remarks on 
Indian economic problems. It throws no new light on the 
subject-matter of the science. But it does claim to give a 
new presentation of some of the topics. This newness 
does not consist merely in bringing modern ideas into the 
book. It is, therefore. our humble expectation that 
teachers and serious students of economics will spend some 
of their valuable time in reading it with a view to offer 
constructive criticism. 

As the book has been specially designed for the 
beginner we hope that students preparing for the 
Intermediate and the B. A. degree examinations will 
find in it a good and easy introduction to the study of 
economic science. 

Our abiding gratitude is due to Prof. R. D. Vadckar 
of the Fergusson College for his valuable assistance 
throughout the preparation of this book. We also thank 
Mr. S. V. Phadnis of the Aryabhushan Press for the special 
interest he took in seeing the work through the press. 

Poona 
16th June 1939 

V.Y.KOLHATKAR 
S. V. KOGEKAR 
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Introduction to Economics 

Cru.rTER I 

WHAT ECONOMICS IS AND IS NOT 

Mankind has to work to secure the means to satisfy its 
wants. The primary needs for food, cloth. 

Tbe World at ing and shelter as well as the secondary 
Work 

needs for comforts and luxuries are satis-
fied only if all of us work. The cultivator ploughs,his fields 
and sows the seed which at the season's end ripens into 
harvest of grain for himself and his family. and fodder for 
cattle. Some part of the harvest he brings to the market 
in an adjoining town and sells it for money. He pays a 
part of this money as tax to the government and uses the 
rest for buying clothing for his family, for purchasing his 
salt, kerosene oil, sugar and condiments. His yearly life is 
thus made possible only if he works on his soil in sun and 
rain. But he must not stop. As he finishes his labour for 
this year he must prepare for the next. He has to secure his 
stock of agricultural implements, cattle and cattle-fodder, 
seed and manure. In the market he sells a part of his 
produce to the merchant who takes it to the retail market 
where the town folk come and buy their daily provisions. 

These tow;n people constitute a bewildering variety of 
men and women. Some work in the factories, some in 
government offices, banks, insurance companies and other 
commercial houses, while others work independently as 
doctors, lawyers, engineers and shoe-makers. The town 
presents an interesting aspect of busy" life from morn till 
even. Punctually at ten or eleven o'clock all are seen 
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to hurry on to their offices. They wait for the tram-car 
or bus by the roadside, or go to the nearest local train 
service station for their daily Journey to the offices. At 2 
or 3 p. m. they get a short respite during which they go to 
the nearest restaurants for their afternoon tea. These 
places are centres of busy activity for day and night. People 
come to them to find their tea and milk, or fruit and 
cakes. These provisions come from near and far-away 
lands. The tea gardens, the dairies, the bakeries, the fruit 
farms are busy producing goods which are carried by 
railways and other agencies of transport connecting dis
tant towns and countries with one another. 

Transport facilities are the arteries in the daily hfe of 
nations. Roads and railways, steamers and aeroplanes, 
motor buses and bullock-carts all serve to carry goods and 
men from place to place and country to country. Civilised 
life is thus made possible. Thousands of men are employ
ed in these services as engine-drivers, signallers. station
masters and bus-conductors. They work and get their 
monthly income which they spend in buying goods and 
services. Every individual in society is busy earning and 
spending money. He tries to get as much money for his 
labour as possible, and to get the most he can for his 
money. 

Very few people work directly for the satisfaction of 
their needs. A clerk in a government office works with 
his files, fills columns after columns with figures, makes 
his remarks, and puts the files before his superior officer. 
The clerk is concerned with what he gets at the month's 
end. His labour is never directly useful to him. It is useful 
only in so far as it brings him money. It is so also with his 
officer, may he be a Mamlatdar or a District Collector. 
a Prime Minister or a Governor. The milkman, the 
provisions merchant, the barber, the postman, the doctor 
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.and the teacher all of whom serve the clerk daily, also 
never work for themselves. Everybody is busy serving 
<>thers and in so doing secures his money income. The 
money that I spend in buying my provisions goes to the 
retail provisions merchant. A part of this money constitutes 
his profits - the reward for the service he renders - the 
rest he uses to replenish his stock. He brings the supply of 
these provisions from the manufacturer and in so doing 
pays for the transport of the goods from the manufacturing 
centre to his retail shop. The railway company which 
carries the goods gets its remuneration in money and 
spends it in paying for the services of its servants and 
in purchasing coal, oil and other railway stock. The 
manufacturer treats a part of his receipts as profits using 
the rest for paying his labourers and in purchasing raw 
materials and machinelj. The labourer and the producers 
of raw materials and machines use their receipts in turn 
for buying clothing, food, shelter and education etc. The 
money thus goes on its endless journey from hand to hand 
and keeps the activity of mankind in perpetual motion. 
Nobody can rest for long because nobody can live without 
a regular income, and income can be secured only by 
work. 

Everybody tries to prepare himself for the work, 
which offers him the highest prospective reward accord. 
ing to his abilities and opportunities. He may succeed or 
faU. Work and preparation for it are our immediate 
concern. Reward comes later. We may go wrong and 
miscalculate the chances of gain in which case we try to 
revise our conduct. In some cases it may be easy to do so. 
in others difficult. 

Work and struggle are the conditions of all life. 
Nobody gets what he wants without effort except perhaps 
children, old people and the rich. But whatever even 



INTRODUCTION TO ECONOMICS 

they secure must be produced by some one. If the reader 
throws a glance around him in his own room the tiniest 
thing he finds in it is the result offashioning given to it by 
human labour. The house he lives in, the food he eats and 
the clothes he wears, together with the thousand and one 
things ministering to his comfort are the result of some
body's labour. Men want this, that and the other thing 
which they are busy securing directly or indirectly. The 
world around us is a busy hive of continuous activity. We 
wrest from Nature the materials we require, plough the 
fields for corn, dig mines for minerals, dive the seas for
pearls, build factories and machines to produce commodi. 
ties and services. 

Economics studies this activity of mankind to under

What is 
Economics? 

stand how it is regulated, to see if there are 
any fundamental principles governing it. 
We know that the different aspects of 

this activity are somehow inter-related, and the economist 
wishes to analyse them with a view to understand the 
operation of the basic forces at work. 

r Economics is thus a social science. Its field of investi. 
Defillition gat ion is human activity in relation to 

wants and their satisfaction. It has been 
\ defined as a science whtCh deals with human conduct tn usmg 

scarce means to alternative ends. This definition requires a 
careful understanding. 

We have seen how all of us have wants to satisfy. 
Ends and Means Satisfaction comes from the enjoyment of 

commodities and services. The desire for 
satisfaction. therefore. ultimately reduces itself to a desire 
for the possession of goods and services which yield that 
satisfaction to us. We do not of course start with a detail .. 
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led pre-arranged plan to get everything we need to-day and 
in the distant future. Many of our wants do not always 
consciously exist in our mind. The need for warm cloth
~ng is felt when we suffer from cold blasts of wind. The 
need for rest and relaxation is felt only after a strenuous 
.day·s work. The satisfaction of some wants thus gives rise 
to other wants. 

This does not mean that we do not plan our conduct 
.at all. As men having foresight we expect that we are 
likely to require this or that in future. Each individual's 
rPlan of conduct includes the consideration of future as 
well as of present wants. But our foresight is bound to 
he imperfect as we cannot possibly know everything about 
future requirements. 

Human wants are almost limitless. The satisfaction 
'WIDts aD4 Choice of wants presently felt does not mean the 

end of all wants. It means only the tem
porary end of some wants and the emergence of new ones. 
Since wants are limitless. unless we are capable of'1>utting 
in limitless effort to secure their satisfaction. we find our
selves under the necessity of sacrificing those needs which 
are of smaller significance than others. To say that we 
-strive to obtain possession of goods and services does not. 
therefore. imply that the efforts of each one of us ultima
tely bring us everything we had originally or even momen
tarily planned to get. The necessity of sacrifice surrounds 
.almost every moment of one's existence. We continu
ally choose to fulfil our more urgent needs and sacrifice 
less urgent ones. The choice is not identical in 
·every respeC"t with every mdividual. An individual 
A may consider the satisfaction of hunger by two square 
meals every day as being more important than buying a 
book to read, while B may even sacrifice a meal a day to 
-enable her to purchase a book which she considers more 
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theory of distribution is thus essentially a theory of 

I ,exchange. In fact, production and distribution are two
\aspects of the act of exchang'a! 

The entire economic theory is thus an essay in the
theory of exchange. Its fundamental principles are every
where the same. Viewed In thIS lIght the traditiQnal 
dIviSIon of economics is only an attempt to study the 
dIfferent mamfestations of the theory of exchange. But 
the titles of the four diVIsions suggest that the subJects 
treated under each are dIfferent in form and content, 
that there IS no unity among economic phenomena. An< 
attempt wIll, therefore, he made in the folloWIng pages to 
establish this umty. 

nt IS necessary at this stage to make a few observations 

Economic 
Laws 

on the nature of economIC laws. SCIentIfic 
investigatIon attempts to explain facts in 
terms of cause and effect. It shows how 

given certain condItions certam results are lIkely to 
follow. Every scientist has to proceed by the method of 
lSolation Since the, complex world cannot be studied as a 
whole. But when we isolate certain facts out of the com
plexIty of the total situation and study them, the ex
planation of ISolated facts In terms of cause and effect 
holds true only In the conditions of imtiallSolatlOD. 

In the phYSIcal sciences thIS IsolatIon is created in the
laboratory while in the social sciences it IS created in the
mind of the scientist. When laws are stated as conclu
sions of scientific investigation, they hold true only In the: 
conditions In which they are established. Thus, the 
economIC law that a rise In the price 'Of a commodity 
tends to reduce demand for that commodity holds true 
'llhen other thmgs do not change. Only, the isolation 
effected in the physical sciences is more exact while 
that created in the mind of the social scientist has DOt 
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There are a number of resources with only a limited 
range of uses. A hammer can be used only for some 
limited purposes. It cannot be used for weaving cloth 
or spinning yam. A doctor will be useful only in 
his line or in lines where no particular technical skill is 
required. He cannot be of use in civil engineering. It 
may be a matter of choice whether one wishes to be a 
physician or an engineer. But once the decision is made 
and action is taken upon it, the field of choice becomes 
limited. If doctors' earnings fall low, likely entrants may 
choose other professions but seldom those who have 
become doctors. 

Our conduct thus consists in directing the use of re
sources - which are capable of alternative uses - in those 
fields which to us are most fruitful. In doing so we choose to 
satisfy our more important wants in preference to the less 
important ones. Or, if resources permit we take them 
up only at a relatively later stage. It is of course true 
that many of our actions are performed through sheer 
force of habit. But excepting this part of our conduct in 
which choice has already been made the rest is the result 
of deliberate choice. 

If, however, we merely study how an individual uses 

Scope 01 
Economics 

his limited resources and do not go further 
we shall only have constructed a theory of 
an individual's choice. And no doubt a 

significant part of the economist's attempt is to construct 
such a logic of choice. The inquiry, however, does not end 
here. Everybody's choice produces certain social results. 
Thus, for example, we find the existence of division of 
labour, the pricing of goods and services in the market, 
and an increase or diminution of employment due to the 
behaviour of individuals in society. Economics observes 
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these social phenomena and explains them through the 
study of choice in human conduct. The study of choice 
in human conduct thus forms an entrance to the under
'Standing of economic phenomena. 

The field of investigation for the economist is thus the 
social conduct of men in using limited means to alterna
tive ends. Some economists, however, maintain that 
economics deals with the activities of man in his pursuit 0 ~ 
material welfare or wealth. It must at once be admitted 
that a significant part of human activity consists in 
securing material requisites of happiness. But thesef 
economists make a distinction between activity directed 
towards securing wealth - which they call economic 
activity, and that which purports to secure other 
objectives - which they call non-economic. Such a 
distinction would lead them to class the activity of war 
as obviously non-economic or even uneconomic. The 
distinction relates to the character of ends and leads the 
economist to pronounce a judgment upon the results of 
particular activities. In doing so the economist clearly 
steps out of the field of analysis and enters into evaluations 
of the results of human activity - a process which 
clearly lies outside the limits of scientific investigation. 
People may feel happy in drinking wine or even in waging 
war. We have to take these aims of men as granted and 
then find how men use their resources in attaining them. 
The activities of war and wine-producing have an econo
mic aspect in so far as they involve the use of scarce means. 
Our object is to study activity and not to sit in judg
ment on it. Any activity which entails considerations 
of using scarce means to desired ends falls within the 
scope of economics. Since this consideration applies to 
all human conduct, all of it provides a field for econo
mic investlgatio~ 
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ft e have seen that the necessity of choice atises 
because we wish to make our resources go 

Economising the longest way; because we have to use 
and Economy 

them most economically; because we wish 
to avoid waste. The tendency all along, through mis. 
takes and pit-falls, is to economise. Economising thus 
does not mean non-use of resources, that is, keeping 
them idle, though on occasions even this course may 
be economical. We often come across words like 
, economising' and • economy' in our daily conversa
tion. Fortunately, in this case, unlike most other cases, 
the scientific and the popular meanings of the words are 
exactly alike. But a beginner for this very reason feels 
that in economics he is bkely to be taught how he should 
in fact economise and avoid waste of his resources. To the 
question whether economics does so, the categorical answer 
is that it does not. The student must, at the outset, be 
very clear about the distinction between the two questions: 
How men behave, and How they ought to behave. The 
latter question entirely falls outside science qua science. 
Science studies how men behave. how things are. how 
events take particular shape. As a science its purpose 
IS served when it answers these questions. Anything 
outside such characteristic questions is not germane to 
strictly scientific inquiry. 

All thIS of course does not mean that scientific know
ledge is of no use in practical conduct. 

[conomlcs and 
[conomlc Policy When we grasp firmly the causation of 

social phenomena we are certainly better 
equIpped to plan our conduct. Economics is a social 
science. A correct appreciation of the economic laws 
operating in a society may help us to formulate a correct 
social policy. Whelher this is or is not possible depends 
upon whether scientific investigation has or has n:Jt 
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been carried to that level of perfection where reliance 
could be safely placed upon the validity of its conclusions. 
Economic science has not yet reached that stage. Indeed, 
it would not be wrong to say that it is yet in its infancy. 
Still an understanding of economic la ws wIll at least 
partIally enable us to say what train of consequences is 
likely to follow from different social policies. While, 
however, it may be of some use in formul~tlng broad 
social policies it has very little to offer by way of guid
ance to individual conduct. To an individual its study 
constItutes an exercise In logic. 

In the factual world human effort is largely directed 
towards acquiring money and spending it ·Economics and 

Money on different objects and services capable 
of yielding satisfaction. Everyone tries 

to secure on the one hand the highest possible value 
obtainable for his services and on the other the highest 
possible satisfaction from the expenditure of his income. 
Thus the actiVity of economising, of using scarce means to 
different ends everywhere takes the form of calculation 
in terms of money. Mankind has invented and adopted 
the use of money to keep its actiVity in perpetual 
motion. Every man tries to mlke his labour most fruit
ful In terms of money, and then to make his money most 
fruitful in terms of commodities and services. ThiS 
palpable economic fact has permeated so deeply the 
subconscious regions of the human mind that it becomes 
dIfficult to imagine a state of society in which money 
does not exist. 

ThiS naturally leads the beginner to thmk that 
economics must be principally connected with money. 
In a sense his intuition must be given the credit 
of being on the right side. Economic science is vitally 
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concerned with the explanation of monetary phenomena, 
with human behaviour in relation to money and its uses.. 
But all this should not make him blind to the fundamental 
causation of human behaviour. Human life is possible 
only if its daily, distant and growing wants are satisfied. 
And they can be satisfied only if mankind works. Society 
will not be rich if all of a sudden the quantity of money 
in everybody's pocket is doubled: nor will it be poor if it 
is suddenly halved. Effort and satisfaction are primary. 
Money in an organised society based on division of labour 
is necessary to relate individual efforts to satisfaction.. 
Hence, though money is vitally related to economy, the 
fundamental facts of economic life lie beyond money: and. 
it is these which constitute the main subject-matter of 
economics. 

Another suspicion which haunts the beginner is that 
EconomIcs anll economics has something to do with 

Accoaatlng accountancy, that it must be a science 
the books written on which are full of 

figures, arithmetical calculations and algebraic formulas. 
It must be said at once that economics is not a science of ac
counting, and at least the elementary text-books including 
this one do not contain any elaborate calculations in terms
of the notations of any branch of mathematics. It should. 
nevertheless be noted that the problem of economising is
primarily a problem of balancing efforts and results. of 
finding whether better or worse results are secured by 
diminishing the use ,of resources in some channels and. 
increasing it in others. Looked at in this way, the 
entire problem of economising constitutes an accounting 
problem. 

In business houses and manufacturing concerns this. 
balancing is done by recording expenditure and receipts
in terms of money. Businessmen continually strive to see 



12 INTRODUCTION TO ECONOMICS 

in which channels of work expenditure can be reduced 
and in which it can be increased to secure a more satisfac
tory profit margin. The life of an ordinary indIvidual has 
'Various sides all of which cannot be reduced to the 
money measure. But we do find him saying. .. I should 
have used my time in this activity to greater advantage 
-than in that activity", or, .. I should put in more work in 
studying Milton and less in other activities.", or, "Two hours 
-spent with my sick friend will mean a more fruitful use of 
my time than if they are spent in the tea-club;" and so 
-forth. All of these are practically accounting problems 
with this difference that the magnitudes involved are 
psychological and, therefore, incapable of numerical or 
money measure. It is everywhere, with all that, a ca1cu-

~ lation of more here and less there. We can thus legi
timately describe the science of Economics as one which 
.deals with the accounting aspect of social conduct. 

We have so far discussed the nature :of the economic 
The Method 01 problem. We have next to consider the 

IDquiry method of approach to the problem. The 
student who takes to the study of econo

-mics for the first time finds himself faced with a difficulty 
when the text-book tells him that economics is a science 
which deals with the behaviour of man in society. The word 
.. science' in his mind is somehow connected with physics 
~nd chemistry, because these are mainly the sciences with 
the elements of which he is acquainted in his school career. 
In the process of learning the first principles of these 
sciences he performs experiments with the help of 
interesting apparatus on the laboratory table. All this part 
of his intellectual discipline is in relation to thmgs and 
objects outside himself and his fellow students. He is 
-seldom taught to turn his curiosity to his own self and his 
.associates. He, therefore, takes time to assimilate the idea 
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that he himself along with his fellow-beings is the objec 
of study in economics. 

ITt is obvious that when the object of inquiry is human 
behaviour and not the external physical 

AbltratlloD aD4 surroundings of man, the laboratory method' 
DII4DCtlOD 

is inapplicable. Human behaviour and. 
its social consequences cannot be studied in the test-tube .. 
Its various aspects can be understood and arranged in an 
order of cause and effect only by observing how people 
behave and by introspecting how the observer himself be
haves under different circumstances. Observation and selec
tion is also. up to a limit, the method in physical sciences. 
We see the phenomena of Nature, divide them into. 
different aspects and choose the one in which we are 
interested. Even the particular aspect we cboose has to be 
further analysed with a view to break up its complexity 
and then study each element separately. On the labo
ratory table we artificially create some conditions to see 
how under those given conditions elementary forces of 
Nature work. 

I 

To the extent to which observation. thought. analysis. 
and simplification go. the method of inquiry in both 
physical and social sciences is identical. But beyond that 
the actual laboratory method is unsuitable for social 
study. The social scientist has, therefore, to create within 
himself a mental laboratory in which certain social 
conditions may be assumed to exist. and has to think out 
how man would behave under 'those assumed conditions. 
He may then go on to apply these assumed conditions to 
a number of individuals and think out the process of 
social phenomena caused by the inter-action of the beha
viour of all. He may further change these assumptions and 
imagine what new results are likely to arise as a conse .. 
quence of the change. Clearly, all this is a process of 
abstraction and deduction. 
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It is a matter of common observation, however, that 
all men do not behave in the same way. 

Dedaction and 
Indaction They have different tastes and aptitudes and 

they live under dlfferent circumstances. 
What one man thinks to be the probable line of conduct 
for human beings to follow under given conditions. 
another man may not think probable. This makes it 
necessary for the economic scientist to correct and 
enlarge his hypotheses by constant observation of 
the social world. His own process of thought 
must be constantly subjected to inductive verIfication if 
what he has to say is to possess a realistic character. It 
is pre-eminently the purpose of every science to explain 
reality. Towards this end the social scientist must 
direct his investigation. Lest the process of starting from 
first princicles - though this happens to be the indispen
sable first step - should lead him a way from the world of 
Teality, he must constantly subject the results of his 
'research to a searching verificatory process. Deduction 
and induction, abstraction and verification., are then the 
methods used in social sciences. Exclusive reliance on 
anyone method is bound to lead one into sterile fields. 

rFor the purpose of analysis it is necessary to divide 
the subject matter of any science into con

Division oltbe venient departments. The tradItional 
Sablett-matter 

division of economics falls into four sub-
jects viz.: Consumption., Production, Exchange and 
DistrIbution. The analysis of monetary phenomena is 
taken up last and then superimposed on the analysis of the 
earlier subjects. The theory of Consumption deals with 
the main features of human wants and the reactions 
of human beings to changes in the quantities of commo
dities possessed. The theory of Production is primarIly 
-concerned with changes in the total produce of a commo
dity with changes in the employment of factors of produc-
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tion-Iand. labour and capital. In the theory of Exchange 
the process of the pricing of final goods is analysed with a 
view to determine their equilibrium price and output. 
Finally. the theory of Distribution deals with the market 
for factors of production and the process of pricing of 
those factor§J 

It is easy to see that Consumption. Production. Ex

Artlfielallly of 
Tra4ltlooal 

Dlvilioo 

change and Distribution are but different 
manifestations of the fundamental fact of 
choice in human conduct. Choice in 
favour of one thing implies the sacrifice 

of something else. It can in fact be viewed as an act 
of exchange. If I choose to have an evening walk in
stead of visiting the picture-house. I am in fact exchanging 
one type of pleasure for another type. If A chooses to 
devote his time to write a book rather than work for 
remuneration in a business concern. he is exchanging 
one variety of the use of his resources for another. 

fAll human conduct is the expression of a continuous 
series of acts of exchange. The consumer instinctively or 
deliberately exchanges some commodities and services for 
others. In a monetary community he continually ex
changes successive portions of his money income for 
different objects and services. In choosing to purchase 
some things he gives up the alternative commodities 
including money, and thus performs an act of exchange. 
The producer in using his resources in one way sacrifices 
the prospect of using them in another way. And when 
he hires the services of factors of production he chooses 
to employ some factors in larger amounts than others. 
The factors themselves choose to offer their services in 
this or that line of production. The choice exercised by 
those who demand and those who supply the services of 
factors ultimately decides the prices of those services. The 
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theory of distribution is thus essentially a theory of 

\
Iexchange. In fact, production and distribution are two 
\aspects of the act of exchang~ 

The entire economic theory is thus an essay in the
theory of exchange. Its fundamental principles are every
where the same. Viewed in this light the traditionaL 
division of economics is only an attempt to study the 
different manifestations of the theory of exchange. But 
the titles of the four divisions suggest that the subjects 
treated under each are different in form and content, 
that there is no unity among economic phenomena. An 
attempt will, therefore, be made in the following pages to 
establish this unity. 

nt is necessary at this stage to make a few observations 

Economic 
Laws 

on the nature of economic laws. Scientific 
investigation attempts to explain facts in 
terms of cause and effect. It shows how 

given certain conditions certain results are lIkely to 
follow. Every scientist bas to proceed by the method of 
isolation since the L complex world cannot be studied as a 
whole. But when we isolate certain facts out of the com
plexity of the total situation and study them, the ex
planation of isolated facts in terms of cause and effect 
holds true only in the conditions of initial isolation. 

In the physical sciences this isolation is created in the 
laboratory while in the social sciences it is created in the 
mind of the scientist. When laws are stated as conclu
sions of scientific investigation. they hold true only in the
conditions in which they are established. Thus. the 
economic law that a rise in the price or a commodity 
tends to reduce demand for that commodity holds true 
when other thmgs do not change. Only, the isolation 
effected in the physical sciences is more exact while 
that created in the mind of the social scientist has not 
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the same degree of exactness. Hence the laws in social 
sciences are stated to be in the nature of tendencies. 
The forces in the physical world which are neutralised 
in the laboratory are capable of correct measurement· 
This is not so in regard to social forces which are 
aggregated in the portmanteau expression • other things 
remaining equal.' Continuous research may reveal that 
the statement of a law is either inadequate or incorrect 
and requires reformulation. 

Scientists are perpetually in search of universal truth, 
of principles which are valid in all space and time. The 
reformulation effected after further research does not mean 
that the law immanent in the world process itself has 
c:hanged, but only that our understanding of it has 
c:hanged, improved and grown fuller. This is true of the 
laws of physical as well as of social sciences including 
economic!:} 

Every individual is after satisfying his wants of what

EconomIC! 
Wellara 

ever character they are. In this pursuit 
he distributes scarce means as between 
different wants according to their posi

tion in his scheme of desires. In a sense. all activity 
tends towards that balance of satisfaction where a re
arrangement of resources becomes unnecessary. Every 
activity has an economic aspect. The resulting satis
faction or happiness or welfare is often called economic 
welfare. But it is difficult to draw a line between 
economic and non-economic welfare since all welfare is 
ultimately a subjective experience. 

Moreover, every individual's experience is a category 
by itself. It admits of no quantitative measurement. Nor 
c:an it be c:ompared with any degree of exactness with the 
experiences of others. As between two individuals with 
different money incomes. it is difficult to say that one is 

Ell 
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more or less happy than the other without making dubious 
assumptions regarding their respective capacities for 
happiness, and regarding the nature of happiness itself. 
Whether an activity leads to happiness or a balance of 
satisfaction has to be judged by the individual himself. 
Further, the concept of welfare cannot be generalised. We 
cannot, for example, ask whetheI and why Englishmen as 
a whole are happier than Indians, or some Indians are 
happier than others. And indeed, the Science of Eco
nomies does not investigate into these questions. It is 
concerned, firstly, with finding how every individual's own 
ends lead him to distribute his scarce means so as to 
secure a balance in his own way and secondly, with the 
objective social results produced by the behaviour of all 
individuals. 



CJIAl"l'EB n 
HUMAN CONDUCT IN THE REAL WORLD 

Human conduct is conditioned by a variety of forces. 
Freedom of choice as between 6ifFerent 

1,,',l\ltloll' 011 tines of activity i. never absolute. Nor is 
Cliollll h . f h' f t e exerCIse a COlee a matter 0 mere 

chance. To a large extent our conductrecords our 1:esponse 
to certain influences, internal as well as external to man. 
These influences are mainly three. They are a our physiolo
gical ~ds and capacities, our physical environment. and 
the frame-work of social institutions within which we live 
and work. Though the essential pattern of human conduct 
is everywhere set by the necessity of choice as to wants 
and means, its scope and direction are capable of variation 
in accordance with the above influences. 

Food, clothing and shelter are the fundamental 
Prlmarr Need. physiological wants we experience. They 

are so closely bound up with our being 
that instinctively we are led on to satisfy them They are 
fundamental also in the sense that they take precedence 
over other wants A large part of economic activity con
sists in the production of food, clothing and some kind of 
shelter. The capacity to do other things is dependent on 
physical and mental health which is impossible when these 
primary wants cannot be satisfied. Out choice is thus 
circumscribed by the needs of bare existence. Between 
food and sight-seeing a hungry man will choose the first. 
He has, however, a larger freedom of choice as between 
the various kinds of food-stuffs to satisfy his hunger. 

Even then the field for choice is not unlimited due to 
the limitation of our resources. Human life itself is short 
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in relation to the various things one would like to do 
during a single life-time. In the case of our hungry man, 
his choice can lie among those things only which are well 
within his reach, in space and in time. A nourishing herb 
in parts of Tibet which are not easily accessible or a small 
hunger-satisfying pill which scientists might invent on 
some indefinite future day are both equally beyond the 
pale of his choice. It is here that the natural environment 
comes in as an important factor in determining human 
conduct. 

Wants which have the same physiological basis may 
manifest themselves in different ways in 

Physical 
Euvlronmeut different physical environments. The want 

for clothing, for instance, may mean the 
necessity of warmer garments in countries with a 
cold climate than in the tropics. The matenal out 
of which they might be made would be wool or 
skin, while cotton might be the best thing for 
tropical wear. Even more remarkable are the limits. 
Nature places on the means available for the satis
faction of wants. In the arctic regions enonomic actiVIty 
in respect of house-building takes the form of bUlldmg 
snow houses, for snow is all that Nature affords by way of 
shelter to the Eskimos. Economic activity there, as every
w here else, is largely a matter of environmental adjustment. 
Wheat cannot be grown in the Tundra regions, nor are 
snow-houses built on the equatorial plains. Dog.carts and 
sledges are used on the icy slopes of Siberia, whIle bullock
carts are employed in the dusty plains of India as means of 
tfcinsport.t.lndeed, the influence of geographical locatIon, 
of the configuration of the land, of the climate, of the 
quality of the soil, of the mineral and forest resources, and 
of the means of power supply is too important to be ignored 
in studying the economic life of any peopl~ 



!NDUN CONDITIONS 

It is interesting to know how our wants and efforts in 

la41&a 
Coa41t1oal 

India are influenced by our ge"graphica 
environment. Living as we do in a hot 
climate our food consists mainly of vege .. 

table products available in the djfferent regions. Thus rice 
forms the principal article of diet in all those tracts which 
are wet. The western and eastern coastal regions of penin .. 
sular India and the Ganges and Brahmaputra valleys are 
wet tracts having a heavy ralnfall and capable of produc .. 
ing rice as their main crop. But as we come to the Deccan 
plateau. the soil has the capacity to produce not rice so 
much as millets like jwari and bajri, and in many parts 
wheat. Over this region, therefore, jwari and bajri are 
the staple articles of food. As we go further north into 
the extension of the dry tract in the Punjab and United 
Provinces wheat becomes the main food-stuff. Meat 
which contains a high percentage of proteins is not found 
as a principal item of diet anywhere in India. 

Along with food comes clothing. Cotton and silk 
are by far the best products suitable for our clothing. 
Our requirements of wool are small and are found mainly 
in the northern regions where the climate is cold. Even 
in house-building the constructions are mainly designed 
to suit weather conditions in particular tracts. These and 
many other instances could be shown to prove that our 
,geographical environment largely determines the nature 
.and substance of our wants. 

In our efforts also the resources yielded by our own 
land are the ones we try to nurse and develop so as to be 
.serviceable to us. A major part of the land in India is 
capable of yielding only agricultural products. Agri
culture is. therefore, our principal industry. Agriculture. 
forestry and plantations engage over sixty-five per cent of 
the working population of this country. 
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Indian mineral wealth is not considered to be very 
ample. We do not possess large supplies of good 
varieties of coal, though we have iron ore of the 
best variety in abundance embedded in the strata 
spreading from the eastern fringe of the Chhota 
Nagpur plateau to the north and north. eastern ridge 
of the central Indian foreland. But it is possible for 
us to make good the deficiency of coal by exploiting 
potential supplies of hydro-electric power all along the 
Western Ghats and the Himalayas. Among our most 
important manufacturing industries are the cotton and 
jute textile industries. The cotton industry is being 
conducted on modern as well as on primitive methods. It 
is primarily located in the cotton belt extending over the 
whole of the hinterland of the port of Bombay. There is 
another cotton belt of a small size in the South where also 
the cotton manufacturing industry has been flourishing 
for the last few years. Other industries like the iron and 
steel manufacturing industry are gradually being built up. 

Yet it is easy to exaggerate the influence of the natural 

Advance of 
Silienile 

environment on human conduct. For, the 
advance of science and the growth of 
communications have made it possible to 

surmount the barriers of Nature. Nature is being gradually 
adapted to meet the needs of man. Wheat can be trans
ported to the Tundra regions and the heat of the tropics 
can be relieved by suitable air-conditioning i dog-carts and 
sledges, bullock-carts and camels are giving place to the 
aeroplane. The field of co-operative effort is expanding. 
Over widely different natural regions wants are tending to 
become uniform. The sphere of choice is widening. 

{§cience, however, only modifies the environment} 
Even if the advance of science were to place unlimiteif 
power over Nature in the hands of man, it would still be 
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impossible to wipe out completely the influence of the 
physical environment, because man himself is a part of it. 
As it is, the world is far from being a single economic unit. 
All sorts of factors- historical, social, cultural, racial and 
economic- have conspired to divide the world into a 
number of political regions each trying:to be self-sufficient. 
So that given this tendency towards isolation, the geogra
phical factor assumes a great importance in conditioning 
human conduct. 

Economic activity is also subject to the influen~e 
5 I t of social institutions. Man does not 

011 C '1 live in isolation from his fellow beings. 
He is fond of their company and his conduct is always 
related to the needs of social existence. Society at once 
widens and limits the field of his choice. It is in society 
that he can reap the benefits of ,o-operation. It is as a 
social being also that his conduct has to conform to the 
rules and practices essential for social solidarity. He is 
free to choose any course of conduct for himself so long 
as he keeps within the socially prescribed limits. These 
limits are enforced on behalf of society mainly by the 
State. Obviously the State exercises a great control 
over human conduct. 

The extent to which any state allows freedom of 

TIIo Stat. 
choice to its subjects is not everywhere 
the same. It may allow them as much 

freedom as is consistent with the maintenance of peace 
and order assuming for itself only the role of a police orga .. 
nisation. It may, at the other extreme, so regiment the 
entire man-power and resources within its influence as to 
leave little or no room for individual freedom of action. 
However, a large number of states in the modern .world 
fall somewhere between the two extremes, allowing more 
or less freedom of choice to their members. Everywhere 
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the State has forsaken the passive role of the policeman 
and has assumed more and more positive functions
functions which were once regarded as the special preserve 
of private activity. It has come to have a profound influence 
on the life and work of its members through the parti
cular policy it follows in its manifold activities. It employs 
a large number of its subjects in its various services and is 
responsible for the disposal of a large part of the other 
resources of the community. Besides actively operating 
@lany services such as the rail ways and the post office. 
health and insurance, the State regulates the activities of 
its members through a system of laws which it maintains. 
It is in this legal framework that the exercise of choice 
must operatiJ 

The State in an individualist society like that of the 
U. S. A. or India recognises and protects 

The State aod 
Enterprise freedom of enterprise and the right to 

private property within wide limits. From 
the point of view of human conduct in the disposal of 
scarce resources, freedom of enterprise and the right to 
private property are so important as to need a little 
detailed explanation. 

Freedom of enterprise is the right of every individual 
member of the State to use his resources in whatever way 
he likes. He may use them for the direct satisfaction of his 
needs or for their indirect satisfaction. For the latter 
purpose he may combine them with those of others in a 
joint venture or may use them independently in competi
tion with others. Freedom of enterprise implies, in short. 
unrestricted scope for the employment of one's own 
time and resources in any line of activity. It opens out 
the door for co-operation as well as for competition. 
Through cooOperation it becomes possible to finish jobs 
which could not have been undertaken by single 
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individuals; through competition resources can be put to 
their most profitable uses. 

An inevitable concomitant of freedom of enterprise is 

Private 
Property 

the right to private property. While 
private property in such personal posses. 
sions as one's own labour and the food one 

~ats is normallv recognised in all civilised communities. 
the extension of that right to include durable goods such 
as machines and land is a peculiarity of what are known as 
capitalist communities. The right to private propertI 
~nables one to acquire things, and dispose of them in any 
way one likes. Indeed the right of free disposal is the 
hall-mark of private property. An individual possessing 
property might destroy it, use it for his own benefit, pass 
it on as a gift to some one else. sell it or let it for a rent. 
mortgage it to secure a loan, or bequeath it to his heirs. 

fFreedom of enterprise and the right to private property 
together leave the initiative as to the distribution of 
resources to private individuals. From the point of view 
of the community as a whole the allocation of its resources 
as between different uses is the result of the decisions taken 
by hundreds of individuals exercising their choi~ 

Private property in the means of production has the 
result of making a large mass of the people dependent 
only on their own labour to satisfy their wants. They can
not set up as independent producers in the absence of the 
means of production such as machines and raw materials. 
Nor do they have enough resources to enable them to 
undergo a long course of training necessary for well
paid jobs. Their field of choice is extremely limited. For 
them freedom of enterprise is a myth. Society thus 
comes to be divided into classes based on the possession of 
property by their members. The propertied class enjoys 
a much larger freedom of enterprise than the propertyless 
class. The State often interferes in favour of the latter by 
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giving them free education and other facilities with a view 
to widen their horizon of opportunities for alternative 
employment. To a certain extent the State may also 
check the freedom of those who are in a position to enjoy 
it by requiring them to conform to certain laws and by 
taxation. 

Modern states, while recognising freedom of enter

Law and 
Economic 
Activity 

prise and private property can stilI 
discourage some and encourage other lines 
of activity through legislation. The policy 
of Prohibitiop, for instance, discourages. 

by making it legally ImpOSsible, the production and con
sumption of intoxicating drinks. High import duties or 
direct subvention by the State might, on the other hand, 
encourage the production of say, sugar. Again, the State 
makes the exercise of individual choice conform to certain 
requirements as is done through the Company Law in the 
case of the formation of companies. Laws of inheritance 
affect the disposal of property after the death of its owner. 
which in tum 'affects the distribution of resources as 
between different uses. The laws of inheritance again. 
influence the family system and determine its size, while 
the family system in tum influences the system of inheri-
tance. 

These restrictions on choice, however, do not fall in 

A Socialist 
State 

the same category as those which we find 
in a Socialist State like that of Soviet 
Russia. In such a State property in the 

means of production is not in private hands but is vested 
in the State. The State is the ultimate authority which 
allocates resources - in men and materials - as between 
their possible employments. But it would be wrong to 
suppose that the need for choice is absent in such a 
socialist State. Far from it. So long as there is scarcity 
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of resources in relation to wants, that need persists. The 
only difference between the individualist and the socialist 
states is this. Whereas in the former choice is mainly 
in the hands of private individuals and the communal 
conduct largely a resultant of the conduct of separate in
dividuals or groups of individuals, in the latter the choice 
is made for the society as a whole by a single central 
authority viz.. the State. The economic problem is 
present in both. Only it is tackled in different ways. In 
this book we are concerned only with the way it is done 
in the former. 

Within the State men do not live as separate units. 
There are countless associations and insti-

11:::":'\ODI tutions which organise the relationshiI> 
between them. Membership of these 

associations affects the freedom of choice one enjoys. 
Thus, members of a Trade Union, which is an associa
tion of workers aiming at bettering the lot of its members .. 
cannot accept jobs at less than the scale of wages pres
cribed by the Union. To that extent their freedom or 
choice is restricted. But, on the other hand, success in. 
the struggle for higher wages carried on by the Union 
against employers increases the freedom of choice of its. 
members by giving them command over more resources. 
However, associations like the Trade Union are mainly 
voluntary and their membership itself is subject to the 
choice of the persons concerned. But there are other 
institutional restrictions on choice which cannot be 
chosen away. 

We have already noticed how the institution of private-
property restricts the choice of those wh() 

The Caste SJltem do not possess property. The caste system 
obtaining in Hindu India is an illustration of the 
restriction on choice due to certain religious beliefs and 
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practices. Here we have a society divided into four castes 
-each with numerous sub-classes limiting the field of activity 
of its members. An individual is born into one of these 
classes or castes and continues to be its member till he dies. 
The castes have an occupational basis. The functions of 
members of the different castes are laid down once and for 
all. A member of the lower caste cannot hope to ascend 
into the caste above. Nor can he perform a function not 
.assigned to members of his caste. The freedom of choice 
of an individual is restricted within the prescribed occupa
tions of his caste. One result of the system has been the 
tendency for occupations to be hereditary. The son follows 
in the foot-steps of his father. The training he receives 
under the guidance of his father stands him in good stead in 
his career. But though training can thus be handed down 
'from father to son, talent may not.1There is thus an exces
sive rigidity in the distribution of function~ Functions 
are assigned to individuals not in virtue of their capacity 
or aptitude for them but on the basis of their birth in 
certain castes. This involves a waste of human resources. 
UnCler the influence of modem ideas of freedom the caste 
'system is already breaking down. 

The fact that the caste system has been associated. 

Religion 
rightly or wrongly, with Hindu religion 
shows how the religious outlook of a 

people is relevant to their economic life. An excessive 
hankering for a better hfe after death may lead men to 

·engage their time and natural resources in a far more 
d.ifferent manner than would an excessive zeal in worldly 
life. Hindus will build temples to the gods rather than 
hospitals for the sick; Mohammedans will not lend money 
for interest. Both will fight each other over music before 
a mosque rather than make a joint effort to clear the 
$lums. Thus whlle caste and class limit the field of 
<hoice, religion influences the effective exercise of choice. 



THE FAMn.y 

There is yet another institution which determines-
Tb f human conduct in society. That is the 

• amll, family. Unlike caste, class and religion, 
the family has its roots in the biological necessity of pro
pagating the species. Social life in all communities is
organised on the basis of the family. 

The influence of family on individual life is of pro
found significance. The' character and actions of an 
individual are largely moulded by family influences. HIs. 
early education as well as his higher intellectual training 
are not altogether or even mainly the result of the 
exercise of his own choice. Whether he should choose 
this or that occupation, or this or that part of the country 
where to ply the trade of his choice are not matters com
pletely independent of family influences. 

A family may be a unit either for purposes of produc
tion and consumption or merely for purposes of consump
tion. In most modern' communities families are predomi
nantly consumptive units. The adult member or members 
of the family earn incomes separately but spend them for 
the common benefit of the family. The upbringing and 
education of the children are done by the adult members. 
Most other joys and benefits secured from the incomes are 
shared in common by all. The lay-out of expenditure is. 
thus mainly determined by the needs. aspirations and. 
expectations of the family as a whole. 

It is not uncommon, however, to find families which 
are both productive and consumptive units. The husband 
and wife may together run a shop or a bakery or even a 
small farm. In such cases the resulting income is due to
the joint efforts of all concerned. Most decisions regard
Ing the character of the work undertaken. the scale on 
which it is developed and the day-to-day operations. 
incidental to it are a result of common consultation. Joint 
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decisions are also taken about the expenditure of the 
family income on daily and distant needs. 

The unification of productive and consumptive 

1 F III 
activity is found in a more or less perfect 

.10 nt am es £ in1. h 11 d .. f orm ma y In W at are ca e Jennt ami-
11es. The joint family system prevails primarily in agricul
tural communities. It is very common in India and the law 
recognises its existence in the case of all Hindus. A family 
is joint when the parents and their sons together with the 
wives and children of the latter live under a single roof. 
When the father dies the eldest son becomes the head of 
the family. All co-operate in practising the family trade 
and the resulting income is the common property of the 
family. Members of the family who are unable to work 
through some physical or mental defect are taken care of 
by the family as a whole. 

Such a family organisation becomes an ideal produc
tive unit particularly when agriculture is the main occupa
tIon of the people. A joint family with habitation settled 
-on or near the family farm can efficiently look after the 
farm. Division of labour according to the capacities of each 
adds to its productive efficiency. The farm produce can 
also be consumed most economically by the family. The 
family ties of affection bind the members together. In such 
circumstances, the joint family may be said to have been 
based on the socialistic principle: II From each according 
to his ability; to each according to his need. II 

But within such a family it is difficult to maintain the 
sense of individual responsibility of each member since 
there is no proportion between work and reward. The 
incentive to put forth one's best efforts is absent. Indolence 
and sloth are often encouraged. The seed of discontent 
is sown and family feuds arise. The desire to be separate 
from the family becomes strong especially when oppor-
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tunities of a freer and fuller life are available away from 
the family estate. In a progressive and industrialised 
-community such opportunities of reward are much wider 
than in an agricultural society. The transition from 
.agricultural to industrial economy, therefore, "!barks the 
beginning of the disintegration of the joint family. The 
~conomic history of India bears testimony to this process. 
Families in India are ceasing to be joint for productive as 
well as for consumptive purposes. 

These are only the most important influences to which 
human behaviour is subject. There are 

Contlnnltyand others not all of which can be clearly 
Cbangl 

analysed. All sorts of superstitions. tradi-
tions and customs restrict individual freedom of action. 
The mere habit of thinking and living in a particular way 
imposes restrictions on the exercise of freedom. The field 
.of choice for an individual is also limited, at any rate for 
short periods of time, by the technical training he 
possesses. It is often difficult, if not impossible, for him 
to change over to lines of activity with which he has not 
been familiar before. A doctor cannot change over to the 
engineer's profession in a moment, nor can a lawyer 
become a doctor at short notice. There are various other 
past commitments such as ancestral debt, which also limit 
future conduct. rFor, the stream of human activity flows 
continuously, carrying with it the effects of past decisions 
and acti0n;J 

We have considered so far the different important 
factors which condition human conduct through their 
influence on our freedom of choice. These factors are by 
no means constant over long periods of time. Human 
beings live in conditions of constant change. With a 
change in their environment, physical and social, the scope 
and direction of their choice also change. Fashions, tastes 
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and the scheme of human values are continuously shifting 
from one position to another. The knowledge of and 
power over natural resources are steadily but surely 
increasing. The wants we experience and the means we 
possess do not remain constant. The field of employment 
of resources progressively increases as the resourses grow 
plentiful. The choice we have to exercise in order to 
relate means to ends takes ever such a variety of forms. 
The old social order changes yielding place to new. This 
brings new ways of life in vogue. Whit remains constant 
in the shifting sands of social change is the necessity for 
choice which is the life-breath of economic science. 

We shall attempt in the following pages to present a 

AssnmptioDs technique of thought for the analysis and 
understanding of the economic aspect of 

human conduct. In doing so we have of necessity to 
simplify the conditions of our problem. We shall. there
fore, ignore the restrictions on human choice explained in 
this chapter. We shall assume that men do exercise per
fect freedom of choice in their actions. We ~hall assume 
also that men as well as resources can be readily moved 
from one place or occupation to another. 

It will be objected that in the light of the restrictions. 
on human conduct these assumptions are unreal and will 
detract from the validity of our conclusions. The objec
tion, though plausible, is not formidable. If the nature of 
our inquiry as outlined in the first chapter is clearly 
grasped, it becomes clear that in applying the conclusions 
of Economics to actual situations due allowance has to be 
made for changed in the assumed conditions. As a first 
approach to the problem, therefore, these assumptions are 
indispensable. Analysis based on them opens the door to> 
the understandmg of the complex processes in the 
real world. 



CRAFTER m 
HUMAN WANTS 

In this chapter we shall study the behaviour of an 

latrodactory 
individual in the exercise of his choice of 
wants and of the means which directly 

satisfy them. We shall thus begin our study by analysing' 
the considerations which are relevant to the decisions on 
which human conduct is based. As the aim of all 
economic activity is ultimately to satisfy wants, this 
analysis is of central importance in our investigation. 

Necessity is the mother of all human action. We need 
a variety of things to make life worth living. Some of 
our needs may not be so fundamental to our existence 
that without them life is impossible. Yet we try not 
merely to live but, according to our lights, to live well. 
That fact· immensely widens the field of desires. From 
simple food and shelter, to lipstick, powder and a play we 
desire an endlesss succession of goods and services. We"are 
not concerned here with desires in their ethical aspect
whether they are what they ought to be; nor with 
desires which do not lead men to effective action. 
Our concern with them is only in so far as they impel 
human beings to action in the disposal of scarce resources. 
Desires or needs which urge men to effective action are 
called wants. 

There is no limit to human wants. Our capacity for 
experiencing wants is never exhausted. As 

CharacterIstIcs 
01 Waats one want is satisfied others take its place 

and this goes on for ever. But while wants 
in general are limitless our capacity for experiencing any 
one want is limited. Thus we cannot go on eating bananas 

E.3 
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endlessly and yet feel the want for them as urgently as 
when we ate the first one. A stage will be reached after 
eatmg a few bananas when we want them no more. Taken 
singly. therefore. wants are satjable. But the same want 
may be felt again after some time. A large number of our 
wants is recurrent. Immediately after our mid-day meal 
we do not wantthe same stuff served to us over again. 
But after the lapse of seven or eight hours we would wel
come another meal. 

Many of our wants are complernentarjl. Thus we 
prefer a chair and a cushion to either of them singly. Com
plementarity exists in many apparently independent wants. 
The wants for railway travel in the second class and for 
high class leather suit-cases is another case in point. The 
satisfaction of a number of such wants is necessary for 
human existence. They include the primary wants of food, 
clothing and shelter and many others to which one is 
accustomed. This whole complex of wants constitutes 
one's • standard of life: Maintenance of a certain standard 
of life implies the possession of a continuous capacity to 
satisfy the wants which we habitually experience. 

Wants are also competttive. Thus one might want to 
go to the pictures or purchase a book or take a drive. 
Each of these desires competes with the others for fulfil. 
ment. The person concerned will attend to, that which is 
the most urgent to him because he cannot satisfy all of 
them at once. If all wants were of the same intensIty 
to an individual it would be impossible for him to make 
a choice. But actually wants are o£varying intensity, so 
that it is possible for a man to pick and choose. The want 
with the greatest intensity will be the one from appeasing 
which he expects to derive the greatest satisfaction. The 
intensity of a want from this view-point is based on the 
~atisfaction pne expects to derive from appeasing it. 
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We can imagine an individual at any moment of time 
to have a scale of preferences on which 

Thl Scali 01 wants are arranged in the descending order 
Preferences 

of their intensity. This scale is not fixed. 
It changes over time according to the place, moods, 
income, tastes and ideas of the individual. This is often 

{{
expressed by saying that wants have a time index and a 
'Space index, or a space-time index. 

As a want is being satisfied its intensity relatively to 
that of other wants declines. Thus the want for bananas 
might gradually lose its intensity as one banana after 
another disappears behind the mouth. This is known 
as the law of dimmishing want-inten.nty. 

One may object, however, that a drunkard's appetite 
for drink increases rather than decreases with every 
.additional glass, so that the phenomenon of diminishing 
want-intensity is not universal. But such instances are 
'Very few and can be neglected for analytical purposes. 
Again, one's taste for music and a number of other things 
may grow in intensity over a period of time. But the law 
l)f diminishing want-intensity assumes a given set of tastes 
.at any time. Such cases therefore are no exception to this 
law which has an important bearing on human behaviour. 
We shall discuss its effects at greater length in a later 
.section. 

/The means with which wants are satisfied are called 
~ goods. Goods may be ~e objects or 

Characteristics i!ltangible services. The food one eats 
.. nd Classes 01 1 th . 

Goods as weI as e operatlon one unedrgoes 
in a barber's shop are both goods. The 

.Erst is a tangible object such as rice, fish or meat etc. 
The second is a personal service rendered by the barber 
~tisfying one's wants for a hair-cut. The air one breathes 
-is also a good and so is a beautiful countryside which 
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invites the city-dweller to spend his week-end there~ 
Anything in fac~. which is ~pabl~.9U~tiW:iPg a..hl,lQ;l..al) 
~t is a.,gggd. This want-satisfying capacity of a good 
is called its utlilty. The concept of utility in economics
needs to be clearly understood lest it should be confused 
with its everyday meaning. But before discussing it 
we shall consider other equally important traits of goods. 

We have already seen in 'the first chapter how the 
fact of scarcity forms the basis of economic activity. If 
all goods had been available in abundance all wants would 
have been satisfied to the fullest extent. There are indeed 
some goods hke water which under certain conditions are 
so abundant in their supply that we are not required to 
economise in their use. A man camping on the bank of a 
river can have as much water as he likes. He may 
bathe in it, drink it, use it for cooking, wash his utensils 
with it, sprinkle it before his tent or play about it in any 
way he pleases. But all things are not so abundant in 
relation to the wants they can satisfy. Even a good 
which is abundant in supply becomes relatively scarce 
under different conditions. Water which is so plentiful 
in relation to the wants of the single individual camping by 
the side of the stream may be scarce if it is to satisfy the 
needs of people in an adjoining town. The difference 
between the two situations hes in the quantitative relation 
of water to the wants it has to satisfy. Scarcity in the 
second case is scarcity In relatum to given wants, namely, 
those of the inhabitants of the town. Scarcity is thus 
a relative concept. Goods which are scarce in this sense 

l,are known as economtC goods and those which are abun
I dant as free /Zoods. Economic £!oods necessitate choice as 
to the alternative uses to which they are to be put. Fresh 
air in the countryside is a free good; in the congested 
localities of Bombay it is an economic good. Incidentally it 
may be observed that goods too, hke wants, have a space-
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~nd-time index. A cup of tea in the morning is not the 
lame thing as a cup of tea in the afternoon, because in the 
meanwhile one's scale of preferences may. have changed. 

Goods are classified into consumer's oods and l/!f!:" ~ . 
. ducer's gpods. Consumer's goo s are those which satisfy, 
wants ~~ectll' producer's goods those which do so only - 3-
indirect y. A table, a chair, a book or a service rendered 
by a hair-dresser are aU consumer's goods. While the 
paper, the ink, the machinery etc. which go to make a 
book are all producer's goods. The same good may be 
a producer's good or a consumer's good accoJding to the 
use to which it is put. Consumer's goods are also called 
.goods of the first order and producer's goods as the inter
mediate products or good3 of a higher order. ~) 
can also be classified into ~ and non-speCl{ic or _ ~ . 
JJeTsati/e goods. The former can be put to tonI! oae 
use, the latter to a variety of uses. A sho~ for instance. 
is a. specific good, It can be used only as a foot-wear. 
On toe other hand, leather is a non-speciY.c good in that 
it can be used to make a variety of gooJS such as money. 
bags, belts, suit-cases, whips as well as shoes. Goods may 
.differ in their degree of specificity. The more specific a 
good, the smaller is the field of choice in its employment. 

There is yet another way in which goods are 
classified into durable and perishable. The principle of 
classification in this case is the number of times a good is 
capable of satisfying a want. If a ~ood is destroyed in a- s--
single use in sati~inL1L.want.-.it...JS....pedshablCGQOlh. 
~ ~~c~_:yieI.(L~.at.isfictipll through a series oLuse.uJ:e.kn.oJVn 
.as durable..J9Ods. It is better to speak, however. of 
.degrees of durability or perishability of goods since even 
the most durable good must in due course perish. 

Goods are competltille as well as complementary. A _ "'
$ingle want may 6esatisfied by anyone of a nUiiiber of 
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goods in which case they are competitive. Thus Indian 
bidtes, cigarettes and cigars all compete with one another 
to satisfy the want for a smoke. If a single want cannot 
be satisfied without the co-operation of two or more goods 
they are complementary. Cigarettes and matches are thus 
complementary goods. 

We have so far discussed some of the important 
characteristics of the means with which 

Wealth human wants are satisfied. Among them 
orlIy economic goods are relevant to our purpose as they 
alone give rise to economic activity. All economic goods 
which are exchangeable constitute wealth. An individual's 
personal qualities like skill or strength, though economic 
goods in the sense that they have utility amI are scarce, are 
traditionally not regarded as wealth because they cannot be 
transferred. Services of individuals, on the contrary, which 
may be wanted for the skill or strength which they embody 
can be regarded as wealth since they can be transferred. 
Exchangeability also implies that the good must be capable 
of being appropriated. Timber in the heart of Africa 
which has utility, is scarce and can be transferred, is yet 
not wealth if it is inaccessible. As means of communica. 
tion develop it might be possible to appropriate htdden 
sources of wealth for the satisfaction of wants. Similarly, 
growth in technical knowledge might open out hitherto 
unused means of satisfaction. 

A distinction is sometimes made between persona! 
wealth and national wealth. Allowing for double-counting, 
along with the aggregate personal wealth of all members of 
the community, national wealth also includes free goods 
and goods which are publicly owned. Thus the river 
Ganges as well as the public buildings, roads, parks, etc., 
in India will form p~ of the national wealth of this 
country. 
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One important point which will have struck the 

Utlllt, 
reader by now is that wealth, whether 
personal or national, consists of only those 

things which have utlZ,ty. Utility we have defined as the 
capacity of a good to satisfy a human want. But this 
capacity is not due to any inherent technical qualities of 
the good. In the case of wheat, for instance, it is quite 
true that it has certain nourishing qualities which serve to 
build the human body, and for that reason it is in great 
demand. But if tomorrow all people suddenly have a 
feeling of nausea for bread and other things made of 
wheat, so that nobody wants it, wheat will cease to have 
any utihty. Men will consume other things like rice, 
jowar, fish, eggs and so on to satisfy their want for food. 
Though the inherent nourishing qualities of wheat remain 
unchanged, wheat ceases to be a good. Utility of wheat 
is, therefore, not due to those qualities but to the 
fact that men regard wheat as useful for satisfy. 
ing their want. The existence of those qualities indeed 
weighs with men when they want to consume wheat. 
But by thelXlSelves the qualities do not give wheat 
its utility. I Utility is not objective but subjective. 
It originates not in the qualities of a commodity but 
in the human mind.:! It is the human mind which 
endows any object or service or other possessions, 
!.uch as the goodWIll of a business concern, with utility. 
If stones found in the river Krishna are tomorrow regarded 
as fit objects of worship by men, they will at once come to 
possess utility. If the supply of such stones available for 
worship is limited in relation to the want, they will be 
regarded as wealth. In the extreme case people would 
outbid one another in a scramble for the possession of a 
stone from the river Krishna. 

Utility or the capacity -to. satisfy a want is thus a 
purely subjective conception. It is the reflectlon in an 
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external thing of a mental attitude of a man in relation to 
it. If a man considers it as useful for the satisfaction of a 
want, may be a want for its mere possession, it has utility. \l It is man's estimate of its want-satisfying capacity. 

It must be understood that the term utility has, lIke 
the term want, nothing to do with the ethics of human 
conduct. Opium-eating may be bad from an ethical stand. 
point; but so long as men want opium, opium has utility. 
UtilIty is a completely a-moral concept. It implies neither
approval nor denunciation of the desire for a good. 

All things do not possess direct utility for all men. 
An elephant may not be capable of directly satisfy. 
ing any want of a poor clerk. On the other hanJ, It may 
prove to be a great nuisance to him. Yet so long as the 
elephant has some utlhty for some one, it still IS a good. 
For the clerk can sell the elephant to a circus manager or 
to an Indian prince and make a fortune out of it. The 
money he receives in return will certainly have utilIty 
for him. 

rUtility, goods and wants are all closely connected with 
one another. We cannot think of utility apart from some 
goods or services, nor can we think of goods in the absence of 
wants; wants, again, have no independent eXistence apart 
from some object of desire. The utilIty of a good is the 
counter-part of the want for a good. And just as all wants 
are not of the same intensity, the utilIty of different goods 
varie~The individual scale of preferences in which 
wants are arranged in the descending order of their inten
sity can also be imagined as a scale of preferences In 

which goods are arranged in the descending order of their 
utilIty. The satisfaction of the top-most want on the 
scale is given by the top-most good. As the intensity of 
a want declmes in the process of satisfaction so, wIll the 
utilIty of a good decline as it satisfies a want. The POlOt of 
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$atiety of a want is also the point at which further supplies 
-of the good cease to have any utility. 

It will be clear from the foregoing analysis that 
utility is merely the other side of want .. 

Law 01 Dlml. b d'" hi 
Dlablog Utlllt, intens~ty. ~e statement a out UJUms ng 

want-lOtenslty can, therefore, be called 
-the Law of Diminishing Utility. It is nothing more than 
.a generalisation from common experience that the more 
you have of any particular thing the less is your desire for 
further additions of it to your stock. To put it in technical 
terms, the uttlitjl of each successive unit of a commoditjl\ \ 
d,minishes as the quant,tjl of that commod,tjl is increased. I 

Thus a man eating grapes finds that his want for 
grapes becomes less and less intensive with each additional 
.grape he eats. The satisfaction he derives from every 
~uccessive grape diminishes as the number of grapes he 
·.eats increases. The utility of every additional grape is less 
than that of the preceding one. rSo that, though the total 
utility of a_ quantity of grapes increases with every small 
addition to it, each successive Increase is or a lesser and 
lesser magnitude. Conversely, the'loss in total utility 
with every successive diminution of the quantity by a 
.uniform amount is of a greater and greater magnitude. 

The diff~r_e~!;~i!l.j:o_tatuti1ity_ caused by a small varia-

I I U III 
tion either way in thEtquaIitiiy ot a -com:' 

Marl oa t t, - -- - - - --
modity is called its marginal utilltl.o and the 

small variation m:- the quantity the marginal variation. 
For analytical purposes we assume this variation to be by 

-a small unit of the commodity. The marginal variation 
becomes the marginal unit. Margin is thus a differential. 
'The concept of the margin as a differential can be applied 
to the commodity as well as to its utility. It will be clear 
-that the larger the quantity of a commodity the lower 
will be its marginal utility, and the smaller the quantity 
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the higher will be its marginal utility. The utility 
of the intra-marginal units will of course be higher and 
higher than that of the last unit as we go from the last 
unit to the first. The utility of the last unit is the 
marginal utility of the given stock of a commodity. 

If X, Y and Z are quantities of a commodity succes
sively increasing by one unit, and if P, Q and R the
corresponding total utilities derived from them, then. 
Q-P is the marginal utility when the quantities given are 
only X and Y: and R-Q is the marginal utility for 
quantities Y and Z. This is often expressed by say~ 
that marginal utility is the rate at which total utility 
changes with changes in the quantity of a commodity.* 

When a person is confronted with a uniform supply 

Law of 
ID4iUercac:c 

of a commodity, say grapes, such that 
every unit of it is, like every other, what;: 
concerns him is the change in total utilIty 

made by a little variation in his purchase of that com· 
modity and not any particular unit added to or taken. 
away from his purchase. Out of the whole market 
stock available to an individual at .any moment of 
time any unit may be the marginal unit since all units
are alike. As between the different units a person is 
indifferent. For purposes of purchase and possession. 
therefore, the utility of any unit cannot be higher or lower 
than the utility of the last unit, though as he eats them 
the first grape w~ give a greater satisfaction than the
second and so on. ,For every unit then he will pay the: 
same price. This is the law of ind4ference. It applies to all 
commodities including mone!;} 

* The concept of the margin as a rate of change is applIed 
in economics to variations in the cost of production. in output. 
produced. and in the receipts from the sale of a commodity. 



VALUE AND PRICE 

Commodities and services are bought and sold. Every-

V I d P I 
purchase of an economic good involves the-

a ae aa r III 'fi f h ad N sacrl ce 0 some ot er go. 0 one: 
would part with a good which has a greater mar,.s.inal 
utility to him in exchange for one which has less., The 
amount of a good which an individual pays in exchange
for a unit of the commodity bought is its value. Value is 
t!u!. a.rfitl.uL!xcha!}G~etlfeen two t;'!1E.modit~s, When 
the good given or received in exchange is money, the value: 
of the other good is called price. Pru;e is thus value ex~
pressed in terms of money, 

The price that an individual will pay in order to· 
acquire an additional unit of a commodity will not be 
greater than the marginal utility of that commodity to· 
him. If it were not so, he will lose a greater utility in 
parting with money than he acquires by buying that unit. 
Price per unit of a commodity will not be less than the
marginal utility of that commodity, because the prospect 
of gain in utility will induce a person to buy more of it 
till the marginal utility of the increased stock is equal to 
the marginal utility of the money spent. Price will there
fore be equal to the marginal utility of a commodity. The 
law of indifference establishes a uniform price for all units. 
of a commodi:j 

The price at which a certain quantity of a commodity 

Demaad 
is desired by an individual is called the
demand price of that quantity. It is possi-

SGhedale ble to construct a table of the different 
amounts of a commodity, say sugar. that an individual will 
purchase at different prices. Such a table giving a list ot 
demand prices with the corresponding quant1t1es is
called the demand schedule for that commodity. Demand 
always means effective ,demand backed up by ability and': 
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willingness to pay the price. Thus an individual A might 
~e prepared to buy 

2 seers of sugar at 10 annas per seer 
4 .. 9" " 
7" " a " 
10 "7 " " 
11 6. " " 
lIt " 6 

.and so on. But in the market there is not only a single 
individual desiring sugar. Let us take another individual 
.13. As B's scale of preferences may be different from 
..A's, the quantities demanded by B may be different from 
.those demanded by A. 

Let us suppose that according to B's demand schedule 
,he will buy: 

2 seers of sugar at 
5 .. 

" 
" .. 

9 annas 
a " 
7 .. 
61 .. 
6 

per seer 

" 
" 

If we combine these two schedules we shall get the 
,total quantity of sugar demanded by both A and B at 
..different prices. If the demand schedule ... for bugar of all 
individuals in a community are thus aggregated we get the 
total demand schedule of the community as a whole. 

Price A's B's Total demand 
,{annas per seer) demand demand of A &B 

(seers) (seers) (seers) 
10 2 2 
9 4 2 6 
8 ... 5 12 I 

7 10 6i 16i 
6i 11 7l lSj 
6 lIl- a 19}-



ELASTICITY OF DEMAND 

It must be emphasised. however, that the individuar 
demand schedules refer to a given state of their scales or 
preferences. 50 that the aggregate demand schedule also
must refer to a given situation. A change in that situation. 
will bring about a change in the aggregate demand for a 
commodity. 

Changes in the demand for a commodity caused by

IIlastlclty 01 
Demaad 

changes jn the price bring us to the con
cept of elasticity of de~nd. By elasticity 
of demand is meant its responsiveness to 

price-changes. Changes in demand with changes in prices, 
are not of the same degree in the case of all commodities. 
The demand for the necessaries of life bke rice and wheat 
changes but little with small changes in their prices. It is. 
therefore inelastic. The demand for luxuries like motor 
cars, on the contrary, shows large changes to given price
variations and hence is elastic. Where, however, there is< 
a choice of substitutes available either in the case or 
necessaries or of luxuries the demand for them is fairly 
elastic.IThus if rice could be substituted for wheat or
margarine for butter. the demand for both rice and wheat" 
or margarine and butter would be elasti:J 

(The elasticity of demand for a good is equal to unity 
when a slight change in its price does not produce a 
change in the total expenditure on it. Thus, if at a price
of one pice per cigarette, ten cigarettes are bougllt involv
ing a total outlay of 10 pice, and a change in the price 
either way of l/8th of a pice leads the community to
spend the same old amount of 10 pice. the elasticity of 
demand for cigarettes is equal to unity. If a fall in price. 
by l/8th of a pice increases the total expenditure on
cigarettes above 10 pice and an equal rise in price reduces. 
expenditure below 10 pice, elasticity of demand is greater 
than unity. Expenditure varies inversely with price in this 
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case. If, lastly, a rise in price increases expenditure above 
10 pice and a fall reduces it below 10 pice, elasticity of 
.demand is less than unity. Here expenditure varies directly 
.with price. A rise in the price of a necessary leads people 
.to spend more on it because they wish to have the same 
supplies as before; a fall in price will reduce expenditure 
as nobody will buy more of it than he requires. The 

-elasticity of demand for a commodity may be different at 
>different price~ 

We have so far considered the case of only two com
modities one of which was money. In the 

,Equl-marglaal actual world individuals require a number 
RetarDS 

of goods and services. Each indIvidual 
'buys that assortment of goods which gives him the greatest 
'Satisfaction. Within this assortment the quantIties of 
-different goods bought wlll be in accordance with their 
Iespective positions on his scale of preferences. 

Suppose now that an individual starts with a given 
'Stock of money in his hand for a month's expenditure 
and a given market situation of prices. As the quantity 
of anyone commodity he purchases increases, its 
"lllarginal utility to him decreases relatively to that of 
other commodities. So that he would like to shift 
,his further expenditure on to the commodity which 
he prefers most next to the first. But the considera
<tion of diminishing marginal 12tility applies to this 
.second one also. So that beyond a point he would 
.shift on to a third commodIty on his scale of preferinces 
.and so on. He will carry his expendIture on all commo
<iities up to a level where a diminution of expenditure 
.()n anyone by a small amount of money means a greater 
.loss in utility than the gain in it secured from spending the 
.amount on something else. As he continues to exhaust 
his stock of money on different objects the marginal 
..utility of money to him will increase. Beyond a poine: he 
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will like to have the remaining stock of money on hand 
rather than substitute it for something else. ftJltimately, 
'the marginal utilities of all commodities he has, including 
money, \">ecome equal. Any revision of his lay-out of 
expenditure so as to increase it on some and diminish 
it on other objects will result in a diminution in total 
satisfaction. This would be so also if he reduces bis 
Temaining stock of money and distributes the ca'sh 
on other objects. The last pie spent on each object 
and the last pie reserved in stock will have the 
same utility. Every rational individual has a tendency 
to effect such a distribution of resources as to secure equal 
marginal utility in all channels of distribution. This is 
-called the law of equi-margmal returns. The word 
"'returns' is used in the sense of utilit.:i 

We have seen that an increase in an indiVidual'S) 
possession of the stock of a commodity 

DlmlnisblDg diminishes its marginal utility relatively to 
MarglDal Rate h f h di h 
01 SDbstltDtlOD t at 0 ot er commo 'ties, so t at he 

would like to substitute a unit of another 
-commodity for further additions to the first. Suppose 
the individual in question has five seers of rice. He will 
-then like to have, say, l/lOth of a seer of sugar than an 
additional seer of rice. If he already has six seers of rice 
00 that its marginal utility has diminished still further, he 
will now prefer even 1/12th of a seer of sugar to one 
-seer of rice. This shows that the same quantity of rice can 
be substituted by a diminishing quantity of sugar as the 
stock of rice in one's possession increases. rThat is to say. 
the same quantity of rice is a substitute for smaller and 
smaller quantities of sugar as the stock of rice increase!:.1 
The law of diminishing marginal utility, therefore, can also 
be expressed as the law of diminishing marginal rate of 
.substltution. l This wording of the law is preferable to 

1 J. R. Hicks. Value and Cqpital. 1939. pp. 20-21. 
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the first, because in the real world an individual has a 
choice not only between buying more or less amount of a 
single commodity, but also between varying quantities of 
competing goods. 

In discussing the law of equi-marginal returns we start
ed with an individual with a given money 

Income Effects income and a given system of prices. 
If his money income increases, there are three pOSSlble ways 
in which he will react to the new situation. He may in
crease his expenditure on all goods in equal proportion; or 
he may increase it by more on some goods than on others; 
or he may cease buying goods of inferior quality which he 
was purchasing with a lower income and spend a larger 
amount of money on goods of a higher quality. A 
decrease of money income on the other hand wIll 
produce an exactly opposite effect. In either case. 
which of the three alternatives he chooses will depend 
upon his scale of preferences in the new situation. As a 
fourth alternative it is also hkely that an increase in his 
money income ,will lead him to increase only his cash 
balances leaving the expenditure unchanged, while a 
decrease may only reduce those balances. These reactions 
may be called the mcome effects on expenditure. 

We may now suppose that there is a change in the

Price Effects 
market set of prices but that the indiVI
dual's money income remains the same as 

before. If the price of one of the commodities he buys 
rises, he may either buy as much quantity of it as 
before. paying for it a larger amount of money, and 
reduce his expenditure on other commodities; or he 
may stick to his old lay-out of expenditure buying a 
smaller quantity of this commodIty, paying the same
amount of money for it as he did before; or he may 
diminish his expenditure on that good and substitute-
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some other good or goods for it. Alternatively, if the 
price of the commodity falls. he may buy the same quanti. 
ty as before for a smaller amount, or a larger quantity for 
the same amount, or a much larger quantity for a larger 
amount and substitute it for other commodities. The 
choice of anyone particular course will depend on the 
elasticity of his demand for different goods. These may be 
called the price effects on expenditure. 

In everyday life the demand situation for all commo
dities is the result of the combined influences of changes 
in incomes as well as prices. 
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HUMAN EFFORTS 

The analysis in the last chapter was based on the 
assumption that men start in arranging the lay-out of their 
expenditure with certain incomes. We have now to 
analyse the forces which govern human efforts In securing 
those incomes. An individual attempts to maximize his 
net income by his productive effort just as he tries to 
maximize his net utility by his expendIture. The 5tudy 
of the process of choice is fundamental also to the under
standing of the theory of production. 

Production has been defined as the creation of utilities, 

Prodnction 
of want-satisfying goods and services. The 
entire process of fashioning and making 

available goods and services in the hands of the final 
consumer is a productive process. It involves the co
operation of Nature and man which are the two primary 
factors of production. There is yet a third factor of pro
duction which consists of the accumulated know~e and 
appliances ag"mi.u]t of .P~t labour: This is caned q~ital. 
The organization of productive enterprise is regarded as 
the fourth factor of production. It is necessary at the 
outset to understand the individual characteristics of these 
factors. 

!By land is meant everything in external physical 
f surroundings which is accessible and use

pro:a:t~:n~ILand ful to man. Under it would be included all 
land used for cultivation, mining, planta

tions, forestry, fisheries, habitation etc., as well as other 
gIfts of NatureJ In the long run the area of land of 
course undergoes a change due to the work of rivers and 
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~arthquakes, land-slides and building of islands, and to the 
reclamations done by man. All these changes however 
are of comparatively minor significance, so that fixity of 
'the total area of the land can be taken as a realistic and 
-valid assumption. 

Out of these fixed natural resources mankind secures 
its requisites of life. These materials got from Nature 
<annot all be used in their original state. They have to 
be further fashioned into consumable form by human 
·labour. Iron ore must be fashioned into tools, cotton spun 
"and woven into cloth, and grain ground and baked into 
bread. Land is available for culdvation when the jungle 
on it is cleared and when it is levelled, drained and fenced 
in suitable plots. A large part of the earth has been deve
loped by constructing roads, rail ways and buildings on it. 
Thus we have already turned land from its natural state 
into a suitable form. Labour expended on it through 
centuries of past human history is now crystallized in its 
present form. It is not Nature in its original state. The 
,cultivated land is year by year fertilized by artificial 
manures and iIIlgated by canals built by man. 'The only 
parts of Nature which mainly remain in their original 
state are the conditions of rainfall, heat, cold and sunshine. 
'The rest is not Nature so much as human labour embodied 
.in suitable form.!l 

We have seen that the total area of land is fixed. We 
, , I 

have further to note that the powers of 
L mUat 00 0 N l' . d d h 'bl Th N t I Resoarces ature are lmlte an ex austl e. e 
a ara fertility of the soil is not such as to enable 

men to cultivate crops on it year by year without exhaust
'ing it. Fertility gradually declines over a period of years 
unless replenished by human efforts. The seams containing 
minerals get exhausted of their mineral deposits sooner or 
later. This has led some economists to argue that man 
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will in general find Nature to be an increasingly unwilling 
and unresponsive agent of production. It is subject to 
the law of dlminishIng responsiveness, yield or returns. 
To what extent this contention is true will be discussed in 
subsequent sections of this chapter. At this stage it 
is necessary to note that though land as a whole is fixed 
in supply, for any particular use or uses its supply can 
be increased by transferring it from other uses to the 
required ones. Historically two important events have 
worked against the increasing unresponsiveness of land. 
New discoveries of land have added fresh areas to the 
siiPP'iY already available. Secondly, the increase of ~@!1-
~£c knowledge has enabled mankind to use the known land 
far more effectively than was expected in the beginning of 
the last century. 

rOur discussion yields three important conclusions:
( i) The total area of land is limited; ( ii) the powers of 
land are limited and show diminishing response to inten
sive use unless science increases man's power over Nature 
and (iii) for any given use or uses the supply of land 
may be increased by transferring it from other uses so long. 
as land can be u.sed for more than one purpose.!:j 

Capital is defined as a produced means of production. 
Man does not exploit Nature only with 

Capital the help of his hands. He has invented and 
constructed a number of tools and appliances which make 
his work easier. In primitive societies these tools and 
appliances are few in number and variety. To secure tools. 
and appliances in large quantities a community will have 
to use more of its labour and natural resources towards 
their production. Obviously, in a poor community not 
much of the community's labour will be avaiiable for pro
ducing tools and machines as most of it would be devoted. 
to satisfying the primary needs of food, clothing and shelter. 
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To do so a community must possess a sufficiently large 
stock of consumable goods so that instead of using labour 
and land for goods required for immediate consumption it 
-can pay greater attention to producing tools. This is 
possible in three ways. rIt may either go on producing the 
-same quantity of consumption goods, but reduce its 
leisure and use the labour and time thus made available 
to produce tools. Orj by reducing leisure it may devote 
more time and labour Ito produce more consumption 
goods with a view to reserve them for future use. It 
can then begin producing tools. During the period of 
their production it can draw upon the reserved stock of 
consumption goods for its daily requirements. Or, thirdly, 
it can simply reduce its present consumption so that in
stead of the original quantity of consumables less is 
required for present consumption. The labour and resour
ces saved can be used for making tool!) 

The foregoing considerations bring into prominence 
three important factors in the production of capital goods. 
(i) Either a reduction of present consumption or drawing 
on the stock of consumables previously accumulated, 
(ii) . making available the necessary labour and resources. 
and (iii) the use of these resources in constructing 
tools and appliances. The first factor is primary. Re
duction of consumption or accumulation of consumables 
enables the community to release labour and resources 
from present requirements and make them available for 
building capital goods. Accumulation, release of labour 
and resources, and the use of them to produce appliances 
are three successive links in the creation of capital goods. 

If tools have to be used in production they must 

IndlrcGt 
Prodnctlon 

themselves be produced first. Instead of 
direct production of consumption goods 
we have now their indirect production. 

The process thus becomes round-about. It takes time.. 
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It is said to be time-consuming. But it results ultimately 
in increasing the quantity of consumption goods. 

From this point of view capital only becomes a parti
cular way of using labour, a way in which labour is spread 
longer over time. Labour and resources remain for a 
longer time in the preparatory process. The longer the time 
required for the preparatory process the larger is the stock 
of consumption goods ultimately secured. 

We have seen that an essential preliminary in the 
provision of capital is the reduction of consumption. 
Reduction of consumption means saving. Capital thus 
originates in saving and eventuates in the building of capital 
goods. fThe greater the savings and their use in further
ing production the greater is the supply of capita!J 

Capital goods are considered to be of different kinds. 
.,. according to their degree of durabIlIty, the 

ctaSSJl1catiou £ h' h 
I Ca itat Goods purposes or w IC they are used and the 

o P forms in which they are available. A 
durable good like a house or a machine yields its services 
over a period of years. It depreciates slowly from year 
to year until it is required to be replaced. On thE." other 
hand, there are goods which yield all their services in a 
single use. The stock of goods in the retail shop gets 
exhausted as soon as it is sold. Cotton in the textile 
factory is exhausted as soon as it is ~un. Yam is exhausted 
as soon as it is woven into cloth. VAny good used in pro
duction which requires to be renewed after a single use 
is called arculating capital. A good which renders its 
services over a series of uses during the productive process 
is called fixed capita!:J It must be noted that no good, not 
even a castle is permanent. The term fixed capital 
denotes only a relatively longer interval of time through 
which a good can be used. Between goods of very long 
durability and those that are finished with in a single use 



LABOUR 55 

there is a series of goods of longer or shorter durability. 
The distinction between fixed and circulating capital is 
therefore one only of degree and not of kind. 

rAll goods which are not in the bands of con
sumers are capital goods. They are being currently used 
in production. They are therefore called producer's 
capltal. Goods in the hands of consumers on the other 
hand are called Consumer's capltal. This distinction IS 

based on the position which goods occupy in relation to 
their us~ 

In the trader's account.books the money invest~d in 
the concern is called its capital. It is in fact only the 
value of the capital in terms of money. When a trader 
borrows money for investment he is said to borrow capital. 
What in fact he does is to borrow the means wherewith 
to secure command over capital. The goods which h~ 
buys not for his own consumption but for furthering 
production are real capital. The sum of money the 
represent is money capital. 

In the category of labour all forms of physical and 
mental exertion are included. Unlike 

Labour saving which is in the nature of a negative 
exertion being a sacrifice of present com

fort. la1;,.Qutjs_ a positive activity. J'fhe supply of labour 
depends upon the number of workers, the willingness of 
workers to put in longer or shorter hours of work, and 
the intensity with which each hour of work is filled. 
The supply of workers depends upon a number of factors 
some of which are economic and some non-economic in 
character. \ At this stage it is not proposed to enter into 
the exceect'ingly controversial topic called the theory of 
population which purports to throw light on changes in 
the population and consequently the supply of labour. 
It is enough to note here that over long periods of time 



56 INTRODUCTION TO ECONOMICS 

there are appreciable changes in the quantity and quality 
of labour. 

What is called productiveness or efficiency of labour 
depends on the physical and mental health of the people, 
their habits and social customs, the standard of hfe which 
they enjoy, and the quality of general and technical educa
tion they receive. 

A large number of working men and women offer 
themselves for employment only. The rest 

Entrepreneurs who undertake independent ventures on 
their own initiative and offer employment to others are 
called entrepreneurs. Their activity is so important that 
entrepreneurial work has been regarded as a separate 
factor of production. In the productive activity of the 
community the actions and choices of the entrepreneurs in 
a large measure determine the direction and volume of 
production. In the following pages we shall be mainly 
concerned with the behaviour of the entrepreneurs. 

'1l The division of factors into four classes is not strictly 
. logical. In a number of cases the purpose 

Substitutable served by a unit of one factor is also factors 
served by a unit of another. The factors, 

in other words, are substitutable. It is thus possible to 
secure the work done by a worker by the employment 
of a machine. Whether one factor is used instead of the 
other will depend upon whether it is possible to effect the 
substitution profitably with the existing n:arket prices of 
the factors in question. It would therefore be more logical 
to class all those units of technically separate factors 
that are substitutable as units of a single factor. There 
will tpen be as many factors as there are non-substitutable 
agencies of work. But in a variety of cases the degree of 
substitutability differs. Efforts at a classification of dIstinct 
factor-services are on that account rendered difficult. We 



PRODUCTIVE ACTIVITY 57 

may therefore adhere to the traditional categories of land. 
labour, capital and entrepreneurial work. 

'j2. rWe arc now in a position to undertake the analysis of 
~roductive activity. At the beginning 

p~:~r:::;' o.f the c~apt.e~ it w~s argued that. in produ~ 
tIon, an xndlvldual s endeavour IS to maxI

mize his net income. This involves a large variety of deci
sions to be made. Every person wishing to secure an in
come £Ods whether he stands to secure a larger income by 
being employed gainfully on contract or by starting an 
independent venture. We shall here discuss the behaviour 
-of one choosing the latter course. Such an individual is 
called an entrepreneur. The entrepreneur's behaviour 
in a single industry in which others compete with him is 
conditioned by certain tendencies which are universal in 
their application. It is these ~hich form the subject
matter of this section. 

When a person decides to start an independent venture 
he has next to determine the scale on which his venture is 
to be started. Then follows the assembling of the necessary 
resources. The money capital which he commands will 
enable him to purhcase raw material, machinery and the 
.service of labour. He may negotiate with others for secur
ing a suitable site for his factory, and with the banks to 
provide him with his day to day requirements of circulat
jng capital. He has to order the proper type of machinery. 
When he gets the factory building erected and the machi
nery installed, he employs labourers and the supervisory 
staff. It would be his endeavour to secure all these resources 

, .at the lowest cost consistently with their efficiency. H~ 
expects to sell his product for some price and he wishes 
to make his costs as much lower than the price as is 
l>ossible. When the work begins, his constant endeavour 
is to see where and when economies can be secured by 
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cutting down the use of resources here and increasing it 
there. When the product comes out in a finished form he 
negotiates for its sale at the best price available or waits 
for some time in expectation of a good turn in the market. 
He arranges for keeping proper accounts of receipts 
and disbursements to enable him to know the financial 
position of his concern. 

A business may be run by a single person or by an 
association of persons. In the latter case all are jointly 
entrepreneurs in the conce,:n. They undertake to work 
j9intly and share profits and losses on agreed terms. A 
business concern is in continuous operation unless it is to 
be wound uP. It may be a manufacturing concern or an 
import-export firm or a retail shop or a pleader's business. 
There are differences in the legal positions of different 
types of business but they are alike in the fact that the 
entrepreneurs bear the risks involved in their operation. 

Let us analyse the conditions surrounding the produc-
~ E f tive venture of a small entrepreneur, say. 
T sample 0 a . ul·· I f Peasant.Proprletora peasant-propIletor c tlvatmg a pot 0 

ten acres ofland for wheat. He expects to 
fetch a certain price for wheat at the end of the season and 
wishes to sell the largest possible quantity of wheat which 
he can produce. He will try to reduce the cost as much 
as possible by successfully bargaining with his workers 
and/or by changing the number of workers on his plot. 
A change in the number of workers on a plot ofland of a 
given area is equivalent to a change in the proportion in 
which the two factors -labour and land - are employed. 
A change in the proportion of factor-combination produces 
a change in the quantity of the produce. If he employs 
only one worker probably the labour on land is so short 
that very little produce is secured. He can therefore 
advantageously increase the number of workers from one 
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to two. Labour on the soil can DOW be divided among the 
two workers with the result that the yield is increased. 
He will continue to increase the number of workers tilt 
he finds that the yield per man is very satisfactory. But 
by this time the limited powers of the soil are being 
already fully employed. A further increase in labourers. 
may increase the total produce but not as much as before. 
Every successive worker after this point may continue to· 
add to the total produce. But these additions continually 
decline until a point is reached where any further increase 
in the number of workers may not brmg any further
addition to the produce. A further addition of workers 
may in fact diminish the total produce. These results of 
changes in produce consequent on changes in the propor
tions offactors, in which the factor land is constant,can b~ 
put down in a tabular form. For a proper analysis th~ 
results will be given under the heads of total produce. 
average produce per worker, and marginal produce. 

Acres of No. of Total Average Marginal 
land workers produce produce produce 

( bushels of wheat) 

10 1 10 10 
10 2 25 12. 15 
10 3 42 14- 17 
10 4 64 16 22 
10 5 85 17 21 
10 6 105 In 20 
10 7 119 17 14-
10 8 128 16 9 
10 9 135 IS 7 
10 10 135 131 
10 11 132 12 -3 

Total produce is the quantity of wheat (or any other
corn) produced by all the workers together. 
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Average produce is the total produce divided by the 
number of workers. 

Marginal produce is the rate at which total produce 
increases or diminishes with every addition or subtraction 
-of a worker to or from the total workers. 

The table on the last page shows that when the area 
of the plot of land is held constant and 

Law 01 Dlmlnl- h b f d I shing Retnrns t e num er 0 workers is gra ua ly in-
creased, after the fourth worker is added 

the addition to the total produce or the marginal pro
duce ( vide col. 5) begins to decline. With six workers 
the average produce ( vuIe col. 4) is the highest namely, 
17lr bushels, after which it gradually diminishes. Lastly, 
the total produce is highest when there are nine or ten 
workers on the farm after which it declines. This tendency 
of marginal, average and total produce to decline when 
land is £Xed in amount and the number of workers on it 
.changes is called the law of diminishing returns. For the 
.sake of convenience we have chosen only two factors of 
which labour is the variable. But instead of labour alone. 
we can take labour and capital as the variables while land 
Temains constant. The results in that case will be slightly 
.different from those given in the table. But the general 
tendency will still continue to be in the same direction. 

The law is based on the assumption that land is limited 
in area. The reasoning of the law of diminishing returns is 
-extended to mining and plantations, forestry and fisheries 
as well as to building sites. If the assumption of fixity of 
-the supply of such lands is also given, it is obvious that 
increasing quantities of labour and capital applied to them 
would result in diminishing marginal, average and total 
returns. The productive capacity of each kind of land 
being limited. an inc:ease in the expenditure of labour 
and capital on it is bound to show a diminishing yield. 
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It is easy to see that the tendency to diminishing yield 
holds true even if we assume labour power to be con
stant and land to be the variable factor. 

)C In fact the law of diminishing returns is of universal 

Ilulvarlallty 
01 DlmlollhlDg 

Retaral 

application wherever in any combination 
of factors one or more factors are constant 
and the rest variable. If the services 
rendered by land were to be equally welt 

rendered by labour it would not be necessary to in
crease the area of land at all to secure a larger yield .. 
One can simply increase the labour-power applied to
a given area of land and secure a continuously increasing 
produce in proportion to the increment of labour-power. 
This however is never possible. To increase the produce .. 
along with labour land also will have to be increased. 
Otherwise the law of diminishing returns is bound to ope
rate. Similarly - and which is the reverse of the same 
thing - land cannot do the work of labour; so that to
increase produce proportionately to the increment of one 
factor the other factor or factors will have simtUtaneously to
increase after a certain point. All this is the same as saying 
that the law of diminishing returns operates because factors 
are not substitutable. So long as the fact of nonsubstituta
bility between the combining factors is present in any pro
ductive process, if some of them are constant and others. 
variable, diminishing returns occur after a certain point. 

The results of productive combinations of factors are
h.owever not exhausted merely by the law of diminishing 
returns. In the preceding discussion we started with the. 
assumption of a given quantity of the non-varying factors 
with which variable factors were combined in changing 
quantities. The law of diminishing returns was then seen 
to operate 'after a certain point.' The meaning of the 
expression 'after a certain point' must now be studied. 
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Every productive undertaking is surrounded by 
some technical conditions of production. 

Law 01 Increa- One of these conditions is that whatsing Retarns 
ever the scale of a productive under

taking certain minimum quantities of the combining 
factors have to be employed to make production at all 
possible. It may be possible to employ human labour in 
_small quantities of one hour or even half an hour. But 
further division becomes impracticable. And even this 
much of division is not possible in all cases. The diBi
culty of employing factors other than human labour in 
small and minute doses is very much more pronounced. 
The mimmum technical unit of a factor is such that 
whether more or less of goods is intended to be produced 
that unit must be employed. For the production of an 

.agricultural good, for example, some minimum area of 
land must be employed, - just as for the provision of power 

-to a factory an engine with some minimum horse-power 
must be used. For the production of even one unit of a 
farm good or one unit of a factory good the initial value 
of the land I engaged or machinery bought is very large 
compared to the intended quantity of the produce. 
But once it is bought the production of additional units of 
goods does not require additional expenses on account of 
farm or machine. The units of farm or machine initially 
engaged already possess a capacity for larger production. 
Ttll the fullest utilisation of the capacity of the combining 
factors is achieved, the cost of production per unit of the 
goods goes on diminishing. The certain point referred 
to in the expression after a certam pomt is this point 
of the fullest utilisation of capacity. Up to this point 
costs go on falling. The diminution of costs means in 
fact increasing returns. The law of increasm~ returns 
operates then because of the indIvisibility of the factors of 
production. 
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1- The explanation of the operation of this law requires 
a more elaborate treatment than what we 

"ubDIIlal MIDI. have attempted so far. The reason for it 
m~:g o~:::~!D. lies in the important fact that the techni-

cally minimum units of different kinds of 
factors are far from being uniform, so that in their pro
ductive combination the capacity of the units of some 
factor or factors gets fully utilised earlier than that of 
others. The law of increasing returns can be best explain
ed by taking a practical illustration. 

In every industry there is a combination of a 
number of factors. The entrepreneur owner of land, for 
example, cultivates it in the expectation of profit and is 
prepared to suffer losses. As a risk-bearing factor the entre
preneur is a single indivisible unit of a factor with whom 
are combined land, labour and capital. Let us suppose 
that the technically minimum unit of land is ten acres, of 
labour is one labourer employed whole-time, and of capital 
a few agricultural implements. Let the enterprise then 
start with one entrepreneur, one labourer, a piece of ten 
acres of land and a few agricultural implements. 

~ The factor whose unit attains its maximum working 

DI I I 
capacity earliest is the labourer. Once he 

vii OD 0 • I 
Labollr IS emp oyed on a fixed monthly remu-

neration the longer he works the less 
will be the cost of production per unit of the results of his 
work. But a time will come when his working capacity 
.gets exhausted and if additional work is to be done, 
additional workers will have to be employed. The 
employment of additional workers will give rise to a 
new productive situation. There is now the possibility of 
the workers dividing the total work on the farm among 
themselves. Instead of a single man doing all sorts of 
work alone or two men doing half of each kind of work. 
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some kinds of work will be taken over wholly by one man 
and others by another man. The loss of time and 
energy involved in moving from one job to another and 
that attendant upon the full adaptation to every fresh job 
will be eliminated. It is a common experIence that when a 
man changes from one kind of work to another he takes 
time to get into the work fully. In this period his muscles 
and mental power cannot be made to attain their maximum 
speed of movement. Further. now that the worker con
centrates on a few jobs he has a smaller field of acturity to 
which he can devote his full attention and attain greater 
efficiency.rAcquisition of proficiency. and saving in time 
are, thus the two new advantages arising out of division 
of labour. But the possibilities are not fully exhausted yet. 
If more workers are added each one can be given that 
work to whlch he is naturally fitted. Special natural 
abilities can thus be used to the fulU 

On a farm of ten acres however the exploitation of 
the advantages of aivision of labour will be limited by the 
area ofland. If with one worker the product is ten bushels, 
with two men the yield will be 12, bushels per man. With 
three it comes to 14 while with the addition of the sixth 
man the average product is 17, bushels of wheat. (Vuie 
table on p. 59) From this point onward the lImitation of 
the area of land puts a limit to any further advantages of 
division of labour. At this stage the factor land attain~ 
its full working capacity. In order further to enlarge the 
wssibilities of reducing costs the area of the farm will have 
to be increased before additional workers can be employed. 

Let us suppose that the farm is increased first by ten 

Machinery 
acres and subsequently every time by ten 
acres. Every enlargement of the area of 

land enlarges the field of division of labour until every 
worker will have only one small job or a part of a job 
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to manage. Every small job can be further and further 
sub-divided until the work done by a labourer is reduced 
to a single repetitive movement of his muscles. At this 
stage the work becomes so simple that it can be safely 
transferred over to a machine. The machine can be 
depended upon to undertake simple repetitive movements. 
It can run for all time and can in addition do the work 
with a precision and regularity which are never possible 
in human labour. rrhe widening of division of labour 
thus gives rise to the possibility of the introduction of 
machines which lightens human toil, and puts in a far 
greater amount of work. Human labour may now be 
confined only to minding the machine. The threshing 
machine, the reaping machine and the ploughing machine 
may thus be introducedj 

(By the time the farm is four or five hundred acres 

Large Scal. 
ProdactloD 

in area the scale of production becomes 
enlarged. The entrepreneur can now 
employ a special accountant to keep 

only the accounts of the farm, a specialized salesman to 
market his product, and a special transport agency to carty 
the product to the market. Specialized and trained ability 
can thus be used and the efficiency of work increased. 
In this new situation of large scale production the entre
preneur finds new ways of economy in expenses. They 
have been termed as the advantages or economleS of large 
scale produchon. Since these economies arise within the 
concern as it continues to develop they are called internal 
economles. With a large farm the entrepreneur will be 
required to buy his raw materials including manure, seed 
etc., in large quantities. The seller of these materials 
finding that he can clear his stock at once and save in the 
expenses of storing etc., can afford to sell the stocks at 
a relatively smaller price. The entrepreneur thus gets 
his raw materials cheaper. 

E.S 



66 INTRODUCTION TO ECONOMICS 

Further, if he has divided his farm into plots 
cultivating different seasonal crops, as soon as the crop of 
one plot is harvested and sold the money capital thus 
released can be used in purchasing raw material and 
labour for the second plot and so forth. The capital would 
seldom lie idle. A smaller money capital can be used over 
and over again. This will not be possible if he culti. 
vates only one crop. Thus the interest on capital is reduc. 
ed. Moreover, with a large scale of production the 
entrepreneur has more solid security to offer to the banks 
when he borrows. For this reason also his interest charges 
are reduced. ThIS is another advantage arising out of 
large scale production. In the sale of his farm products 
also he finds that the organization set up for selling a small 
quantity of a single product can be used for selling other 
products. The marketing organization can thus be more 
fully used and its expenses distributed over a larger 
number and quantity of commodities marketed. 

With the widening of the scale of production the 
entrepreneur must have machines of a larger working 
capacity. But the production of machines of a larger 
working capacity do not require proportionately larger 
amounts of labour and raw material He can thus buy 
them at a relatively cheaper cost. Moreover, the bigger 
machines do not require a proportionately larger operat
ing staff. In this case also he benefits. 

Thus the entrepreneur derives the following advantages 
from large scale production :-

( i) Greater division of labour with all its attendant 
benefits. 

( ii) The benefits of the use of machinery. 
(iii) The advantages of cheaper purchases of raw 

materials and marketing of products. 
(iv) The purchase of machinery at a relatively 

cheaper cost. X 
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( v) The borrowing and use of money capital at 
a more advantageous rat!J 

Often it so happens that when some factors have 

Coaltaat 
Retaras 

already attained their full capacity, further 
units of it cannot be added to the produc. 
tive establishment because the market 

-demand for the final goods admits of only a small increase 
in production relatively to the capacity of an additional 
unit of the factor. At the same time units of other 
factors have still to be fully exploited. In this case the 
former factor is overworked and costs tend to increase but 
the latter being still partially used tend to reduce costs. 
Over a range of output these increases and decreases in 
costs cancel one another out so that average costs remain 
·constant. In such a case a firm is said to be working 
under conditions of constant returns. 

When the concern grows to an enormous size, 
further avenues of reducing costs are ex. 

Optlmam Size hausted because the entrepreneur's capa
·city for supervision and risk-bearing have reached their 
limit. At this stage where costs have been reduced to 
their minimum level the concern can be said to have 
grown to its optimum size. Whether this size will in fact 
be attained or not will of course depend upon the condi. 
tions of the market for factors and commodities. Under 
fully competitive conditions every independent firm in an 
industry will reach the optimum size where its costs are 
lowest. 

As the competing concerns in an industry are reaching 

Esteraal 
Ecoaomles 

their optimum size the area in which the 
industry grows gives some advantages to 
it. Thus a new railway line may be con

-structed in the area reducing the cost of transport for the 
industry. Further the industry which supplies raw 
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material will itself grow and offer the material at a lower 
price. Subsidiary industries may grow round about and 
feed the industry in question. All advantages and econo
nues so secured are called external economzes. There is. 
also a limit to this type of economies. Their influence ulti
mately localizes the industry in a certain area. 

There are two more possibilities of reducing costs. 
One is that of technical inventions which is an ever
present factor in a dynamic world. New types of machines 
and processes of production will replace the old ones and 
over long periods of time costs continually fall. The other 
factor tendIng to reduce costs is the possibility of a 
combination of firms. When several firms combine under 
a sIngle grand corporation they are said to form a mono
poly. The formation of monopoly by firms after they attain 
the optimum size with a view to reduce costs of produc
tion further is, however. different from another type of 
monopoly designed to maximize profits by controllmg out
put and price. In the first case instead of independent 
agencies for the purchase and sale of goods for every firm. 
there is now an attempt to establish a SIngle organization 
for all. Capital is raised on the strength of the joint 
corporation and weaker and unprogressive plants are closed 
down. Even such a monopoly will however sooner or later 
exhaust its potentialities of further reduction of costs. 

rA combination or integration of firms may be either 
vertical or horizontal. rA vertical integra-

Vertical and tion is effected when in an industry firms 
Horizontal. I h 

Combinations which are comp ementa;y J:g_one anoL er 
combine. Thus the United States Steel 

Corporation no; ~~ its own iron and coal mines, blast 
furnaces, transport agencies, steel manufacturing plants and 
the final sales organizations etc. All these separate units 
feed one another. Under a joint management their policies. 
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are guided so as to be beneficial to all. Under horizontal 
combinations, on the contrary, we have competing firms 
manufacturi.!!S the same kindJ:)!..lttQd\KtJoilwltoge.ther. 
"Thus cotton manufacturing companies interested only in 
the production of cloth combine with a view to pool their 
-orders for cotton-yarn and benefit in the lower price at 
which all of them can secure their supplies of yarn. The 
logical end of the tendency towards securing economies of 
large scale production is thus the formation of a monopOly 
and elimination of competition. This opens up a number 
<of very interesting theoretical and practical issues which it 
.is not the purpose of this book to discu~1 

Increasing returns mean a progressive diminution in the 
.cost of production per unit and diminishing returns mean 
progressively rising costs. They are therefore also called 
the laws of dlminishing and lncreasing costs respectively. 

An offshoot of the law of diminishing returns is the 

Theory 01 
Population 

theory of population. It is associated with 
the name of Malthus. Briefly. his formula
tion of the theory is as follows :-{JPoPula

'tion has a natural tendency to increase in geometrical pro
~ression every twenty-five years as shown by the series 
1-2-4-8-16-32 etc. The means of subsistence on the other 
hand tend to increase in arithmetical progression ~hoWD 
by the series 1-2-3-4-5-6 etc. nt is easy to say by 
putting the two series side by side that from the third 
period onwards population presses on the means of sub
sistence. In the first twenty-five years the means of 
subsistence are doubled. But in the next twenty-five 
years the increase is only by 50 percent. In the succeed
ing period the increase is only by 3~ percent and thus goes 
.on diminishing in each successive period. This shows the 
operation of the law of diminishing returns. From the 
third figure onwards the means of subsistence per head ot 
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the population are reduced below the figure of thE:! 
previous period. The standard of life thus tends to go 
down. Food supplies per head of the population having 
fallen, positive checks to population will begin to operate 
and to reduce population so as to secure a balance bet
ween the two. The positive checks are wars, epidemics .. 
lowering of the standard of life, starvation, congestion in 
towns, bad sanitation. bad nursing, disease and death. 
Preventive checks may also operate in a community 
having foresight. These are late marriages, celIbacy and 
prudential restraintJ But Malthus was not very hopeful 
about the operation of these checks and hence he thought 
that the prospect before humanity was grim. 

In constructing this theory Malthus thought that the 
propositions and assumptions of the law of diminishing 
returns were applicable to his own country.rEnglish land 
was fixed in area and showed a diminishing response to 
intensive treatment in his times. Food supplies could not 
be increased to sustain a growing population. The means 
of overseas communications were imperfect and the ques
tion of converting colonial lands into granaries for the 
mother country was not seriously considere!J 

So far as Malthus' assumption of the fixity of Lmd 

The Error 01 
MaIthu5 

went he was obviously wrong. New lands 
were in fact made available and if English 
food supply was deficient it was posslble 

to import food from outside. The question of world 
population and world food supply has not yet arisen. The 
only question now is that a country must have the power 
of producing some exchangeable wealth which it can use 
for purchasing foodstuffs from outside. r For a single 
country then the problem is not that of population and food 
supplies within the country, but of population and supplies 
of all sorts of goods some of which could be exchanged with 
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other countries for foodstuffs. The comparison shouldJ>e 
~etween po~ul~tion and the tOtaL!.nnual ~~h~eabl~ 
wealth-of a count!l. "-Malt bUS' prediction has also been 
Proved to-bi-historically incorrect when it was found 
that improvements in the technique of agricultural 
production made possible the indefinite postponement of 
the law of diminishing returns.-I 

fin his assertion about the rate of growth of population 
Malthus was clearly stepping out of the field of economics 
and entering the field of biology; Economists have clearly 
no right to formulate generalizatIons in the field of biology 
unless they are biologists at the same time. Malthus was 
certainly not a biologist. It is however quite possible 
for an economist to make use of the generalizations already 
formulated by other biologists. Generalizations by biolo
gists regarding the natural rate of the growth of population 
were not available at that time. Nor are they available 
now. Given an unlimited supply of foodstUIrs how an un
restricted population would grow can only be ascertained 
by experiment in the laboratory. rThe actual rate of 
growth of population is so much influenced by social, 
economic, political, religious and biological influences that 
no historical rate of increase of any community in any 
country can be called a natural rate of growthd Test-tube 
experiments are impossible to perform in this case and 
hence any assertion about the natural rate of growth is ex
tremely hazardous. 

l'Further, it is impossible to assert that over any period 
of years there is any complementarity between population 
and wealth or foodstuffs such that over-population corrects 
itself.:.J Positive checks hke wars which Malthus thought 
woufd reduce over-population might in fact aggrevate the 
problem because war eliminates the working populations 
and thus reduces the power of people to produce goods.: 
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More than moral, a-moral checks like the modern birth
control methods might even produce a situation of declining 
population as in France and England. Whether a country 
is owr or under-populated can only be a question pertain
ing to any given moment of time, without reference to 
the past or future. 

The correct theoretical position regarding population 

The Correct 
Position 

can be presented as follows :-{At any 
given moment of time, with given natural 
resources and material and non-material 

equipment of the community, there is such a number 
of population that, in co-operation with the other factors, 
it produces the highest per capita wealth or highest 
average returns. This is the optimum number of the 
populatio~ This way of putting the theoretical position 
at once brmgs the theory of population into line with the 
propositions of the general theory of economics. If the 
actual number is less than this number there is under
population, if more there is over-population. Return
ing to the theory of production we know that all pro
ductive effort requires the co-operation of land, labour 
and capital. If out: of these three factors two -land and 
capital-are considered at any moment of time as given, 
the use of these fixed factors would require a certain number 
of people to co-operate with them for producing the 
highest returns per head of the population. (With given 
capital and natural resources, increase in the number of the 
people from one to the optimum figure would enlarge the 
field of division of labour and raise the per capita output. 
Any number smaller than this would diminish the possi
bilities of increasing output through increased division of 
labour. Every increase beyond this optimum would 
produce a lower per capita output because the field of 
division of labour is already exhauste~ 
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But by stating the theory of population in this way we 
have raised more difficulties than solved. For producing 
the highest per capita output the number that counts is 
not th,!S of the total population but of the working popula. 
tion. r 1£ the age-composition of the actual population is 
such that the working population is equal to the optimum 
required for the highest per capita output then only 
will the total population be optimumJ From moment to 
moment the material and non-materialequipment changes 
requiring a change in the numbers to constitute the opti. 
mum. 'The health and strength of the people as well as 
social customs and institutions affect the working capacity 
of a peopl~ B~tween any two communities a differeQce in 
these conditions would mean a difference in the requisite 
optimum number as well as in the maximum per capita out. 
put. Given the conditions of health and strength etc., the 
requisite optimum is a single determinate quantity. 

The optimum number of population has always been 

Popalatioo 
Polic:J 

considered by a number of economists as a 
desirable number. H~nce with the treat
ment of the theory of populatjion a large 

amount of irrelevant talk about the policy of the State in 
regard to population has been unfortunately mixed up. 
Whether the optimum population should be the goal of 
state policy is for the State to decide. With the State, 
however, there may be a number of other considerations 
like military strength, eugenics etc., by which to guide 
its population policy. Economists qua economists have 
nothing to do with these considerations. 

There are one or two questions of economic import

Rh:bes aDd 
PovertJ 

ance often raised in remote or intimate 
connection with the theory of population 
which deserve some notice at this stage. 

7he first question relates to the quantity and distribution 
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of the annual wealth of the country among its inhabitants 
and the second relates to the problem of unemployment. 
In regard to the first question it is said that the problem of 
population is one of production as well as of distribution. 
They seem to be under the belief that in a rich country 
there is no over-population while in a poor country there 
is over-population. This belief is wrong and arises from 
the further belief that an output with which there is ade
quacy and plenty for all is denoted by the theory of popu
lation as a desirable output, and since in a poor country it 
does not exist there is over-population. The theory of the 
optimum population does not suggest that riches or poverty 
are at all relevant to it. There may be over-population 
among a community of multi-millionaires if a reduction of 
their number by one increases the per capita output, and 
no over-population in a poor country if a reduction in its 
number by one reduces the per capita output. 

The theory of the optimum population has nothing to 
do with the question of the distribution of 

Distribution 01 the annual wealth of a community among 
Wealth 

its members. How it is distributed among 
them depends on the institutional framework of society 
and the policy of the State. If it is unequally dlStnbuted 
it may raise issues afi"ectmg the social institutions and the 
tax system but not the quantity of population. Similarly. 
the existence of unemployment may only show that within 
the institutional framework of a society the co-operation of 
the factors of production does not take place continuously. 
It is difficult to apply the theory to the examination of the 
problem of population of any country. We have no satis
factory statistical method of finding the quantity and 
quality of natural resources, equipment and knowledge ~ 
much less would it be possible to say what population is 
optimum in relation to these non-measurable magnitudes. 
Any policy regulating the numbers of population alone 
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would produce changes also in the capital equipment. All 
the factors act upon one another so that a policy directe~ 
to secure the optimum number of the population may end 
up in an extension of the policy of state control over the
general economic activity of the community. 

In the light of these remarks we shall now go on ta 
consider the Indian Population problem. The table below 
gives the movements of the Population in India from 
1872 to 1931. 

Census Population in Variation percentage-
Millions since last census 

( NomlDal increase ). 
1872 206·16 

1881 253·89 23·2 

1891 287·31 13·2 

1901 294·36 2·5 

1911 315·15 7·1 

1921 318·94 1·2 

1931 352·8 10-6 
The increase in population for each successive census: 

is partly due to the inclusion of new areas, partly to. 
improvement in the method of enumeration and the rest 
to real increase. Deducting the first two increases from 
the total we find that the percentage rate of real increase 
has been as follows: 

Year Real 

1872-81 

1881-91 

.1891-1901 

Increase 
1·5 

1·4 

Year 

1901-1911 

1911-1921 

1921-1931 

Real 
Increase 

6-4 

1·2 

1()'6 
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The rate of births per thousand has varied since 1885 
upto 1931 from 35·83 to 34·38 and the rate of deaths from 
'27·44 to 24·89. In England and Wales the corresponding 
figures for the same period are 30·5 to 15·3 and 18·7 to 12'(). 
-This shows that unlike in India both birth and death rates 
in England and Wales have continuously gone down to a 
-considerable extent. 

Writers on the problem of population in India have 

Indian 
Popnlation 

examined the question with a view to find 
out whether there is either a state or a 
tendency to over-population. and the 

general fact of poverty of large masses has been adduced as 
-evidence in support of the contention that there is over 
population. The implication of this assertion is that the 
-absence of an adequacy of income levels for maintaining 
a decent standard of life in India is a proof of over-popula. 
tion. But as we have already observed. the theory of 
.optImum population has nothing to do with the adequacy 
,of the means of livelihood and comfort for each and aU. 

IThe test of over or under-population is to see whether 

Test of over
popnlation 

a decrease< or increase in the numbers 
incre~s -tb.;-,Per -capita outPUt _ -with 
iivel'l. ;;:ati.tr'al~esout~ and material and 

non-material equipmeny Both the latter items are 
difficult of quantitative determination. And even if 
it were pOSSIble to measure them it would still be 
difficult to say what number is optimum in relation to 
them. If as between two moments divided by a period 
.of time the output per head at the first moment is x and 
.at the second moment x + y (y being a positive quantity ). 
it would still not be possible to say that the number of 
population at the second moment is nearer the optimum 
than that at the fust or that between the two moments 
there has been anything like a tendency for the numbers 
t:o move towards the optimum. We may be justified in 
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saying so only if factors other than the numbers of people
are constant and population alone changes. Actually all 
the factors move, so that when we compare the two posi
tions we are in fact comparing two entirely different and 
unrelated magnitudes. It is as if we are comparing the 
case of one country in which output per head is low 
with that of another country in which it is high and then 
saying that in the latter country the numbers are nearer 
the optimum than in the former. Increase in riches by 
itself shows no tendency towards the optimum. 

The population in India is perhaps the largest in.. 
relation to her area when we compare it 

la41aD PovertJ with other countries. This has led some 
writers to say that we have over-population. These very 
writers however hold the view that India is a rich 
country inhabited by poor people implying that our 
natural resources are abundant and unexploited. If it is 
so, the scope for the advantages of increased division of 
labour is not yet exhausted. It is then a problem of bring
ing about an effective co-operation between the two and 
not of checking the growth of populatIon. 

Some writers are alarmed at the rate at which popu

ComparlsOD 
wlth other 
Coaatrles 

lation in India is growing while others find 
that the rate of increase compares not un
favourably with that of other countries. 
The rate of growth can be more or less 

than adequate only in comparison with the so-called 
optimum rate of growth. However there is nothing like 
an optimum rate of growth of population independent of 
other factors. Numbers affect capital equipment as equip
ment affects numbers. If our rate of growth is reduced,. 
capital equipment may be affected, so that controlling the 
tate of growth by itself would not necessarily secure for 
us an optimum combination of factors of production. 
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'Those who hold the second view will have to show, on the 
>contrary, that there is a growing scope for division of 
labour in the country. That our rate of growth compares 
not unfavourably with other countries is no cause for satis
faction; nothing can be proved from such a comparison. 
The rate of growth in other countries may itself be satis
factory or not according as it keeps within or outstrips the 
scope for division of labour 10 those countries. The com
-parison would give us cause for satisfaction only on the 
untenable assumption that the scope for division of labour 
in both the countries under comparison is in proportion to 
"'the numbers added to their respective populations. More
over it is not the rate of growth of population but the 
'birth and death rates which are important in this connec
tion. For if in a country A the birth-rate is 12 per thousand 
.and the death-rate is 10 and if the two rates in another 
country B stand at 32 and 30 respectively, the surviving 
.difference in both is the same. And yet the high mortality 
in B may suggest the existence of conditions adverse to 
human life. The question would then be as to why, if 
the birth-rate is so high in country B, its population 
does not increase rapidly. 

fit is thus impossible for us to attack the problem from 
. the point of view of optimum numbers. 

P
QaallllJti 01 What we can and should do is to discuss 
opu a ou h l' f hId' la' f t e qua Ity 0 ten lan popu tion rom 

the viewpoint of productive efficiency. The working popul
ation in India which is supposed to be between the ages of 
15 and 40 is 40 percent of the total. In France it is 53 and in 
England it is 60 percent. This is so because Indian death
{"ate is high and the average expectation of life is short. Early 
death reduces the working period of life. This reduces the 
period of productive labour expected from each person. 
Moreover, since our birth-rate is high, persons under the 
.age of ten who form a very large proportion of the total have 
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to be fed from what the rest produce. The resulting small 
income pet head itself reduces the expectation of life and 
makes even the working part of one's life less e£licienW 

Further, the expectation of female life in India is less 
than that of male life because poverty and 

female LUe the existing social customs like purdah, 
make conditions surrounding female life much more ad
verse than those of male life. The birth of a female child is 
not looked upon favourably and female babies are neglected. 
The institution of early marriage brings on girls the respon
sibility of motherhood prematurely. This makes them 
succumb to wasting diseases. The girl~wife has in addition, 
to become the drudge of the family. She works from morn 
till even in cooking food, washing clothes, cleaning utensils 
and at other petty ends and odds of family necessity. 

Poverty means a low standard of life, lack of nourishing 
. food, and appalling conditions of sanitation 

Health in towns and villages which make the 
people liabJe to diseases. The adult starts in his life with a 
weak body and mind. He is burdened with the cares of 
maintaining large families at an early age. Living in in
sanitary surroundings he falls a victim to diseases. Frequent 
attacks of illness reduce the working days in his employ
ment thus reducing his income which is, already low. The 
inefficiency of municipalities has made towns liable to 
frequent visitations of epidemics. The conditions in the 
village are no better than those in the towns. The villages 
'Suffer from absence of roads, lighting, drainage, potable 
water~supply and cleanliness. The villager contracts 
habits of dirty life and becomes a prey to diseases. 

rIugh birth and death rates also point to the same con
clusion. We are in a hurry to get into this world and 
in equal hurry to get out of it. The standard of education 
is low and the percentage of literacy small Most people 
have no knowledge of the modem scientific methods of 
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controlling the numbers. Children are born when there
is no desire to increase the responsibility of the family. 
Born in poor surroundings the life of the youth becomes 
susceptible to adverse influences on health and is an easy 
victim of death. Child mortality is highest in India in 
relation to that in other countrie!J 

The solution lies in two directions. A comprehensive 
programme of education imparting instruc-

The Solation tion not only in reading and writing but 
also creating 10 the members of the community a capacity 
to think and act for themselves has to be formulated and 
carried through. This will increase the efficiency of 
labour. It will also create an aspiration to lead a fuller 
and richer hfe. The age-long contact with the soil, the 
monotony of the seasonal cycle, the absence of knowledge 
of the outside world and a series of misfortunes in the 
form of epidemics and famines have created among the 
people a fatalistic and resigned attitude towards hfe. It IS 

this attltude of mind which kills all progressive instincts in 
man. The average Indian must be convinced from chdd
hood that his life can be better and that the progress 
towards a hopeful and promising life lies m his own power. 
The other line of attack is investment of capital in improv
ing the sanitation of town and village. Any programme 
of public works mhst give the first preference to sanitation. 
This will improve the conditions of health and strength 
of the population. In addition, capital should be invested 
in spreading the knowledge of scientific methods of birth
control. rA check to the increase in population will affect 
the numbers of the working population only after a long 
time. But the man-power reduced by birth-control will be 
made good by the increased strength and efficiency of the 
existing population and by the increased length of working 
lif~ If the problem is attacked in the right manner the 
use of these methods will ere long be wide-spread. 
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THE COMMODITY MARKET 

When an individual makes a choice between one 
h i' hour's leisure and one hour's work and 

WhJ Exc aag. decides to work. he sacrifices his hour of 
leisure and rest. It is the price he pays for doing his 
work. His choice puts him on a higher level of his scale of 
preferences. No choice or exchange is undertaken unless 
it leads an individual on to a higher level of his preference
scale. In addition to such choices, which are purely 
personal, an individual is everyday exchanging portions of 
his money income for a number of commodities and 
services. Every exchange takes him higher up on his 
scale of preferences. When he ceases to enter into any 
more exchange operations he does so because he feels that 
they will, instead of taking him higher. in fact drag him 
to a lower level on his preference-scale. That level 
when furth~ mhange is abouttOCease -is the equilibrium 
level for him. 

f\vhen two individuals exchange between themselves 
". h g B ... each other's goods and services every in-
..... c aa. e."eeo d" "d 1 "h h "I efi I Two la4lYl4uals lVl ua parts Wit w at is ess us u to 

him in exchange for what is more. Ex
change between them goes up to a level where both 
parties begin to doubt ~hether further acts of exchange 
will benefit them. The amount of goods that one party 
gives to the other in exchange for a unit of the goods of 
the second party may be called the price of the second 
party's good. The price and the quantities of goods ex ... 
changed will be determined by a p~cess of bargaining 
between them. When they are determined and exchange 

E.G 
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is effected no further action follows and both parties are in 
~quihbrium. The last units of goods bought and sold have 
the same utility for both. That is to say the marginal 
utility of the goods obtained is equal to the marginal 
utility of the goods parted with by both. Each one has 
risen higher up on his own preference-scale. The market 
for the goods and services exchanged can thus be said to be 
in equilibriumJ 

In the actual world a large number of commodities 

Barter and 
Money 

and services is exchanged among a large 
number of buyers and sellers. If exchange 
takes place between goods and services 

without money there is barter. In all barter transactions 
everyone who buys commodities is at the same time a 
seller of his own commodity. Money does not really in
troduce any significant difference in the situation. People 
accept money in exchange for goods and services because 
it is useful to them in purchasing their own supplies of 
goods. A single transaction is thus split up into two 
parts. When once people accept certain quantities of 
money for their goods, they mayor may not use the whole 
quantity to purchase- other goods. The market supplies 
of money in the subsequent exchanges may diminish. But 
this is a new situation worth studying by itself. 

Commodities are available in the market only after they 

The Market 
Snpply 

are produced. Everyone who produces 
commodities does so in the expectation 
that he will be able to sell them. In a 

world based on division of labour people undertake those 
productive activities which promise to yield the highest 
reward within the set of opportunities available. During 
their productive activity they enlist the services of factors 
and pay them in terms of money. The minimum prices 
people expect to secure for their products must at least 
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cover the expenses on factor services and leave some margin 
-of profit for themselves. There is, therefore, a limit below 
which they will seldom be prepared to exchange their 
.goods for money. And when they do in fact sell goods for 
money they are satisfied that it was the best thing they 
.could do under the circumstances. If they suffer losses 
they will reduce their output of goods and services and 
next time bring less of them for sale. This goes on day 
.after day. The market process is continuous. Past ex
pectation determines the present quantity of goods in the 
market and present experience together with the revised 
-expectations about the future determine the subsequent 
.course of productive activity. 

At any moment of time producers who come with 

The SapplJ 
Sc:hedale 

given quantities of commodities in the 
market will be prepared to offer more or 
less of them in response to higher or lower 

prices. If the prices are low they may reserve a part of 
the supplies for sale in the future. If they are high they 
may draw on the past reserves and increase the supplies. 
How much of the given quantities of commodities will 
be offered in the market will thus depend on what 
prices are available. For an individual seller of goods 
we can construct a supply schedule of his commodity 
giving the quantities offered by him at different prices. 
The price at which a determinate supply of the good 
is offered is called the supply price of that quantity. The 
list of supply prices and the quantities offered correspond
ing to those prices is called the supply schedule. We can 
.construct the supply schedule of the whole community for 
a certain commodity by simply aggregating the individual 
supply schedules of all the sellers. The procedure is the 
same as was followed in the case of demand schedules. 
The supply price is a price at which a seller is 1II&Umg to 
sell a determinate quantity of his goods. It is not the 
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same as the expenses or costs of his productive activity 
though these will influence his willingness to sell at 
different prices. 

rA slight change in price will induce the sell er to 
change the quantity of the commodity he is willing to 
offer for sale. The new price is called the marginal supply 
price of that quantity. Similarly a small variation in 
price may induce a change in the quantity demanded. 
The new price at which a different quantity of the com
modity is demanded is called the marginal demand price 
of that quantit!:) 

We have already seen that the price one pays for 

1 D 4 
buying a certain quantity of a commodity 

Laws 0 emao. I' 'I ill' Th la 04 Supply IS equa to ItS margma ut ty. e rger 
a the quantity the lower is its marginal 

utility, and it will be bought only at a lower price. If the 
price rises the quantity demanded will be smaller. Demand 
thus varies inversely Wtth the prlCe. This is known as the 
law of demand. On the other hand, the supply of a 
commodity increases as the price rises and diminishes as it 
falls. Supply vanes dlrectly Wtth the prlCe. This is known 
as the law of supply. Conversely, if demand increases, 
calling forth a larger supply, the price will rise; and if, 
demand, falls, ~ing the a:vailable supply sup~rf1uous, 
price WIll fall. These laws, like all other economIC laws. 
are true on the assumption that other things (such as the 
tastes of the individual, and the rate of returns to pro
ductive effort ) remain unchanged!.l 

Weare now in a position to undertake an analysis 

Market 
of the process by which the price of a 
single commodity is determined at any 

given time in a fully competitive or what is called a per
fect market. But before that it is necessary to under
stand the concept of the market. 
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In the popular mind the word market is associated 
with a certain place where goods are bought and sold and 
it is quite natural that this should be so because almost all 
daily transactions with which we are concerned are entered 
into in such a place. But in economics the term market 
bas a wider meaning than this. Wherever there is an act 
<>f exchange a market is said to exist. An individual ex
changing an hour's leisure for an hour's work is in this 
sense a market for the exchange of his time. Similarly all 
.dealings in the world regarding the purchase and sale of 
raw cotton constitute the cotton market in so far as all 
the buyers and sellers in different countries compete with 
one another and can communicate with each other their 
bids and offers. We may similarly have a world market 
for wheat or iron or stock or money. In so f!r as buyers 
and sellers compete with and communicate their bids and 
offers to each other in a small area, we have only a local 
market. There may, for example, be a local market for 
"Vegetables or fish. Location is in this case implied in the 
word market. But it will be clear that location is not the 
.important consideration in this concept. 

Let us assume a perfect market. It implies a number 
<>f buyers and sellers and a free communication between all 
of them with a view to know their mutual bids and offers. 
lt also implies that there is a perfect knowledge on the 
part of buyers and sellers of the total stock available for 
-exchange and the quality of the stock. In such a market 
there is only one price for the uniform supply of a com
modity at which it is sold, and the same price is charged 
.to all the buyers without discrimination. 

In such a market the value of a commodity is deter

Tbe Martet 
Procesl 

mined at any time by the inter-action of 
the forces of demand and supply. Let us 
suppose that the commodity in question is 
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sugar and that there are a number of buyers and sellers 
wishing respectively to purchase and sell it. Let the 
demand and supply schedules for sugar be as follows -

Price per seer Total demand Total supply 
(annas) ( seers ) ( seers) 

10 100 400 
9 125 325 
8 135 275 
7 145 200 
6 160 160 
5 200 140 
4 300 100 

We have assumed that the price varies only by one 
anna every time. A change of price from ten to nin~ 
annas increases demand to 125 seers and reduces supply 
to 325 seers. Nine annas is the marginal demand price for 
125 seers and marginal supply price of 325 seers and so on 
for every price and quantity. 

In such a market the negotiation of sale and purchase 
proceeds by the method of bids and offers. Sellers are 
naturally anxious to secure the highest price for their 
commodity. Buyers, on the other hand, try to purchase 
their supplies at the lowest price possible. Let U$ 

suppose that the sellers start by offering their supplies at 
the price of ten annas per seer. From the table we see 
that at this price 400 seers of sugar are offered. But since 
the buyers in general are not anxious to buy sugar at this 
high price only a few of them who are most eager to have 
sugar come forth to purchase it. But their total demand 
amounts to only 100 seers. All sellers do not in this case 
succeed in selling their stocks. Some of them in their 
eagerness to secure customers for themselves now quote a 
lower price, say, nine annas. Those, however, who do not 
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find this price worth their while to accept, withdraw from 
the market so that only 325 seers are offered for sale. But 
at this price only a few more buyers are tempted to 
purchase their supplies raising the total demand for sugar 
to 125 seers. It is clear that at this price also the supply 
is larger than the demand. The more eager sellers would 
now find it necessary to quote a still lower price. 

On the side of the buyers the process starts by some 
of them offering to purchase sugar at a certain price. Let 
us suppose that at four annas.per seer buyers as a whole 
are prepared to go in for 300 seers. But at this price only 
the most eager sellers offer their supplies for sale. The 
total supply offered is only 100 seers. Many buyers in 
this situation will have to go unsatisfied. They will. 
therefore, try to out-bid one another and some of them 
quote a higher price, say. five. annas The least anxious 
buyers withdraw and a few more sellers come in. Demand 
falls from 300 to 200 seers while supply increases from 100 
to 140 seers. The more eager buyers now quote a still 
higher price. 

Thus the buyers and the sellers in the market go on 
making bids and offers. The process of bargaining con
tinues till the amounts demanded and supplied at a 
certain price are equal. The table above shows that at 
the price of six annas per seer 160 seers are demanded and 
supplied. There is no incentive for further bargaining 
and competition on either side. The sugar market is in 
equilibrium. 

me price of six annas is the equilibrium price at 

Eqll111briam 
which demand and supply are equal. It is 
the marginal demand price of 160 seers of 

sugar and the marginal supply price of the same quantity. 
Thus at any time the price of a commodity will be 
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determined at that level where the marginal demand price 
and the marginal supply price of the quantity exchanged 
are equal. 

It is wrong to suppose that at the equilibrium price all 
the quantity of the good avaiiable in the market is sold or 
that all demand for it is satisfied. But sellers who retire 
from the market feel satisfied with their choice of retire
ment at the moment; so do retiring buyers. Those who 
have bought and sold the goods also feel satisfied at the 
moment with their conduct. No further action takes 
place in the market and hence the market is said to be 
in equilibriu~ 

The above analysis however refers to a commodity 
which could be stored for future sale. Not all goods can 
thus be stored. In the case of readily perishable goods 
like fresh vegetables there is no possibility of reserving 
them. Whatever quantities are brought to the market 
must be either sold or allowed to perish. There is thus no 
supply price in their case. Whatever the price. sellers are 
disposed to clear their stocks. Price in this case will be 
entirely determined by the conditions of demand. 1£ 
demand is strong price will be high. if weak it will be low. 
Any price will in this case be the marginal supply price of 
the same stock. Most commodities however are more 
or less durable. and this makes our analysis valid for them. 
The supply schedules of these commodities will of course 
vary according to the degree of their durability. 

Our hypothetical demand schedule will not remain 

P i 
unchanged over a period of time. There 

r ce ander d inf1 • 
Changing Demand are a thousand an one uences operatIng 

on the demand conditions for a good. For 
example. demand for it may increase because population 
has increased. or/and the taste for it has increased or/and 
rival commodities have risen in price driving people to 
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buy it in larger quantities, or/and people's incomes have 
increased. A change in these factors in the opposite direc
tion will cause a fall in demand. Demand schedules will 
thus change producing" changes in the equihbrium price 
and quantity. 

At any moment of time the marginal demand price 

P I 4 
is the price which measures the marginal 

r " aa er 'Ii f h 'd d d Th' 'II Chaaglag SapplJ uti ty 0 t e quantlty ema e. 15 Wl 
be true of all times. We cannot however 

make a similar statemeBt regarding supply. rThe marginal 
supply price measures only the marginal willingness of 
sellers to offer a certain quantity in the market. But at 
any moment of time the marginal supply price will not 
necessarily be equal to the marginal cost of production of 
the quantity of a good supplied. This is because in a 
short period the quantity of a good cannot be vaned with 
changes in its market price. The experience of the vege
table sellers on any day will however lead them to revise 
their actions for the next day. If today's price is low, 
tomorrow they are likely to bring smaller supplies. The 
second day's supply will again be fixed for that day and 
$Oo~ 

[In a short 

The Short 
Perlo4 

period the quantity of agricultural com
modities, for instance, cannot be increased. 
Once the season', supply is harvested it is 
there ready for sale. Whether more or 

less of it is offered for sale in the market depends upon the 
future expectation of prices, expenses of storage if the 
crop is to be stored, its durability and its cost of produc
tion. If expectations of future prices are not rosy and if 
$torage expenses are heavy in relation to expected prices, 
producers may even be prepared to sell the commodity 
below its cost of production and suffer a loss. If on the 
contrary demand is very strong, the possibility of securing 
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good profits will drive producers to raise the supply price
much above the cost. The market conditions in one
season wIll influence the decisions of producers to produce 
more or less output in the next season. It must be noted 
that the total volume of production of agricultural goods 
is not capable of large variations even over a period of 
some seasons. The same land may be more or less inten
sively cultivated, but variations in total produce brought 
about in this way will not be very appreciable. 

It is so also in manufacturing industries. The quantity 
of manufactured goods cannot be suddenly increased as a 
result of a rise in their prices. New factories take time to 
come into existence. And before they come to exist, a rise 
in price will bring to the producers high profits. If, on 
the contrary, demand is weak and price low, manufacturers 
will not be able to reduce their factory establishment& 
suddenly and will continue to produce even at a loss. 
Over a period of time the number of factories will of 
course change. But till it does so change, the benefits of a 
higR price as well as the adverse effects of a low price will 
fall on the producers. In the manufacturing industries 
owners of factories may work the machinery more or less 
intenSIvely. But even then the influence on total output 
will not be appreciable. It WIll thus be seen that over a 
short period demand has a ereater lnfluence on price than 
supply since the latter is relatively inelastic. 

The statement that in the short period the volume of 
production is not capable of wide variations or that it is 
inelastic is however not true under all conditions of produc
tion. If machinery and labour are lying idle the volume of 
output can be increased until both are fully employed. So 
also if a good deal of cultivable land is lying idle. After 
the full capacity of the productive unit is used up, how
ever, the volume of output becomes inelastic. Output can 
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similarly be .diminished by throwing factors out of employ
ment. But upto the use of full capacity, the cost of pro
duction per unit usually falls. If producers reduce output 
below the optimum point they will experience rising costs. 
They will therefore not be inclined to reduce output unless.. 
prices are far too low. 

In the long period however the volume of production 
Th L PIli can be adjusted to meet a given demand in 

• oog er 0 the market. ·We have seen that it takes a 
long time for I1ew factories to be erected. The manu
facture of machinery and the construction of buildings. 
to house it require a long time. Similarly if the out
put of, say, rubber or mangoes is to be increased the 
new trees planted will take at least four or five years
before they yield their fruit. Likewise it is not easy to· 
give up the working of a factory merely because the. 
present price of the product is low. The entrepreneurs
will put up a struggle to keep on in their lines until they 
find that by remaining in them any longer they will lose
heavily. In the long period then the productive establish
ments gradually change so as to adapt their number and.. 
size to the conditions of demand. The number of factory' 
establishments can be increased or diminished in any given! 
industry in response to demand conditions. In the long 
period every entrepreneur will be able so to adjust the 
scale of output to demand that he is not only able to
meet his expenses, but also to secure some minimum. 
profits. Unless his minimum expectations of profit are 
fulfilled he will, in the long run, leave the industry and 
choose some other line. In the long run then the price 
of the product will have to cover the expenses on all 
factors including the profits of the entrepreneur. The 
tendency in the long run will thus be for the price to be 
equal to the cost of production. The volume of output 
which. in the short period is inelastic, becomes elastic in. 
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the long period. Over the lont perIOd then The cost of 
fJroductum has as important an influence on the pnce as the 
conduums of demand. This brings us to the discussion 
of costs. 

When a person decides to enter into any particular 
line of economic activity as, for example, Sapplementary 

and Prime Costs the manufacture of cotton cloth, he has to 
incur certain costs in installmg the machi

nery and in housing hlS factory establishment. Further he 
has to employ some minimum number of persons to look 
after the working of the factory. When once capital is 
invested in building and machinery, it cannot be recovered 
:immediately from the sale of the first lot of goods 
manufactured. The investor will be able to get the money 
back only after a long time from the profits of the con
cern. Out of the annual profits he can set aside a part 
as a depreciation fund accumulating during the expected 
years of the life of the machinery. The invested value can 
~ltimately be recovered as a depreciation fund. The 
investor has a choice of investing his money in the cotton 
factory or not so investing, only before he commits himself 
1:0 the building of the factory. Then he ceases to have 
.further choice until the depreciation fund is equal to the 
value of the original investment When it is so he can 
.choose either to reinvest it in the factory or elsewhere. 
1£ his business fails badly he may not be able to get the 
whole or even a major part of his invested capital. 
During the lIfe of the machinery etc., he has to pay in-
1:erest on the capital and the salaries of the minimum 
number of men employed. These charges must be incurred 
whether the factory works fully or not. There is no choice 
in their case. They are ca11ed supplementary, overhead or 
fixed costs. Theyare obligatory. 

But when the machinery is installed the individual 
in question has to incur further recurring charges on 
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buying raw materials and labour to feed the factory from 
day to day. If he does not wish to run the factory to its 
full capacity, or to any capacity at all. he may not buy 
materials and labour. He has of course the choice still 
with him of fully or partially working the factory and. 
hence of incurring or not incurring charges on account of 
labour and raw material. These are called prime or 
vanable costs. They are not obligatory. 

Prime costs and supplementary costs together form 
the total costs. They include also the ex-

Anrlge ID4 d fi f h HlrglDl1 Costs pecte pro ts 0 t e entrepreneurs. If we 
divide the total cost by the number of units 

of output produced we get the average cost.rThis average 
will be high if output is small and low if it is large.' The 
rate at which total cost changes with changes in the 
volume of output is called the marginal cost. In some 
industries marginal costs vary over a certain range in direct 
proportion to changes in output. Over this range they are 
constant. But in so far as some costs do not change over 
that range the average cost will fall even though the mar
ginal cost is constant. Beyond this. owing to the fixity of 
the machinery the marginal cost will rise. The average 
cost will fall even though the marginal cost rises till the 
marginal cost is equal to the average cost. Hereafter both 
rise. In some industries marginal costs fall with changes 
in output over a range. Average costs in this case will 
fall more steeply over that range than in the first types of 
industries. But beyond this range marginal costs wIll rise. 
The point where average costs are lowest may be called 
the optimum point. With a given factory establishment 
and a given set of prices of factors there is only a single
determinate optimum point. If the scale of production 
changes involving a change in the magnitude of the produc
tive establishment. the optimum point will also change. In 
a short period the establishment cannot be changed. But 
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-over a longer period the scale of the establishment may be 
.adapted to the needs of the marke!:J 

Business concerns are called firms. It is to the ad van-

P I d 
tage of every firm to produce its output at 

r CI aD hi' h . f h MarglDal Cost t e owest cost glven t e pIlce 0 t e out-
put. ~nce the average cost falls until it is 

-equal to the marginal cost every firm will try to produce 
.()utput upto that pomt where the marginal ancl average 
costs are equal so that the cost per unit of the output is 
lowest in relation to the given market price. At any time 
-every firm endeavours to find whether to produce 
more or less output and hence to incur more or less costs. 
No firm incurs additional costs in producing an additional 
()utput unless it knows that the price is at least equal to 
the additional or marginal costs incurred. The price may 
()r may not cover the fixed costs which the firm has to 
incur whether it produces any output or not. But since 
the choice of mcurring or not incurring expenditure can 
be exercised in regard to the marginal cost price al ways 
tends to be equal to the marginal costJ 

Costs are the sum total of the prices paid to factors 
,()f production for their services in production. Factors 
always offer their services in the market at certain prices. 
They depend partly on the competition between units 
. ()f substitutable factors and partly on the opportunities 
available to them for remunerative work. Unless the 
prices so determined are paid to them their services are 
not available to any given industry or firm. IThe price of 

,the output must then be at least equal to the sum total of 
these prices. The entrepreneur is also a factor of produc
tion rendering the service of bearing risks. The profit he 

-expects is the price which society pays for his service. 
,Costs thus become determinants of Pric~ 
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., The production of a commodity may be subject either 
; P 1 4 to the law of diminishing returr..s or to the 

rllaaer 1 f" W ha d 'allrelslag tosts aw 0 mcreasmg returns. e ve note 
that diminishing returns mean increasing 

.costs and increasing returns mean diminishing costs. We 
shall examine how the price of a commodity is determined 
when its production is subject to the different laws of 
;returns. 

We shall at the outset assume that demand conditions 
are given. If under conditions of perfect market, that is, a 
market in which there are a number of competing buyers 
.and sellers, a commodity is being produced under the 
law of increasing or rising costs, it means that among 
the factors combining in production some are inelastic 
in supply while the rest are elastic. Under such conditions 
beyond a certain point marginal costs will go on rising. 
This will raise average costs also. A competing entre
,preneur working under these conditions always endeavours 
to find whether it is worth his while to increase the 
.produce or diminish it, Additional produce can only 
.be secured at a higher cost. He would not therefore 
incur it unless the price is at least equal to this addi
tional or marginal cost. If the price is higher he will get 
large profits. But the competing producers will in that 
case increase their production by increasing cost until all 
come to a position where a further increase in production 
means a higher marginal cost than the price, Each wIll 
therefore go up to a level where the two are equal. If 
price is higher than the marginal cost, output will be 
increased. But every successive increase is got only at 
an increasing marginal cost. The incentive to increase 
production will be absent at that point where the two are 
.equal. The price thus established is the equilibrium 
price. 
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Continuing our previous assumption, if a commodity 

P d
is being produced under the law of falling 

rice 110 er d . 
Diminishing COltS: costs, pro ucers secure all the economies 
The Optlmom firm oflarge scale production by increasing their 

scale of output. In our chapter on human 
efforts we saw that increasing returns or diminishing 
costs occur as the quantities of indivisible units of 
factors are increased in ascending order of their capacity 
l1'lltil the factor of the largest unit capacity, namely the 
entrepreneur, is fully employed. The scale for which the 
costs are lowest is that at which the entrepreneur is fully 
employed. There is however no logical necessity for a firm 
to reach this particular optimum point. Whether the firm 
will expand more depends on the price of the product. rt 
for example, a given increase in scale reduces cost per unit 
from one rupee to fifteen annas as the output is enlarged 
from 500 to 525 units, while the demand price of 500 units 
is Re.l/- per unit and that of 525 units is 14i annas per unit 
the scale of output will not be increased. Thus every firm 
will try to adopt that scale of output at which, given the 
price of the output per unit, the cost is lowest. Further 
increase in output would reduce price more than cost. But 
we have seen that with a given scale of output the point 
where the average cost is lowest is also the point at which 
marginal and average costs are equal. If the price is above 
this cost, output will be expanded. If any individual produ
cer charges a price higher than this lowest cost, competing 
producers will quote a lower price and draw the demand to 
themselves. Therefore, all competing producers charge the 
same price to their customers. 

So long as costs are falling, increasing quantities of the 
output will be offered in the market at lower and lower 
prices. The supply prices will thus be falling upto the 
limit where the demand price for the quantity asked for 
is just equal to its supply price. This price, under 
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competition, will be equal to the lowest average cost and 
the latter will be equal to the marginal cost. Any output 
lower than this would mean higher costs per unit and 
any output bigger than this with a given capacity of the 
equipment would mean rising costs. The equilibrium 
price of the output would thus be equal to the marginal 
and average costs. 

In those cases where the cost remains constant over a 
range of output there will be the same supply price for any 
output offered within that range. Equilibrium will be 
~arked at that level where the price is equal to the 
average cost. 

The above analysis was concerned with the demand for 
PrIce and and supply of a single commodity. The 

JoInt Demand same considerations apply to every com
modity or service in the community. In the actual world 
commodities are, in many cases. jointly demanded. Thus 
the demand for a dinner means a demand not only 
for rice or wheat but also for dal, ghee and condiments. 
The demand for tea means, demand for tea-leaves, sugar. 
milk, cups, saucers and spoons. When we demand 
a house we want doors, window-bars. tiles, cement. stone 
and glass. Every change in demand for dinners or tea 
or houses, will mean a change in demand for all the consti
tuent goods.fTheir prices will thus simultaneously change 
though all may not change in the same proportion. Much 
will depend upon the elasticity of supply of the con
stituent goods. In the long run, however. the price of 
every good will be equal to its cost of productionJ 

Similarly goods are seldom produced singly. The 
production of corn entails also the pro

PrIce and 
Joint Supply duction of hay and fodder. Lead and 

silver are found in the same ore; silver 
in this c;ase is a by-product. In these circumstances. 

E.7 
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it is many times difficult to find ~w much anyone of the 
jointly produced good has cost. 'If the demand for lead 
rises and more lead is produced the production of sliver 
simultaneously increases even though the demand for 
silver has not risen. In such a case silver will have to be 
sold at a lower pnce. The prices of silver and lead 
together will have to cover their joint costs of p:oduction. 
The price of each taken singly will not be equal to its own 
cost of production.J 

So far we have discussed the phenomenon of price

Monopoly 
determination under conditions of full 
competition. In such cases the action of 

every one is influenced by the actions of others. No one 
single producer or buyer will have the power of influencing 
the market. In his endeavour to get the highest profits 
every producer would end up by securing the profits 
which just make it worth his while to continue in that 
line. In the real world markets are seldom perfect. There 
are obstaclef\.!9 the free communication between buyers 
and sellers. 'Thus buyers become attached to particular 
sellers sentimentally and every producer tries to introduce 
some specialIty in his product. Full competition becomes 
impossible. As an extreme case we can think of the exis
tence of a single producer or a single buyer of a commodity. 
Where the entire output is controlled by a single indivi
dual or organisation we have a monopoly. Where the 
entire demand comes from a single individual or organisa
tion we have a monopsony. Situations are conceivable in 
which a monopolist meets a monopsonist in the market. 
We shall first undertake a brief investigation into the 
nature and effects of monopoIu 

A monopolist has perfect control over the quantity of 
the output offered for sale. But he has no influence on 
demand. In his endeavour to secure the highest profits he. 



MONOPOLY 99 

has to take account of the demand conditions and adjust 
his sales accordingly. The extent of variations in demand 
is determined by its elasticity in response to given price 
<hanges. rLet us suppose that a monopolist can hit upon 
the price or quantity of sale by a process of trial and error. 
He may try first to find, by fixing a price for his good, how 
much of it is bought, or alternatively he may fix the 
quantity to be sold and find out the price at which compe
ting buyers clear the stock. It is never possible for him to 
fix both. He cannot say that the public must buy this 
much quantity at this price. He can fix either the quantity 
sold or the price of the commodity. Thirdly, he may dis
<riminate between buyers and buyers and charge varying 
prices according to the individual intensities of demand. 
Which of the three alternatives gives him the highest net 
receipts will1?e determined by a process of trial. For the 
sake of convenience, we shall tabulate the results of his 
efforts. Let us suppose that our monopolist is a producer 
and seller of tea. 

1 2 3 4 5 6 
Price Quantity Total Cost per Total Net 
per lb. demanded receipts lb. cost receipts 

in annas lbs. in annas in annas in annas or profits 
(lx2) (2x4) in annas 

(3-5 ) 
17 25 425 6 150 275 
16 35 560 6} 2271 ~l 15 50 750 7 350 
14 100 1400 8 800 600 
13 125 1625 9 1125 500 
12 135 1620 10 1350 270 
11 145 1595 11 1595 0 

A glance at the table will make it clear that the 

PrIce aDder 
profits of the monopolist are highest when 

MODOpoly he sells 100 lbs. of tea. The monopolist is· 
always on that margin where he considers: 
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how a small change in output pr~ced by a small increase 
in costs affects his net receipts. 'So long as he feels that 
the increase in output increases his receipts by more 
than the increase in costs, it would be to his advantage to 
increase the output. He will clearly stop at that level 
where his marginal costs are equal to his marginal receipts. 
Beyond this point receipts are lower than costs. Below 
this point receipts are higher than costs. Monopoly 
equilIbrium will thus be determined at that point where 
marginal costs are equal to marginal receipts or revenue. 
In such an equilibrium marginal costs are not equal to 
the price but only to marginal receipts. Price is hIgher 
than the marginal cos~ 

At what level price is determined will depend upon the 
nature of the demand and supply schedules. Situations 
are conceivable in which monopoly price may be equal to 
competitive price or even lower. But into these questions 
we need not enter here. 

Monopoly conditions may be produced by a combma
tion of competing firms, or by the fact that the entire 
quantity of a particular factor is owned by a single indiVI
dual or an association, or because the state takes the solo! 
charge of production and supply of an economic good. 

{Monopoly in the production of a commodIty for whlch 
demand is inelastic, as in the case of necessaries of life. 
brin~s very high profits. The people are forced to pay 
too high a price for having it. In such cases state regula
tion of monopoly has been considered desirableJ 

rAn interesting case of monopsony occurs in the labour 
market when workers are not organised in 

]lODOPSODY aDd 
Price unions for collectively negotiatmg with 

employers but where the employers act 
almost as if they have formed a union by tacit under
standing. Individually a worker is in a very weak 
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:bargaining position. In this case the worker may get a 
wage below the marginal productivity of his work and the 
-employer will secure more value from him than what 
he pays to the worker. There the employers secure a 
monopsony profi~ 

{Vihere the workers also are organised in strong and 
vigorous trade unions we have a situation 

,-Bilateral Mono-
poly an4 Prille in which a monopolist and a monopSOnIst 

face each other. Competition is absent 
from both sides. This is a case of bilateral mOfiopoly. It is 
difficult to say at what level the price of labour will be 
~etermined in this case,. If the maximum offer made by 
the employers does not come to anywhere near the mini
mum which the trade union is prepared to accept, there 
will be no exchange and both sides will temporarily drop 

·out of the market. But if the minimum offer of the 
employers and the maximum terms of the union are near 
each other, within these two limits. there is a likelihood of 
exchange taking place at some rate. Whether the rate is 
nearer the employers' minimum offer or the union's maxi
mum demand depends upon their respective bargaining 
strength and skill. 

,. We have seen how the community's demand schedule 

General Eqal
Ilbrlam an4 

Changing Prilles 

for a commodity shows what quantities of 
it the community is prepared to buy at 
different prices. Given the price there is 
a determinate quantity of it bought by 

people as a whole. The price multiplied by the number of 
units of the commodity bought gives us the total expendi. 
ture of all buyers on that commodity. But the community 
spends the rest of its income on other commodities also. 
Given their prices and the community's demand schedules 
for the different commodities its expenditure on them 
-can also be determined. Given the whole price-structure 
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it is thus possible to show how the community allocates 
its expenditure on different items. If there is a change in 
the price of anyone good, expenditure on that good is 
likely to change. But this causes a change in the commu
nity's expenditure on other goods and hence in their 
prices. Change is likely to take place in the price-structure 
also as a result of changes in individual incomes. The whole 
price-structure is thus simultaneously determined. There 
is thus a general equilibrium of exchange. With every 
change in the price of a good and the income of an indivl
dual there is a simultaneous redetermination of all pnces, 
and hence a new level of general equilibrium. 

If the community's demand for money increases, all 
prices will fall and the money balances wlth individuals 
will increase. Conversely, if there is a general preference 
against money all prices will rise and money balances wlll 
fall. In either case all prices will not be equally affected. 
How far they will be affected depends on the location 
of different commodities in the schema of consumption 
of the community. 

A change in prices causes a change in the profits of 
entrepreneurs in different lines. Some will suffer losses 
and some will make abnormal profits. In consequence a 
reallocation of resources will take place as between dtfferent 
lines of activity so as to increase the supply of factors, and 
therefore production, in those lines where there are high 
profits, and to decrease them in those lines where profits 
are low. The whole productive system and allocation of 
factors are thus continually changing in response to changes. 
in the level of general equilibrium. 
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THE FAcrOR MARKET 

This chapter discusses the manner in which the 
prices of the factors of production are 

Dlstrlbatlon of determined. The prices which the factors 
lacomes 

receive for their services constitute their 
incomes. The owner of capital receives interest for allow
ing the use of his capital as the workers receive wages for 
their manual and brain work. These incomes the factors 
spend on purchasing goods and services produced by 
themselves. With division of labour however, everyone 
sells his services and buys some-body else's. I buy others' 
goods and services as others buy services produced by me. 
Ultimately of course everybody buys from the same 
common stock brought to the market for purchase and 
sale. The money-incomes which factors receive are thus 
ultimately realised in goods and services bought out of the 
annual wealth produced. And every factor receives from 
this stream of annual wealth a portion which its own 
money income can buy. Thus the annual stream of wealth 
gets distributed among all the factors in proportion to 
their individual incomes originally realised in money. And 
since in economics real goods and services form the 
ultimate objects of desire expressed through the willing. 
ness of persons to buy them, this division of economic 
theory has been called the theory of distribution. 

Students often interpret the word distribution in its 

MeaDIDg of 
DlstrlbatioD 

literal sense and suppose that the annual 
wealth produced is collected together 
at some place and then distributed to 

different people in the community. This is due to lack ' 
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of acquaintance with the scientific use of the term which 
denotes the phenomenon of the pricm~ pf--factDr:~Wlices. 
Fundamentally the propositions or-the last chapter are 
applicable to this chapter also since the market behaviour 
of the parties concerned is determined by similar forces. 

Entrepreneurs anticipate certain prices for their goods 
P . 1ft and services. These prices determine the 

ru:es 0 ac Drs magnitude of profits which the entrepre-
neurs receive. Profits are the difference between costs 
and prices which the entrepreneur desires to maximize. 

f'Pery entrepreneur will see to it that what he pays 
to the factors in exchange' for their services is at least 
not more than w hat he expects to secure by selling the 
products of their services. The utility to the entrepreneur 
of the service of a factor· is equal to the value which 
that service is expected to produce. It is not the 
direct satisfaction which the entrepreneur receives but 
the valuable salable product which the factor yields. The 
utility of a factor means its productivity. In equilibrium 
prices of factors will be neither more nor less than their 
marginal productiviti~ i.e., the changes in the value 
of the total product secured by the changes in the quantity 
of the services they render to the productive process. It 
is this principle which is elucidated in detail in this chapter 
with reference to the broad categories of factors namely 
land, labour, capital and entrepreneurship. The remunera
tions or prices received by them have been called rent, 
wages, interest and profits respectively. 

It has been made clear that-the demand for the factors 
is lImited by the expected value of the services they 
render to the productive process. Jbemand for them is 
not dIrect but denved. Their prices are determined by the 
demand for and supply of their services in the same 
manner as the prices of the final commodities.J 
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Factors of production are in some cases substitutable. 
in others not. Factors which are substitutable have 
a range within which they compete with one another 
regulating each other's prices. Factor prices are thus 
interdependent like commodity prices. No factor whose 
marginal productivity is lower than its price will be em
ployed in preference to a competing factor whose produ
ctivity is high. Substitution will then be carried upto 
the point where the ratios of their marginal productivities 
to their prices are equal. In equilibrium then the 

M. P. of A M. P. of B M. P. of C h ABC 
P fA =P' fB=P' fCetc.,were" [lce 0 [lce 0 [lce 0 

are factors of production. For dealing with the problem 
of the determination of the price of anyone factor it is 
necessary at the outset to assume that the prices of other 
factors remain unchanged, though in the factual world 
a change in the price of one factor produces a change in 
the price of competing factors. 

All factors as well as commodities are ultimately 
owned by men. Whenever factor services or commodities 
are offered for sale in the market the persons owning 
them have to decide whether more or less of them are to be 
sold at the ruhng market prices. 

In the light of these considerations let us study the 

Wages theory of the determination of wages. Let 
us make a few simplifying assumptions as 

follows: (i) That all available labour supply offering itself 
in the market is homogeneous so that anyone unit of 
it can be easily sdY5sbtutea for any other; (ii) that the 
,vorkers and entrepreneurs have perfect knowledge of 
market conditions; (iii) that there are no physical obsta
cles to the free _~':.IIlen~ of labour from place to place 
and that ;mrkers are willing to move in search of betttt -
remuneration; and lastly (iv) that competition for 
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remunerative work is unfettered by any restrictions. such 
as those imposed by a Trade Union. 

In such a perfect market. the supply of workers 

Supply 01 
Labour 

depends upon (a) the number of workers 
offering themselvesToi employment. ( b ) 
the Dumber of hours- of work they are 

wIlling to work. (c) tIie--intensity with which they fill 
every hour of work. and (d) the remuneration which is 
offered to the workers to induce them -to -work. Broadly 
speaking the higher the remuneration or wage rate offered. 
the greater is the supply of workers on the market. while 
a lower wage rate reduces the supply. 

The action of workers in withholding their offer of 
labour power depends upon their expectations of the future 
course of ~ge rates and their ability to go without work 
presently, . The power of workers to forego the chance of 
remunerative work is limited since in a majority of cases 
they have an alternative only between having some wage 
and virtual starvation.] Our statement has therefore to be 
taken as a broad andgeneral tendency only. It would be 
possible for us to construct a supply schedule of labour 
giving us the changes in the offers of labour power in res
ponse to changes in the prices offered in the market. 

On the side of demand we have a number of entre

Demaud lor 
Labour 

preneurs competing with one another to 
secure the necessary labour supply. To a 
high price stipulated by labour the entre

preneurs would respond by reducing their demand and 
conversely when the offers are made at lower prices their 
demand would increase. But the action of the entre. 
preneurs will not be governed merely by the changes in 
the offer prices of labour but also by its marginal produc
tivity. rThe lower the supply of labour the greater is its-
marginal productivity to the entrepreneurs. The greater 
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the supply of labour which an entrepreneur already
possesses the lower will be the utility to him of any
further additions to it. Every entrepreneur always debates
in his mind as to whether he should engage more or less 
labour to combine it with other factors of production. 

Iso long as the entrepreneur feels that an increase in· 
Marglaal Pro- thll' number of workers employed for com

dactlvUy Theory bination with given quantities of other 
01 Wage. factors increases the value of the product 

by more than the costs incurred in paying labour, it is 
to his advantage to buy more labour. We have seen that 
as a rule beyond a certain point the larger the number of
workers employed the lower will be the value added to the 
total product by the last worker taken up. He will be in 
doubt about the further advantage of employing more 
workers where he finds that the value added by the last 
worker to the total product is just equal to the wages paid 
to him. Further addition to the number of workers will 
then depend only upon the price of the final product. If
it rises it is worthwhile engaging more workers, otherwise 
not. {n _ an)' case his action in varying the_quantity -of
labour bOUght gOes.uP to_-:that mar~ where.-tha -value 
adaecIbythe last worker. and that_paidto--him are just 
equat The workers' wage is thus equal to the value of 
h~ marginal. product. 1-

The action of the entrepreneur which has a decisive 
influence on the market is the action at the margin. No
entrepreneur will give more to a worker than the value of 
what the worker is expected to add to the product._ 
Further, the entrepreneur will not pay more in wages to any 
worker than what he pays to the last worker added t;Qjl.is
establishment, according to the law of indifference. V The 
wages paid to the last worker will be equal to the expect
ed value which he adds to the total productd If any 
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'Worker demands wages higher than this the entrepreneur 
will find it immediately to his advantage to replace him by 

'-one who accepts a lower wage. Thus the wages of all 
workers will be equal to the marginal productivity of the 

. workers in general. But no entrepreneur will be in a 
position to pay anything less than their marginal produc
tivity because workers in that case have the alternative of 

--offering their services to other entrepreneurs. The com
petition among entrepreneurs will force the wage rate up 

,until it is equal to the expected marginal praductivity of the 
"Workers. This is the margmal product:Vtty theory of wa£es. 

In the actual world none of our original assumptions 

wages iD 
Practice 

are fulfilled. If workers are ignorant of 
market conditions entrepreneurs will take 
advantage of this ignora~c~ and pay the 

-workers a wage which is lower than their marginal pro
<41!~tiyity. Moreover iIie-[.woW: torCe is not' mablli as 
,between various places where jobs are available or bet
ween occupations. In this situation while at some places 

,or in some occupations the supply of workers is over-
.abundant. in other places or occupations it is _deficient. 
ID)::,Lices where the supply is low the marginal productivity 
'will be high and hence wages high. In others they will be 
.low. In the long run however the tendency is towards a 
<uniformity of the wage-rate. 

This tendency towards uniformity should net be 
understood to refer to money earnings only. Between 
,occupations money earnings will not necessarily be equal 
.even in the long run inspite of perfect mobihty of labour 
because conditions of work everywhere are not uniform. 
In some occupations conditions of work may be dangerous 
-or unhealthy for life and these wIll show higher money 
.earnings than in those occupations where the conditions 
.are more congenial. 
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Labour power is not_ homogeneous in quality. There
are differences in physTcii -and mental capacities as wen 
as in the skill necessary for different trades. Acquisition 
of skill depends partly on innate ability and partly on the 
capacity to wait till it is acquired. Skilled occupations 
will thus show higher money earnings than unskilled ones. 
And these differences persist even in the long period. 
This introduces a large element of imperfection in the 
market. Groups of workers do not compete with one 
another as the difficulty of acquiring skill or of sudden. 
changes in occupations will make the possibility of full 
competition remote. 

There are a number of problems connected with· 
labour which can only be mentioned in. 
passing. The workers individually are in Laboar 

Problems 
'a weak bargaining position. To them 

their wages are a matter of life and death. Employers, on 
th~ contrary, possessing as they do greater economic 
power dictate their own terms. Under such circumstances 
workers feel it necessary to organise themselves in trade 
unions to acquire greater strength. The unions negotiate 
with employers for regulating their conditions of work. 
Their methods of exacting better terms from the employers 
often enough take the form of strikes. The problem of the 
relation between labour and capital-owners has grown so 
enormous that it is found necessary for 'the state to 
mediate between the parties for regulating their mutual 
relations. 

{Ricardo who first formulated a consistent theory of 
rent said that'rent was due to the original 

Rent and indestructiOlepowers of the soil." A 
piece of fertile lana wIll naturally yield more produce when 
combined with other factors than another piece less fertile 
combined with equal quantities of those factors. This. 
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,excess of !kId of the fertil~~Ild over that of the less fertile.. 
i~E~_n; and is cl~lli ~!?-.~_~~U)f !h.~j~!tile land. As 
-cultivation spreads from the more fertile to tbeless fertue 
'lands as a result of increase in population and hence an in
,crease in the demand for products of the soil, the last piece 
-of land brought under cultivation will yield the least pro-
-duce compared with that of other pieces. The differences 
between the yield of the least fertile land brought under 

. cultivation and those ofthemore fertile constitute the rents 
-of all those better lands. Naturally, the most fertile land 
will have the highest rent. The land, second in fertility, 
will have less rent and so forth in descending order of 

-fertility until the least fertile land yields no rent at all. 
Whatever it produces goes in remunerating labour and 

-capital working on that land. 

What however is true of lands of descending order of 
-fertility could also be valid in regard to land subjected to 
intensive cultivation. As the same piece of land is culti
vated more and more intensely the applications of addi
,tional doses of labour and capital to it would only make 
-that landJ.ield smaller and smaller additions to the total 
produce" 'The difference between the last addition multi
.plied by the nUIQber of units of labour and capital and the 
-total produce constitutes the rent of that land. Rent is thus 
..due to intensive as well as extensive cultivation of the soj!J 

This way of putting the theory of rent makes it plain 
that rent is due to the operation of the 

Reot aDd Dl· I f d' . . h' R 
<4JJioishlog Reto 01 aw 0 ImIDlS 109 returns. esort to 

r inferior land and to intensive cultivation 
:is necessary only because good land and in fact the total 
area of land is limited. Increasing quantities of labour and 
<apital applied to it would thus sooner or later show 
diminishing returns. As labour and capital are paid 
according to their marginal productivity the difference 
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between the total produce, and the marginal produce 
multiplied by the number of labourers and units of capital 
is cle,lIly the profits accruing to the landlord. Ricardo said 
that~his difference was in the nature of a surplus arising 
<out of the necessity for resort to extensive arid intensive 
-cultivation. The price of the produce will be determined 
,by its marginal cost which consists of the costs of labour 
.and capital only. It does not include rent. But under the 
stress of the law of diminishing returns the marginal cost 
will be highes~ Thus when 100 bushels of wheat are 
'Produced by the application of the first dose of ten units of 
labour and ten units of capital paid at the rate of Re. 1 
.each, the price is Re. 1 for 5 bushels. When 80 more 
bushels are added by the application of a second equal 
.dose the marginal cost will be Rs. 20 for 80 bushels or Re.l 
£Or 4 bushels, and when 60 more bushels are added by the 
application of a third dose Re. 1 will get only 3 bushels. 
Unless the price in the market is at least equal to the 
marginal cost, cultivation to secure additional bushels will 
not take plac!J Since the price of the total produce of 
wheat is uniform the total receipts will be equal to 
(100 + 80 + 60) X Re. ~ per bushel = Rs. 80. Labourers and 
capital units will be paid 60 bushels of wheat for ten 
units of labour and capital or Rs. 20. In all we have 3(} 

such units employed. The total cost would then be Rs. 60. 
The difference of Rs. 20 between the total receipts and 
the total cost constitutes the rent which arises because 
price ~ow risen from 5 bushels a rupee to 3 bushels a 
rupee.' Rent is thus the result of price and not its cause. 
Rent will be high if price iillgh andnot vice versa. It 
is in the nature of a differential. /This differential is 
caned" the economic rent. It is"tliedifr'erence between total 
receipts and total costs. Ricardo extended the anology of 
agricultural rent to mining, plantations, fisheries as well as 
to building sites. 
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Under full competition tenants who compete with one 
another will give the whole of this economic rent to the 
landlord to secure the right of cultivating the land. If 
any tenant offers less other tenants will outbid him and 
secure the land for themselves. But the landlord cannot 
ask for more than this because tenants will leave his land 
and go to another landlord who offers better terms: If the 
-competition between tenants is keen, landlords as a whole 
may secure the whole of the economic rent and sometimes 
even more. If it is not keen tenants as a whole may secure 
a part of this economic rent. The actual contract rent may 
thus slightly differ from the economic rent according to the 
bargaining strength of the two parties. Further, contracts 
are entered into on the basis of the expected prices of the 
produce. The actual prices at the season's end may turn 
out to be higher or lower than the expected ones. Hence 
a difference between the contract and the economic rents 
is likely to arise. The same reasoning could be applied to 
other types of lands. 

The concept of rent has been extended to the remu~ 
neration received by other factors as well. 

Rent 01 Ability Thus just as lands dIffer in fertility men 
also dxffer in their ability. The higher earnings secured by 
the abler men are also supposed to be due to the demand 
for their services by the society. Their higher earnings are 
therefore due to social forces and hence are in the nature 
of rent. Only the increased earning due to higher abilIty 
is rent. It is called the rent of abii1ty:----------
.- - ~-- ------ - --~-

Capital assets like factory establishments also secure 

QlWi-Rent 
rent when the demand for their products 
rises suddenly due to changes in tastes or 

in population. New factories do not come into existence 
suddenly and the benefit pf increased demand is enjoyed by 
the existing establishments only. Marshall has called tha 
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benefit quasi-rent. It has all the characteristics of rent 
with only this exce ption that it is not permanent. 

It has been loosely argued that' rent is due to the 
monopolistic position of landowners who, 

Rent and Mono· b f' I £ b I G I ecause 0 SOCia orces, are a Ie to secure 
po J a II high profits on land. Rent is said thus 

to be the result of social monopoly. Monopoly implies 
the power of deliberate control of the supply of economic 
goods. It is conceivable that landowners as a whole com
bine and limit the output of the good they produce and 
thus try deliberately to raise its price. The excess of profits 
which they thus get over what they secure because of 
the natural scarcity of the land may be a monopoly gain. 
But if they do not combine no (!)fIe producer's action will 
result in a rise in price. The separate lots of outpouc 
brought to the market by all compete with one another: 
In this process everyone tries to put as much produce 
on the market as is possible for him to do with the limited 
supply of the factor land. Extra gains only result from the 
natural scarcity of one factor land and not due to the deli
berate·attempt at lessening competition. Rent is not there
fore in the nature of a monopoly gain. Rent, according to 
Ricardo, is the result of social forces. The factor land 
gets a high remuneration because society demands its use. 
But this is true of every factor which is limited in supply. 
Rent would thus lose its distinctive character. 

It is said further that rent does not enter into the cost 
of production. that is, that rent is the result 

Rent and Cost d h 
01 Prodnctlon of price an not t e cause of it. Even this 

would be true of all factors. It is the high 
price of the product which can be said to enable entrepre. 
neurs to pay high prices to factors of production. There 
is nothing peculiar to land in this respect. Again, if land 
is a free gift of nature it is difficult to show why it re
ceives remuneration. 

lSI 
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All this necessitates an investigation into the nature of 
cost. Th~ remuneration paid to a factor of 

COllt as lodoce· 
meot Price production is said to be a cost when its 

services are not available unless that re
muneration is paid to it. It is necessary to induce the factor 
to yield its services. It then becomes a price determinant. 
Under what circumstances then is it necessary to pay a 
price to a factor to induce it to work? No owner of a factor 
wishes to keep it idle. He is always anxious to find for it 
some remunerative work. The inducement required is 
not to make it work at all, but to secure its services in the 
particular line in which it is wanted out of all the lines in 
which opportunities for remunerative work exist. {'1'he 
inducement offered must then be at least equal to the 
earnings which the factor in question stands to secure in 
other lines. Let us call it a transfer price. Every factor 
having a variety of uses will have such transfer prices 
which must be paid to secure its services. Obviously if a 
factor has no more uses than one. it has no transfer price 
because it has no opportunities of earning anything in any 
lin.~.except_on~ If it is wanted in that line it will work. 
Otherwise it stands idle. earning nothing. Such a factor is 
called a se~~~cJact2~J 

If a factor has a variety of uses, that is, if it is versatile. 
and is very scarce in supply relative to its demand in all 
lines it will have a high transfer price or a high inducement 
price which is in the nature of costr-Price of its services 
in any line cannot fall below this transfer price. If it 
does, the factor will transfer itself elsewhere to maintain its 
earnings. This price then becomes a cost and is a deter
minant of the price of the final product. 

In so far as land is versatile in use the amount of re
muneration paid to it as a transfer price is not rent but 
cost. It is a price determinant. The price of the product 
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-of land has to cover this cost if land is to be kept working 
in that line. Whatever it secures over and above this price 
is due to its specificity in that line. When it earns this ex
cess it is in the nature of a surplus or rent which is not a 
price-determinant. Earnings due to the specificity of a 
factor are rents because the factor has no opportunities of 
earning it elsewhere. Transfer price is called opportunity 
cost because transfer from one line to ~lnother involves 
loss of remunerative opportunity in the first line. But this 
way all cost is opportunity cost. Earnings above this are 
.rents. 

In the short run most factors are specific. In the long 
Tun most factors become versatile. In the short run then 
many earnings may be rents. In the long run all earnings 
are ..--costs.l 

r Interest has been defined a~ a payment fot: ~ecuring the 
use of capital in production and is paid out 

Interest -f h "b· db· I -h o t e contrl utlon ma e y capIta to t e 
total product. We saw in our chapter on human efforts that 
capital originates in savings and eventuates in the building 
of capital goods.J The provision of capital enables the 
~ntrepreneur toelongate the process of production through 
time. If instead of drawing water from a well with a rope. 
a vessel and one's hands. one spends time first in making a 
wheelll.nd a frame to mount the wheel on. though one 
initially spends more time in the whole job. one can now 
draw much larger quantities of water from the well. The 
excess of the quantity of water drawn by the second 
method over that of the first measures the productivity of 
the capital used. The same reasoning. enlarged so as to 
cover the whole economy. shows that capital contributes 
greatly to the total product. The question is only how 
this increased time and the labour and resources to be 
used through this time are mlde available in a community 
based on division of labour. 
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Let us assume a community of three men A, Band} 

Creation 01 
Capital 

C producing wild fowl, fish and firewood, 
respectively. Suppose A exchanges a part 
of the wild fowl caught by him with B for

£Sh and with C for firewood keeping a part for himself. 
Suppose that Band C also do the same. Let us assume in 
this situation that A wishes to have constructed for him
self wooden traps for catching fowl. Suppose he reduces 
his consumption of firewood and thus saves some fowl 
which he would have used in buying firewood. He need 
not then buy it from C. C's labour is thus released from 
collecting firewood for A. A now, instead of buying fire
wood from C, asks him to get wood and make wooden, 
traps for him, and agrees to give to C the saved up fowl 
of his own till the traps are ready. A thus waits for the 
traps and day after day pays C some fowl which ultimately 
results in the construction of the traps which would 
enable A to catch more fowl. 

Let us change the elements of the story and assume
that instead of A, B wishes to have a small wooden canoe
but that B's present needs of fowl. firewood and fish 
are such that he cannot reduce the consumption of any
one. B now approaches A for a loan. A again reduces his 
consumption of firewood and thus saves some fowl which
he would have paid to C in exchange for it. He gives 
this saved up fowl as a loan to B who advances it to C. 
and asks him to construct a wooden canoe for him. Suppose
C does it in twenty days and for each day he is enabled. 
to have his fowl from B who borrows it from A. Let 
us suppose about 20 fowl were thus loaned by A to Band 
used by B in making advances to C till the canoe is ready. 
B now has the canoe. A does not of course undergo the 
sacrifice of not having firewood for twenty days for nothing. 
He does it only because B promises to give him one fish 
every week for all future time as a price for the loan made-
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'by A. B is enabled to do 80 because a canoe helps him to 
-catch a larger quantity of fish. In this case saving is done 
-by A and borrowed by B and used for making advances to 
·C till his labour results in the canoe. C's labour instead of 
,being devoted to the satisfaction of the immediate need of 
firewood is devoted to making the canoe for a long time. 
Throughout this time the reduction in A's consumption of 
direwood and advance of fowl to B make possible the use 
· of C's labour over a long period without caring for 
.immediate results. 

For A. Band C as a community instead of all labour 
being fruitful day by day only the labour of A and B is 
immediately fruitful while C's labour comes to fruition 

· only after a time. It remains in use for a long time before 
its final results are available for enjoyment. Instead of 
,traps or canoes we can have huts made of wood and mud, 
The point to note is that A's saving becomes useful to B 

· and out of the labour of all, some is now used through a 
longer time. Capital is thus provided for through the 
saving action of A and the borrowing action of B. Ulti
mately a capital asset comes into being. The essential facts 

-of the case are not in any way changed if we introduce 
money in the system. Only, instead of fowl, A would save 
money by abstaining from consuming firewood, lend the 
money to B who advances it to C who in turn buys 

-,fowl from A. 

-tin everyday life all saving in the community is done 
in money. People save and lend the money for interest. 

-The borrowers invest it in building capital assets and agree 
to pay interest because with more capital they can enlarge 
the output of the commodities they produc:J 

. We have seen that capital eIlilbles a person to spread 
,the use of labour through time. Labour may of course be 
~pread over a long or a short period of time. Some maY' 
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wish to have capital for a long period wlule some may 
require it for a short period. Entrepreneurs engaged in 
production always require capital for various lengths at 
time. But they are seldom in a position to provide all the 
necessary capital from their own savings. A large number 
of people on the other hand are in a position to save and, 
do not undertake the building of capital assets themselves: 
nor do they order their production themselves. They are 
thus in a position to lend. We shall now consider the two 
sides of the capital market: the supply of savings and the 
demand for savings. 

People save in terms of money because they secure 

Sapply 01 
Saviags 

their incomes in terms of money. In their 
saving activity they are guided by a variety 
of motives. Beyond a certam level of income 

which is necessary for their livelihood and ordinary com
fort the marginal utility of money for present expenditure 
becomes iessthan- that for future expenditUre. As bemis 
havhig foreslght we care to satlsfy not only our present re
quirements but also to secure means to cater for .9ur old 
age when we are incapacitated for productive work. In 
addition. the future requirements of our family • including 
education of children' make calls on our income. Our 
desire to save therefore mainly depends on these factors. 
Of course those who are spendthrifts care more for the 
present than for the future. Savings thus depend on our 
(a) abil!~_to save, (b) ,de~ire t9 save and (c) the needs of' 
old age and of family. As our incomes rise our ability to ' 
Savelncreases at a 'greater rate than our incomes. Some 
part of our saving depends also on the attractiveness of the 
!~~e, of interest. 

All our saving is not available to us for long term 
investments. For example, I may not require a part' 
of my income presently but say three months hence. 
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or one year or three years hence. There are thus 
short and long term savings avai1ab~ for investment. 
A man's decIsWn to save does IiOt entail a ·simultane. 
ous decision to invest. Having saved in terms of money 
a man has next to decide in which form he holds 
it. He may hold it in the form of shares in a company or 
government securities or a house or just in the form of idle 
money which constitutes a most liquid asset. If the yield 
on assets other than money is not attractive a person may 
simply decide to hold money and wait for a better tum in 
the market. He will not save less merely because the 
yield on current assets is low. The magnitude of saving is 
not appreciably influenced by the height of the rate of 
interest. What is influenced, however, is the decision to 
hold it in the liquid form of money or a less liquid form of 
a short term inves~ent or a still less liquid form of a long. 
dated investment: I The rate of interest affects willingness to 
invest, to become more or less liquid. On the other hand, 
the degree of willingness to be more or less liquid also 
affects the rate of interest. Thus the !'8te of int.ef~ and 
the If~c!itJl. 'PTeJ.~c,! mutually determine each other. In 
the classical theory of interest, saving as well as investment 
were supposed to be simultaneously determined by the.rate 
of interest and the marginal utility of money presently and 
in future. Ajlig~ ~t~ rai~ed it~ f~t~r~ ~~~~t~ s,? ~~t ~V~g 
as well as investment increased and a low rate __ diminished 
the supply of both suCh that - p~e~e~t .. c()~sumPtion 
increased. This was termed the ttme pref~eflce .tJf~a'!in~~, 
Time preference was supposed to determine the amount 
of saving and interest rate, while the rate of interest affected 
time preference and hence saving. It is however clear 
from the foregoing explanation that saving is determined 
by time preference irrespective of the rate of interest, 
while investment is. determined b:y Uquiditr.P~e!e.nce. 
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On the demand side every entrepreneur is constantly 

Demand for 
Savings 

debating in his mind as to whether he 
should employ more or less capital in his 
business. I His demand for capital would 

be influenced by the marginal productivity of it together 
wIth the rate of mterest demande,rby the-lender. The 
entrepreneur has also to cover the' risk entailed in his 
enterprise as the lender has to care for the safety of his 
investment. The borrower will not be prepared to pay for 
any umt of capital a higher rate than the addition of value 
to the total produce expected to be made by the last unit 
of capital employed. This expected value must cover 
not only the expectation of net return but also the 
element of risk for both the parties. The actual rate of 
interest will thus be equal to the._n~t marginiu:wrn ptus 
the payment for risk. No entrepreneur will be in a 
Position to pay the lender anything less than the net 
return plus the inducements necessary for the lender to 
venture the capital. Otherwise, he will offer it elsewhere. 
The market rate of interest is thus equal to the value of 
the expected marginal product of capital plus the payment 
for risk. In riskl~ss investments ~heJate _of interest will 
~bviously j;~j9F~!'. --Differe;~~~ also exist between the 
rates for short term and long term investments. Those 
for a short term will have a lower rate as the capital is 
secu~;d b~ck early and the risk is s~JJ 

The rate of interest will not fall below a certain limit. 
Otherwise lenders will prefer to be liquid 

IIlinimRm Rate 
and hold their savings in the form of 

money. There is thus a minimum level below which the 
rate of interest will never fall{fnterest is thus not a reward 
for saving but a payment for illiquidity. an inducement to 
disho~rd money for investmen_~ 
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/Pronts are a remuneration received by the entrepre

Profits 
neurs for their activity in starting ventures 
and bearing risks. They are the difference 

:between the total receipts of the business minus the total 
·-costs. Unlike other factors who offer their services on 
-contract, in exchange for a £Xed recurring remunera
tion pronts are a reward which entrepreneurs earn during 
their business activity. Every business has some element 

-of a risk of loss as it offers chances of gains. Entrepreneurs 
are prepared to bear this risk. They employ other f~ctors 
-on contract remuneration and anything that is left after 
paying other factors is their gain. It may be small or 
,large or nil or on the minus side. The entrepreneur is 
.thus an employing factor, the only active factor which 
st~s a business, assembles other factors.t markets the final 

.products and claims a pront;) 

Every person has before him the choice of becoming 
either an employed factor or an employing 

Eatrepreaear's factor. If he decides to become an 
Behavloar 

employing factor he has to choose between 
types of undertakings which offer opportunities for useful 
.and remunerative iventure. He _ ~ects_Ji_ome ~inimuID 
.profits in various channels. Befow this minimum expecta
bon of profits he will not enter into any line. He will 
obviously choose that line which gives a slightIi larger 
,prospective reward than in other lines. 

- - - - -

Channels of enterprise offer varying amounts of pros
pective reward. Competition will. however, ;in the end 
reduce the reward to a lower level. That level at which 
no more entrepreneurs are prepared to enter the line nor 
.are existing ones prepared to leave the line is a normal 
level of profits. An industry which offers only this nor
mal level of pronts is in equilibrium. It neither expands 
,,?-or contracts. 
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Of course all entrepreneurs are not satisfied with the
same level of reward. Som.e who are very adventurous 
will naturally choose those lines in which the prospective 
reward is highest. In such lines the chances of losses 
also are great. Others, less adventurous, will choose less 
remunerative lines and so on in a descending order of in
ducement required by entrepreneurs. Abili~ also will 
be a deciding factor in the distribution of entrepreneurs. 
What is a normal reward for one adventurous person is 
not necessarily so for another person. The distribution oC
entrepreneurial ability as between various industries will 
be according to the number of people who consider given 
prospective rewards to be normal A line offering high 
reward presently will, in course of time, offer less because 
of increased competition. The most daring ability in 
this case will leave the line and go elsewhere in search 
of higher profits. 

Profit is a reward for bearing risk. In the continuous-
Dj .. U t j t presence of the uncertainties of this world 
... Sa, oeer a 0 Y h ia!ise' • h k f b aod Profit some ave to spec 10 t e wor 0 ear-

ing risks. Profits remunerate uncertainty
bearing. Of course, in a stationary world, uncertainty is 
absent. It is only present in a dynamic world. Profits as 
a factor-price is thus a dynamic category. It would be 
absent in a stationary and therefore a riskless world. In 
such a world. therefore, there is no place for the entre
preneur. 

rThe difference between total receipts and total costs is 
called gross profits. Out of these will have to be deducted 
the depreciation on capital, obsolescence charge, repairing 
charges for normal and abnormal breakages of machinery. 
wages for the entrepreneur's managerial work and insur
ance charges against insurable risk. What remains has been. 
called pure profits which have been supposed to be &. 
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reward secured for no service rendered. But the entrepre-
neur has to bear non-insurable risks, and risk-bearing is a 
factor of production. The service rendered in bearing risks.. 
will not come forth unless tl'ie reward is available. It is an, 
inducement price necessary to secure entrepreneurial 
ability for an industry. Being a cost it becomes a price-
determinant in the long ru,2) 

A question which has been considered to be of very
high social significance and which has been 

lacqllallty 01 considered by some economists as of 
lallomel 

central importance in economics is that of 
the inequality of incomes. This question has been consi .. -
dered so important by these economists that they have
come to regard the explanation of riches and poverty and. 
of inequality of incomes as the central function of eco
nomic analysis. Economics as a science would, in their
opinion, lose all its social value if it does Dot answer these
questions and in fact they build up the entire theoretical 
structure of economics round these questions. Those, on 
the contrary, who are more scientific in their approach to
economics have consistently avoided to answer these
questions because they land them into a number of question
begging positions. 

Inequality of money incomes between social groups is 
at any moment of time the result of a complex of social 
and economic forces. It is clearly beyond the scope of 
this book, if not outside the field of economic theory, to
explore those forces. Here we shall confine ourselves to 
a brief statement concerning the national income of India. 
When we speak of the distribution of incomes in thi$
context, the reference is to inter-personal and not to factoral 
distribution. 
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r ir:~ome is the. result of work by men in co-operation 
with natural resources and capital. Work 'lIattonallncome - ' '., . . 

of India wIll be partly devoted In a developmg eco-
nomy towards the production of consump

tion goods and services. partly to increase and improve 
,the stock of capital equipment and the rest to main~ 
tain in tact the equipment worn out by usage. The 
annual natwnal lfIcome or dnndend would then be (Qual. 
to th~ value 6{ the sum total of all factor services min\lS 
those devoted to making good worn-out capital. This 
is represented by the 'total net receipts in money of all 

. factors. If the quantity of money changes, money incomes 
will change though not the goods produced. To find out 
-changes in the annual national income of communities we 
· shall have to correct the estimates according to changes in 
the value of money. There are other difficulties in 

· arriving at a correct estimate but we shall have to ignore 
.them here. 

There is a second method of calculating the annual 
national dividend of a community. In this the total 
-value of the produce from agriculture. miIiing and manu
!facturing industries - ~tc .. is taken to represent the 
.national dividend. To this will have to be added the 
value of all services rendered directly to consumers. There 
.are a number of difficulties in this method also. But 
Indian economists have adopted this procedure and have 
..arrived at a series of figures. For want of any better 
· estImates we shall have to rely on these. The following 
.table gives the estimates of income per head for different 
.J7ears from 1870 to 1932. 

Estimated income per head from 1870 to 1932. 
Year Income Year Income Year Income 

.1870 Rs. 20 1911 Rs. 50 1931 Rs. 63 
1882 Rs.27 1921 R~67 1932 Rs.58 
.1900 Rs. 30 1930 Rs. 84 
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The above figures are averages. In fact the total:' 
national dividend is very unevenly distributed among the 
various sections of the community. Thus the calculatioll' 
of Shah and Khambatta show that a third of the annual 
wealth of the country is enjoyed by about five per cent of
the population. Another third of the wealth is enjoyed by 
a third of the total population, while 60 per cent of the 
total population enjoy among themthe remammg-~3(q,ei 
cent of the totatannuat \vealtlC - - -- - - ~ -

The statistics above only give precision to the palpable 

Ponrt,la 
ladla 

fact of poverty in India. They are not
given here to prove that we are poor; 
Indian poverty requires no proof. One 

thing which emerges from the above table is that within 
the last fifty years the average income of Indians is increas-
ing. The situation is no doubt improving. But the rate 
of increase in the national dividend is not encouraging_ 
Further this increase has not affected favourably the 
conditions of health of the community. {The efficiency 
of the average worker has not materially improved. 
It may be because a major part of the increase in the
national dividend has probably gone to make the rich more
rich. The inequality of incomes may thus be increasing. 
Part of the increase is absorbed by the newly created 
middle class found in government and business services
and the liberal professions. The industrial and agricultural 
worker yet stands dry getting only a negligible proportion: 
of the increase in wealth. The sub-division and frag
mentation of the soil together with the growing indebted
ness have all the while undermined his position. Even the 
tax system which till very recently burdened the masses 
and exempted t he classes has further aggravated his· 
poverty. Tax money taken from the poor by way ofland. 
revenue. court fees, salt-tax and other tax£s seldom returDS-
to the villages in the form of benefits given by the state. Ir 
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-is spent on towns and benefits the middle and the richer 
~c1asses. A wise policy of intensive industrialisation. a 
more efficient and debt-free agriculture. a more equitable 

-tax-system and a scheme of state expenditure which 
benefits the poorer sections of the population are some of 

-the lines of reform which must be immediately followed. 
They alone are calculated to increase the national divi
-dend rapidly and to distribute it more equitably. The 
-inefficiency of the human factor in the total situation 
must affect the productive activity of the community • 

.:Each line of it will ultimately receive its pattern from the 
~en who pursue ~ 



CHAPTER VII 

MONEY AND THE BANKING PROCESS 

In modern communities most exchanges of goods an:! 
services are done against money, thougb 

Medlam 01 transactions in which goods and services 
ExchaDge 

are directly exchanged against one another 
~e not altogether absent. In remote villages in India, we 
still find vegetables exchanged against some kind of grain. 
and in towns domestic services are bought partly for 
~oney and partly for other house benefits. The soldiers 
in the army are given rations of food, cigarettes and 
clothing in part payment for the services they render. 
Payments in kind are thus present even in the most ad
vanced communities. But the vast majority of payments 
are always in terms of money. 

Nobody would exchange his own goods or services 
against other goods and services unless the latter are use
ful to him in some way. For an exchange to take place 
there must be a double coincidence in which the parties 
are in need of each other's goods. When money is absent 
Irom the economy this double coincidence alone makes the 
market process of exchange possible. Any good which is 
-desired by the majority of men becomes money. Such a 
~ood, by virtue of the fact that it is useful to most men 
<lirectly, becomes also a suitable means of common exchange. 
,Any person accepting it does so because it is useful to him 
directly. But even though it is not so useful he may accept 
it because he will find it possible to give it to others in 
exchange for the goods which he wants. Such a good then 
pecomes doubly useful, directly and indirectly. It becomes 
11 common com1l!odity of exchange. This characterist~ 
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of common acceptance and circulation makes it money. 
~oney is a £eneral ~e_d~um of exchan8e. 

(A- good ~ossessing direct and indirect utility possesses 

Measare of 
Valae 

value if it is scarce in relation to demand. 
As a good possessing value, people are 
prepared to exchange varying quantities of 

other goods and services against it. The good will dll1s 
po~sess y.al~e in te!"ms of all goods given 1n exchange for jt. 
Conversely. the values of all other goods can be expressed 
in terms of -I,his particular good. Thus the second dis
tinguishing eature of money is that due to its common. 
~cceptance it serves as a common measure of value. 

People may. however, not want to use such a good im-
Store of ValDe mediately and directly but in the near or 

distant future and indirectly. TpeLm.ar 
thus wish to acquire it to satisfy some anticipated want. 
Bet;een the p~int of time of its acquisition and the point 
of time when it is consumed or exchanged it should not 
lose its utility-yielding power. This, the good will do only 
if it is durable and does not so increase in supply that it 
ceases to be a scarce good. A durable good commonly 
desired will enable persons to split up their want-satisfy
ing activity of exchange in two parts. They Will acquire 
this good first, hold it for sometime and use it for buying; 
other goods later. During the interval it lies idle embody
ing a store of value. A good which, by virtue of its 
durability, stores value is all the more suitable for common. 
acceptance. It becomes money. 

Such a good will generally be used by the members. 

Deferred 
Paymeats 

of a community not only to make immedi
ate payments against goods and services. 
but also to make what are called deferretl 

payments. When goods and services are bought payments 
are not, in all cases, made immediately. The purchase of a 
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good immediately creates a debt in favour of the seller. 
The buyer becomes a debtor. If he pars its value 
in terms of some good the debt is liquidated, can
celled or redeemed at once. But in a vast number 
of cases payments are postponed. When the employ
er buys the services of the employees he agrees to 
pay their value not immediately but after the ser
vice is rendered. The work of the month is paid for 
at the end of the month. During the month the debt accu
mulates in favour of the employee and against the employ
er. When the time comes to pay the same, payment 
is usually effected in terms of a good which has the 
qualities of money. Similarly, a person may borrow from 
another the command over goods and services. This is 
done when a commonly accepted good is loaned. When 
the loan is returned, it is again the good commonly accept
ed, which is paid back. Everyone accepts such a good in 
discharge of all debts or postponed payments. rof course, 
during the interval the value of such a good in terms of 
other goods should not rise or fall. Money then becomes 
a standard of deferred payments. Money thus performs 
the following functions: (i) it is a common medium of 
exchange, ( ii ) it serves as a common measure of value, 
( iii) it stores value during its period of its idleness 
and (iv) it serves as a standard for the discharge of 
deferred paymen!!J 

Exchange transaction is difficult to effect if at least 
one of the two goods exchanged is not 

Cllarac:tcrlstlC:1 divisible without loss of value If I buy a 
01 MODey 

cow in exchange for dogs, I cannot give a 
dog and a half. Yet two dogs may be too high a value 
parted with in exchange for a cow and a dog may lose its 
value if it is cut in two pieces. A good must be 
capable of minute division without losing in value if it is 
to be used as money. It must also be portable so that it 

E,9 
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can be easily handled and should be capable of easy 
recognition. Further, if its supply conditions are naturally 
such as to keep its value stable, it is the best monetary 
good. Gold and silver are such goods. They have been 
everywhere used as money throughout all known histo
rical periods. 

r--
\ Gold and silver may circulate as money in a com

munity. But their actual circulation is not 
necessary. Written claims on these metals 

can also pass from hand to hand provided these claims can 
be realised in gold or silver whenever desired. These claims 
will not have more value than that of the amounts of the 
metals which they represent. But once people get accustom
ed to their use the claims may cease to be actually realisable 
in terlllS of these metals. Once the claims inherit the value 
of the metals they can circulate in their own right. These 
claims then become pure money. At this stage money 
ceases to be directly useful. It has only indirect utility. 
Money thus originates in a commodity directly useful, 
and ultimately ceases to be such. It is only !1-_'I:lntL9bJJ1ue. 
The claims are called paper money. Paper money is pure 
money and not a commodity of consumptio~ 

Paper Mone), 

For facilitating the exchange operations in a commu
nity the public authorities undertake to 

Legal Tender dIvide the money metals offered by the 
....£ublic in convenient parts. These parts are called coins. 
'If the government controls the issue of coins the value of 

coins in some cases is higher ihan the valu~ of the ii
metallic conten:ts •. Once the Go~ernment nnds that the 
public IS accustomed to use particular metals as money 
it declares such metals as standard metals. The coins 
made of them can then be used in discharge debt of any 
amounts. Law makes them legal tender. C;:Oins_mage_o£ 
standard metals and whose_ amount is not ..controlleQb:l 
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"the government, possess the same value which tbeir metal 
-c~~nts ..do. -:riley !lIe Q.~Ciaredby J;;-as-JQ!ltmtkd 
le£al tender. That is, they can be used in discharge of 
~fStoUnlimited amounts. They are called !!l!.I!~a_~ 
~ But the standard metal is always costly. The 
government on its own initiative issues coins ot .b..aser 
m~als which are declared to be 11mited le£al tender. Only 
.debts upto a certain legally prescribed maximum value can 
be discharged with them. Being limited legal tender they 
are not used in large qu~tities.- ---Makin!fthem limited 
legaltenderlsonry-one way of controlling their quantity. 
As their voluPle is rigidly controlled their face value 
js higher than their metallic value and are issued only 
as fractions of the standard coins. They are called 
token coins. When coinage is done for the public ~ 
01 charge it is called gratuitous cpinage If the public 
.authority is under legal compulsion to coin all metal 
brought to it, coinage is said to be free. If it is ..!!.ot _ fr~~ 
the charBe made for coinage is called seigniora~ Wheq. 
the public gets accustomed to use paper money it may also 
'be declared unlimited legal tender. People also develop 
and adopt some kinds of paper media of exchange .. 
Promises issued by persons to pay legal tender money at 
some future date also circulate as money. though they are 
not legal tender. Such promises will be accepted only if 
the acceptor has confidence in the person who issues them. 
They are called promissory notes. 

The Indian rupee, though it is a token coin in all 
J'espects, is unlimited legal tender. All other coins in our 
country are token coins with limited legal tender. The 
notes issued by tbe Reserve Bank of India are our paper 
money declared by the government as unlimited legal 
tend$l 
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The value of money. lIke that of any other com-
I modity. is what it will exchange for. When 

Valae of Moaey the value of money rises. a unit of it will 
exchange for a larger quantity of other goods. When it 
falls, it will buy a smaller amount of other goods. To put 
the same thing differentlyrwhen the value of money rises. 
prices of other goods fall; conversely. when the value of 
money falls. prices ris~ The same amount of money bUy$ 
a larger or smaller quantIty of other goods, according as 
the value of money rises or falls. 

So long as any precious metal like gold or silver 
circulates in the form of coms the value of money 
will obviously be equal to the value of the metal. 
Its demand conditions will be' represented by peoples' 
willingness to part with varying quantities of good~ 
and services for given quantities of the metal. There 
will be a series of demand prices at which different 
quantities will be asked for by the public. Of course prices 
of tbe metal acting as money will in this case be in terms. 
of goods. This series of demand prices will make up the 
demand schedule. On the supply side we have a series of 
supply prices at which varying quantities of money metal 
in the form of coins will be offered for sale. The substi. 
tution of paper money for coins will in no way alter the 
total situation. rAt any moment of time. out of the total 
quantity of money existing in the community, people will 
offer and demanq varying quantities of money in exchange 
for goods and services. What is not offered remains as 
idle money. Naturally if more money lies idle. that is, if 
more of it is withheld by the public the value of money 
will be high; if less is withheld the value of money will fall. 
That is to say, if out of a given quantity of money in the 
community the public is disposed to hold more of it in 
reserve the value of money will rise; if it is dIsposed to 
hold less in reserve the value of money WIll fallJ 
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There is a difference between the total quantity of 
money eXIsting in the community and the supply of 
money offered by the public against all sorts of goods 
..and services. The whole quantity available is seldom 
.supplied. Whether more or less of it is offered obviously 
depends upon the expectations of men of the future course 
of prices. If people expect prices of goods to fall they 
will be disposed to hold more money instead of offering 
it against present goods since they expect to buy them 
cheap later. Changes in the quantity of idle money out 
-of the total stock thus affect its value in terms of goods 
~nd services. 

Over any period of time the quantity of goods and 
. services offered WIll in any dynamic com· 

"'alae 01 MODey munity undergo a change. So will the oyer Time 
quantity of mon2Y offered. The quan· 

·tity offered is not the same as the quantity in existence. 
The existing quantity of money in the community will of 
course change as a result of a number ofinfluences. wherever 
metallic money is in circulation its quantity is lIkely to be 

..affected by changes in the monetary stock of the metal. 
It will also be affected in metallic as well as in non· 
metallic standards by the behaviour of the monetary 
.authority of the country. It may create money and put 
it in circulation by purchasing claims to capital assets or 
by simply loaning the newly created money to people. 
These two actions wIll of course increase the supply of 
money in the market at the moment at which it is used. 
'The quantity of circulating media may also be increased by 
1:he action of the commercial banks. But it will be wrong 
to assume that at the very next moment people who 
have got this new money will necessarily offer it again in 
-the market. That will depend upon how expectations 
-change between the two successive moments of time. 
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Over a period of time the quantity of money offerecl 

Velocity 01 
Circnlation 

will be affected by the rate at which 
money circulates, that is, by its velocity of 
clyculation. If we assume that there are 

only 100 units of money in a community and if each umt 
passes from hand to hand effecting 10 exchanges during 
say a day, then the effective quantity of money is 1000 units. 
This will increase or diminish accord1Og as the velocity of 
circulation rises or falls. Changes in the velocity are 
caused by changes in the expectations of people as to the 
future course of prices. If they expect prices to rise, thel1' 
will be eager to part with their money thereby increas.· 
ing its velocity and consequently its effective supply. If 
during the same period there is no corresponding increase 
in the quantity of goods and services offered - which. 
constitutes the demand for money - the value of money 
will fall. When people expect prices to fall and prefer to
hold money. its velocity of circulation falls and its value 
rises. 

Banking institutions in a country specialise 10 the 
business of buymg and selling the use of 

The Banking money. Men who earn incomes, do not 
Process 

ordinarily spend the whole of their money 
in purchasing consumption goods. They save money and 
through the banks lend it to the entrepreneurs. Banks
borrow money from the public at a low rate of interest and. 
lend it to the entrepreneurs at a higher rate taking the diffe
rence partly to cover the costs in their business and the 
rest as profits. r Borrowing is done by accepting deposits 
of money on fixed account or current account. In the! 
former the depositor agrees to leave the money with the 
bank for a specified period, from six months to a year or 
more. Deposits on current account are withdrawable at 
a moment's notice. Money is thus available for long as. 
well as for short terms for use. The banks put this idle 
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money back in circulation. It goes in investments and 
helps productive activity in all channels. Banks specialise 
in financing commerce, agriculture and industries. They 
specialise in long term as well as short term finance. The 
trader as well as the manufacturer and the agriculturist 
are thus enabled to buy raw materials and the services of 
labour in their productive operations. 

Banks perform in addition various types of services for 
"their customers. They accept deposits of valuables for 

safe custody, provide customers with foreign currencies 
when required and advise them in making sound invest
ments. They act as trustees of the properties of minors.J 

Banking operations result in the creation of credlt. The 

CredIC 
bank acts as a surety between the buyers 
and sellers of goods. Buyers and sellers who 

are not known to each other will not buy and sell goods 
unless immediate payments are made. But if a banker is 
known to both parties he can undertake to pay the seller 
the value of his goods in return for a promise by the buyer 
to pay the money at some future date. The banker in fact 
buys this promise and pays the seller money on the strength 
of this promise. This is called discountini of bills. A 
promise to pay is a bill. To discount it, is to give the 
present value of the bill. It is arrived at by deducting an 
amount at the current rate of interest from the sum men
tioned on the bill. The discount constitutes the banker's 
profits. Many times the banker gives a guarantee to the 
seller of payment by the buyer. Goods are thus sold 
merely on the word of honour of the banker. This word 
immediately serves the purpose of money. The standing 
of the banker makes his word reliable. This standing is 
(;alled credit. Credit then serves as money. It is as if the 
present quantity of money supplied in the market is in
creased. 
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When the banker. gives a loan to his customer he 

Creation 01 
Credit 

gives it in the form of an account opened 
in his favour with the bank. If Rs. 
1,000 are loaned to A, it only means that 

A gets the right of ordering the bank to pay A's creditors 
amounts up to the total of Rs. 1,000. This order on the 
bank is called a cheque. When A takes a loan from the 
bank it only means that he bas the right of drawing 
cheques on the bank to the tune of Rs. 1,000. A will pay 
the cheques to his creditors. The creditors will accept 
them so long as they believe that the bank will in fact pay 
money stated on the cheques. Thus even when actual 
money is not given, A can use Rs. 1,000 by drawing 
cheques on the bank. The creditors receiving the cheques 
may have accounts with the same bank in which case the 
bank only credits the account of A's creditors with the 
amount of the cheque ar;.d deblts A's account with the same 
amount. If the creditors have accounts with other banks 
they will ask their own banks to collect money from A's 
bank. But the customers of the other banks may have 
similarly paid cheques to other customers of A's bank. 
These ask A's bank to collect money from the other banks. 
Money to be received and money to be paid thus largely 
cancels out and in fact no cash except that which is required 
for day-to-day purposes passes the banks' counters. The 
cheques drawn on all banks by their borrowers thus in
crease the total quantity of circulating money. This 
result of banking operations is called the creation of credit. 
I It results in an economy in the use of cash, in getting more 
work done out of the same quantity of money. and in 
increasmg the velocity of circulation of money. 

With the development of systems of paper money 

Central 
Banking 

a need was felt for regulating the issue 
of such money to ensure public confidence 
in its value. Originally paper money 
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came only as a substitute for gold ,!!Joney. It was merely 
a representative of gold money. I A major part of gold 
money was kept in a central reserve and the public were 

,given _~rit~n, p.I.Qmises_ ~Q P!!l'_ the goJd_Whe.:n~vir required. 
The promi~~1i a,r~ _ called tWtss. The issue of these notes 
is controlled by a Central Bank which acts as the national 
monetary authority in all advanced countries. So long as 
the currency authority is under a legal obligation to pay 
gold for notes on demand, the notes are said to be redeem
able or converhlge in terms of gold. But all notes do not) 
.come bacTtfOrIedemption so that a part of the gold stock 
not required for converting the notes can be used to 
issue more notes. Such increase. provided it is kept 
within bounds, does not impair the power of central banks 
to redeem their notes. The issue of notes unbacked bv aald 
reserves is c;.~l1ed /iducia.!.L.i$iJJe.... It is usually paid to 
tIle public against purCIia-ses of claims on capital assets by 

-the central banks. A system in which the gold stock or 
reserve forms a minimum percentage of the notes issued 
is adopted in some countries. This method is called the 
percentage reserve system. There are other varieties of the 
system of note issue in different countries. The object of 
all is to control the total issue of notes so as to keep it 
within reasonable limits. {Even when notes are not con
vertible into gold, gold is still held by central banks to 
~nable a country to fulfil its foreign obligations and to 
-ensure confidence. In this case the amount of notes 
.issued lies entirely within the discretion of the central 
bantJ ' 

An increase or a decrease in the quantity of paper 
money affects the rate of interest and 

Regalatioa 01 hence the willingness of entrepreneurs to 
Note IsSUI 

borrow. A high rate of interest checks 
borrowing and therefore investment. This results in a 
smaller supply of money coming into the market. Prices 
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fall and pessimistic expectations are created. Factors of" 
production are thrown out of employment and production
is curtailed. Hence the importance of a wise regulation 
of the quantity of money and the rate of interest. The 
notes issued by the central bank go into the reserves of 
ordinary banks and private individuals. These notes act 
as their cash reserves of which banks and individuals may 
vary the magnitude according to their market expectations. 
Regulation of note-issue is therefore a matter of national 
importance requiring central control. 

/The Central Bank also acts as a bankers' bank. When. 
the public demand for holding money 

Bankers' Bank increases, people withdra w their cash 
balances from the ordInary banks. The bankers'lendin~ 
operatIons may however have reduced this cash rendering 
them unable to pay their customers' demands. At such a 
time the ordinary banks go to the central bank who alone 
can create cash and borrow from it. In this way and in . 
other ways also the central bank helps the banking world. 
Bankers in order to secure these advantages from the 
central bank keep a part of their idle deposits with it. 
The individual's idle cash goes to the ordinary banks. 
The ordinary banks' idle cash goes to the central bank and 
IS there used by it for its own business. Banking operations 
thus reduce idle cash to the lowest limits. Idle cash is held 
mainly as a reserve against lia}!,ilities and when it IS 

c'entralised it is in the hands of the central bank. It is the 
banking reserve of the country. The central bank is thus 
the custodian of the nation's gold reserves as well as its 
banking reserves. 

In addition, the government usually appoints the 

Ciovernment's 
Bank 

central bank as its own bankers. All 
revenues of the government are paid into" 
the central bank and when payments are 
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to be made the government draws cheques on its account
with this bank. As government does not require all the 
money it has in its account, the central bank uses govern
ment's idle money. The central bank thus tries to reduce 
idle money to the lowest amount. This helps to maintain., 
a continuous supply of a large quantity of money in the 
market and keep up the prices of commodities and services._ 
It helps to check a fall in prices and thus sustains produc
tive activity by preventing pessimistic expectations gene
rated by falling pric~ 

Anything that is commonly used or done by all mem
bers of the community or a majority 

Standard 01 of them is called the standard. Thus it 
Carreacy : 6014 

Gandhi caps are used by people in general 
the standard of headgear is the Gandhi cap. If a particu
lar code of social conduct is adopted generally that code
becomes the standard of public behaviour. When people 
are in the habit of measuring the values of all commodities 
and services in terms of gold and to use it in their purchases 
and sales we have gold as the standard of currency. In it 
some people who produce gold sell it for other gooJs. 
And those who receive it use it again for the same purpose. 
Gold behaves in the same way as other goods, only its use 
is general while that of other goods is not. Hence it 
becomes money. Nobody controls its supply. Nobody 
prevents its export or import for purposes of profit just as. 
nobody prevents the import, export or production of any 
other commodity. Like other goods, therefore. gold is a. 
free good whose value is determined by the ordinary laws
of demand and supply. When this is so. a country is said 
to have a gold standard. A country can similarly have 
any other metallic standard. 

We have however seen that instead of actual gold or
gold coins, claims on gold called notes can also circulat~ 
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.and if they are convertlble into gold their value will be 
-equal to that of gold. But in this case it is not necessary 
to take the trouble of coining gold. That cost is saved. 
Simllarly the loss due to wear and tear of gold is also 
saved. Notes circulate instead of gold coins, and are 
convertible in gold bars. In such a case the standard 
is said to be a gold bullion standard. A IZold currency 
standard may on the other hand partly have gold coms in 
-'Circulation and partly notes or no notes at all. In some 
-countries internal circulating currency consists either of 
notes or of notes and token coins fully legal tender. rAnd they 
-are both convertible not into gold but into thJ money of 
another country having the gold standard. Since however 
the money of such a country is itself convertible into gold, 
in a round about way the first country's currency is also 
-'Convertible into gold. This is called a gold exchanie 
-standard. People do not get gold inside their country but 
in that country in whose currency its own money is 
<convertibleJ Hence the use of the word' exchange.' 

The principal benefit derived from the gold standard, 
in the opinion of many economists, is that 

Advantages of 
601d Standard it keeps the price-level syady. When 

prices rise, the prices of commodities rise 
_faster than the prices of employed factors. The latter are 
usually fixed by long term contract. But this means that 

'€arners of fixed incomes have to buy their requisites of life 
.at higher prices. They therefore suffer while the employ
ing factor namely, the entrepreneur gains, as he has to 
incur the same money costs when he secures high prices for 
bis produce. In times of falling prices the reverse is the 
-case. Similar mal-adjustment takes place between debtors 
-and creditors. Under a gold standard this distributive 
.mal-adjustment is removed because the price-level is steady 
~o that the ~~ of.2!!.Q!le~...ttmaiDs..comtDn.t. The supply 



MA.NA.GED CURRENCY Ul. 

conditions of gold are by nature such that its annual in
crease just meets the annual increase in its demand. 

f'lfurther if the gold standard is adopted internationally, n<> 
one nation's price-level will rise higher than another 
nation's price-level. A rise in the price-level means a faIt 
in the value of money and of gold if it is money. Gold. 
will be exported from that country where its value is low 
to that where it is high, provided of course that gold is a 
free commodity. ff'here is thus an automatic redistribu
tion of gold between nations in such a way that its value 
is everywhere the same. J The monetary authority must of 
course so behave in 'Such a case that when the public 
demand gold for export and tender notes, gold must be 
given and notes taken back and retired from circulation. 

/That is, a country's note issue must vary with changes ill 
! the supply of gold. In a paper standard system the mone
tary authority has absolute power over the supply ot 
money. One nation's paper money cannot be used by 
other nations. Hence there is no export of money and no
automatic adjustment of price-Ievel~ 

It has however been found that gold does not behave

Managed 
Carrener 

in the way it is believed to behave. 
Nations are therefore coming to adopt
paper standards which are not automatic 

but managed. In this case English money has been best 
managed. Some nations have therefore made their cur
rencies convertible into English money because it has been 
managed efficiently. Instead of gold some countries there
fore are on the English money standard. English money is. 
called Sterling, They are therefore on a sterlmg exchan£t 
.standard. 

It has been found that it is not currency either metallic 
or paper which is to be blamed when countries suffer from 
periodic booms and depressions but it is the behaviour or 
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'"the public. The trouble seems to arise from the activity of 
-the public in spending, saving, lending and hoarding money. 
Recent attempts at better monetary management aim 

-increasingly at regulating the lending and hoarding be
haviour of the public. Lending, hoarding and investing 
-depend upon the expectations of future, upon the profit
inducement. But all this controversy takes us beyond the 
limits of this book. 

The question of the standard has therefore lost its 
-importance. Monetary theorists are now attempting in-
-.creasingly to formulate guides to monetary policy and 
management and forgmg weapons wherewith to make 

-the policy successful. 

/The Indian currency consists of rupees, annas, pies and 
Reserve Bank notes. Rupees and notes 

flndian Cnrrency convertible into rupees are both unlimited 
,legal tender. The Rupee is the standard coin ofIndia for all 
:practical purposes. Since however the issue of rupees is a 
..monopoly of the Government of India, who use their 
monopoly power to control its quantity the face value of 
the rupee is higher than its intrinsic value by about five 
annas. For a long time the rupee was convertible into the 

-standard money of Great Britain which itself was conver
tible into gold at the rate of Is. 4d. per rupee. Ours was 
practically a gold standard with this difference that conver
tibility was a reality for buying gold to pay external 
~bhgations only. Hence it was said that we were on a 
.gold exchange standard. From September 1931 the British 
jjtandard money ceased to be convertible into gold and hence 
also the rupee. Our standard is thus said to be a sterling 
.exchange standard, sterling being the British standard 
money for all practical purposes. The convertibility is 
1egally fixed at ls. 6d. per rupe~ 
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(With the establishment of the Reserve Bank of India 
in the year 1935 the control over the total 

'nesern Bank of 
In41a quantity of currency including notes is 

vested in that bank. It has also assumed 
-control over the credit of the country by virtue of the 
Act of 1934. The major commercial and exchange banks 
in the country are required to maintain a certain per
·centage of cash reserves against their li~bihties as dgppsit/i 
with the Reserve Bank and in return are given the facility 
~lscountmg §tlls in their portfolio with that bank. 1'Iie 
·or mary banks thus depend for their operations in ex
panding credit on the accommodation given by the Reserve 
-Bank through rediscountJng bills already disco~~d Ii; 
the banks for theIr c1lents. When tlie Reserve Bank 
wishes that these banks shOuld contract their credit it 
-undertakes what are called open market operations. t 

As yet the Reserve B.~nk has not assumed control 
-over agricultural credit which is in the hands of a vast 
.body of sowcars and the co-operative credit societies, since 
neither of these two bodies are legally liable to maintain 
-deposits with the Reserve Bank. But the sowcars and the 
co-operative societies through their bigger pnits secure 
credit accommodation from the ordinary commercial banks.. 
And in so far as these latter are controlled by tbe Reserve 
Bank in their credit operations there is some indirect 
-control exercised by~the Reserve Bank over them. Direct 
.control however would bring about a uniformity in the 
whole money market. 

rThe Reserve Bank also acts as the Governments' 
'bankers and in that capacity collects and disburses revenue 
.and expenditure respectively of the Governments. It is 
also required by law to maintain the rate of exchange be
t~he rupee and the S&WiQg steady a~.l!~r rupee-
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The Indian Money Market consists of the Reserve 
Bank, the Imperial Bank, Commercial Banks, 

Indian IIloney Exchange Banks, and the Co-operative 
Market 

Banks. Banking in India has not develop. 
ed much. The cheque system prevails only in metropoli. 
tan cities and a few other towns. As such the banks have 
to ,maintain large cash reserves against their liabilities. 
This makes the interest rate high. Further, since there is 
no united control over all credit institutions and uniform 
practice of accounts etc., rates of interest in different fields 
vary. They vary also as between different town!. The
Reserve Bank can do much in bringing about uniformitl'r 
.in this field...,\ 



CHAPTER VIII 

ORGANISATION OF ECONOMIC ACTIVITY 

Economic activity in an individualist community may 
be undertaken by an individual singly or 

forma 01 
OrgaDlaatioD by an association of individuals. When 

the unit of organisation of a business con
cern is the individual only, it is called private proprietor
ship and when it is composed of more than one individual 
it may either be called partnership or a joint stock com
pany. rUnder private proprietorship the proprietor-owner 
invests his own capital or borrows it from others on his 
own personal credit. He alone remains responsible for all 
debts and liabilities ariSinglil-tIie-co-ncfuc:t"O())lS"Jiuslness. 
And in the event -of the concern: bei~ -;"ound up he is 
liable to pay all liabilities to the full extent of his business 
assets as well as his private assets. Law makes no differ
ence between the two for the purposes of his liability. 
Private proprietorship hence bears unlimited liability. If 
the business is, however, undertak~ by anassociatioo of 
persons, practically all of whom are actively co-operating 
with one another for the prosperity of the business, it is a 
partnership. Even here we find the same principle of 
unlimited 1iabi1i~~ 

These two types of organisation are most appropriate 

SIDgle ProprIe
torship aDd 
PartDershlp 

when the scale of activity is small. The 
co-operating partners or the single pro
prietor has personal interest in the busi
ness and this makes every one work hard. 

When the market for a product is confined to a smaII area, 
or when the product satisfies a particular local fashion 

Eo 10 
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or when it cannot be '50 standardised as to be capable of 
being produced on a large scale with the help of machinery, 
such organisations have a considerable advantage over 
bigger organisations called joint stock companies. 

The Joint Stock Company organisation becomes useful 

Joint Stock 
Company 

when the scale of production requires a 
large amount of capital which cannot be 
supplied by a few indIviduals. Historically 

when markets began to widen beyond the local boundaries 
of a small dIstrict or county, company organisation came 
into existence. In this case personal interest is difficult to 
maintain. The management of the company has perforce 
to be undertaken by a selected number of men called 
Jilrectors whose individual subscriptions to the total capital 
may be small. The public who subscribe to the capital 
may thus suffer because of irresponsible management. But 
in spite of its defects the joint ·stock ·cOmpany is ·of great 
importance in modern business. As the liability of the 
shareholders of the company is limited to "the' ·amount of 
their shares, and as the capital can be siIbscribed by small 
amounts, it becomes possible to utilise the small savings of 
the relatively-poorer people. The savings would 'other
~~se have remained .idJe. For the- commumty as a whole, 
therefore, the joint stock company organisation is a valu
able method of putting idle resources to productive 
pu.rpose. 

In all modern industrialised communities joint stock 
company organisation predominates in all large scale 
undertakings. ThIs organisation is principally found in 
trading concerns and manufacturing industries. 

In agriculture, which is the earliest industry under
taken by man in settled life. the unit of 

Organisation of organisation has been largely determined 
Agricultare 

by the historical circumstances of each 
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. country. Unlike machinery which can be installed at any 
place according to the will of the individual, in agriculture 
man has to confine his activitiel!l to that area where culti. 
vable land is available. In addition, local customs and the 
laws of each country introduce their own peculiarities in 
the organisation. Thus in India we findJleasant proprietor. 
ship prevailing almost everywhere. r And even where 
there are large Zamindari tracts, the tenant-cultivators 
have come to acquire hereditary occupancy and cultivation 
Tights. The law of inheritance has divided these rights 
among an ever increasing number of people as population 
has grown. Thus a cultivator. whether he is a proprietor 01' 
a tenant. cultivates an area which is often times as small 
as an acre or half an acre. The profitable scale of culti. 
vation has in this case, however. to be determined not 
~y the magnitude of the indivisible units of factors but 
by the needs of the family.J --We shall in this chapter consider the salient problems 
of agriculture, industry and trade in our country. The 
following table gives the occupational distribution of 
population in India. 

Occupational Distribution of Population according 
to the Census of 1931. 

Occupations 
Production of Raw Materials 
Industry 
Transport 
Trade 
Public Administration 
Miscellaneous 

Percentage of total 
65-84 
10·38 

1-65 
5·:3 
2-86 

12·74 

It shows that agriculture supports directly and in
.directly more than 65 per cent of the total population. 
while industries support about 11 per cent and trade abo~t 
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6 per ~cent of the total. Compared to agriculture other 
industries pale into insignificance. 

Agriculture in India presents a number of very intri. 

IndIan 
Agrlcnlture 

cate problems regarding the division of 
land ·in small holdings,· the indebtedness 
of the cultivators, tenancy relations and 

productive efficiency. We shall only very briefly survey 
each problem. 

The following table gives us the area of land devoted to 
various crops. 

Area under principal crops in India ( 1935-36 ) 

Crop 
Rice 
Wheat 
Barley 
lowar 
Bajra 
Gram 
Other grains 

and pulse 
Sugar-cane 

( in thousands of acres) 
Area Crop Area 

80,583 Fruits, vegetables 
25,149 and etc. 8,324 
6.178 Oil-seeds 15,707 

21,550 Cotton 15,761 
13,074 lute 1,938 
15,028 Tea 787 

39,579 
4,041 

Tobacco 1,231 
Other non-food crops 13,170 

Total 262,100 

It must be borne in mind that the distribution of 
area as between different crops has not 

Cultivation 01 remained constant. In the first place the 
dillerent Crops 

total area under the plough has increased 
during the last century. There has also been a redistribu
tion of land as between different uses. This was the result 
of the growing importance of certain crops, called non-food 
crops in the international trade. If all the different portions 
of land under the plough, devoted to different crops, had 

'" A holding is an area of land under the ownership of or 
cultivation by a single person. 
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been specific for their respective crops only a redistribu .. 
tion of it would not have been possible. Transfer from one 
, use to another was possible because an appreciable portion 
of it was versatile in use. 

While increasing importance of non-food products 
Relative in international trade brought about a 

Importaace 01 transfer of land from food crops to the 
.Agrlcultare aad production of non-food crops, increase of 

ladastry population made necessary transfer of 
waste land to cultivation. Wherever the waste land 
was cultivable slow transfer followed in the wake of 
increasing population and the consequent increase in the 
demand for agricultural produce. Along with land. agricul .. 
tura! skill and implements were also transferred to new 
crops. This fact of transfer of resources during all times 
.of immediately past history is also a phenomenon visible 
as between old and new industries and between manu. 
facturing and agricultural industries. Two causes led'to 
such a transfer. In the first place. with the coming in of the 
dynamic influence of the industrial revolution. the old 
industries. practised with primitive tools and implements 
under what is called the domestic system, received a death 
blow. Secondly, during an interval of time which in 
India was needlessly long, people who lost their old indus
'tries could not take to any alternative occupations in simi
lar industries plied by modern mechanical methods and 
helped by motive power generated from coal. oil and 
.steam. TlGei only alternative was thus agricultural 
industry, rom 1830 to 1880. we witness in the economic 
history of ndia a rapid transfer of men and resources to 
.agriculture from industries which succumbed to the deadly 
competition of foreign with native goods. But in course 
()f time new industries on the factory scale were developed 
under joint stock company organisation. Entrepreneurial 
.ability broke new paths of enterprise in which to increase 



150 INTRODUCTION TO ECONOMICS 

its earnings. In the initial stages foreign enterprise led the 
way. But later on native ability also asserted itself. Tbe 
new alternatives which thus sprung up now began to absorb 
increasing numbers of the population. From the beginmng . 
of this century we find a definite turn in tbe relative 
importance of the manufacturing and the agrIcultural 
industries in India. This turn is slowly but surely in
creasing the importance of the former in the Indian 
econom:1 Let us now turn to the main agricultural 
problems in India. 

Holdings of agricultural land in India are small because 

Agricultural 
Boldiugs 

of the influence of two forces viz .• the 
operation of the law of inheritance and the 
growth of population. The ancestral pro

perty is divided equally among the sons of a father. A plot 
of fifty acres will. when divided b~Feen five sons. be cut 
up in five plots of ten acres each. I And if the original plot 
consists of good and bad land. each son will insist on having 
a part of the good land so that the good land will be 
divided in five plots as well as the bad land. The fifty 
acres of the original plot will thus be cut up in ten plots 
instead of five. The first type of partition is called sub
dultswn and the second fragmentatwn. In course of time 
asfamilies expand a single 'person' will come to possess 
small fragments of land scattered over a wide territo;u 

So long as the joint family system prevailed. the hold
ings though legally divisible were cultivated jointly and the 
evils of the processes of subdivision and fragmentation 
did not appear. The courts in 9ld times did not apply the 
la w of inheritance rigorously. I But when the ne W Judicial 
system was established under the British rule theJaw was 
administered to the letter. Further. the break-up of the 
joint family system and the growth in population tended 
to aggravate tbe disintegration of agricultural bolding=--! 
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The waste r~ting from the disintegration of hold
ings is enormous.r Land is lost in the bunds constructed for 
separating plots and the supervision of scattered fragments 
becomes very troublesome as also their cultivation.. 
because men and capital equipment have to be moved from 
plot to P~ If the total holding of a cultivator is 'very 
small his capital equipment is only partially employeCl. 

Attempts have been recently made by Government teJ 

Co-operative 
farmlag 

encourage co-operative farming in various 
provinces. If a major number of the culti
vator - owners of land are convinC'ed of the 

benefits of co-operative farming, the scheme is compulsorily 
extended over the whole village. In this process the legal 
ownerships of different plots is preserved. But hold
ings are consolidated for the purpose of cultivation only. 
Some such method is practised by the villagers them
selves. Ploughs and other agricultural equipment, as wen 
as family labour, are borrowed and lent by all, thus 
reducing the capital requirements of each holding. All 
this, however. though it has achieved some sigmficant 
results, does not relieve the distress. rn the law of inheri
tance is altered by introducing the principle of primo
geniture, holdings will certainly be bigger. The political 
difficulty in this case is that of public opposition to a 
change in the age long practice now accepted as law. 
The economic difficulty is the possibility of the creation 
of unemployment of those people who will be deprived of 
their rights in lands} 

The law of equal inheritance is found not only in 
India but also in some other countries. But there, farmers 
exercise foresight and limit the family so as not to 
give rise to more than one claim on the land. The only 
remedy which gets clear of the political as well as the 
economic difficulty is for the agriculturist to practise birth
control. The law will then be rendered in-operative and 
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unemployment due to change in the law will not appear 
because there will be no people to remain unemployed. 
An additional remedy is a policy of rapid industrialisation 
which absorbs all the surplus agricultural labourers in 
new industries. .... -

The simplest cause of the growing indebtedness of the 

Agrlca1tnral 
Indebtedness 

agriculturist is his poverty. His budget 
does not balance because receipts fall short 
of his expenditure. It may not balance 

continuously from year to year in which case he would 
give up the land altogether as an uneconomic proposi
tion. Usually, however, the balance is upset periodically. 
Sometimes the crop fails due to the failure of the rains 
and sometimes ev~ though the crop is abundant the price 
of the produce falls too-low. The disequihbrium thus caused 
drives him to the money-lender for debt who takes advan
tage of his weak position, whenever possible, by charging a 
hign rate of interest. He charges a high rate of interest be
cause of the uncertainty of the return of the loaned money. 
The cultivator has at different times to borrow in order 
to feed himself in ~Jamin.e, or to pa:yJand revenue, or to 
ftVebaat old-foans or to incmnecessary social expenses. 
These have beeri- classedas causes of indebtedness. The 
necessity of borrowing for these purposes arises because 
his-income' is ofien -reduced. His expenses cannot be 
reauced. On the contrary they have a tendency to grow. 
Unless. therefore, his receipts come upto the level of his 
charges he cannot make both ends meet. The receipts 
never come up to a level where he is enabled to payoff 
old debts. Thus debts go on mounting up. The total 
agricultural debt in India has been estimated at about 
Rs.9OO crores. The cultivator's position is thus gradually 
undermined. He loses his land and becomes only a.land
less tenant This tendency ~as accentuated during the 
period of economic depression from 1929 to 1936. 
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Frequent legislation, to restrict the evil practices of the 
money-lender and to protect the person 

lReilef from 
'la4ebte4aCII and property of the cultivator, has done 

little to solve the problem. There have 
'been four types of laws designed to control the growth of 
indebtedness and its evil effects viz., ( i) those which put 
restrictions on the practice of usury, (ii) those which 
-rIgorously apply the old custom or datndupat which prohi
bits any further accumulation of deot when the interest 
is equal to the original principal, (iii) those which make 
legally inmmune from attachment the cattle and imple
m~~!!. QCtrie :z~t~h:~QJ,..~na . .aha prO:t~ct1!JCper-S§~~ 'imd 
(iv ) those which pr,;>vide for compulso!'.% conciliation of 
debts. There are measures also which control the evil 
practices of the money-lender. 

Side by side with thes£-, the establishment of co-opera
tive credit societies has been encouraged to provide facili
ties of cheap credit to the cultivator. Yet the problem is 
growing in magnitude. Governments in all provinces are 
undertaking schemes of compulsory debt conciliation. It 
is necessary that along with these attempts, which go to 
-reduce the charges of the cultivators, attempts must also 
be made to increase his income. This can be done by 
improving the yield of his crop, by promoting village in
.dustries and by a constructive and far-sighted currency 
policy, firstly, of raising the prices of agricultural goods 
and secondly, of stabilizing them at a level where the 
-cultivator's budget balances. 

Rights in landed property in India have grown in 

Problem of 
Teaaaey 

number and complexity through the past. 
Those who do not possess any proprietory 
rights in th~ land but only cultivate it for 

·the landlord are called tenants. These tenants have always 
-suffered from rack-renting and frequent ejection from the 
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Ian:!. In order to safeguard their interest in the cultiva
tion of land government have from time to time tried to
give legal protection to their tenures. [Thus occupancy and 
mlraSl rights have been conferred on those who have culti
vated the same pieces of land for a long perio,!:! Since 
their sole means of livelihood is cultivation they should 
not be lIable to frequent ejection if they do not satisfy 
the landlords' demand for higher rents. The Bombay 
Tenancy Legislation is expected to provide this security 
to tenants of Zamindari and [naml lands. There are 
many questions involved here concerning the payments 
of rents, the upkeep of landed property, capital in
vestment and changes in the rents consequ~nt on change. 
in the prices of agricultural goods. A bold policy alone 
is likely to solve the problem to the satisfaction of the 
aggrieved parties. 

The methods of cultivation practised by the IndIan 

Prodnctlve 
Efficiency 

farmer are very primitive. He has no means 
to buy costly and modern agricultural 
implements and no knowledge of improved 

methods of farming. His seed is of a poor qualIty and 
even if he uses good seed, in course of time good and 
bad seed gets mixed up. Further, though he uses manures 
known to him tradItionally and adopts some kind of rota
tion of crops, his soil is not properly refertilized for lost 
ingredients. He tries often to level his land and construct 
bunds wherever the farm is lIkely to be denud~d of Its SOIl 
by rain water but the labour thus spent soon proves a waste 
as the bunds themselves are washed off by heavy rains in 
a short time. He has to depend upon the monsoons for 
rain. But the monsoon in India is so capricious that 
often-times it comes only in poor and insufficient showers, 
practically leaving the crops to burn away in the sun, or 
it comes in such heavy over-abundance as to wash away 
the crops which are in good condition. Cattle belonglOg 
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to the cultivator are poorly fed and are incapable of yield
ing efficient work. Further, as their number is too large 
in relation to the soil they become a drain on the cultiva
tor's resources. The farmer has no means of securing a 
proper knowledge of markets and being a weak bargaining 
party has to sell his produce for unfair prices. The middle
man contrives to take for himself a pretty large slice of the 
receipts which justly belong to the farmer. 

Government has tried to help the agriculturist by 

State AI4 
promoting the consolidation of holdings 
and the use of efficient implements. dis

tributing seed of improved variety, teaching the cultiva
tor the latest methods of dry farming, providing him 
with irrigation facilities by canals and dams, giving him 
loans to undertake capital investment on his farm .. 
encouraging the establishment of co-operative credit 
societies and societies for a number of other purposes .. 
establishing cattle-farms to secure good varieties of milch 
and draught cattle and by regulating the markets so as to. 
benefit the agriculturist. These attempts have, however .. 
only touched a very small part of the total agricultural 
population. Much more work remains to be undertaken 
and carried through. 

The village itself which is a small agricultural colony 
is devoid of good roads, lighting, drainage, sanitation, water 
supply, school, dispensary and post office. There is no. 
corporate life and no sense of civic responsibility in it. 
Stark poverty faces most of the villagers and this leads to. 
all sorts of excesses and crimes. Village reconstruction. 
on model lines has to be immediately undertaken if the
country is to be habitable and healthy. 

Of all the Indian industries organised on a large scale. 

Large Scale and 
Small Scale 
Indastrles 

the cotton industry and the jute industry 
are the most important. The hinter-land 
of the port of Bombay and the area round 
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Calcutta are their respective homes. The centres of 
;the Cotton industry are Bombay, Ahmedabad, Sholapur, 
Nagpur and Delhi. There are some important mills also 
in the South. Jute factories are found mainly round about 
1:he port of Calcutta. The iron and steel industry is 
mainly found on the Chota Nagpur plateau at Jamshedpur 
and in the south near Bangalore. Coal is mined also in the 
.chota Nagpur plateau at Raniganj, Jheria and AsansoL 
The other industries are silk and woollen manufactures, 
sugar, chemicals, matches, tea, cement and paper. Persons 
,employed in the cotton industry number 420,000 and 
in Jute industy 280,000. Capital invested in the former 
-is roughly Rs. 32 crores and in the latter roughly Rs. 
20 crores. 

Most of these industries are modern. Within their 
period of growth they have undergone a series of ups and 
downs. The finance of the concerns mainly depends upon 
the promoters who are also their managing agents so that 
though the companies are joint stock organisations, the 
major interest is that of the managing agents. These 
agents raise capital from the general public and also from 
the banks. The concerns suffer from insufficient capital as 
industrial banking has not developed in India. 

ForeIgn competition has also worked against the 

Protection to 
Industries 

prosperity of the industries. But India has 
now adopted a protectionist policy and 
this has resulted in a number of mdustries 

_getting protection through import duties and other 
-devices. Government can also help them by subsidies and 
bounties as well as by agreeing to purchase their own 
supphes from native concerns. They can promote technical 
,education in India and thus provide technical skill which 
is so urgently needed. Efforts in this direction have not 
all been satisfactory. 
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Our cotton manufactures are mostly consumed within 
the country though we have been exporting appreciable 
amounts of them to other countries. Our internal 
needs are also catered for by the native hand-loom in
dustry and by foreign imports of cotton cloth from Great 
Britain and Japan. Out of our total raw and manufac
tured jute' we export a fairly large quantity. Though 
India has a monopoly of jute, in recent times due to the 
discovery of substitutes for it we have been steadIly losing 
foreign markets. Above all, the industries as a whole, are 
suffering from the economic depression in recent times. 

rWith the growth of modern industries the labour 
P bl f problem is assuming a growing importance. 
r~ab::' 0 We have a large amount of surplus labour 

on land which could be transferred to in
dustries. With the present slow development of indus
tries however the surplus of agricultural labour cannot 
be absorbed in them. Labourers in India have a low 
physical and mental efficiency. Moreover labour is migra
tory in character. Workers go to the town in search of 
employment when there is no work on their own farms 
but return to their lands when cultivation begins. This 
is mainly due to the adverse conditions in industrial 
towns. The worker is subjected to long hours of exacting 
work, has to lose all his freedom and even self· respect 
and has to live in dark, dingy and disease.stricken slum 
areas. All these reduce his vitality and hence he longs to 
go home and enjoy the free air. Moreover, individually 
he is in a very weak bargaining position. The jobber, the 
money-lender, the paying clerk-all have an eye on his 
slender purs:.J Recently, trade union activity has grown 
enormously and workers are having increasing recourse 
to strikes and such other methods to get their grievances 
redressed. The Labour Commission has recommended 
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the appointment of conciliation boards to settle disputes 
between workers and employers. 

The problems of compensation for accidents. mater
nity benefits. leave with pay. housing. education. rehef 
from indebtedness etc., are being tackled. but not in a 
very sati&factory way. It is hoped that the new provin
.cial ministries will undertake to solve them efficiently. 

rcompared to our internal trade our external or foreign 
.External Tra4e trade is small. Yet it has a great import-

ance in our economy since foreign markets 
absorb many of our staple products like cotton. jute. 
oil. seeds and skins. Our external trade is concentrated 
only in a few ports like Bombay. Karachi. Madras and 
Calcutta. Exports mainly consist of raw materials like 
those mentioned above and imports consist of manufactured 
goods like cotton cloth. machinery, chemicals etc. A 
large part of our export and import trade is with the 
United Kingdom which absorbs more than 25 per cent of 
our exports and sends us about 40 per cent of our 
imports. Our external trade is principally carried on 
by English and other foreign firms. The financing of 
this trade is also done mostly by foreign exchange banks. 
Even the carrying trade is undertaken by foreIgn shippmg 
.compaine!;l 

In recent times our trade with countries other than 
.great Britain has grown in importance. Japan now stands 
next to United Kingdom in the list of countries WIth 
whom we have trading connections. 

India IS a debtor country. She has to borrow a large 
capital from the United Kingdom on which 

India: a Debtor . b Sh 
-C Dotry Sterling she has to pay mterest year y year. e 

o Cha~geS has to pay in addition part of the India 
Office expenses in London and charges on 

account of the pensions -of retired British officers who 
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served in India. All these charges have to be paid in 
British money called sterling. These expenses are called 
-sterlmg charges. This money is usually spent by English
men in buying commodities in India. The value of our 
-exports is thus higher than that of our imports by the 
value of the sterling charges. If the rate of exchange 
between the Indian rupee and the pound sterling is steady 
we pay these sums regularly. If the rate falls we have 
to pay more in rupees and if it rises we have to pay 
less in rupees. But a high rate discourages our exports 
and a low rate encourages them. Indeed, the payment of 
our sterling charges is intimately bound up with the fate of 
our export trade. In the last five years our export trade 
has gone down and has made it difficult for us to meet our 
.sterling charges. 

(There has been a tremendous fall in our export and 
import trade, the total of which has been reduced from 
approximately Rs. 600 crores to nearly half that figure. 
Efforts are being made by all countries to revive their 
.own external trade. On our part, the Government of India 
have been moving very slowly. Recently trade agreements 
have been entered into with Japan, Great Britain and 
other empire countries with a view to widen mutual 
markets for each other's product~ 

/statistics of our internal trade are very meagre. Still 
it appears that it is nearly 15 times as large as our external 
trade. It consists of trade· between provinces, towns and 
districts as well as the coastal trade. It is not possible to 
say much about it in this plac~ 

Iwe have more than 45,000_ miles of railways and 
275,000 miles of metalled and unmetalled 

Transport roads. The lay-out of railways was origi-
nally dictated by military considerations and by the needs of 
external trade. More than Rs. 800 crores worth of capital 



160 INTRODUCTION TO ECONOMICS 

has been invested in railways. No attention was paid 
to the

O 

development of roads so long as rail way construction 
was going on apace. For a time the railways were not a 
paying proposition. They began to yield profits only lately 
but the situation has again worsened from the year 1929. 
Railways were being operated by foreign companies since 
most of the capital was foreiktn. Latterly, however, the 
Government of India is gradually taking over the manage
ment of these impcrtant means of communicationso 

With the close of the Great War motor transport 
began to increase rapidly in India and the question of 
roads at once assumed a prominent position in the economy 
of the country. Need was felt for bettering the roads all 
over the country. Side by side there arose the question 
of rail and road competition. Government has created a 
Central Road Development Fund following the recommen
dations of the Road Committee. They have also recently 
undertaken legislation to control motor traffic and to 
regulate conditions of competition between railways and 
roads. 

India, with all this, is poorly equipped with means of 
communications. It is necessary that, side by side with 
the polley of co-ordination between rail and road trans
port, efforts should be undertaken also to bring about a 
rapid development of both the transport facihti!!J 
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PUBLIC FINANCE 

This chapter is an essay in what may be called applied 
'Economics. It does not say anything hew by way of 
-economic analysis, but is an application of the theory we 
.have studied in the previous chapters to one of the 
jmportant problems facing every organised community. 

We have already considered in the chapter on 

State and 
EcoDomlc 
Ac:thU, 

• Human Conduct in the Real World' the 
influence wielded by the state and its 
institutions on the economic life of people. 
Economic activity has everywhere to be 

carried on within the framework of legal forms and social 
institutions upheld by the state. But the state also takes 
a more active part in shaping the economic life of its 
'Subjects. Besides maintaining law and order, without 
which continuous economic activity is impossible, the 
-state also undertakes to perform a number of other func
tions which entail disposal of a part of the community's 
scarce resources. Undertaking a programme of public 
works, building of armaments, conducting experimental 
work in agricultural improvement, offering educational 
facilities, and working of railways are among the functions 
ilerformed by modem states. These functions are con
ducted on behalf of the community and their benefits are 
shared by all its members. Not only that, but such 
functions of the state have become sci vital to the smooth 
working of the economic system that the state is an 
indispensable factor in the economic calculations and 
~:lpectations of private entrepreneurs. 

E.l1 
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In other ways also modem states control economic 
life. Through the power they command within their 
boundcll"ies, states are able to influence the conduct of" 
international economic relations. By manipulating the 
tarIff or the rate of exchange it is possible for states to
benefit their own subjects. They may also by negotiation 
and agreement conclude trade treaties with other states in 
a spirit of .mutual give and take. In a world where no
single country is self-sufficient in relation to its needs, the
influence exerted by international relations 00 the ec0-

nomic life of any country is of profound significance. It 
lies in the power of Governments to decide what those 
Jelations will be and through them to provide the 
extemallimits upto which the. economic enterprise of 
their people can extend. 

But the maintenance of the complex machinery of 
the State with its officials and establish-

TIle Need lor ments involves a ""eat cost. For the most 
TaxatloD -

part, the State differs from private entre-
preneurs jn.that it cannot charge a price for every service 
it offers. I The cost, therefore, cannot be met from the
proceeds of the sale of its services-many of them have 
to be given free, e. g., the police service, in the general 
interests of the public. Nor is it possible to fix a price 
for such services as the defence service. The costs of 
these different service§-.hay.~ .of . .necessit.Y. to J)e....meLJlUt 
of ·compulsOrY--levies onjndiYid.uala _which ... J:aI)JlQt be
reTated" .in. any-exa~y_.tQ. the benefits they receive •• 
ThfSthe State does through .. ..taxatimt. Where it .is. 
possible to make a charge for specific services, the State 
fixes their prices, as for instance in the case of the State. 
owned railways. For certain purposes the State may 
even borrow money from the public at a specified rate of" 
interest, and out of this loan construct permanent works. 
which cannot be financed out of taxes. 



The revenue of the state consists of the 'proceeds 
.... 1111 I from taxes, the profits' from the com .. 
.. II G ac:oml . ia1 d k" f h aa4 Elpea41tarl merc un erta mgs 0 testate and the 

income which it derives from its property 
in land and capital assets. The state expends this revenue 
in providing its members with collective services li1:e 
external and internal defence, justice, education. etc., in 
paying interest on the capital borrowed from the subjects 
and in making available to them a large number of social 
benefits.. The state also raises loans froor the public for 
e1penditure on the building of capital assets or on the 
prosecution of w~ 

It must be emphasised that not only the functions the 
state performs. but the way in which it' per

Tllel' 
Slgalllc:aac:e forms them is of significance to the course 

of economic activity of the community. 
The policy the state follows in raising its revenue and 
:listributing it over different items of expenditure. that is 
to say, the choice it makes of particular methods amont 
Ii number of alternative methods of raising and sPending its 
income. has a considerable influence on the general distri.
bution of the resources of the community as It whole. 
The policy of the state should be such as to leave the 
distribution, after its income has been raised and spent, at 
the most economic level. There are difficulties in the 
flay of determining what is the most economic level at 
lny time, but we shall go into them later. Let us first 
t:onsider the revenue side of public finance. deferring our' 
discussion of loans to a later section. 

[There are two principal sources of public revenue: 

Taxes aa4 
Prlc:es 

taxes and prices. A tax differs from a 
pIlce in two respects. It is, in the first 
place, a compulsory charge imposed by the 

[)ublic authority on the members of the state. Secondly. 
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it is not a charge for l! !p~ific servic~ _rend~;_~Lb.1. the 
public authority to the tax-p~I~r. This is often expressed 
by iilyii1if tliat -atai-iSchliracterised by the absence of a 
direct quid pro ~ bet!:een the tax-p!!I.~!. and the taxing 
a..!:!thgnty. "TIlus, f'OIinstance, the income tax which is 
paid by all persons whose annual income is over two 
thousand rupees, or the new property tax imposed Oil 
~wners of bUIldings in Bombay, are not prices charged for 
any particular services rendered to income-tax-payers or 
to property-tax-payers. The receipts from these taxes are 
~sed to meet the general cost of governmentJ On the 
()ther hand. the fees which students in government schools 
and colleges pay are prices for receiving education. 

. The Government does not compel students to pay 
those fees if they do not go to these institutions. Nor are 
the fees a general contribution to government revenues 
unless government is making a profit out of the manage
ment of these institutions. Similarly, the fees paid for 
reaistration of marriases cannot be regarde~ as a tax. 
Fines imposed '6y coUrts of law are, on the other hand
taxes, though the.stamp dutti~esee~F .of §uin....n"md 
to c'?~t'!..is~, ~~tct;:_ The line between taxes and prices 
is, tiowever, not an easy one to draw, and there may be 
cases in which an element of compulsion may exist side 
by side with a specific service, as when registration of 
births is made compulsory and a fee is charged at the 
time of registration. But for practical purposes the dis
tinction is useful. 

When a tax is levied, it has to be paid by those on 
whom it is levied. But the burden of all 

The Inc:ldenc:e taxes is not necessarily borne by those 
olTuation who pay them. This may appear para-

doxical, but an- understanding of the distinction between 
pa,.~ng a tax and bearing its burden will make the 
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meaning clear. Take the case of the incoma tax. It is It 
tax on persons having incomes over a certain amount. 
Every one whose income exceeds· the minimum limit 
(as. 2,000 in British India) has to pay the tax. If 
the income increases, so does the tax. The tax-payer in 
this case is not in a position to shift the burden of the tax 
to some one else. Either he must not earn more than 
2,000 rupees a year or he must bear the tax~ On the other 
hand. take a tax, on imported motor cars. The tax is 
payable by the motor dealer who imports motor 'cars. 
But he can so raise the price of the cars when he sells 
them to his customers as to shift the entire burden of the 
tax on to the shoulders of the buyers. Though the dealer 
pays the tax, he does not bear its burden. 

. (Thecdirect money byrden of a tax is known as its 

OJ t 4 
incidence. Taxes are classified as direct 

rec: an ~, d' h "d f Indirect Tues ana ,na,rect accor lng as t e mCI ence 0 
taxation is or is not on· those who are 

legally responsible for paying the tax. The~ 
il.a direcuilX. ~E.I!,.!!!Q.!.QUilt~ i.1.8.J.l. iadirert tax. If 
motor cars are imported not by dealers, but directly by 
the potential owners of those cars, and if the cars are not 
used for any professional purpose (which would give an 
opportunity for the users to raise their fees to the extent 
of the tax on their cars ), the tax on motor cars would be 
a direct one. But it is administratively more economical 
to tax the dealers of imported cars and of other commo
dities so that, generally speaking, taxes on commodities 
tend to be indirect, that is, their burden caD be shifted on 
tQ others than those who pay them. 

There are clearly three possibilities as to the incidence 
of taxation. It may be ~ntirely on the payer, entirel,; on 
some one else. or.R.~_Qilb£Payer ana Pa.tt1'iJ)'1\JQIl.l.e.._ 
one else •• In the case of a tax 00 a commodity collected 
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from ;the seller.s such as a duty on the sale of tobacco, the 
'!Nay its bur~ll..be_<ijy~d~d between the seUer,anclthe 
buyer wilf depend on the relativ~_ elasticitie$ OLliI,JPplJ.of 
an~~~!i4 -fQi: .tha.t:_m~dity. I£th,=-!~ppl1 isxnx 
elastic the seller may, be able to raise the price to the 
f'i:iIreitint of the duty and shift its entire burden on 
to tp~J>"yy~r. 1£, Oilih-e-Oi'fier ]iaIld,' aemanCl _ is ~ery 
elastic. so that a little rise in p~ ie~Uces ~ it hI a 
large quantity, the seller !ll~l_Jl~y~-_tQ. seU .at the old 
price nearing tneentlreburden of the tax himself. If both 
s1!Pp.li' ~Jl(rg~_wand, ai-~daStiupi12uiaen.of the dutY· will 
be snared between buyers and sellers in. proportion to their 
ielative"elastlCities, "Tha£ is to say, if demand, for instance, 
'is more-elasticihan supply a larger portion of the duty 
will be borne by the sellers as compared to that borne by 
the buyers.) 

Considerations of the incidence of taxation are of im
portance in determining any particular 

Most EcoDoml-
cal Tax sJstem plan of taxation with a view to distribute 

its burden in the most economical way· 
Obviously the burden should be so distributed as to cause 
the least possible sacrifice to the community. If the com
munity were to consist only of one individual it would 
have been possible so to arrange taxation thatfthe marg
inal utility of the last'p'ie taken awaY.-'YP.:~~to the 
margina!Ji£pmt~ecure~ t~~yjce~....1'~ 
tIie state. But the community consists of a number of 
persons; Even then, if the tastes, incomes and needs of 
all were alike. it would be possible to distribute the 
burden of taxation equally on all, and keep the total sacri
fice of the community at the lowest level consistently 
with the services to be offered by the state. The question 
of incidence in this case could ha\'e been treated simply. 
And a .certain part of the income of each person paid into 
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'the public treasury should have solvea the 'problem of 
taxation. 

As a matter of fact, the incomes, needs and tastes of all 
people are not alike. The result is that a single pie taken 

;away in taxation does not mean the same sacrifice to 1111. 
,Further. the sacrifice involved ,in taxation of different 
persons is not capable of being compared. For iIlti
mately sacrifice, or loss of satisfaction, is a subjective 
-experience. lt is incommensurable. There is no objectiv~ 
<riterion for measuring it, though for an individual it may 
be possible to compare his satisfaction at one moment 
with a certain income, with his satIsfaction at another 
moment with the same or a different income. It is her~ 
'that an arbitrary though not unreasonable assumption has 
to be made in order to get over the difficulty. The 
.assumption is that the money incomes of different indi. 
viduals are an index of their total satisfaction. The larger 
the income I have, 'the greater is my' satisfa~g().n~k.~! 1Ae' 

"'fesnlSO"iS"the-atilttY'oIl:ni1aii:-um~o~.toJlle..as 
CoDiparoo'toanotJierliersonwho"has" a smalleLl~Qm.e. 
-rbe"Tosi 'iIi~'saiisraction when ene"pie" [~~~~~_J':~!l. ,tq 
~wtiori is less for'me 'thaiil'or~ another whose i!lcom~ ill 
less 'than"mine:- 'Because, "to'lhe-latter the laSt ,pie has a 
"1lluch greater utility than it' has"to me. 
rn(" ~ , ... " ..... """"""--- .. -_ ...... ~ ... ~ ... - -- " ... 

If the total sacrifice to the community is to be kept at 

Progreslhe 
TaxatIon 

the lowest level then clearly persons with' 
larger incomes must be taxed at a higher 
rate than -persons with a smaller income • 

.A tax of 10 per cent. on an income of Rs. 1,000 involves a 
,greater sacrifice to its owner than a tax at the same rate 
<>n an income of Rs. 100,000. lJle rate of taxat.!2~" 
!Q"£!- must jl!cr~th in£~ng IDcomes. 'I!is is the' 
ll~l~~~_.?L P!.l?sr!.~1!!!!LJ~i.cm. Taxation ..lIliliJiave-· 
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to be -progressive even when equality of sacrifice
{OralI tax-payers 1~t!t:-It-\Vn1-bave-to De mucb 
more so when fOIthe community as a whole the sacrifice 
involved is to be the least possible. The rate of progres
sion will naturally depend on the rate of the fall of 
utility for each addition to the income. 

A tax which is levied at the same rate on !l!LP~'lQPS 
.. ressin Taxes i!...:.:..?!£!!s.n,ve~·tai'b~cause. of _t2..~Jl_ro-

g gresslvely liea!y sacribce'1Um20~UJ1 
small inco~;.s. Thus a poU-tax 9f so much per h~ad means 
an IncreasIngly greater sacrifice as you go .do"!A1iPp1 
Jii~er InCOmeS to IQ'weIincomes. an!;l..J.sJw~~siY~p'j!s 
nature. SImilarly, a tax on salt, which is a commodity of 
wide consumption among people with very low incomes. 
is regressive. 

From this point of view taxes on commodities which 
are consumed alike by the rich and poor are regressive, 
and impose a far heavier sacrifice on the community than 
their money yield might indicate. But it is not possible 
to do away with taxes on commodities altogether. Nor 
is it easy,to make them progressive according to the purse 
of the buyer because it is impossible to know the incomes 
of people who buy those commodities in the market. A 
direct tax like the income-tax would be an ideal single 
tax consistently with the principle of progression. But 
it alone is insufficient to yield the necessary revenue with. 
out setting into motion forces which are harmful to the
proper functioning of the economic system. For, beyond 
a certain rate, it is bound to check the incentive to 
earn additional incomes, and consequently to check the
economic activity of the community reducing incomes 
stIll further, and thereby reducing the yield of the tax. 
A combination of direct and ind4-ect taxes has therefore
to be accepted. 
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Both taxation and public expenditure affect the 'econo

Ellects 01 
Talalloll 

mic life of a community by their influence. 
on people's ability and desire to work and 
save;- and on the distribution of the re

sources of the community. They also affect the distribu
tion of the incomes among the people. Thus a tax-system 
under which the incomes of the people are so curtailect 
that they cannot afford the necessary amenities of lifer 
such as medical help or education, the ability of the
people to work will suffer. So also will their ability to' 
save be limited because of loss of income. A high rate of 
land revenue might easily have such an effect. Similarly, 
the desire to work and save may be affected adversely
if an adequate income cannot be earned by working, -or 
by saving and investing money. Taxation also affects the
distribution of economic resources. Thus a heavy duty on 
tea might lead people to substitute coffee for tea in their 
dail:v necessaries. In the extreme case, tea-plantation may' 
be stopped altogether and coffee. growing given an en
couragement. 

Taxation is a potent means of reducing inequalities of 
- incomes.--A progressive tax reduces in-

lDe~Il~~':. 01 eq~~litiesJ?l taxing t~e' iri~~~~~r}~~ ~jch. 
at a higher rate than those of the poor. A 

regressive tax, on the other hand, increa.~s,JI.!~qualities. 
6'.!.E~usrng a-greater' lOSS: PI: satisfaction 'to the, eoo!,. ~l;lan. 
to the rich and thus aggravates .already .existing.inequa
lities. '~li is possible,. however. to counteract. the adverse. 
!f!i~~ ~o£ taX~tfon b~ .. ~. J?,?li~~ .C!f wise ,spending by the. 
P.YE~lC. authonty. 

As public finance is more an art than a science .. 

taaODl 01 
Taxatioa 

certain canons of practical utility have 
been laid down for the guidance of the:: 
statesman. According to them a system. 
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ofIf taxation should be characterised by ~ertai"t". e~y. 
;svenW;lce and ~. People must fnow for certain 
w at they have to pay in taxation so that they may make 
dle necessary adjustments in their expenditures. Secondly. 
:the collection of taxes must be done with the least cost. 
A high rate of tax ona few sources would be more econo
mical from this point of view than a low rate on a number 
-of sources. This is one of the reasons why incomes below 
a certain minimum are exempt from taxation. Otherwise, 
-the cost of collecting small sums from a large number of 
-small-income-earners would be too great for the tax to be 
worth while imposing. As far as possible, the taxing 
.authority must consider the convenience of the tax-payers 
:since it reduces much of the unpleasantness of taxation. 
Lastly, the system must be fair to all. We have already 
.seen how considerations of equity or fairness as between 
different persons necessitate the adoption of the principle 
..of progressive taxation. 

We shall now tum to public expenditure. At 
the outset it must be pointed out that 

'State fanlltloDI there are no fixed limits to the extent 
()f state activity and consequently to public expenditure. 
The theories of what a state ought to do have differed 
from a police-state concept confining state-functions 
to the minimum required for the prevention of force and 
fraud, to a totalitarian state ideology leaving nothing out
'side the pale of effective state authority. The actual 
functions performed by the state are a reflection of the 
ideas of its subjects, expressed ot implicit, of what they 
-consider necessary to be done by the public authority on 
'behalf of the community. But everywhere the range of 
functions performed by the state has gone on widening. 
mostly because it is: more efficient to act collectively than 
~bmugh private imdividuals. Functions like the impartin.lt 
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-of education Df, maintaining a standard of 'l2\lbliuleap. 
liness and health, cannot obviously be left into private 
h'"iiidS:-TIli" industrial 'l'$~m. again, has brought in 
its train anumber o(pr~blems" such as housing.and un
-employment, which can be tackled only by the organised 
force of the community. There has been a steady growth 
o()f state activity in these spheres as can be seen from the 
increasing expenditure on social services and nation-build
ing departments in recent years. 

The expenditure of the state varies according to the 
scope of state activity. At the com-

8a4getJ:PIlblla mencement of ever" financial "ear, the aa4 Private .1.1 

Finance ministers of different governments 
~repare an estimate of the expenditure on various 
.departments of state in the ensuing year and devise ways 
.and means of raising the revenue which would meet that 
.expenditure. The process in the preparation of public 
budgets is thus the reverse of what we ordinarily find in 
the case of individuals. For individuals first make an esti
mate of their incomes, and then decide the way they will 
.distribute them on various items with a view to maximize 
satisfaction. In the case of public authorities, however. 
'they estimate at first the expenditure to be incurred in 
1:he ensuing year and then raise the necessary income by 
taxation. 

But like the individual the public authority should 

Maxlmam 
Beaellt 

also aim at maximizing the benefit to the 
commumty by its expendit~e on different 
heads. Like the sacrifice thropgh taxatio~ 

.again, it is difficult to measure the benefit through public: 

.expenditure, The principle of distributing ~xpenditure 
with a view to obtain equi-marginal utility cannot 
o()bviously be adopted since the community is not II. 
~perpersona1ity with feelings and emotions. Nor.. ,all' 
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satisfactions of different persons be compared or measured 
so asto find out the net gain to the community as a whole. 

Any calculations as to communal gain, therefore, must 
necessarily be arbitrary and must reflect the subjective 
estimations of those persons who act on behalf of the 
community in deciding on different items of expenditure. 
But on the basis of the assumption that money incomes 
are an index of the satisfaction enjoyable by different 
persons, we can say that total satisfaction will be maxi
mized if the benefits of public expenditure are also distribut
ed progressively as the incomes of their recipients fall. 
This is because the utility of an additional pie expended 
for the benefit of the poor is much greater than if it is 
spent for the rich. Thus the grant of free education 
availed of by the poor increases the total satisfaction of 
the community to a much greater extent than a grant-in
aid to a public school to which children of the richer 
people alone get admission. It is possible to assess the 
effects of public expenditure on economic life in the same 
way in which we discussed the effects of taxation. 

Expenditure on education and medical facilities is 

Elleets 01 
ExpeD4ltDrI 

likely to increase efficiency and through it 
the ability of people to work and save. 
Increased ability to work would mean a 

larger volume of goods and services which a worker can 
command. On the other hand, too facile a grant of 
amenities might reduce the desire of people to work for 
present income, and to save lor future provision. But it 
may also increase the desire for a higher standard of life, 
in which case the increased amenities will only be an 
additional incentive to greater efforts. Expenditure may 
also reduce the inequalities between people belonging to 
different strata of society. Free education, for instance, 
would diminish the inequality of opportunity for employ-
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mente Old age pensions and unemployment benefit may 
likewise reduce the inequality of incomes between different 
people making for greater social stability and increased 
total satisfaction for the community. 

As a policy, state expenditure can also be used to 
promote certain lines of activity and to discourage certain 
..others. Subsidies given to milk producers, for instance, 
might increase the production and consumption of 
milk and raise the efficiency of the people. In course of 
time people might take to milk by force of habit and 
:prefer it to tea. Many activities which would not be 
undertaken by private individuals can be promoted by the 
State. Railway construction is a case in point. If govern
ment undertakes to build railways or gives subsidies to 
private companies for building them. they will bring about 
.a re-arrangement of the community's resources. Because 
of the easy means of communication the nature of crops 
may be changed. Farmers may find it profitable to produce 
.crops for distant markets. Cotton may be grown where 
formerly iowar was the staple produce. The state may 
also undertake capital expenditure on irrigation, roads, 
museums, research laboratories etc •• which would be pay
,ing concerns in the long run. It can thus make an invest
ment on behalf of the community which may make up 
for the deficiency of private investment. Public expendi
ture thus not only brings about a diversion of resources 
.at any time, but also redistributes them over a period 
.of time. 

(The question of capital expenditure brings us to the 
discussion of public debt. A large part 

Pablla Debt of capital expendIture is met not out 
of taxes but out of loans raised by the state. It is not 
"that loans are always used for building capital assets. 
:;rhey mal be, u.sed .to meet cu~ent demands. as when a 
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war of'its prospect demands a C heavy expenditure on arma
ments. According as they are used for the one Of the 
other purpose public debts are classified into fWoductive 
and unproductive debts. Productive debts are those which 
yield a certain percentage of return and which can, over a 
period of time, be amortized through the profits. Thus a 
loan'raised to finance a hydro-electric power project ~ 
b'eProdtiCfiVetf';'tiicourseoFi:ime:tlieyield of the-sale of 
'ifectrlcity generateaoy-lt6rTiigslDltretum" adequate- to 
meet the Interesf charge~~iR-e-19.a~dj9_Q~iJd 'yp'~. 
sinkirig-twiatoEe~ useam paying off the initial loan. A 
loan raiseQ'to meefwar-expeiidfture;'on-tiie oth'ernand. is 
unproductive, though it may be absolutely essential for the
defence of the community. 

A loan may be raised within a country, or in a foreign 

BardeD 01 
Public Debt 

country. But in either case it imposes a 
burden on the taxpayers who have to pay 
the annual interest charges. In the budget 

of every modern government a considerable amount is 
devoted to such payments for debts. In the ia;;e or.. 
Bombay nearly 10 per cent of the..Ero.tiQ~!!ti.IP.Gn ty~~is. 
incll~cil~hil~p~J~Uices. In the case of the Unite(J 
Kiniclom it is more than 20 per cent. It has been sometimes. 
argued that public loans constitute a charge on future 
generations to the extent of the interest they have to 
bear. But a little reflection will show that, in the first: 
place, the benefit of capital expenditure accrues as much 
to future generations as to the present; and secondly, when 
we say that future generations have to bear the burden of 
the debt through additional taxation, we must not forget 
that the interest also is paid to members of the future 
generations. What happens, in effect. is a redistribution 
of incomes among the members of future generations. 
There may be, indeed there are, other strong arguments. 
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.gamst' raising loans for certain purposes. but thii is' not' 
one of them. 

In periods of economic devression when the genem 

hbUQ floaoce 
10 Ec;ooomia 
Depressloos 

economic activity is at a low ebb. WD.ep.. 
money is lying idle in the hands of private 
individuals or in the coffers of banks, the
state plays a useful part in restoring pros

perity by stepping into the shoes of the pnvate entre
preneur and undertaking large-scale investments. A pro
gramme of public works on a huge scale might go a long; 
way in lifting the depression through increased incomes.. 
rising prices and profits, and a return of confidence in the
business community. For this purpose the state might: 
raise loans on a large scale and the resulting prosperity 
might more than offset the sacrifice in additional taxation. 
on account of the interest on loans. 

Though ordinarily a budget should be balanced. in the

Balaolleel 104 
Uabalaolleel 

Bodgets 

sense that recurrent demands should be' 
met out of taxation rather than by borrow
ing, it might be necessary to raise loans to' 
meet substantial non-recurrent demands. 

To the extent of these loans,. the budget might be un
balanced. in the sense that at the existing rate of taxation. 
the expenditure is greater than the revenue. Additional 
tlaxation will have to be levied in order to meet the
increased interest charges. Finance ministers and the' 
general public are. therefore. reluctant to face an un .. 
balanced budget. But as we have seen above. in 
periods of economic depression an unbalanced budget 
may be preferable to a balanced one. The additional 
taxation can be raised from the additional incomes: 
generated by the public works programme referred to. 
There is yet another way of looking at the problem of" 
balancing the budget. Though the period over which a 
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.budget bas to be balanced is one year. from the standpoint 
of business activity all years are not alike. Some years are 
more prosperous than others. In times of prosperity the 
-receipts from taxation go up making a larger expenditure 
on social services possible. In the lean years. on the other 
'hand. the receipts from taxation fall .while the need for 
'SOcial services. such as unemploymeny benefit. actually 
increases. It becomes impossible to lialance the budget 
without either curtailing expenditure on the social services 
or increasing taxation on already diminished incomes. A 
-proposal is. therefore. made to remedy this uneven situation 
by aiming at balancing the budget not in every year. but 
'Over a period of years. A reserve fund could be built up 
in prosperous years to be used to supplement the receipts 
from taxation in the lean years without curtailing ex
penditure, and in fact increasing it. Orthodox ideas of the 
superiority of a yearly balanced budget over an un
,balanced one are as antiquated and exploded today as 
ideas about the police-state. Public finance has now come 
to be looked upon as an effective weapon of combating 
disequilibria in the economic system. 

Public debts can be repaid either out of taxation or 
by raising other loans at a lower rate of 

Repayment 01 interest. The usual method of paying 
PnbliCl Debts 

them out of taxation _ is by means of a 
sinkin~ fund devoted to a reduction of debt. This fund is 
fed by annual additions from the receipts of taxation. 
Another method is that of a capital levy which is a tax on 
capital assets imposed once and for all in order to wipe 
off a substantial part of the debt. But there are difficulties 
.in the way of imposing such a levy and it is poSSible only 
IWhen it is necessary to meet a national emergency. 

We shall now consider the budget of the Government 
"fhe Indlaa of India for 1939-40 and examine it in the 

Bndgct light of what we have said so far. 
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General Statement of the Revenue and Expenditure of the 
Government of India: Budget Estimate, 1939-40. 

Revenue Expenditure 

C In lakhs of rupees) 

Customs ... 4~ Direct Demands on 
Central Excise Duties ~ Revenue 
Corporation Tax 1,88 Irrigation 
Taxes on income other Posts and Tele. 

than Corporation graphs ( capital 
Tax ... l1fi6. expenditure) 

Salt ~ Debt Services 
Opium 49 Civil Administration 
Debt Service 63 Tribal Areas 
Civil Administration 1,04 External Affairs 
Currency and Mint... 67 Baluchistan 
Civil Works 31 Currency and Mint ... 
Receipts from Indian Civil Works 

States 63 Central Road 
Other Sources of Fund 

Revenue 1,79 Grants-in-aid 
Posts and Telegraphs to Provincial 

(net contribution Governments 
to general revenue) 1 Miscellaneous 

Railways Adjustments 
(net contribution) 2,13 Defence Services 

Payments by Burma... 2,96 ( net) 
Deduct-share of In- Surplus 

come-Tax revenue 
payable to Provin-

Ces. • •• -1,78 

Total 82.70 Total 

3,66 
10' 

3 
~ lif 

,87 
64 
64 
35 
96 -

1,61 

3,04 

2 

4~ 
+5 

82,70 
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It will be noticed from the above table that on the 
revenue side there is a preponderance of 

Revenne Side indirect taxation. Except for the income-
tax and the corporation tax which together amount to 
Rs. 16,54 lakhs all the principal heads of revenue are 
indirect. We have seen how, all indirect taxes are more 
or less regressive. A tax like that on salt is all the more 
so because salt is a commodity which enters into the daily 
consumption of all sections of the community, rich as 
well as poor. Income-tax. which is the mQst imp.o.ItaIlt 
source gm~!!.able to progressive taxation, does not in India 
mTtlgite the regressive nature Of the t-ax~stem:-Itshould 
be" turtner 'cclllsiaerJ' that-a Tlirgeoart "Of the interest 
~lc;Lruub:~"national debt goes to the richer sections ~ 
society. The disproportionateb beav:y salary bjJ1 in' the 
~dit!]t~jy~.dministratiQD and on defellce Set
v.ic.es.ma.iDly ~benefits...those..person 5 wha..are Jjabk....tQ..Q.'!~ 
il!.c_o~~ 

On the expenditure side the most important item 
is defence services. Next to it are the 

Elpendltllre Side debt services and civil administration. 
Thus more than 80 per cent of the total expenditure is 
made up by the cost of administering the country. 
Except for the expenditure on civil works, posts and tele
graphs, and other miscellaneous items there is hardly any 
room for developing social services. Most other charges 
are fixed. So that the benefit got out of public expendI
ture is not. commensurate with the sacrifice involved in 
taxation. Not only that, but owing to the top-heavy 
system of administration the benefits received are not 
proportionate to the sacrifice involved. 

If we turn from the central to the provincial govern

Proylnclal 
Blldgeu 

ments' budgets we have a different story 
to tell. Especially since 1937 the provin
cial governments are developing a popular 
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policy of public finance. New sources of revenue are 
being tapped in order to develop nation-building depart
ments. But the scope for the expansion of revenue is 
extremely limited, with the result that after all possible 
efforts the budget still leaves room for improvement. The 
sources of provincial revenue are for the most part in
elastic while there is a large scope for public expenditure 
on the social services. Policies like those of Prohibition 
and reduction of land revenue entail a heavy loss of 
revenue. This has to be made good by other taxes like the 
Bombay urban igunoveable property tax, or the U. P. 
employment tax. , The sales-tax is also increasingly being 
used to meet deficits in provincial budgets. The effect of 
these policies and taxes is clearly to relieve the burden an 
the shoulders of the poor peasant and worker, by trans
ferring it on the comparatively richer people who are in 
a better position to bear it. Such a system has every
thing to commend itself for acceptance, since it changes 
regressive into progressive taxatio~ 

The schemes for social expenditure on education, 

Social 
Expenditure 

rural development, public health and pro
ductive public works which the provincial 
governments have undertaken are also in 

keeping with the principle of maximizing total benefit to 
thE7, community by increased amenities of life for persons 
with low incomes. Better health and larger incomes will 
increase the ability of the large mass of people to work 
and save. The inequalities of incomes are also reduced to a 
certain extent. The richer classes in society who have to bear 
the burden of increased taxation also stand to gain by the 
increased economic activity in the community. But the 
limit after which the ability as well as desire of the tax
payers to work and save begins to decline must not be 
over-stepped by increasing taxation. It might, therefore. 
be necessary for provincial governments to raise loans for 
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It will be noticed from the above table that on the 
revenue side there is a preponderance of 

Revenne Side indirect taxation. Except for the income-
tax and the corporation tax which together amount to 
Rs. 16,54 lakhs all the principal heads of revenue are 
indirect. We have seen how, all indirect taxes are more 
or less regressive. A tax like that on salt is all the more 
so because salt is a commodity which enters into the daily 
consumption of all sections of the community, rich as 
well as poor. Income-tax. which is the most important 
sourc~ .. 9,J;P$l1able to progressive taxation, does not in India 
nii~.rg.ate !~~!:gres~,i'ye ~t~~ ~~tfl,; tax-sisi.em. It'i'iiould 
l)e furtlier ooiiSiaerJ that a farge part of the interest 
~lc!.QD tb~ national debt goes to the richer sections.Df 
society. The disoroportjonately beavy salary. bj1! jn' the 
e~djt!]T'Uln ciVil (lgministratiOD and on defe~
'tic.es,mainly".l)e.ne£ts..tho.se.persons who..are...liablUQJ!~L 
i~c:.o~lS... 

On the expenditure side the most important item 
is defence services. Next to it are the 

Expendltnre Side debt services and civil administration. 
Thus more than 80 per cent of the total expenditure is 
made up by the cost of administering the country. 
Except for the expenditure on civil works, posts and tele
graphs, and other miscellaneous items there is hardly any 
room for developing social services. Most other charges 
are fixed. So that the benefit got out of public expendi
ture is not. commensurate with the sacrifice involved in 
taxation. Not only that, but owing to the top-heavy 
system of administration the benefits received are not 
proportionate to the sacrifice involved. 

If we turn from the central to the provincial govern

Proylnclal 
Bndgets 

ments' budgets we have a different story 
to tell. Especially since 1937 the provin
cial governments are developing a popular 
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policy of public finance. New sources of revenue are 
being tapped in order to develop nation-building depart
ments. But the scope for the expansion of revenue is 
extremely limited, with the result that after all possible 
efforts the budget still leaves room for improvement. The 
sources of provincial revenue are for the most part in
elastic while there is a large scope for public expenditure 
on the social services. Policies like those of Prohibition 
and reduction of land revenue entail a heavy loss of 
revenue. This has to be made good by other taxes like the 
Bombay urban i~veable property tax, or the U. P. 
employment tax. , The .sales-tax is also increasingly being 
used to meet deficits iIl-PIDvincial budgets. The effect of 
these policies and taxes is clearly to relieve the burden on 
the shoulders of the poor peasant and worker, by trans
ferring it on the comparatively richer people who are in 
a better position to bear it. Such a system has every
thing to commend itself for acceptance, since it changes 
regressive into progressive taxatior;J 

The schemes for social expenditure on education. 

Social 
Expenditllre 

rural development, public health and pro
ductive public works which the provincial 
governments have undertaken are also in 

keeping with the principle of maximizing total benefit to 
the. community by increased amenities of life for persons 
with low incomes. Better health and larger incomes will 
increase the ability of the large mass of people to work 
and save. The inequalities of incomes are also reduced to a 
certain extent. The richer classes in society who have to bear 
the burden of increased taxation also stand to gain by the 
increased economic activity in the community, But the 
limit after which the ability as well as desire of the tax
payers to work and save begins to decline must not be 
over-stepped by increasing taxation. It might, therefore. 
be necessary for provincial governments to raise loans for 
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undertaking non-recurrent expenditure on schemes of 
public works such as roads, canals, etc. 

On the next page we give the budget estimate for 
1939-40 of the revenue and expenditure for 

The the province of Bombay as a specimen of Bombay Badget 
provincial budgets. For comparison we 

have also given figures for 1936-37 which was the last year 
under the old constitution. 
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Principal Heads 

Provincial share of 
Central Income-tax 

Land Revenue 
Provincial Excise 
Stamps 
Forest 
Registration 
Receipts under Motor 

Vehicles Acts 
Other Taxes and Dutie 

Total 

Irrigation 
Debt Services 

s 

Revenue Expenditure 
( In thousands of rupees ) 

Actuals Budget Actuals Budget 
1936-37 1939-40 1936-37 1939-40 

3,44,32 ~H 
3,25,29 .tii:nil 
1,46,99 ~ 4U2 ,4 

15,05 14,45 

41,07 43,30 
48,67 2,06,42 

9,69,11 9,97,40 

20,06 33,32 
93,43 70,08 

46,93 66:63 
41,49 39,37 
1,98 1,98 

29,01 27,32 
5,68 5,45 

17,88 19,95 
17,22 11,49 

1,60,19 1,72,19 

48,20 58,77 
1,62,45 1,23,61 

'lStration CiVll Admin 
General admInistration 
Administration of 

JustIce 
Jails 
Police 
Education _ 
Medical 
PublIc Health _ 
Agriculture 
Veterinary 
Co-operation 
Industries 
Miscellaneous 

Total C. A. 

Civil Works 
Miscellaneous 
Extraordinary Items 

Grand Total 

... . .. 
15,01 18,93 

4,95 4,04 
6,85 10,82 

14,93 ~ 14,14 
19,08 28,55 
3,79 3,94 

31 42 
2,16 ~ 6,51 
1,83 1,86 

89,56 1,11,98 

38,82 57,94 
17,77 18,79 
12,74 21 

12,41,40 12,89,72 

1,04,97 §W 

62,19 65,86 
18,04 16,11 

1,42,76 1,43,71 
1,59,98 

11 .n,79 
22,60 
13,76 
3.90 4,40 

6,08 ~ 6.57 , 4 
8,12 11,74 

5,90,76 6,55,81 

1,10,88 1,35.19 
1,28,42 1,47,58 

17 71 

12,01,07 12,39,86 
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